(Rev. 1)

REPORT OF THE EXECUTIVE OFFICER
State Allocation Board Meeting, November 3, 2010

STATE ALLOCATION BOARD AUDIT SUB-COMMITTEE

PURPOSE OF REPORT

To present the recommendations from the Audit Sub-Committee to the Board for discussion and adoption.
DESCRIPTION

The attached report is a result of meetings by the Audit Sub-Committee.

BOARD ACTION

In considering this Item, the State Allocation Board approved the “Audit Sub-Committee Recommendations to the
State Allocation Board” except number V.a., and asked staff to present an interim report on implementing the
Recommendations at the December 15, 2010 SAB meeting.
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REPORT OF THE
STATE ALLOCATION BOARD'S
AUDIT SUB-COMMITTEE

BACKGROUND

The Audit Sub-Committee was established by the State Allocation Board (SAB) at the February 25, 2009 meeting. The
Sub-Committee was tasked with studying the scope of the Office of Public School Construction (OPSC) auditing
authority and bringing recommendations to the Board defining that authority. To accomplish this task the Board
established an Audit Working Group (AWG) made up of State agencies and school district audit experts. The AWG
consisted of a representative from the California Association School Business Officials, California County
Superintendents Education Services Association, California Department of Education, County Schools Facility
Consortium, Fiscal Crisis & Management Assistant Team, OPSC, State Controller's Office, the State Treasurer’s
Office, a school facility expert and an independent school auditor expert.

The charge of the AWG was to review current and existing junctures of accountability at the State and local level,
including at various stages within the State Facilities Program (SFP) in order to avoid potential redundancies and limit
inefficiencies within the SFP Expenditure Audit Program.

In this regard the objective of the AWG was to provide recommendations to the Audit Sub-Committee that define the
scope of the OPSC audit authority while achieving an appropriate balance between bond accountability and the best
use of state and local resources.

Further, the AWG was charged with drafting recommendations for establishing an audit appeals process that ensures
a transparent, consistent and equitable appeals process for Board consideration.

The specific issues that were addressed by the AWG as requested by the Audit Sub-Committee included, but were not
limited to:
e Process: law, regulation, policy and procedures
Scope and types of audits being done and recommended
Content of audits
Transition issues
Addressing redundancies
Promoting best practices
Communication with school districts

Invitations for AWG participation were also extended to the Office of Statewide Audits and Evaluations, Department of
Finance, the Office of the State Auditor and the Office of the Inspector General. These offices declined participation.

The AWG met four times before presenting recommendations to the Audit Sub-Committee on September 1, 2010.
Thereafter, the AWG met once more to clarify recommendations and answer questions the Audit Sub-Committee had
and presented their final recommendations to the subcommittee on October 14, 2010.

The Audit Sub-Committee has completed its work and has prepared recommendations for the Board's consideration
and adoption.

(Continued on Page Two)
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AUTHORITY

The Board is the governing body of the bond programs created by the 1998 passage of the Leroy Greene School
Facilities Act (SB 50). Education Code §170710.10 et seq provides the statutory authority for distributing State school
bond funds, and §17076.10(a), specifically prescribes that schools that receive State funds, are required to annually
submit a summary of the expenditures until all funds are expended. The statute also indicates “[t]he Board may
require an audit of those reports...to ensure that all funds received...are expended in accordance with program
requirements.” .

Government Codes §15490 establishes the existence of the Board, and states that the Department of General
Services (DGS), shall “provide assistance to the Board as the Board requires” [Gov Code § 15490(c)]. Within this
structure, the OPSC is defined in regulations as “the State office within the Department of General Services that
assists the Board as necessary and administers the Act on behalf of the Director.”

Education Code §17070.35 prescribes the powers and duties of the Board, specifically stating in §17070.35 (a)(1) that
the Board shall, “adopt rules and regulations, pursuant to the rulemaking provisions of the Administrative Procedure
Act (APA), Chapter 3.5 (commencing with Section 11340) of Part 1 of Division 3 of Title 2 of the Government Code, for
the administration of this chapter... . '

Education Code §17070.20 indicates that DGS shall administer the chapter in referring to the SFP.

Given the statutory grant of authority, the Board adopted SFP Regulations. (Cal. Code Regs., Title 2, §1859 et. seq.).
SFP Regulation 1859.106 authorizes the OPSC to conduct an audit of a district's expenditures under the Act, including
compliance with site acquisition guidelines.

BACKGROUND INFORMATION

The final Audit Sub-Committee recommendations for Board consideration and approval are contained in Attachment A.

RECOMMENDATIONS

1. Adopt the Audit Sub-Committee’s recommendations listed on Attachment A.

2. Instruct Staff to develop regulations to implement the recommendations and bring the draft regulations to the
January 2011 Board meeting.
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ATTACHMENT A
Audit Sub-Committee
Recommendations to the State Allocation Board

|. SCOPE AND TYPE OF AUDITS

ISSUE

AUDIT SUB-COMMITTEE
RECOMMENDATION

a. Scope of the audit needs to be
defined: the School Facility
Program (SFP) was intended to be
a “Grant and Go” program.

Define the scope of the audit as a
compliance audit. Local educational
agencies (LEA) are audited to ensure

they are in compliance with laws and
regulations of the SFP program. Audit Guide
to be revised and updated annually.

b. The audits performed should be
consistent with audits that are
performed by other state agencies.

Audits should be performed in

accordance with Govermmental

Auditing Standards. Audits should commence
within established time periods.

¢. Ensure objectivity and
independence of the audit; audits
should not be conducted by the
same entity that issued the
apportionments.

Audits should be conducted by an
independent entity outside of the

OPSC. Examples: State Controller's

Office or Independent Auditors. Existing
OPSC audit staff and/or resources would be
transferred to the responsible entity.

d. Program requirements at the time of
application change over the time that an
LEA submits their initial application and the
time the project is audited.

LEAs should be audited subject to the Audit
Guide and the regulations effective at the
time the application is deemed complete and
accepted by the OPSC. A complete
application checklist will be included in the
SFP Handbook. A notification will be given to
the LEAs upon acceptance of their application
detailing which regulations and Audit Guide
the project will be subject to at the time of
Audit. The OPSC shall post electronically an
archive of all previous and current regulations
and Audit Guides for the district and the
public to access. An interim process is
needed to clarify applicable laws, regulations
and the Audit Guides until a formal process is
developed.

SAB Audit Subcommittee Recommendations
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e.The LEA should know the requirements
for the audit at the time of application and
ensure they are keeping the appropriate
documentation to qualify

SFP Handbook and the Audit Guide should
complement each other and incorporate the
compliance requirements in the handbook
that LEAs will be audited on and allow the
audits to be audited to the Audit Guide
requirements.

f. There is a concern that once an audit is
closed out that OPSC has the authority to
reopen the audit at any time and re-look at
the expenditures.

Audits should not be re-opened. Additional
audits may be conducted if there has been a
legal finding of fraud, misappropriation of
funds or other illegal acts.

Il. PROCEDURES ON THE PUBLISHING AND FINDINGS OF THE AUDITS

ISSUE

AUDIT SUB-COMMITTEE
RECOMMENDATION

a. In accordance with the Governor's
Executive Order, audits are posted to the
Accountability website.

Audits should only be published after the
audit report is final and the LEA has provided
a written report. Draft review of audit should
be given to the LEA 30 days prior to
publishing and the LEA should have 30 days
to respond. Responses should be published
in their entirety. Audit findings that are on
appeal should also be noted with any
published audit information.

REGARDING CHANGES WITH AUDIT PROCESS

lll. PROCESS FOR YEARLY UPDATE AND COMMUNICATION TO DISTRICTS

ISSUE

AUDIT SUB-COMMITTEE
RECOMMENDATION

a. Changes to the audit requirements are not
effectively communicated to LEAs. A
transparent process to revise the Audit
Guide should be established that is relevant
to the time of the audit.

Create a standing audit committee that will do
an annual review of the Audit Guide and
create a process to address needed changes.
The Audit Sub-Committee should be
comprised of California Department of
Education (CDE), State Controller's Office,
facility and fiscal LEA staff, independent
auditor, OPSC staff or other appropriate staff.

SAB Audit Subcommittee Recommendations
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IV. STREAMLINING ACTIONS WITHIN AUDIT PROCESS

ISSUE

AUDIT SUB-COMMITTEE
RECOMMENDATION

a. Program requirements can change from
the time a district submits an application to
the time the project is audited.

Draft an incremental program compliance
verification and separate audit process. OPSC
Program staff will verify program compliance
within 1 year at 2 distinct phases: at the time
of SAB action on an Application for Funding
and from the Date of Fund Release. The
verifications made by OPSC Program staff will
be limited to a number of items per project and
should be selected based on a program-wide
random sample. After the verification has been
performed by OPSC Program staff or the one
year expires, the project at both phases is
deemed in compliance with the applicable
certifications and those phases are no longer
auditable. The review of the expenditure audits
should remain a function of the project audit.

b. OPSC staff does not have a good
understanding of the entire cash
management process within an LEA.

Provide training to OPSC staff on internal
controls, cash management and multi-fund
accounting. This training is not to prepare
OPSC to take an advisory role but to allow for
a better working knowledge of administering
the program.

¢. Audit requirements related to financial
accounting are not coordinated with the
requirements of the California School
Accounting Manual (CSAM) that affects all
LEAs.

OPSC staff to coordinate with CDE staff that
maintains the CSAM to assure that financial
documentation for audits is an integrated part
of the CSAM and does not impose additional
accounting burdens on LEAs.

SAB Audit Subcommittee Recommendations
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V. AUDIT APPEALS PROCESS

ISSUE

AUDIT SUB-COMMITTEE
RECOMMENDATION

a. Currently, LEAs can appeal issues through
the SAB. A process is needed to address
audit discrepancies that have a fiscal
impact on the district and the State.

The audit appeal would be the responsibility of
the Assistant Executive Officer in consultation
with the Office of Public School Construction
and/or a future audit group to process the
appeal and present the item to the Board.

REORDER INDEX OF OPSC AUDIT GUIDE

ISSUE

RECOMMENDATION

Audit Guide summarizes the audit
requirements for each local educational
agency.

The Audit Guide and the School Facility
Program Handbook should both be
coordinated and re-organized to provide clear
guidelines to all LEAs. The Audit Guide should
be updated annually. The coordination of the
Audit Guide and the School Facility Program
Handbook should be vetted through the SAB
Implementation Committee.

SAB Audit Subcommittee Recommendations
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