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Dear Ms. Halsey:
The State Controller’s Office (SCO) is transmitting our respdnse to the above-titled IRC.

The district did not comply with the requirements of the claiming instructions in
developing its indirect cost rates. The SCO’s adjustment to the indirect cost rates based on the
SCO’s FAM-29C methodology is supported by the Commission’s decisions on previous IRCs
(e.g., statement of decision adopted on January 24, 2014, for the San Mateo County and San
Bernardino community college districts on this same program). The parameters and guidelines,
which were duly adopted at a Commission hearing, require compliance with the claiming
instructions. The claiming instructions and related general provisions of the SCO’s Mandated
Cost Manual provide ample notice for claimants to properly claim indirect costs.

The district offset revenues collected from student health fees rather than by the fee
amount the district was authorized to impose. The SCO’s reduction of reimbursement to the
extent of fee authority is supported by Education Code section 76355, the Commission decisions
on prevision IRCs, as mentioned above, and the appellate court decision in Clovis Unified School
District v. Chiang.
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Heather Halsey, Executive Director
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If you have any questions, please contact me by telephone at (916) 323-5849.

Sincerely,

JIM L. SPAXO, Chief
Mandated Cost Audits Bureau
Division of Audits
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OFFICE OF THE STATE CONTROLLER
Division of Audits

3301 C Street, Suite 725

Sacramento, CA 95816

Telephone No.: (916) 323-5849

BEFORE THE

COMMISSION ON STATE MANDATES

STATE OF CALIFORNIA

No.: CSM 10-4206-1-31
INCORRECT REDUCTION CLAIM ON:

Health Fee Elimination Program AFFIDAVIT OF BUREAU CHIEF

Chapter 1, Statutes of 1984, 2™ Extraordinary
Session; and Chapter 1118, Statutes of 1987

SAN BERNARDINO COMMUNITY
COLLEGE DISTRICT, Claimant

I, Jim L. Spano, make the following declarations:
1) I am an employee of the State Controller’s Office and am over the age of 18 years.

2) Iam currently employed as a Bureau Chief, and have been so since April 21, 2000.
Before that, I was employed as an audit manager for two years and three months.

3) Iam a California Certified Public Accountant.
4) Ireviewed the work performed by the State Controller’s Office (SCO) auditor.

5) Any attached copies of records are true copies of records, as provided by the San
Bernardino Community College District or retained at our place of business.

6) The records include claims for reimbursement, along with any attached supporting
documentation, explanatory letters, or other documents relating to the above-entitled
Incorrect Reduction Claim.




7) A field audit of the claims for fiscal year (FY) 2003-04, FY 2004-05, FY 2005-06, and
FY 2006-07 commenced on December 11, 2008, and ended on December 16, 2009.

I do declare that the above declarations are made under penalty of perjury and are true and
correct to the best of my knowledge, and that such knowledge is based on personal

observation, information, or belief.

Date: _fJ& en ég{ 2 Jo/¥

OFFICE OF THE STATE CONTROLLER

m L. Spano,£hief
Mandated Cost Audits Bureau
Division of Audits

State Controller’s Office
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STATE CONTROLLER’S OFFICE ANALYSIS AND RESPONSE
TO THE INCORRECT REDUCTION CLAIM BY
SAN BERNARDINO COMMUNITY COLLEGE DISTRICT
For Fiscal Year (FY) 2003-04, FY 2004-05, FY 2005-06, and FY 2006-07

Health Fee Elimination Program
Chapter 1, Statutes of 1984, 2 Extraordinary Session; and Chapter 1118, Statutes of 1987

SUMMARY

The following is the State Controller’s Office’s (SCO) response to the Incorrect Reduction Claim that the
San Bernardino Community College District submitted on July 16, 2010. The SCO audited the district’s
claims for costs of the legislatively mandated Health Fee Elimination Program for the period of July 1,
2003, through June 30, 2007. The SCO issued its final report on March 18, 2010 (Exhibit D).

The district submitted reimbursement claims totaling $2,204,917 ($2,224,917 less a $20,000 penalty for
filing late claims)—$532,188 for FY 2003-04, $602,458 for FY 2004-05, $611,086 for FY 2005-06
($621,086 less a $10,000 penalty for filing a late claim), and $459,185 for FY 2006-07 ($469,185 less a
$10,000 penalty for filing a late claim) (Exhibit F). Subsequently, the SCO performed an audit for the
period of July 1, 2003, through June 30, 2007, and determined that $895,614 is unallowable. The costs are
unallowable because the district claimed unallowable service and supply costs, understated authorized
health service fees, and overstated indirect costs. The district contests unallowable health fair expenses
identified in Finding 1, along with Finding 2 and Finding 4 of our final audit report issued March 18,
2010 (Exhibit D). The following table summarizes the audit results:

Actual Costs Allowable Audit
Cost Elements Claimed per Audit Adjustment
July 1, 2003, through June 30, 2004
Direct costs:
Salaries : $ 356,228 $ 356,228 $ —
Benefits 60,631 60,631 —
Services and supplies 133,212 79,290 (53,922)
Total direct costs 550,071 496,149 (53,922)
Indirect costs 226,685 96,749 (129,936)
Total direct and indirect costs 776,756 592,898 (183,858)
Less authorized health service fees (222,624) (249,153) (26,529)
Less offsetting savings/reimbursements (21,944) (21,944) —
Total program costs $ 532,188 321,801 $ (210,387)
Less amount paid by the State ' —
Allowable costs claimed in excess of (less than) amount paid $§ 321,801
July 1, 2004, through June 30, 2005
Direct costs:
Salaries $ 351,288 § 351,288 §$ —
Benefits 72,578 72,578 —
Services and supplies 150,958 98,598 (52,360)
Total direct costs 574,824 522,464 (52,360)

Indirect costs 262,235 225,600 (36,635)




Actual Costs Allowable Audit
Cost Elements Claimed per Audit Adjustment

July 1. 2004, through June 30, 2005 (continued)

Total direct and indirect costs 837,059 748,064 (88,995)
Less authorized health service fees (205,881) (282,337) (76,456)
Less offsetting savings/reimbursements (28,720) (28,720) —
Total program costs $ 602,458 437,007 §$ (165,451)

Less amount paid by the State ' —

Allowable costs claimed in excess of (less than) amount paid $ 437,007

July 1, 2005, through June 30, 2006

Direct costs:

Salaries $ 367,883 § 367,883 § —

Benefits 74,169 74,169 —

Services and supplies 146,966 88,781 (58,185)
Total direct costs 589,018 530,833 (58,185)
Indirect costs 281,197 241,104 (40,093)
Total direct and indirect costs ‘ 870,215 771,937 (98,278)
Less authorized health service fees (211,753) (409,914)  (198,161)
Less offsetting savings/reimbursements (37,376) (37,376) —
Less late filing penalty (10,000) (10,000) —
Total program costs $ 611,086 314,647 § (296,439)

Less amount paid by the State ' —

Allowable costs claimed in excess of (less than) amount paid $ 314,647

July 1. 2006, through June 30, 2007

Direct costs:

Salaries $§ 399,133 § 399,133 §$ —

Benefits 74,159 74,159 —

Services and supplies 158,236 137,043 (21,193)
Total direct costs 631,528 610,335 (21,193)
Indirect costs 340,582 294,669 (45,913)
Total direct and indirect costs 972,110 905,004 (67,106)
Less authorized health service fees (458,938) (619,719)  (160,781)
Less offsetting savings/reimbursements (43,987) (43,987) —
Less late filing penalty (10,000) (5,450) 4,550
Total program costs $ 459,185 235,848 $ (223,337)

Less amount paid by the State ' _

Allowable costs claimed in excess of (less than) amount paid $ 235,848




Actual Costs Allowable Audit
Cost Elements Claimed per Audit Adjustment

Summary: July 1, 2003, through June 30, 2007

Direct costs:

Salaries $1,474532 $ 1,474,532 $ —

Benefits 281,537 281,537 —

Services and supplies 589,372 403,712 (185,660)
Total direct costs 2,345,441 2,159,781 (185,660)
Indirect costs 1,110,699 858,122 (252,577)
Total direct and indirect costs 3,456,140 3,017,903 (438,237)
Less authorized health service fees (1,099,196) (1,561,123) (461,927)
Less offsetting savings/reimbursements (132,027) (132,027) —
Less late filing penalty (20,000) (15,450) 4,550
Total program costs $ 2,204,917 1,309,303 $ (895,614)

Less amount paid by the State ' —
Allowable costs claimed in excess of (less than) amount paid $ 1,309,303

! Payment information current as of August 4, 2010.
2 The district incorrectly self-assessed a $10,000 late claim penalty. The correct penalty amount is $5,450.

HEALTH FEE ELIMINATION PROGRAM CRITERIA

Parameters and Guidelines — May 25, 1989

On August 27, 1987, the Commission on State Mandates (Commission) adopted the parameters and
guidelines for Chapter 1, Statutes of 1984, 2™ Extraordinary Session. The Commission amended the
parameters and guidelines on May 25, 1989 (Exhibit B), because of Chapter 1118, Statutes of 1987.

Section VI.B provides the following claim preparation criteria:

VI. CLAIM PREPARATION

B. Actual Costs of Claim Year for Providing 1986-87 Fiscal Year Program Level of Service
Claimed costs should be supported by the following information:
1. Employee Salaries and Benefits

Identify the employee(s), show the classification of the employee(s) involved, describe the
mandated functions performed and specify the actual number of hours devoted to each
function, the productive hourly rate, and the related benefits. The average number of hours
devoted to each function may be claimed if supported by a documented time study.

2. Services and Supplies

Only expenditures which can be identified as a direct cost of the mandate can be claimed.
List cost of materials which have been consumed or expended specifically for the purpose
of this mandate.

3. Allowable Overhead Cost

Indirect costs may be claimed in the manner described by the State Controller in his
claiming instructions.



I

Section VII defines supporting data as follows:

VII. SUPPORTING DATA

For auditing purposes, all costs claimed must be traceable to source documents and/or worksheets
that show evidence of the validity of such costs. This would include documentation for the fiscal
year 1986-87 program to substantiate a maintenance of effort. These documents must be kept on
file by the agency submitting the claim for a period of no less than three years from the date of the
final payment of the claim pursuant to this mandate, and made available on the request of the State
Controller or his agent.

Section VIII defines offsetting savings and other reimbursements as follows:

VIII. OFFSETTING SAVINGS AND OTHER REIMBURSEMENTS

Any offsetting savings the claimant experiences as a direct result of this statute must be deducted
from the costs claimed. In addition, reimbursement for this mandate received from any source,
e.g., federal, state, etc., shall be identified and deducted from this claim. This shall include the
amount . . . authorized by Education Code section 72246(a) [now Education Code section
76355]. ...

SCO Claiming Instructions

The SCO annually issues mandated costs claiming instructions, which contain filing instructions for
mandated cost programs. The September 2004 claiming instructions provide indirect cost claiming
instructions for FY 2003-04 (Tab 4). The December 2005 claiming instructions provide indirect cost
claiming instructions for FY 2004-05 (Tab 5). The December 2005 indirect cost claiming
instructions are substantially similar to the version extant for FY 2005-06 and FY 2006-07. The
September 2003 Health Fee Elimination Program claiming instructions (Exhibit C) are substantially
similar to the version extant for each fiscal year during the audit period.

DISTRICT CLAIMED UNALLOWABLE SERVICES AND SUPPLIES

Issue

The district claimed unallowable services and supplies totaling $1,531. The district believes that the
services and supplies are allowable for reimbursement under the mandated program.

SCO Analysis:

The unallowable services and supplies include gift certificates that the district distributed during a
health services volleyball tournament and food and promotional items (“bargain bags™) distributed
during health fairs. These costs are not required to maintain health services at the level provided
during the 1986-87 base year.

The district states that the intent of the promotional items is to induce attendance at the health fair in
order for interested students to receive the information. However, the parameters and guidelines do
not include a reimbursable activity for districts to “induce attendance” at health fairs.

We created a summary schedule for each fiscal year of the audit period (Analysis of Services and
Supplies) to identify costs claimed that are not reimbursable under the mandated program. Included
with these schedules is the supporting documentation (invoices and financial transaction print-outs).
Each year’s schedule and supporting documentation is shown separately (FY 2003-04 (Tab 8),
FY 2005-06 (Tab 9), and FY 2006-07 (Tab 10).




District’s Response

The audit report cites Government Code Section 17514, operating somehow in “correlation” with
Section 17561, as a reason to disallow the promotional item costs as not required. Since the
Commission has determined that health fair activities are reimbursable, then they are necessary,
which invalidates the Controller’s reliance upon Section 17514. The audit report cites Government
Code Section 17561 which allows the Controller to audit and reduce any excessive or unreasonable
claims. The audit report concludes that the claimed promotional costs are not required “to complete
the activity of providing health information to those who inquire.” The conclusion is subjective
because the Controller has not cited a published standard for the type and scope of allowable health
fair activity costs. The audit report makes not factual claims to support the adjustment on the
grounds that the claimed costs were excessive or unreasonable. The intent of the promotional items
is to induce attendance at the health fair in order for interested students to receive the information.
Disseminating information is the essential purpose of the health fair. Absent a fact-based finding
that the food (purchased at a supermarket), for example, was too expensive or some similar finding,
there is no basis for the adjustment on the grounds that the claimed costs were excessive.

SCO’s Comment

The district believes that our reliance on Government Code section 17514 is invalid. In addition, the
district states that there is no basis to conclude that the costs are excessive or unreasonable. We
disagree with both points.

Government Code section 17514 defines costs mandated by the state as any increased costs that a
local agency or school district is required to incur. Although the parameters and guidelines identify
health fairs as a reimbursable activity, the district essentially asserts that any related expense is
reimbursable, regardless of necessity or reasonableness.

The parameters and guidelines identify the reimbursable activity of health talks/fairs for the purpose
of providing information on sexually transmitted diseases, drugs, AIDS, child abuse, birth
control/family planning, and smoking cessation. The district is not required to purchase gift
certificates, food, and promotional items to complete the activity of providing health information to
those who inquire. Therefore, these are not costs that the district is required to incur (Government
Code section 17514), nor are the costs reasonable (Government Code section 17561).

In addition, the district’s own comments infer that the costs are non-mandate-related. The district
states that it incurred these expenses with the intent “to induce attendance at the health fair.” The
parameters and guidelines do not include a reimbursable activity that requires the district to “induce
attendance” at health fairs.

DISTRICT OVERSTATED INDIRECT COSTS CLAIMED

Issue

For FY 2003-04, the district claimed indirect costs based on an indirect cost rate that it calculated
using the principles of Title 2, Code of Federal Regulations, Part 220 (Office of Management and
Budget Circular(OMB) A-21). However, the district did not obtain federal approval of this rate.

For FY 2004-05, FY 2005-06, and FY 2006-07, the district claimed indirect costs based on indirect
cost rates that it prepared using the SCO’s FAM-29C methodology. However, the district did not
allocate direct and indirect costs as specified in the SCO’s claiming instructions (Tab 5). In addition,
the district calculated its FY 2004-05 and FY 2005-06 rates based on costs that it reported in its
CCFS-311 reports for FY 2003-04 and FY 2004-05, respectively.




SCO Analysis:

The parameters and guidelines state, “Indirect costs may be claimed in the manner described by the
State Controller in his claiming instructions.”

For FY 2003-04, the SCO’s claiming instructions (Tab 4) state:

A college has the option of using a federally approved rate, utilizing the cost accounting principles
from Office of Management and Budget Circular A-21, “Cost Principles for Educational Institutions,”
or the Controller’s [FAM-29C] methodology. . . .

For FY 2004-05 forward, the SCO’s claiming instructions (Tab 5) state:

A CCD [community college district] may claim indirect costs using the Controller’s methodology
(FAM-29C) . . . If specifically allowed by a mandated program’s P’s & G’s [parameters and
guidelines], a district may alternately choose to claim indirect costs using either (1) a federally
approved rate prepared in accordance with Office of Management and Budget (OMB) Circular A-21,
Cost Principles for Educational Institutions; or (2) a flat 7% rate. . . .

... In summary, FAM-29C indirect costs include Operation and Maintenance of Plant; Planning,

Policy Making, and Coordination; General Institutional Support Services (excluding Community
Relations); and depreciation or use allowance. . . .

District’s Response

Indirect Cost Rate-Reported and Audited

Fiscal Year Claimed Audited Difference
FY 2003-04 41.21% 19.50% 21.71)%
FY 2004-05 45.62% 43.18% (2.44)%
FY 2005-06 47.74% 45.42% (2.32)%
FY 2006-07 (amended) 53.93% 48.28% (5.65)%

Regulatory Requirements

No particular indirect cost rate calculation is required by law. The Controller insists that the rate be
calculated according to the claiming instructions. The parameters and guidelines for the Health Fee
Elimination mandate state that “[i]ndirect costs may be claimed in the manner described by the State
Controller in his claiming instructions.” The District claimed these indirect costs “in the manner”
described by the Controller. The correct forms were used and the claimed amounts were entered at the
correct locations. Further, “may” is not “shall”; the parameters and guidelines do not require that
indirect costs be claimed in the manner specified by the Controller. The audit report asserts that
because the parameters and guidelines specifically reference the claiming instructions, the claiming
instructions thereby become authoritative criteria. Since the Controller’s claiming instructions were
never adopted as law, or regulations pursuant to the Administrative Procedure Act, the claiming
instructions are a statement of the Controller’s interpretation and not law.

The Controller’s interpretation of Section VI of the parameters and guidelines would, in essence,
subject claimants to underground rulemaking at the direction of the Commission. The Controller’s
claiming instructions are unilaterally created and modified without public notice or comment. The
Commission would violate the Administrative Procedure Act if it held that the Controller’s claiming
instructions are enforceable as standards or regulations. In fact, until 2005, the Controller regularly
included a “forward” in the Mandated Cost Manual for Community Colleges that explicitly stated the
claiming instructions were “issued for the sole purpose of assisting claimants” and “should not be
construed in any manner to be statutes, regulations, or standards.”

Neither State law nor the parameters and guidelines make compliance with the Controller’s claiming
instructions a condition of reimbursement. The District has followed the parameters and guidelines. . . .




The audit report suggests that the District request a review of the claiming instructions pursuant to
Title 2, CCR, Section 1186, “(i)f the district believes that the SCO’s claiming instructions are
deficient.” The efficacy of the content of the claiming instructions is not the issue. The claiming
instructions are not properly adopted regulations or standards. There is no need for a claimant to
request such review on this type of issue, even if the instructions are inconsistent with the parameters
and guidelines, because the claiming instructions are not enforceable regulations. The fact that no
review was requested does not mean the claiming instructions are not deficient, nor is that even the
issue. The audit report also suggests that the District file a request to amend the parameters and
guidelines for the same reason. The parameters and guidelines are quite clear on this issue, so no
amendment is necessary. The problem arises from the Controller’s staff exceeding the authority of the
parameters and guidelines and ignoring the Administrative Procedure Act.

Sources of Differences

The District and the Controller utilize the same source document, the CCFS-311 annual financial and
budget report required by the state. The difference in the claimed and audited methods is in the
determination of which of those cost elements are direct costs and which are indirect costs and which
fiscal year CCFS-311 was used. The District claims used the “capital costs” reported in the CCFS-311
until FY 2006-07 . . . The remaining few percentage points differences for FY 2004-05 and thereafter
result from a different treatment of certain overhead accounts and which CCFS-311 was used for the
calculation.

FEDERAL METHOD AND RATE: The most significant difference in the claimed and audited rates
occurs for FY 2003-04. The Controller’s policy allowed use of a federal rate until FY 2004-05, and
thereafter only if it is a specified option in the parameters and guidelines. There was no amendment of
the parameters and guidelines to support this change of policy . . . Contrary to the Controller’s
ministerial preferences, there is no requirement in law that the claimant’s indirect cost rate must be
“federally” approved. Neither the Commission nor the Controller has ever specified the federal
agencies that have the authority to approve indirect cost rates. . . .

DEPRECIATION VS. CAPITAL COSTS: For FY 2003-04 through FY 2005-06, the District used the
FAM-29C method including CCFS-311 capital costs . . . The Controller’s policy was not to allow
either capital costs or depreciation expense until FY 2004-05, at which time financial statement
depreciation was included in the Controller’s FAM-29C calculations. There was no amendment of the
parameters and guidelines to support this change of policy. The Controller acted unilaterally with no
stated justification or rationale. Accordingly, the auditor cannot rely upon the parameters and
guidelines as a basis of disallowing CCFS-311 capital costs in FY 2003-04 through FY 2005-06.

PRIOR YEAR CCFS-311: The auditor used the contemporaneous fiscal year CCFS-311 information
for the calculation of the indirect cost rate for each year that is the subject of this audit. The District
used the prior year CCFS-311 for FY 2004-05 and FY 2005-06. The CCFS-311 is prepared based on
annual costs from the prior fiscal year for use in the following budget year. As a practical matter, the
CCFS-311 for the current year is often not available at the time that mandate reimbursement claims are
being prepared. Therefore, the District is not always able to rely on that data and must determine its
indirect cost rates based on the prior year CCFS-311.

Since the Controller prefers, at least for now, that claimants use audited district financial statement
depreciation expenses, there is the later deadline of December 31 for the annual financial audit to be
completed. This assumes that the District financial auditor publishes the audit report by that date,
which is unlikely in practice. Some of the annual claims that are the subject of this audit were due on
January 15, so it is unlikely that both the CCFS-311 data and financial statement audit report would
have been timely available for the preparation of the annual claim. In response to this time constraint,
the audit report suggests that claimants can delay or amend their annual claims and incur a 10% late-
filing penalty for the perceived benefit of using the most recent CCFS-311 and financial statement
depreciation expense. Since the Controller conducts its audits several years after the fact, it does not
have to face the reality of when data is available to the claimant. The audit report recommendation that
claimants penalize themselves by filing a late or amended claim in the pursuit of a perceived statistical
distinction without a material difference, either in the short or long term, speaks for itself.




The audit report asserts that the Controller’s use of the most recent CCFS-311 is supported by the need
to claim only “actual costs” for the same fiscal year. Neither indirect costs or depreciation expenses are
“actual costs.” These are cost accounting mechanisms that seek to approximate administrative support
costs to direct program activities in the case of indirect costs and in the case of depreciation, to
amortize the current period cost of long term assets. The parameters and guidelines do not specify any
particular method of calculating indirect costs, nor do they require any particular source be used for the
data used in the computation. The claiming instructions even accept the use of a default 7% rate, which
has no relationship to reasonable indirect costs incurred or financial statement depreciation expense.

As a practical example of the baselessness of the Controller’s position on prior year CCFS-311 reports,
note that federally approved indirect cost rates are established for periods of two to four years. This
means the data from which the rates were calculated can be from three to five years removed from the
last fiscal year in which the federal rate is used. The audit report claims that this is “irrelevant” because
the Controller is no longer accepting federally approved rates for this program. However, the
longstanding practice of the Controller prior to FY 2004-05 had been to accept federally approved
rates. Further, the development of these rates, which can be used for several district programs, is
relevant to the propriety of the Controller’s methods and determining whether they comply with
general cost accounting principles.

OTHER DIFFERENCES: In addition to differences caused by the previous stated reasons and choices,
minor differences may remain from year-to-year as a result of different treatment of certain overhead
accounts. The indirect cost rate pool calculated by the auditor is based on the claiming instructions that
are not enforceable. The only standard is whether the District’s choices are reasonable, and there are no
audit findings to the contrary on the issue of reasonableness.

Unreasonable or Excessive

Government Code Section 17561(d)(2) requires the Controller to pay claims, provided that the
Controller may audit the records of any school district to verify the actual amount of the mandated
costs, and may reduce any claim that the Controller determines is excessive or unreasonable. The
Controller is authorized to reduce a claim only if it determines the claim to be excessive or
unreasonable. Here, the District has computed its indirect cost rates utilizing cost accounting principles
from the Office of Management and Budget Circular A-21, or the Controller’s own FAM-29C method,
and the Controller has disallowed it without a determination of whether the product of the District’s
calculation would, or would not, be excessive, unreasonable, or inconsistent with cost accounting
principles.

Neither state law nor the parameters and guidelines made compliance with the Controller’s claiming
instructions a condition of reimbursement. The District has followed the parameters and guidelines. . . .

SCO’s Comment

Regulatory Requirements

The district states, “No particular indirect cost rate calculation is required by law.” The district infers
that it may calculate an indirect cost rate in any manner that it chooses. We disagree with the
district’s interpretation of the parameters and guidelines. The phrase “may be claimed” simply
permits the district to claim indirect costs. However, if the district chooses to claim indirect costs,
then the parameters and guidelines require that it comply with the SCO’s claiming instructions. If the
district believes that the program’s parameters and guidelines are deficient, it should initiate a
request to amend the parameters and guidelines pursuant to Government Code. section 17557,
subdivision (d). However, any such amendment would not apply to this audit period. The district
responds by stating:

The parameters and guidelines are quite clear on this issue, so no amendment is necessary. The
problem arises from the Controller’s staff exceeding the authority of the parameters and guidelines and
ignoring the Administrative Procedures Act.



We agree that the parameters and guidelines are quite clear; the district must claim indirect costs in
accordance with the SCO’s claiming instructions. Therefore, the SCO has not exceeded the specific
authority of the parameters and guidelines. In addition, neither the SCO nor the Commission has
“ignored” the Administrative Procedure Act, as further discussed below.

The district states that it “claimed these indirect costs ‘in the manner’ described by the Controller.”
The district did not claim indirect costs in accordance with the SCO’s claiming instructions. The
district prepared its FY 2003-04 indirect cost rate using the principles of OMB Circular A-21;
however, the district did not obtain federal approval of this rate. The district prepared its FY
2004-05, FY 2005-06, and FY 2006-07 indirect cost rate proposals (ICRPs) using the FAM-29C
methodology; however, the district did not allocate direct and indirect costs according to the
claiming instructions.

The district believes that the SCO incorrectly interprets the parameters and guidelines. We disagree.
The parameters and guidelines are clear and unambiguous. They state, “Indirect costs may be
claimed in the manner described by the State Controller in his claiming instructions [emphasis
added].” In this case, the parameters and guidelines specifically identify the claiming instructions as
authoritative criteria for indirect costs. The district also states:

The Controller’s interpretation of Section VI of the parameters and guidelines would, in
essence, subject claimants to underground rulemaking. . . The Controller’s claiming instructions
are unilaterally created and modified without public notice or comment. . . .

We disagree. Title 2, CCR, Section 1186, allows districts to request that the Commission review the
SCO’s claiming instructions. Section 1186, subdivisions (e) through (h), provides districts an
opportunity for public comment during the review process. Neither this district nor any other district
requested that the Commission review the SCO’s claiming instructions (i.e., the district did not
exercise its right for public comment). The district may not now request a review of the claiming
instructions applicable to the audit period. Title 2, CCR, section 1186, subdivision (j)(2), states, “A
request for review filed after the initial claiming deadline must be submitted on or before January 15
following a fiscal year in order to establish eligibility for reimbursement for that fiscal year.”

The district further states, “The Commission would violate the Administrative Procedure Act if it
held that the Controller’s claiming instructions are enforceable as standards or regulations.” We
disagree. The Commission adopted the parameters and guidelines pursuant to Government Code
section 17557. The parameters and guidelines specifically reference the SCO’s claiming instructions
for claiming indirect costs. Government Code section 17527, subdivision (g) states that in carrying
out its duties and responsibilities, the Commission shall have the following powers:

(g) To adopt, promulgate, amend, and rescind rules and regulations, which shall not be subject to the
review and approval of the Office of Administrative Law pursuant to the provisions of the
Administrative Procedure Act [emphasis added] . . ..

The district also references the Foreword section to the SCO’s claiming instructions (Tab 3);
however, the district quotes the Foreword section out of context. The Foreword section actually
stated:

The claiming instructions contained in this manual are issued for the sole purpose of assisting
claimants with the preparation of claims for submission to the State Controller’s Office. These
instructions have been prepared based upon interpretation of the State of California statutes,
regulations, and parameters and guidelines adopted by the Commission on State Mandates. Therefore,
unless otherwise specified [emphasis added], these instructions should not be construed in any manner
to be statutes, regulations, or standards.




The parameters and guidelines state that claimants may claim indirect costs in accordance with the
SCO’s claiming instructions. Therefore, the Foreword section does not conflict with our conclusion
that the SCO’s claiming instructions are authoritative in this instance.

Finally, the district states:

Neither State law nor the parameters and guidelines make compliance with the Controller’s claiming
instructions a condition of reimbursement. The District has followed the parameters and guidelines.

We disagree. Government Code section 17564, subdivision (b), states “Claims for direct and indirect
costs filed pursuant to Section 17561 shall be filed in the manner prescribed in the parameters and
guidelines [emphasis added]. ...” The parameters and guidelines state that claimants may claim
indirect costs in the manner described in the SCO’s claiming instructions.

Sources of Differences

The district states:

The difference in the claimed and audited methods is in the determination of which of those cost
elements are direct costs and which are indirect costs and which fiscal year CCFS-311 was used. The
District claims used “capital costs” reported in the CCFS-311 until FY 2006-07.

The district is incorrect; it did not include “capital costs™ in its ICRP for FY 2003-04. We agree with
the district’s statement regarding the remaining differences in methodology; the district incorrectly
allocated costs as direct or indirect and failed to use the correct CCFS-311 to prepare its FY 2003-
04, FY 2004-05, and FY 2005-06 ICRPs.

Federal Method and Rate

The district contests a change in the SCO’s claiming instructions regarding federally approved
indirect cost rates, effective with FY 2004-05. The district’s comments regarding federally approved
rates are irrelevant to this Incorrect Reduction Claim for FY 2004-05, FY 2005-06, and FY 2006-07,
because the district prepared its ICRPs using the SCO’s FAM-29C methodology.

Regarding its FY 2003-04 ICRP, the district states “there is no requirement in law that the claimant’s
indirect cost rate must be ‘federally’ approved.” We disagree. The parameters and guidelines clearly
state that the district must claim indirect costs in accordance with the SCO’s claiming instructions.
For FY 2003-04 claims, the claiming instructions state that ICRPs prepared in accordance with
OMB Circular A-21 must be federally approved. The district also states, “Neither the Commission
nor the Controller has ever specified the federal agencies that have the authority to approve indirect
cost rates.” Neither the Commission nor the SCO is responsible for identifying the district’s
responsible federal agency. OMB Circular A-21 states:

[Cognizant agency responsibility] is assigned to the Department of Health and Human Services (HHS)
or the Department of Defense's Office of Naval Research (DOD), normally depending on which of the
two agencies (HHS or DOD) provides more funds to the educational institution for the most recent
three years. ... In cases where neither HHS nor DOD provides Federal funding to an educational
institution, the cognizant agency assignment shall default to HHS.

Depreciation vs. Capital Costs

The district states, “For FY 2003-04 through FY 2005-06, the District used the FAM-29C
method. . . .” The district is incorrect; it did not use the FAM-29C methodology for its FY 2003-04
ICRP, nor did it include capital costs in the ICRP it prepared using OMB Circular A-21
methodology.
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Regarding its FY 2003-04 ICRP, the district states, “The Controller’s policy was not to allow either
capital costs or depreciation expense until FY 2004-05. . . .” We agree that the SCO’s FY 2003-04
claiming instructions relative to the FAM-29C methodology did not allow capital costs or
depreciation expense as an indirect cost. We calculated the allowable indirect cost rate using the
FAM-29C methodology, based on the SCO’s claiming instructions and the parameters and
guidelines.

Regarding its FY 2004-05 and FY 2005-06 ICRPs, the district correctly states that the SCO’s FY
2004-05 claiming instructions included depreciation expense as an allowable indirect cost. The
district states:

There was no amendment of the parameters and guidelines to support this change of policy. The
Controller acted unilaterally with no stated justification or rationale. Accordingly, the auditor cannot
rely upon the parameters and guidelines as a basis of disallowing the CCFS-311 capital costs in FY
2003-04 through FY 2005-06.

The district’s depreciation expense greatly exceeded its capital costs for FY 2004-05 and FY 2005-
06. In addition, the district submitted its FY 2006-07 ICRP using depreciation expense rather than
capital costs. Therefore, the district’s objection to “disallowing the CCFS-311 capital costs” and
what it terms a “change of policy” is unclear, because including depreciation expense increases the
district’s indirect cost rate. Nevertheless, no parameters and guidelines amendment was required.
Further, the SCO does rely on the parameters and guidelines to allow depreciation expense, rather
than capital costs, as indirect costs. The parameters and guidelines state, “Indirect costs may be
claimed in the manner described by the State Controller in his claiming instructions.” -

Prior Year CCFS-311

The district asserts as a finding of fact that “the CCFS-311 for the current year is often not available
at the time that mandate reimbursement claims are ‘being prepared.’” Title 2, California Code of
Regulations (CCR), section 1185, subdivision (e)(3), states, “If the narrative describing the alleged
incorrect reduction(s) involves more than discussion of statutes or regulations or legal argument and
utilizes assertions or representations of fact, such assertions or representations shall be supported by
testimonial or documentary evidence and shall be submitted with the claim.” The district failed to
provide any documentation supporting its assertion.

The district also refers to when claims are “being prepared,” a vague, meaningless timeframe. The
only relevant date is the date that mandated cost claims are due to the SCO. Government Code
section 17560 required that districts submit their annual reimbursement claims by January 15 of the
following year for FY 2003-04 through FY 2005-06. It requires districts to submit their claims by
February 15 of the following year for FY 2006-07 forward.

Title 5, CCR, Section 58305, subdivision (d), states:
On or before the 30th day of September, each district shall complete the preparation of its adopted

annual financial and budget report . . . On or before the 10th day of October, each district shall submit
a copy of its adopted annual financial and budget report to the Chancellor.

The following table shows the dates that the district submitted its CCFS-311 reports to the CCCCO:

Date CCFS-311 Report
Fiscal Year Submitted to CCCCO
2003-04 September 17, 2004
2004-05 September 15, 2005
2005-06 October 2, 2006
2006-07 September 14, 2007
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The district also commented on the December 31 deadline for its annual financial audit. The district
asserts as a finding of fact, “This assumes that the District financial auditor publishes the audit report
by that date, which is unlikely in practice.” Again, the district failed to provide any documentation
supporting its assertion pursuant to Title 2, CCR, Section 1185, subdivision (e)(3).

Title 5, CCR, Section 59106, requires the district to file its annual audit report with CCCCO “not
later than December 31*.” The district infers that its annual financial report must be “published” for
the district to use depreciation expense in calculating its indirect costs rates. Our audit report makes
no such statement. The district prepares its financial statements, and thus is aware of its depreciation
expense, before its annual audit report is actually published. The following table shows the dates of
the district’s annual independent auditor’s reports (the FY 2003-04 report was not available from the
CCCCO):

Date of Independent

Fiscal Year Auditor’s Report
2004-05 December 13, 2005
2005-06 December 15, 2006
2006-07 December 18, 2007

The information above shows that the district’s comments are without merit. The district completed
both the CCFS-311 and the annual audit reports before the due date for mandated cost claims.
Nevertheless, failure to comply with the CCFS-311 and annual audit report due dates is irrelevant to
mandated cost claim requirements. Government Code section 17560, subdivision (a), states “A local
agency or school district may . . . file an annual reimbursement claim that details the costs actually
incurred for that fiscal year [emphasis added].

The district asserts that indirect costs and depreciation are not “actual costs.” The district states:

These are cost accounting mechanisms that seek to approximate administrative support costs to direct
program activities in the case of indirect costs and in the case of depreciation, to amortize the current
period cost of long term assets.

Indirect cost rates are calculated from the district’s actual costs for a fiscal year. Similarly, “actual”
depreciation expense is the expense attributable to the current fiscal year, as identified in the
district’s audited financial statements. The district’s comments are without merit.

The district states, “The parameters and guidelines do not specify any particular method of
calculating indirect costs, nor do they require any particular source be used for the data used in the
computation.” Again, the district infers that it may calculate indirect costs in any manner that it
chooses. We disagree. The parameters and guidelines require the district to claim indirect costs
according to the SCO’s claiming instructions.

The district’s response includes comments regarding a “default 7% rate” and federally approved
indirect cost rates. These comments are irrelevant to this Incorrect Reduction Claim, because the
district did not use the default 7% indirect cost rate and did not submit a federally approved indirect
cost rate. In addition, the SCO’s claiming instructions do not permit districts to use a federally
approved rate in the Health Fee Elimination Program for FY 2004-05 and thereafter.

Other Differences

The district states:
. minor differences may remain from year-to-year as a result of different treatment of certain

overhead accounts. The indirect cost rate pool calculated by the auditor is based on the claiming
instructions that are not enforceable.
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The district fails to disclose that no mandate-related authoritative criteria support its allocation of
direct and indirect costs. We agree that the SCO calculated allowable indirect cost rates according to
the SCO’s claiming instructions. We disagree that the claiming instructions are “not enforceable.”
The Commission adopted the parameters and guidelines pursuant to Government Code section
17557. The parameters and guidelines require the district to claim indirect costs in accordance with
the SCO’s claiming instructions. The SCO issued its claiming instructions pursuant to Government
Code section 17558, subdivision (b). If the district believes that the SCO’s claiming instructions are
deficient, it may request that the Commission review the claiming instructions pursuant to Title 2,
CCR, section 1186. If the district believes that the program’s parameters and guidelines are
deficient, it may initiate a request to amend the parameters and guidelines pursuant to Government
Code section 17557, subdivision (d). However, in either case, an amendment would not be
applicable to this audit period.

Unreasonable or Excessive

The district states, “The Controller is authorized to reduce a claim only if it determines the claim to
be excessive or unreasonable.” We disagree. Government Code section 17558.5 requires the district
to file a reimbursement claim for actual mandate-related costs. Government Code section 17561,
subdivision (d)(2), allows the SCO to audit the district’s records to verify actual mandate-related
costs and reduce any claim that the SCO determines is excessive or unreasonable.

The district prepared its FY 2003-04 ICRP using the principles of OMB Circular A-21. However,
the district failed to obtain federal approval of its ICRP in accordance with the SCO’s claiming
instructions. A determination of “excessive