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State of California Direct Costs Charged to ETA Grants

State of California
Employment Development Department (EDD)

Response to the Draft Audit Report of Direct Labor Costs Charged To
Employment and Training Administration (ETA) Grants
Awarded by the U.S. Department of Labor (DOL)

July 1, 2000 to June 30, 2002

DOL Results and Findings: $53.2 million of direct labor costs and $23.5 million
in associated costs were not allocated in accordance with Federal cost principles.

DOL audited $462.7 million in direct labor costs that EDD charged to ETA grants
for State Fiscal Years (SFYs) 2001 and 2002, and estimated that about

$53.2 million of direct labor costs and $23.5 million in associated costs were not
allocated in accordance with Federal cost principles. The DOL audit specified
that EDD did not have support for the basis it used to allocate the direct labor
costs. EDD allocated the costs on an estimated basis and did not adjust the
estimated costs to actual costs. DOL found that 127 employees or 18 percent of
its sample, used allocation codes based on predetermined percentages to
allocate their time in ETA grants. Based on DOL's statistical projection of the
sample results, an estimated $76.7 million of labor costs and associated costs
charged to ETA grants for SFYs 2001 and 2002 were questioned.

EDD Response: Since the initial occurrence in which allocations were
questioned by a California audit agency, the EDD revised our allocation
methodologies to ensure compliance with acceptable Federal cost principles as
provided in OMB Circular A-87. The EDD completed an Indirect Cost Rate
Proposal (ICRP) for the period beginning July 1, 2005 that uses cost pools to
allocate actual costs to shared programs in accordance with Federal cost
principles. These cost pools eliminated the need for 151 allocation codes that
were questioned by DOL as estimated rather than actual costs.

Based on the Office of Inspector General (OIG) recommendations in the draft
audit report, EDD reviewed the sampled 127 employees’ allocated time that was
the basis for the questioned costs and made necessary corrections on the
allocation basis to adjust estimated costs to actual costs for the employees’ time.
The following summary recaps our recalculation of the questioned costs after the
allocation base using historical or estimated cost estimates were adjusted to
actual costs. These adjustments reflect our current cost pool methodology that
was presented to our U.S. Department of Labor Regional Cost Negotiator for the

SFY 2005-06.

DOL Questioned EDD Adjustments

Federal Amounts to Actual Cost Amounts Difference
FY 2000-01 $43,462,056 $42,207,797 -$1,254,259
FY 2001-02 $33,233,948 $34,654,718 $1,420,770
Total $76,696,004 $76,862,515 $166,511

- Amount over charged federal programs
+ amount under charged federal programs
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Based on our analysis of the DOL questioned costs, after making the necessary
adjustments of estimated costs to actual costs using acceptable Federal
allocation standards, EDD appropriately charged the Federal programs and
actually shows a slight undercharge of the DOL ETA grants by $166,511 of the
$462.7 million total included in the audit period of SFYs 2001 and 2002. During
this period EDD also expended state funds to support Federal programs. The
amount of state supplemental funding was $44.0 million in SFY 2001 and $39.4
million in SFY 2002, for a total of $83.4 million over the two-year period.

Per audit recommendation no. 1, documentation to support the adjustment from
estimated to actual costs concerning the $53.2 million of direct labor costs and
$23.5 million in associated costs for SFY 2001 and 2002 was submitted
separately to the OIG auditors for review on August 28, 2006. Attachment |
provides a summary recap of our analysis for the audit period as recommended
by the OIG.

The following sections provide discussion of our analysis of the 127 sampled
employees in which DOL stated the allocation codes did not meet Federal cost
principles. The guestioned Federal costs were compared to our recalculated
labor costs for the specific cost pools as recommended by the OIG. The
recalculated labor costs are allowable based on use of acceptable Federal
allocation cost principles.

California Unemployment Insurance Appeals Board (CUIAB)

In SFY 2001 and 2002, the CUIAB labor costs were not allocated on an
unsupported allocation code, but instead were allocated based on actual
workload from the previous quarter. We computed what the actual costs would
have been if we had utilized the workload for the actual month of the timesheet.
The attachment provides the recalculation of costs for the 62 employees included
in the DOL sample that represent labor costs associated with CUIAB. Based on
the adjustment to the labor costs using actual month workload, the labor costs for
the 62 employees for SFY 2001 decreases the Federal amount charged from
$115,170 to $113,960 and increases the Federal amount charged for SFY 2002
from $102,705 to $104,740 for a net undercharge of $825. As such, the CUIAB
expenditures are allowable based on acceptable Federal allocation standards.

Information Technology (IT) Branch

The guestioned IT costs may be grouped into the following five categories from
the employees sampled by DOL.:

IT Tax Branch Support

Some of the sampled IT Branch personnel performed work that solely benefited
the tax programs, and this type of work is defined as Tax Branch support. The IT
personnel that performed this work charged a code which split costs in
accordance with the EDD tax sharing ratio approved by DOL.
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The tax sharing ratio is an equitable distribution of costs to the benefiting
programs in EDD and is included in our last approved ICRP. The IT Tax Branch
Support labor costs of $23,562 in SFY 2001 and $9,900 in SFY 2002 are
allowable based on acceptable Federal allocation standards.

IT Operations Branch Support

The sample included IT Branch personnel whose work benefited the Operations
Branch, and this type of work was defined as IT Operations Branch support.
During the audit period, the Operations Branch was comprised of Unemployment
Insurance (Ul) Division and Job Services (JS) Division (since the audit period,
the two Divisions have split into separate Branches).

The IT personnel that performed this work charged a code that split costs to the
benefiting programs, which were the Ul and JS programs, and to State and
reimbursable programs. Such an allocation is equitable when compared to
Operations Branch benefiting programs. The labor costs of $5,642 in SFY 2001
and $1,370 in SFY 2002 are allowable based on acceptable Federal allocation
standards.

IT Projects

Some of the sampled IT Branch personnel worked on specific IT projects.
Feasibility Study Reports (FSRs) were completed for these projects that
identified the benefiting program. The codes used were set up so that the
charges would be directed to the benefiting programs. IT Branch personnel time
records identified the specific projects. Examples include: TEAMFS, which
captured the charges for the Tax Engineering and Modernization project that
benefited the Tax Programs; and PIN100, which captured the charges for the
Personal Identification Number project and benefited Ul and Disability Insurance
(DI) programs.

The specific IT project codes are an appropriate distribution of actual costs to the
benefiting programs in EDD. Using this methodology, the labor costs of $5,142
in SFY 2001 and $240 in SFY 2002 is allowable based on acceptable Federal
allocation standards.

IT Enterprise

EDD charges costs (personal services, personnel benefits, and non-personal
service) to Administrative Staff and Technical (AS&T) to allow distribution of
EDD’s administrative overhead costs on an enterprise basis to all programs
sharing in these costs. AS&T costs are allocated to all programs based on an
enterprise percentage of monthly position equivalents (PEs) for each program
that reflects the actual benefits to the charging program. The ratio of project
code direct PEs to total PEs is calculated automatically by the Cost Accounting
System (CAS) and the resulting percentage is used to allocate the total AS&T
cost pool. This is allowable based on acceptable Federal allocation standards
and deemed an appropriate distribution of enterprise costs.
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Many of the sampled IT personnel performed work that benefited all EDD
organizations and programs (e.g., IT policy or infrastructure). This type of work is
defined as IT Enterprise. This cost pool follows the same methodology as the
AS&T cost allocation. During the audit period, IT staff charged a code that
allocated costs to five major EDD programs.

In the recently submitted ICRP for SFY 2005-06, the EDD defined an IT
Enterprise Cost Pool to charge these expenditures to all benefiting programs.
These costs are allocated to programs based on a statewide percentage of
monthly PEs for each program. The ratio of project code direct PEs to total PEs
is calculated automatically by the CAS each month. The resulting percentage is
used to allocate the total IT Enterprise pool to the project codes.

The labor costs for IT Enterprise were recalculated based on the actual AS&T
tables in effect during the audited time period. This resulted in an increase to the
Federal program’s share of the IT Enterprise costs. The labor costs in the
amount of $40,481 for SFY 2001 and $32,920 in SFY 2002 were recalculated as
recommended by the OIG and should be $43,035 and $37,520, respectively, as
allowed costs using this acceptable Federal allocation standard. As such,
Federal programs were undercharged by $7,154.

IT Abstracts

The EDD agrees with the findings for these charges and the labor costs of
$3,620 in SFY 2001 should be disallowed.

Other Branches

Administration Branch — The sampled Administration Branch personnel
included the following work functions:

e Admin Mail - The costs for Administrative Branch staff that worked in the
mail facility were recalculated based on actual mail volume. The resulting
charges were applied to the benefiting programs. The allocation used was
equitable when compared to actual mail volume counts during the audit
period (62% to Ul, 26% to DI, 12% to overall departmental functions). The
labor costs in the amount of $5,052 for SFY 2001 and $1,262 for SFY
2002 were recalculated and should be $4,125 in SFY 2001 and $1,570 in
SFY 2002 and allowed as an acceptable Federal allocation standard. As
such, Federal programs were overcharged by $205.

¢ Admin Forms — The costs for Administration Branch staff that worked on
the production of forms were recalculated based on the AS&T
methodology. Forms are seldom associated with a particular program, but
rather benefit the entire department. It is appropriate to charge these
costs to all programs similar to AS&T methodology. The labor costs of
$3,258 for SFY 2001 and $3,173 for SFY 2002 were recalculated and
should be $3,022 in SFY 2001 and $3,204 in SFY 2002 and allowed as an
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acceptable Federal allocation standard. As such, Federal programs were
overcharged by $619.

Program Review Branch — Staff in the Program Review Branch (PRB) carry out
functions that benefit the entire department. It is appropriate for PRB staff to
charge these costs to all programs and the actual code used by PRB staff
charged distributed costs in a manner similar to an AS&T allocation. The
recalculated PRB labor charges of $7,619 in 2001 and $5,180 in 2002 should be
allowed as an acceptable Federal allocation standard. As such, Federal
programs were undercharged $5,709.

Miscellaneous — The EDD agrees with the findings for these charges and the
labor costs of $6,286 in SFY 2001 and $2,369 in SFY 2002 should be disallowed.

Summary Response to DOL Audit Recommendations:

After making the adjustments of estimated costs to actual costs as recommended
by the OIG and the clarification of our use of acceptable cost allocation pools to
charge costs to all programs the questioned Federal costs are allowable. Based
on these adjustments, the EDD internal control policies meet the accepted
Federal allocation standards mandated by OMB Circular A-87.

EDD continued the analysis of sampled employees' timesheets for the
subsequent year grants for SFYs 2003 through 2005 as recommended by the
OIG. The DOL audit sample selected timesheets from 67 employees for SFY
2001 and 60 employees for SFY 2002 that used allocation codes that did not
meet the Federal cost principles to allocate their time to ETA projects. EDD
followed the 60 employees included in the latter sample to determine if their labor
charges for the subsequent years continued to charge costs to an allocated
code. There would have been a total of 180 employee records if the 60
employees continued to charge to the questioned allocation codes for the
subsequent three year period. Of the original sample, 26 of the employee records
were now identified as direct charging their labor costs during this period. An
additional 13 employees representing 30 employee records were identified as
having left the department. As such, the actual sample resulted in 124 employee
records charged to the questioned allocation codes. During this period EDD also
expended state funds to support Federal programs. The amount of state
supplemental funding was $37.9 million in SFY 2003, $178.6 million in SFY
2004, and $55.3 million for SFY 2005 for a total of $271.8 million over the three-
year period.

Per audit recommendation number 2, Attachment Il provides our recap of
adjustments of estimated costs to actual costs for this audit sample for the grant
period. Based on the recalculation of the 124 employee records, EDD
undercharged the DOL ETA grants by $68,088 for the SFY's of 2003 through
2005. This audit sample would represent recalculation of an estimated

$61.2 million in questioned direct labor costs and $33.6 million in associated
costs based on the projection method of labor and associated costs used in the
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two year audit sample included in Attachment |. The documentation of the detail
analysis was submitted to the OIG auditors for their review on August 31, 2006.

Audit recommendation number 3 requested that EDD submit for approval an
allocation methodology for the costs that benefit more than one program or
activity to assure its methodology for charging direct labor and associated costs
to ETA grants fully complies with the allowability and allocability criteria
mandated by OMB Circular A-87. A copy of our allocation methodology was
provided to the OIG auditors as requested on August 15, 2006. This allocation
methodology is currently under review for approval by our U.S. DOL Regional
Cost Negotiator.

In accordance with the OIG recommendations, EDD adjusted five years of
sampled employee timesheet data from estimated to actual costs. The
comparison of questioned labor costs to the recalculated labor costs showed no
net overcharging of the ETA grants for this five year period. Effective

July 1, 2005, EDD implemented the use of revised cost pools and allocation
procedures that were documented in an updated ICRP. Implementation of these
procedures complies with the required OMB Circular A-87 Federal cost
principles.

6
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