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The auditor general shall
conduct post audits of
financial transactions and
accounts of the state and of
all branches, departments,
offices, boards, commissions,
agencies, authorities

and institutions of the
state established by this
constitution or by law, and
performance post audits

thereof.
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STATE OF MICHIGAN
OFFICE OF THE AUDITOR GENERAL
201 N. WASHINGTON SQUARE

LANSING, MICHIGAN 48913
(517) 334-8050 THoMmAS H. McTavisH, C.PA.
FAX (517) 334-8079 AUDITOR GENERAL

September 30, 2008

The Honorable Jennifer M. Granholm, Governor of Michigan

The Honorable Mike Bishop, Senate Majority Leader

The Honorable Andy Dillon, Speaker of the House

The Honorable Michael Prusi, Senate Minority Leader

The Honorable Kevin A. Elsenheimer, House Minority Leader
and

Members of the 95th Legislature

Ladies and Gentlemen:

This annual report on the operations of the Michigan Office of the Auditor General
covers the fiscal years ended September 30, 2007 and September 30, 2008 and 1is
submitted in accordance with Article IV, Section 53 of the Michigan Constitution.

The Office of the Auditor General has the responsibility, as stated in Article IV,
Section 53 of the Michigan Constitution, to conduct post financial and performance
audits of State government operations. In addition, certain sections of the Michigan
Compiled Laws contain specific audit requirements in conformance with the
constitutional mandate. To fulfill our requirements and to continually meet our
customer needs, we are committed to improving the quality of our audit services
and reports and communicating our results to all of the branches of State
government, as well as to the citizens of Michigan.

In conformance with the Michigan Constitution and the Michigan Compiled Laws,
we have established our mission to improve the accountability for public funds and
to improve the operations of State government for the benefit of the citizens of the
State of Michigan. We serve the public interest by providing members of the
Legislature and other policymakers with accurate information, unbiased analyses,
and objective recommendations on how to best use scarce public resources. We
fulfill our mission by adhering to the professional standards and the principles of
integrity, objectivity, independence, and due care and by conscientiously carrying
out our audit responsibilities. Government Auditing Standards issued by the
Comptroller General of the United States and generally accepted auditing
standards issued by the American Institute of Certified Public Accountants require
auditor independence in fact as well as in appearance and specify what constitutes
impairments to independence. The most recent National State Auditors Association
external quality control review of the Office of the Auditor General's operations
noted no impairments affecting our independence in providing auditing and other
attestation services.
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To help in fulfilling our audit mission and responsibilities, we have focused our
efforts on maximizing the quality of our services and improving communication and
strengthening our professional relationship with the Legislature, the agencies that
we audit, and the citizens of the State of Michigan. This focus has resulted in a
continuous quality improvement process within our office consisting of a
commitment to enhance the quality of our services, the use of valid measurements
to track our programs, and the use of appropriate teams to facilitate improvements
and form ongoing partnerships to promote quality in service delivery.

As the State continues to increase its use of information technology to manage and
control its programs and resources, the Office of the Auditor General continues to
maintain its leading edge in the use of information technology. We provide our staff
with the appropriate technology and resources to enable them to fulfill their
assignments and to ensure the successful achievement of our mission.

We also continue to use the State's high-speed network to communicate to our audit
staff on assignment at the various State agencies. This communication link permits
our staff to store automated information on our servers, to send and receive e-mail,
and to access the Internet for research purposes. It also permits us to quickly
update computer virus software and computer operating system software to secure
our automated information.

In addition, our Web site continues to be an effective means to make our audit
reports available to the Legislature and the general public. Visitors to our Web site
can easily search for and retrieve audit reports that contain specific points of
interest. Also, visitors can sign up to receive an electronic copy of our audit report
summaries as we add them to our Web site.

The core strength of our office continues to be the quality of our staff. There is
strong competition from the private sector for new auditors, as well as a strong
demand for trained professionals throughout State government. We continue to use
innovative strategies to employ and retain highly motivated, skilled, and dedicated
staff. The Office of the Auditor General is committed to providing the Legislature
and other interested parties with accurate and reliable information, and the key
factors in achieving this commitment are the competency and professionalism of our
staff.

Sincerely,

~tanen /1Ml

Thomas H. McTavish, C.P.A.
Auditor General
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w National State Auditors Association

September 30, 2006

Mr. Thomas H McTavish, CPA
Qffice of the Auditor General
204 N. Washington Square
Lansing. Michigan 48313

Dear Mr McTavish’

We have reviewed the system of quality controt of the State of Michigan, Office of the Auditor
General (the office} in effect for the period October 1, 2005 through September 30, 2006. A
system of quality control encompasses the office’s organizational structure and the policies
adopted and procedures established fo provide it with reasonable assurance of conforming with
government auditing standards. The design of the system and compliance with it are the
responsibility of the office. Qur responsibility is to express an opinion on the design of the system.
and the office’s compliance with the system based on our review,

We conducted our review in accordance with the policies and procedures for external peer
reviews established by the National State Auditors Association (NSAA]. In performing our review,
we obtained an understanding of the office’s system of quality control for engagements
conducted in accordance with government auditing standards. In addition. we tested comphiance
with the office’s quality control policies and procedures to the extent we considered appropriate.
These tests covered the application of the office’s policies and procedures on selected
engagements. Because our review was based on selective tests, it would not necessarily disclose
all weaknesses in the system of qualily control or all instances of fack of compliance with &

Because there are inherent limitations in the effectiveness of any system of guality control,
departures from the system may occur and not be detected. Also, projection of any evaluation of
a system of quality control to future periods is subject to the risk that the system of quality control
may become inadequate because of changes in conditions, or because the degree of compliance
with the policies or procedures may deteriorate.

®

In our opinion. the system of quality control of the State of Michigan, Office of the Auditor General
in effect for the period October 1, 2005 through September 30, 2006 has been suitably designed
and was complied with during the period to provide reasonable assurance of conforming with
government auditing standards. Ly

- /;/Ao .
Pamela J. Robiron, Team Leader

Nationa! State Auditors Association
External Peer Review Team

/Z% e

Richard H. Foote, Concurring Reviewer
Naticnal State Auditors Association
External Peer Review Team

446 Lewas Hargett Cocle Swte 290 Lexmngton Kentucky 40503 3590 Telephone 13595 256 1140 Fax (354 278 0307
AN Capatod Strear NW Suite 234 Washineton DU 2% Tefephone (2023674 $4ST Fan (2021624 5472
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———— Report Summary

The Office of the Auditor General, established by the Michigan Constitution within
the legislative branch of State government, is responsible for conducting
independent financial and performance audits of State government operations. The
resulting audit reports provide a continuing flow of information to assist the
Legislature in its oversight of State government; to provide citizens with a measure
of accountability; and to assist State departments and agencies in improving the
financial management and the effectiveness and efficiency of the activities and
programs approved by the Legislature.

Organization

The Office of the Auditor General is organizationally divided into four areas of
responsibility. The largest area, the Bureau of Audit Operations, is responsible for
planning and conducting audits and reporting audit results. The three other areas,
the Office of Professional Practice, the Office of Information Technology, and the
Office of Administration, provide essential support services.

Audit Activities

The Office of the Auditor General completed 105 audits during fiscal years 2006-07
and 2007-08, and contracted for 22 additional audits during each fiscal year. Our
audit reports contained 509 recommendations to improve State government
financial management and operations. In addition, in accordance with professional
standards, we orally communicated many other recommendations of a lesser nature
to State managers and administrators during our audits. In fiscal years 2006-07
and 2007-08, our audits identified potential savings to the State of $361.9 million.

Significant Findings

Although the number and magnitude of the findings varied considerably from audit
to audit, several audit reports contained findings with significant impact on
government operations.

Performance Audits

Performance audits are conducted on a priority basis related to the potential for
improving State government operations. Approximately 49% of the Bureau's direct
audit hours were used for performance audits during fiscal years 2006-07 and
2007-08. Our performance audits resulted in numerous recommendations for
further improving the programs audited. Following are highlights from some of our
performance audit reports:

e In our audit of the Court Originated Liability Section, Medical Services
Administration, Department of Community Health (DCH), we identified
11 audit findings, including 7 that were classified as material conditions. The
audit report disclosed that DCH either missed or may miss the opportunity for
potential Medicaid cost recoveries totaling up to an estimated $208.1 million
($90.1 million State General Fund/general purpose funding).

vi Michigan Office of the Auditor General




——— Report Summary

In our audit of the Suitability of Child Development and Care (CDC) Program
Providers, Department of Human Services (DHS), we identified through
various criminal history and background information checks approximately
1.900 unsuitable child day-care providers that DHS had authorized to provide
child care services. As a result, DHS potentially placed approximately 4,600
CDC Program children at risk. The audit report contains 10 findings, 9 of
which were classified as material conditions.

In our audit of Child Development and Care (CDC) Program Payments,
Department of Human Services (DHS), we identified 12 findings, 7 of which
were classified as material conditions. We estimated that DHS made potential
improper and, in some cases, potentially fraudulent CDC Program payments of
$231 million.

In our audit of Prisoner Food Services, Department of Corrections (DOC), we
determined that DOC needs to consider additional ways to reduce the costs of
providing prisoner meals. DOC lacks assurance that its food service operations
budget ($92.9 million for fiscal year 2006-07) is utilized efficiently. If DOC had
a contracting arrangement similar to other states' contracting arrangements,
we estimate that it could potentially realize significant annual savings in its
food services program. Also, DOC did not effectively monitor food production.
Failure to effectively monitor food production may impair DOC's ability to
control food services costs. We estimate that the exceptions identified equated
to $1.2 million. In addition, DOC's correctional facilities did not consistently
ensure that they obtained food commodities at the best price. As a result,
facilities may have missed opportunities to realize cost savings related to food
purchases. DOC expended a total of $46.2 million for food commodities in fiscal
year 2006-07.

In our audit of the Special Alternative Incarceration Program (SAI),
Department of Corrections (DOC), we determined that DOC had not developed
a comprehensive process to assist in evaluating the success of SAL
Consequently, DOC was unable to evaluate the overall effectiveness of SAI and
support its efforts to expand the program. We determined that the State could
save approximately $2.5 million annually if SAI operated at full capacity.

SOMCAFR Audit

Approximately 14% of our direct audit hours were used for our audit of the State of
Michigan Comprehensive Annual Financial Report (SOMCAFR) for the fiscal years
ended September 30, 2006 and September 30, 2007. These audits, which were
conducted simultaneously with the Statewide year-end closing process, resulted in

2007-08 Annual Report vii



—— Report Summary

45 recommended audit adjustments of $1.4 billion during fiscal years 2005-06 and
2006-07. Internal control weaknesses reported included:

e The Department of Treasury did not ensure that the third party service
organization's controls over the collection and processing of State revenue
deposits were in place and operating as intended.

¢ The Department of Community Health (DCH) did not comply with State
statute related to contract payments to Community Mental Health Services
Programs.

e DCH did not have sufficient internal control over the Medicaid Adult Home
Help Program to ensure that services provided to Medicaid beneficiaries were
properly authorized.

Single Audits

The Single Audit Act requires state and local governments receiving $300,000 or
more of federal financial assistance in any fiscal year to have a comprehensive
financial audit, including an assessment of the entity's compliance with federal
program requirements. In accordance with Michigan statute (Act 251, P.A. 1985),
the Office of the Auditor General audits approximately one-half of the applicable
departments and agencies each year on a biennial audit cycle. Approximately 33%
of our direct audit hours were used for Single Audits in fiscal years 2006-07 and
2007-08.

In fiscal years 2006-07 and 2007-08, we conducted 19 Single Audits and reported
total net questioned costs of $164.5 million. Significant findings are summarized by
department starting on page 26 of this report.

Human Resources

During fiscal year 2007-08, the Office of the Auditor General continued its
commitment to professionalism and leadership in the field of State governmental
auditing. Our 122-member professional audit staff included 69 certified public
accountants, 4 certified internal auditors, and 11 certified information systems
auditors. Staff members actively participated as officers, board members, and
committee members of national, State, and local accounting and auditing
organizations.

Conclusion

The Office of the Auditor General continually strives to perform its oversight
function and to improve the financial management and operations of State
departments and agencies.

viii Michigan Olffice of the Auditor General
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— Mission and Overview

Mission

The mission of the Office of the Auditor General (OAG) is to
improve the accountability for public funds and to improve the
operations of State government for the benefit of the citizens of
the State of Michigan. The OAG best accomplishes its mission
by committing to total quality; by adhering to the professional
standards of the auditing profession; and by promoting an
atmosphere of mutual trust, honesty, and integrity among
OAG staff and the people they serve.

Responsibility

The Michigan Constitution established the OAG within the
legislative branch of State government. The OAG has the
responsibility, as stated in Article IV, Section 53 of the
Michigan Constitution, to conduct post financial and
performance audits of State government operations. In
addition, certain sections of the Michigan Compiled Laws
contain specific audit requirements in conformance with the
constitutional mandate.

Government officials and employees are accountable to the
citizens of the State of Michigan for the proper handling of
public funds and are responsible for managing State resources
effectively, efficiently, and economically. OAG audit reports
provide a continuing flow of information to assist the
Legislature in its oversight of more than 100 individual State
funds and an annual budget of approximately $43 billion. OAG
audit reports also provide citizens with a measure of
accountability and assist department administrators by
providing an independent and objective evaluation of their
operations. The OAG's overall goal is to improve accounting
and financial reporting practices and to promote effectiveness
and efficiency in State government.

Audit activities are performed in accordance with generally
accepted auditing standards of the American Institute of
Certified Public Accountants and Government Auditing
Standards issued by the Comptroller General of the United
States.

... toimprove the
accountability
for public funds
and to improve
the operations of
State government

... to assist the
Legislature in

its oversight of
more than 100
individual State
funds and an
annual budget of
approximately
$43 billion.
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—— Mission and Overview

The OAG is
organizationally
divided into one
bureau and three
offices.

Organization and Operation of the OAG

The OAG is under the direction and control of the Auditor
General, Thomas H. McTavish. Mr. McTavish is the principal
executive and has ultimate responsibility for OAG policies and
practices.

The Auditor General has appointed Scott M. Strong as Deputy
Auditor General. Mr. Strong also serves as the Director of
Audit Operations and acts as the Auditor General's principal
aide in carrying out the management responsibilities and audit
activities of the OAG.

The OAG 1is organizationally divided into four areas of
responsibility:

¢ The Bureau of Audit Operations 1is responsible for
conducting independent post financial and performance
audits of the State of Michigan's executive, legislative, and
judicial branches of government, including its universities
and community colleges. The Bureau also performs
specific reviews in response to legislative requests. In
addition, the Bureau participates in joint National State
Auditors Association audits with other states' audit
agencies.

e The Office of Professional Practice i1s responsible for
performing quality assurance reviews of audit reports and
working papers, editing the audit reports, and conducting
accounting and auditing research.

e The Office of Information Technology 1s responsible for
managing the OAG local area network, maintaining the
management information system, and providing computer
support and software assistance to all OAG staff.

e The Office of Administration is responsible for human
resource management; accounting and budgeting; audit
report production; and officewide printing, purchasing,
and clerical support.

A chart depicting this organizational structure is presented on
page 6.

Michigan Office of the Auditor General




——— Mission and Overview

Communication and State Relationships

The OAG is committed to establishing and maintaining
communication with all three branches of State government. as
well as other entities subject to oversight by the OAG, which
includes universities and community colleges.

OAG audit reports are the formal, written, and primary means
of communicating the results of audit efforts. In addition to
the reports, the OAG also focuses on communication and
maintaining good working relationships before and after the
1ssuance of audit reports. The OAG has established processes
to communicate its audit plans to auditees and the Legislature,
to 1ssue periodic status reports to the House and Senate
leadership, to issue quarterly summaries of audit reports, and
to provide briefings and testimony before legislative
committees. In accordance with the Michigan Constitution, the
OAG also issues an annual report on the operations of the OAG
to the Governor, the legislative leaders, and each member of
the Legislature.

To achieve the widest distribution of its audit efforts, the OAG
posts copies of its audit reports, and a copy of the annual
report, to its Web site at <http:// audgen.michigan.gov>.

Furthermore, the OAG employs a State Relations Officer,
whose primary responsibility is to enhance communication and
effective relationships with the Legislature, the legislative
leadership, and the Executive Office. The State Relations
Officer also facilitates communication with the legislative fiscal
agencies, the judicial branch, State departments, and
universities and community colleges.

Continuous Quality Improvement Efforts

The OAG's continuous quality improvement initiatives assist
in developing quality improvement goals to focus efforts on
providing timely and relevant audit services and reports.
Measures to monitor progress in meeting these goals are also
developed. Each of the organizational areas within the OAG
has developed improvement goals and objectives and
performance measurement indicators. The OAG is committed
to 1ts continuous quality initiatives as it strives for further
improvements in the future.

2007-08 Annual Report



Mission and Overview

Organizational Structure

Auditor General
|

Jill Bierstetel
Secretary

Thomas McTavish, CPA j

Bureau of Audit Operations h —
erese willer
Scott Strong, CPA, CIA -( crese )
Deputy Auditor General Dy g
Calvin Kladder, CIA ) Robert Ortwein, LMSW, LPC
Assistant to Deputy Auditor Generalj State Relations Officer
| | ]
QOffice of Professional Practice (" Office of Information Technology Office of Administration %
Craig Murray, CPA, CIA Kimberly Jacobs, CPA, CISA, CNE Paul Green, CPA, CIA, CISA i
Director \_ Chief Information Officer Director

Mary Jo Baker ¢
Human Resources Analyst

Audit Division Administrators and Areas of Responsibility

( Steven Baker, CPA, CISA h (
Departments of Environmental Quality, Information Technology, and State; Executive Office; and Information '

Technology Audits
\ echnology Audi ) <
. €

( Michael Becker, CPA

Department of Labor and Economic Growth, Community Colleges. Judiciary, Universities, and Performance Audit
L Coordination

_
[ Mark Freeman, CPA A
Departments of Civil Rights, Human Services, Military and Veterans Affairs, and Natural Resources and Single Audit
Coordination
)
\

(" Laura Hirst, CPA
Departments of Agriculture, Corrections, and Management and Budget; State of Michigan Comprehensive Annual
\ Financial Report, and Contract Audit Coordination

A
( Therese Regner, CPA
Departments of Attorney General, Education, State Police, and Treasury and Legislature )
- )
Richard Stafford, CPA
\ Departments of Community Health: History, Arts and Libraries; and Transportation ) i

6 Michigan Olffice of the Auditor General ;



—— Mission and Overview

Office of the Auditor General Employees

201 N. Washington Square
Lansing, MI 48913

(517) 334-8050
Fax (517) 334-8079

THOMAS H. MCTAVISH, C.P.A.., AUDITOR GENERAL
Jill A. Bierstetel, Secretary

Scott M. Strong, C.P.A., C.I.A., Deputy Auditor General
Therese M. Miller, Secretary

Robert T. Ortwein, L.M.S.W.. L.P.C., State Relations Officer

AUDIT OPERATIONS

Scott M. Strong, C.P.A., C.ILA., Deputy Auditor General and Director of Audit Operations

Assistant to Deputy Auditor General

Calvin L. Kladder, C.1.A.

Audit Division Administrators
Steven J. Baker, CP.A., C.I1.S.A.
Michael R. Becker, C.P.A.

Mark A. Freeman, C.P.A.

Audit Managers

Thomas J. Beuerle, C.P.A.
Melinda S. Hamilton
Mary Jo Koschay, C.P.A.
Elden N. Lamb .

Melissa A. Schuiling, C.P.A., C.1.S.A.

Gerald A. Schwandt

Principal Audit Supervisors
Donna L. Ackley, C.P.A.

John T. Cotter Jr., C.P.A.

Shelly M. Fanson, C.P.A., C.1.S.A.
Lynn R. Green, C.P.A.

Scot E. Hazel

Elmer R. Hess Jr.

Senior Audit Supervisors
Anthony A. Alvord, C.P.A.
Cheryl A. Baker, C.P.A.
Yvonne L. Benn, C.P.A.
Heather A. Boyd, C.P.A.
Daphne Y. Hobson, C.P.A.
Brian C. Hovey, C.P.A.
Tracy L. Jelneck, C.P.A.

Laura J. Hirst, C.P.A.
Therese A. Regner, C.P.A.
Richard A. Stafford, C.P.A.

Assists Mr. Stafford
Assists Mr. Freeman
Assists Ms. Hirst
Assists Mr. Becker
Assists Mr. Baker
Assists Ms. Regner

Beau A. Hill, C.P.A.

Steven R. Koschay, C.P.A.

Lisa L. Pratt, C.P.A.

Kathy J. Schroeder, C.P.A., CLS.A.
Kevin L. Warner, C.P.A., C1.S.A.
Amy J. Zimmerman, C.P.A.

Mary L. Lowe, C.P.A.
Lora J. Mikula, C.P.A.
Frank A. Natschke, C.P.A.
Susan H. Rosenbaum
Duane L. Smiley, C.P.A.
Jeffrey L. Zemke
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—— Mission and Overview

Audit Supervisors

Kevin C. Baker, C.P.A.
Karen J. Bosworth, C.P.A.
Michele M. Elms, C.P.A.
Michael T. Gardner, C.P.A.
Daniel T. Jaroche, C.P.A.
Brian K. Kent, C.P.A.
Charles R. Kern 11, C.1.S A.

Senior Auditors

Ryan C. Austin

Kevin D. Bashore

Lori M. Beltran, C.P.A.
James A. Berridge

Kelly L. Blessing

Brian T. Buckner
Patricia A. Chooi, C.P.A.
Aaron S. David

Leah M. Decker
Michael J. Foerster
Hilary J. Goerge

Julius Hampton Jr.
Shawna M. Hessling
Pamela M. Huffman, C.P.A.
Paul J. Jacokes, C.P.A.

Staff Auditors

Dawn M. Anderson
Jessica C. Armstrong
Kayla M. Bengel

Angela M. Brown-Schafer
Christina J. Carlson
Courtney M. Carroll, C.P.A.
Diane L. DeLuca, C.P.A.
Bethany M. Duperron
Adam D. Feldpausch

Jill E. Gard

Robin E. Garity, C.P.A.
Lisa S. Harral, C.P.A.
Connie M. Jones, C.P.A.
Lisa R. Kreiter

Justin C. Londo

Lort S. Mullins, C.I.S.A.
Silhouette T. Penn, C.P.A.
Carrt A. Simon, C.P.A.
Michael J. Ventura, C.P.A.
Mary Kay Walker

Corrie A. Jameson, C.P.A.
Ivy M. Jaroche

Mark A. Lee

Susan D. Morway

Carol A. O'Callaghan, C.P.A.

Thomas D. Ongstad
Allison M. Pierce

Ryan L. Riley

Eileen M. Schneider, C.P.A.
Gregory J. Schroll, C.P.A.
Nancy Jo Serna, C.P.A.
Julie L. Trierweiler, C.P.A.
Laura M. Ventura

Rod A. Wlock

Ann W. McHenry, C.P.A.
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e Mission and Quverview

{ PROFESSIONAL PRACTICE
Craig M. Murray, C.P.A.. C.L.A., Director

, Audit Report Review Quality Assurance
‘ Juhe E.B. Chamberlain. C.P.A.. Alvin D. Bonds
{ Managing Editor Sid V. Lundquist
Kelly .. Bengel, C.P.A. Mary A. Waterhouse, C.P.A.

Amy M. Sands

{ Research and Professional Standards
Ronald A. Yarsevich, C.P.A.

INFORMATION TECHNOLOGY

Kimberly E. Jacobs, C.P.A., C.1.S.A., C.N.E., Chief Information Officer
Jeffrey J. Mikula, C.N.A., Assistant Chief Information Officer

Local Area Network and Computer Software Assistance

Gabriele E. Brazee Andrew A. Mitchell, Supervisor
Joshua N. Galloway Erica L. Morris, C.P.A., C.I.S.A.,
Thomas D. Mason, C.N.A. Supervisor

Jason M. Michels, C.N.A. David E. Batz, CP.A., CI1.S.A.

Elizabeth A. Torres

ADMINISTRATION
Paul J. Green, C.P.A., C.ILA., C.1.S.A., Director

Human Resources Office Services
Jackie S. Lawson, C.P.A., Assistant Suzanne M. Kinney, Supervisor

Director Kelly R. Ancel
Stephanie S. Roach, Professional Rick L. Ettinger

Development Coordinator
Mary Jo Baker, Human Resources Clerical Support

Analyst Theresa M. Fedewa

o ) . ) Amanda A. Feldpausch

Administrative Information Services Caitlin J. Feldpausch
Stephanie S. Roach Donna J. Glowacki

Dennis J. Strzalkowski Abbie R. Keilen

Jarita E. Qawwee
Adrianne M. Weber
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—— Office of the Auditor General Reports

Various types
of audits
complement
each other.

Types of Audits and Services Performed by the OAG

Financial Audits

e TFinancial statement audits are designed to provide
reasonable assurance about whether the financial
statements and/or financial schedules of an audited entity
are presented fairly in all material respects in conformity
with generally accepted accounting principles. Other
objectives of financial audits, which provide for different
levels of assurance and entail various scopes of work, may
include providing special reports for specified elements,
accounts, or items of a financial statement and/or financial
schedule.

¢ Single Audits, which are financial audits performed in
accordance with the Single Audit Act Amendments of
1996, are designed to meet the needs of all financial report
users, including an entity's federal grantor agencies.
Single Audits require the assessment of compliance with
requirements that could have a direct and material effect
on a major federal program and the consideration of
internal control over compliance in accordance with U.S.
Office of Management and Budget Circular A-133.

Performance Audits

Performance audits, which include economy and efficiency
audits and program audits, are designed to provide an
independent assessment of the performance of a governmental
entity, program, activity, or function to improve operational
effectiveness and efficiency, to improve public accountability,
and to facilitate decision making by parties responsible for
overseeing or initiating corrective action. The OAG also
follows up material audit findings from its performance audits
to determine whether agencies complied with OAG
recommendations.

Attestation Engagements

Attestation engagements involve examining, reviewing, or
performing agreed-upon procedures on a subject matter or an
assertion about a subject matter and reporting on the results.
An attestation engagement can cover a broad range of financial
or nonfinancial subjects.
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Professional Standards

OAG audits are performed in accordance with the following

professional standards:

e Generally accepted auditing standards of the American
Institute of Certified Public Accountants

e Government Auditing Standards issued by the
Comptroller General of the United States

e The federal Single Audit Act Amendments of 1996 and
implementing regulations

External Quality Control Review

A six-person National State Auditors Association external
quality control review (peer review) team visited our office in
September 2006 to perform the triennial peer review of OAG
operations as required by Government Auditing Standards.
The team provided the OAG with an unmodified opinion report
on the OAG's system of quality control for the period October 1,
2005 through September 30, 2006. An unmodified opinion
means that the peer review team concluded that our system of
quality control was "suitably designed and was complied with
during the period to provide reasonable assurance of
conforming with government auditing standards." This marks
the OAG's seventh straight "clean" opinion on its system of
quality control.

Independence

Government Auditing Standards issued by the Comptroller
General of the United States and generally accepted auditing
standards issued by the American Institute of Certified Public
Accountants require auditor independence in fact as well as in
appearance and specify what constitutes impairments to
independence. The most recent National State Auditors
Association external quality control review noted no
impairments affecting the OAG's independence in providing
auditing and other attestation services.

Professional
standards are

strictly adhered

to.

Independence

standards are
followed.

2007-08 Annual Report
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Information from
audit reports can
be used in
making informed
decisions with
confidence.

Many third party
readers, includ-
ing investors and
creditors, and the
citizens of Michi-
gan use OAG
audit reports.

Value of OAG Reports

To the Legislature

OAG reports provide objective, unbiased, and independently
developed information that members of the Legislature can use
in making informed decisions with confidence. The OAG also
responds directly to requests from any member of the
Legislature to review activities, programs, or funds not
included in the scope of scheduled audits. Annually, OAG
reports contain hundreds of recommendations that identify
opportunities for improving effectiveness and efficiency in
State operations and provide information needed by the
Legislature to make decisions regarding the continuation of
programs and levels of funding. These recommendations have
historically identified potential annual financial savings of tens
of millions of dollars.

In fiscal years 2006-07 and 2007-08, our audits identified
potential savings to the State of $361.9 million.

To the Auditee

OAG reports provide objective, unbiased, and independently
developed information about the auditee's operations that can
be used by management to improve its methods of operating.
OAG recommendations, when implemented, frequently result
in more effective, efficient, and economical programs.

To Third Parties

Investors and creditors obtain OAG reports and use them as a
source of information that they can rely on to make decisions.
For example, the State of Michigan Comprehensive Annual
Financial Report, which includes the Auditor General's opinion
regarding fair presentation in conformity with generally
accepted accounting principles, is relied on by the financial
community in setting bond ratings for State-issued debt. This
report consistently qualifies for the annual Certificate of
Achievement for Excellence.in Financial Reporting presented
by the Government Finance Officers Association.

Also, OAG Single Audit reports satisfy the federal
government's demand for accountability of federal funds
allocated to the State of Michigan.

Michigan Office of the Auditor General
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To the Citizens of the State of Michigan

The citizens have confidence in knowing that the Legislature is
aggresslve 1n 1ts oversight and accountability of money paid to
the State in the form of taxes, fees, and other revenue and
prudent in expending funds in accordance with statutes and
regulations.

To Whom and How Audit Reports Are Issued

Audit reports 1ssued by the OAG are typically addressed to the
audited entity's chief executive officer and/or the chair of its
governing board or commission. Audit reports are typically
forwarded via e-mail.

On the day prior to the official release date of an audit report,
copies of the audit report are sent to the following:

e  The audited entity's chief executive officer and/or the chair
of its governing board or commission

House and Senate Quadrant Leadership

Relevant House and Senate Standing Committee members
Office of the Governor

The legislator(s) who requested the audit (if applicable)

On the official release date, copies of the audit report are also
sent to the following:

e All legislators

e House and Senate Fiscal Agencies

e Office of Financial Management, Department of
Management and Budget (DMB)

e All others who have specifically requested a copy of the
report being 1ssued

The OAG does not issue press releases on any audit report.
However, a copy of each audit report is sent to the Capitol
pressroom.

OAG Contact With the Legislature

The audit report is the formal written contact that the OAG
has with the Legislature. The OAG routinely provides
legislative briefings to key members of oversight and
appropriations committees and other members of the
Legislature who have expressed a particular interest in specific
topics or audit reports.

The audit report
release process
ensures broad
distribution.

Audit reports,
briefings, and
hearings are
ways that the
OAG works with
the Legislature.

2007-08 Annual Report
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Follow-up of OAG
audit reports is
provided for in
law and admini-
strative proce-
dure.

Audited agencies
must submit a
formal response
within 60 days
after release of
the audit report.

In several instances, audit report briefings have resulted in
legislators requesting OAG staff to testify at hearings on the
audit report itself.

The Auditor General also testifies periodically on audit-related
activities, as requested by the Legislature.

Reaction and Response to an Audit Report

Section 18.1462 of the Michigan Compiled Laws and the State
of Michigan Financial Management Guide (Part VII,
Chapter 4, Section 100) establish requirements for following up
audit findings and recommendations for executive branch
departments and subunits. The audited departments are
required to develop formal responses to OAG audit findings
and recommendations. This follow-up is in addition to the
agency's preliminary response that is included in each OAG
audit report. '

Audited agencies must submit a formal response covering all
audit findings and recommendations to the director of the
DMB Office of Financial Management within 60 days after
release of the audit report, along with a response summary
sheet indicating: (1) action completed, (2) recommendations to
be complied with, and (3) contested findings and
recommendations. Copies are also sent to the DMB Office of
the State Budget as well as to the OAG.

Each response must state the agency's agreement or
disagreement with the findings and recommendations. If in
agreement, the response is to: (1) state the actions taken to
address the findings and recommendations and when each
action was completed or (2) state what actions will be taken to
address the findings and recommendations and when such
actions will be completed. If the audited entity is contesting
audit findings or recommendations, the entity notes the
specific area of disagreement and reason(s) for disagreement.

When the OAG performs an audit of a university or community
college, the annual appropriations acts require the principal
executive officer of the audited institution to submit a written
response to the audit to the OAG, the House and Senate Fiscal
Agencies, and the State Budget Director. Community colleges
are also required to respond to the House and Senate
Appropriations Committees and to the Department of Labor
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and Economic Growth. The response is due within 60 days
after the audit report has been issued and should specify the
¢ action taken by the institution regarding the audit report's
' recommendations.

( OAG Follow-Up on Material Findings
: ) . _— Material findings
Audit  reports that contain material findings and and recommen-

recommendations are routinely followed up with a limited dations are rou-
scope engagement approximately six months after the auditee tinely followed
has indicated compliance. In this way, the OAG can review the up approximately
extent of compliance with the recommendations and provide gix months after

users of the audit report with timely information. the auditee has
indicated com-
Subsequent Audits pliance.

The preparation for subsequent audits begins with a
preliminary survey, which includes reviewing the disposition of
prior audit recommendations. The audited entity's official
response to the prior OAG audit includes information
explaining how it plans to comply with the OAG
recommendations. Therefore, the OAG is able to review the
status of all of the prior audit recommendations. For most
recommendations, compliance will have been satisfactorily
53 achieved. However, when compliance has not been achieved
® and the facts are substantially the same as before, the OAG
will repeat the audit finding and recommendation(s) in the
current report.
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The Bureau of Audit Operations is responsible for financial and performance audits
of all State government operations. The Bureau develops an annual audit plan in
which audits are scheduled in accordance with a risk-based assessment. The
Bureau conducts financial audits to support the OAG's opinion on the State of
Michigan Comprehensive Annual Financial Report (SOMCAFR), to meet State and
federal Single Audit Act requirements, and to comply with other State mandates.
The Bureau conducts performance audits on a priority basis related to their
potential for improving program effectiveness and efficiency.

The Bureau completed 105 audit and letter reports during fiscal years 2006-07 and
2007-08 (see listings by fiscal year starting on page 47). In addition, in each fiscal
year, the Bureau contracted with public accounting firms for 22 financial audits,
typically annual audits of State authorities. Contracting with these public
accounting firms enables the Bureau to avoid excessive peak seasonal work loads, to
complete the financial audits on a timely basis, and to allocate limited professional
staff resources to help meet the OAG's increasing demands for performance audits.

The following chart shows the distribution of direct audit hours used for the
different types of audits in fiscal years 2006-07 and 2007-08:

DISTRIBUTION OF DIRECT AUDIT HOURS

FISCAL YEARS 2006-07 AND 2007-08

Financial

Audit Hours
51%

Performance
Audit Hours
49%

. Financial Audit Hours 51%:
SOMCAFR Audit Hours 14%
Single Audit Hours 33%
Other Financial Audits Hours 4%
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Performance Audits

Performance audits are conducted on a priority basis related to the potential for
improving State government operations. The Bureau's primary objective for
conducting performance audits is to improve the effectiveness and efficiency of State
government operations. Effectiveness i1s producing the outcome desired by the
citizens of Michigan and mandated by the Legislature, and efficiency is a measure
of useful services delivered compared with the resources applied. Approximately
49% of the Bureau's direct audit hours were used for performa