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Report Summary

Department of

Environmental Quality

We performed a financial-compliance audit of the Department of

Environmental Quality (department) for the two fiscal years ended

June 30, 2004. The department implemented four and partially

implemented two of the six prior audit recommendations.

This report contains nine recommendations where the department

could improve accounting and enhance compliance with state

policies and laws.

We issued a qualified opinion on the financial schedules contained in

this report. The opinion on page A-3 discusses reclamation bond

misstatements in the agency fund. The reader should use caution

when analyzing the presented financial information and the

supporting data on the Statewide Accounting, Budgeting, and

Human Resources System (SABHRS).

The listing below serves as a means of summarizing the

recommendations contained in the report, the department's

response thereto, and a reference to the supporting

comments.

Recommendation #1 We recommend the department record supplemental

environmental project revenue and expenditures in

accordance with state policy

Department Response : Concur. See page B-4.

Recommendation #2 We recommend the department:

A. Develop a policy for communicating settlements to the

Office of Financial Services.

B. Record all equipment and buildings awarded to it

through settlements on the accounting records as

required by state accounting policy

Department Response : Concur. See page B-4.
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Report Summary

Recommendation #3

Recommendation #4

Recommendation #5

Recommendation #6

Recommendation #7

Recommendation #8

We recommend the department record the reclamation bond,

principal and interest, if applicable, in the private-purpose

trust fund in accordance with state accounting policy 8

Department Response : Concur. See page B-4.

We recommend the department properly record deferred

revenue received for mine reclamation 8

Department Response : Concur. See page B-5.

We recommend the department make correcting entries for

the outstanding balances in the federal special revenue, state

special revenue, and general funds 10

Department Response : Concur. See page B-5.

We recommend the department:

A. Revise its policy to require each unit to submit cash

collections to the office of Financial Services on a daily

basis.

B. Deposit cash collections in accordance with state law 10

Department Response : Concur. See page B-6.

We recommend the department accurately record and

monitor its revenue estimates 12

Department Response : Concur. See page B-6.

We recommend the department develop outcome measures

for the Alternative Energy System Loan Program as required

by section 75-25-103, MCA 12

Department Response : Concur. See page B-7.
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Report Summary

Recommendation #9 We recommend the department establish fees that are

commensurate with costs for the review of public water or

sewage system plans and specifications as required by

section 75-6-108(3), MCA 13

Department Response : Concur. See page B-7.
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Introduction

Introduction We performed a financial-compliance audit of the Department of

Environmental Quality (department) for the two fiscal years ended

June 30, 2004. The objectives of the audit were to:

1

.

Make recommendations for improvements in the department's

management and internal accounting controls.

2. Determine department compliance with applicable state and

federal laws and regulations.

3. Determine if the department's financial schedules are fairly

presented for each of the two fiscal years ended June 30, 2004.

4. Determine the implementation status of prior audit

recommendations.

This report contains nine recommendations to the department. In

accordance with section 5-13-307, MCA, we analyzed and disclosed,

if significant, the costs of implementing the recommendations made

in this report. Other areas of concern deemed not to have a

significant effect on the successful operations of the department are

not specifically included in the report, but have been discussed with

management.

As required by section 17-8-101(6), MCA, we audited and are

reporting on the reasonableness of Internal Service Fund type fees

and fund equity balances at the department. The statute requires fees

and charges for services, which are deposited into Internal Service

Funds, be based upon commensurate costs. The department has one

Internal Service Fund, which funds the Central Management

Program and is administered by the Office of Financial Services.

We reviewed the Internal Service Fund activity and determined the

rates are commensurate with costs and the fund equity balance is

reasonable.

Background The 1995 Legislature created the department as part of a

reorganization of the environmental and natural resources functions

of state government. The enabling legislation. Chapter 4 18, Laws of

1995, assigned functions related to permitting facilities, enforcement
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Introduction

of environmental standards and remediation of environmental

degradation to the department. In March 1996, the department

initiated an internal reorganization along the functional lines of

planning, permitting, enforcement, and remediation. Total full-time

equivalent employees (FTE) for the department were 408.53 for

fiscal year 2003-04.

The Planning, Prevention and Assistance Division (85.58 FTE)

develops air, water, waste management, and energy plans to protect

Montana's resources. The division monitors environmental

conditions, maintains data on the condition of Montana's

environment, and encourages businesses and government units to

adopt environmental practices.

The Permitting and Compliance Division (175.70 FTE) administers

the permitting and compliance activities related to various federal

and state statutes, including air quality, water quality, solid waste,

hazardous waste, junk vehicle, mining, mine reclamation, public

water supply, and sanitation in subdivision laws. The division

reviews and assesses all environmental permit applications; prepares

appropriate environmental impact documents; and inspects facilities

to determine compliance with permit terms and the underlying laws

and regulations. The division is also responsible for financial

assurance activities relative to some of the permitting programs.

The Enforcement Division (14 FTE) implements, coordinates, and

tracks the department's enforcement activities. The department has

enforcement authority for emissions affecting air quality, handling

and disposal of hazardous wastes, asbestos removal and disposal,

coal mining, gravel pits, hard rock mining, construction of large

powerlines/pipelines/electrical generation facilities, discharges of

pollutants to surface or ground water, disposal of solid wastes,

disposal ofjunk vehicles, subdivision development, community

wastewater disposal, and public drinking water supplies.

The Remediation Division (63.75 FTE) is responsible for overseeing

investigation and cleanup activities at state and federal Superfund
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Introduction

Prior Audit

Recommendations

sites; reclaiming abandoned mine lands; regulating, permitting, and

licensing underground storage tanks; implementing corrective

actions at sites with leaking underground storage tanks; overseeing

groundwater remediation at sites where agricultural and industrial

chemical spills have caused groundwater contamination.

The Central Management Program consists of the director's office

(25 FTE), a financial services office (18 FTE), and an information

technology office (20.50 FTE). The director's office includes the

director's staff, the deputy director, an administrative officer, a

public information officer, a centralized legal services unit, and a

centralized personnel office. The financial services office provides

budgeting, accounting, payroll, internal auditing, procurement and

contract management support to other divisions. The information

technology office provides information technology services support

to other divisions.

Petroleum Tank Release Compensation Board (6 FTE). Chapter

245, Laws of 2003, transferred the claims review and approval

function from the department to the Petroleum Tank Release

Compensation Board (the board). The law took effect October 1

,

2003. The board oversees the Petroleum Tank Release Cleanup

Fund, which reimburses eligible owners for the costs of petroleum

release cleanup.

The prior financial-compliance audit of the Department of

Environmental Quality for the two fiscal years ended June 30, 2002,

contained six recommendations. The department implemented four

recommendations and partially implemented two recommendations.

The status of the two partially implemented recommendations is

summarized below.

In the last audit report, we recommended the department file federal

reports in accordance with federal regulations. The department has

implemented procedures to remind personnel when reports are due.
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Introduction

The next reports are due September 30, 2004. At this time we make

no further recommendation.

We also recommended the department implement oversight

procedures to facilitate compliance with state law and accounting

policy by detecting and correcting accounting errors in a timely

manner. As of June 2004, some of the correcting entries we

recommended in the prior report had not yet been recorded.

Unrecorded deferred revenue is discussed on page 8. We reviewed

the accrual and deferral of federal revenue. We noted the department

had small balances in a few funds, but had made significant

improvements from the prior audit. We make no further

recommendation at this time related to this prior audit

recommendation.
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Findings and Recommendations

Supplemental The department recorded revenue before it was earned.

Environmental Projects

The Enforcement Division is responsible for bringing businesses and

individuals into compliance with state environmental laws and

regulations by assessing fines and penalties on those entities who

violate those statutes. The division has the ability to negotiate

settlements with entities who are in violation of state environmental

laws. These negotiations may result in a reduced fine, and an

agreement between the violator and the department to complete a

supplemental environmental project (SEP), which is a project that

benefits the community where the violation took place. In the event

a SEP is not completed the department reinstates the fine. The

department has determined, however, that these projects have no

value until they are complete. According to state policy, revenue

should be recorded when it is earned, measurable, and available to

pay current period liabilities. Until the projects are complete, the

revenue is not earned and therefore should be deferred.

In fiscal year 2002-03, the department recorded $2,057,337 in

revenue for supplemental environmental projects that were not yet

complete. The department also made errors in recording some of the

activity as prior year. As a result, fines and forfeit revenue in the

state special revenue fund on the fiscal 2002-03 Schedule of

Revenues & Transfers-In is overstated by $2,057,337. Deferred

revenue is understated by the same amount. Prior year revenue and

expenditures are overstated by $164,147.

Department personnel stated they record revenue at the time an

agreement is negotiated. They record expenditures when the project

is completed. Department personnel stated they were not aware the

revenues from the SEPs should be deferred until the project is

completed.

In June 2004, we discussed this issue with the department. By the

end of fiscal year 2003-04, the department had recorded all fiscal

year 2002-03 and 2003-04 activity correctly.
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Findings and Recommendations

Settlement Assets

Recommendation #1

We recommend the department record supplemental

environmental project revenue and expenditures in accordance

with state policy.

The department did not record all fixed assets received as part of

a settlement.

State accounting policy requires state agencies to record a fixed asset

on the Statewide Accounting, Budgeting, and Human Resource

System (SABHRS) Asset Management (AM) module when the

item's cost exceeds the established capitalization threshold, which is

$5,000 for equipment and land, and $25,000 for buildings.

Prior to July 1 , 2002, the department received equipment, land, and

buildings as part of a bankruptcy negotiation. As of June 30. 2004,

we noted the department had not recorded any of these assets on

SABHRS. We reviewed an inventory listing from one of the mines

included in the settlement and noted $1 .4 million in equipment

should have been recorded on SABHRS. There are at least two

additional mines with assets that have been awarded to the

department. Department personnel were unable to provide us an

inventory list for these sites.

Currently the department does not have a policy to communicate

these settlements to the Office of Financial Services. As a result,

personnel responsible for recording the equipment were not aware

these assets existed.

Recommendation #2



Findings and Recommendations

Reclamation Bonds The department recorded reclamation bond activity in the

incorrect fund type.

The department accepts cash, certificates of deposit, letters of credit,

surety bonds, and property bonds from permit holders as security for

reclamation under the Hard Rock, Open Cut, and Coal mining

programs. The cash bonds and certificates of deposit are held in trust

by the department. At the completion of a mining project the

security is either released to the permit holder if the land has been

adequately reclaimed or kept by the department and used to pay

reclamation costs.

In 2001 the Governmental Accounting Standards Board (GASB)

issued new accounting principles that affected the activity recorded

in the department's agency and private-purpose trust funds. As a

result of the new guidance, state accounting policy was revised,

effective July 1,2001.

Prior to July 1, 2001, the reclamation securities were appropriately

recorded in an agency fund. After this date, the appropriate

accounting is in a private-purpose trust fund. The department was

not aware that all its reclamation bond activity met the criteria of a

private-purpose trust fund; therefore they did not reclassify the

agency fund activity.

As a result, activity recorded in the agency fund on the fiscal year

2002-03 Schedule of Changes in Fund Balances & Property Held in

Trust should be recorded in a private-purpose trust fund. This

resulted in a qualified opinion on the financial schedules (see

page A-3).

The department was also contractually required to invest some of the

reclamation bonds. The department recorded the investment income

as revenue in the agency fund where the invested bonds were

recorded. Generally accepted accounting principles and state policy

do not permit recording revenues or expenditures in an agency fund.
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Findings and Recommendations

This activity should also have been recorded in the private-purpose

trust fund as revenue.

At the end of fiscal year 2003-04, the department had made

correcting entries to record all the fiscal year 2002-03 and 2003-04

reclamation bond activity in the private-purpose trust fund.

Recommendation #3

We recommend the department record the reclamation bond,

principal and interest, if applicable, in the private-purpose

trust fund in accordance with state accounting policy.

Deferred Revenue The department did not record deferred revenue as

recommended in the prior audit report.

During fiscal year 2000-01, the department received SI.5 million that

can be used for reclamation of a mine only after all other resources

have been exhausted. The money must be returned to its source if

not needed for reclaiming the mine. The department recorded this

receipt as revenue. Since the money is not available for spending, it

should have been recorded as deferred revenue. We reported this

issue in the prior audit report. As of June 30, 2004, the department

had yet to record this activity as deferred revenue. As a result,

deferred revenue is understated and fund balance is overstated at

June 30, 2003, and 2004 by $1 .5 million in the State Special

Revenue Fund. The department made a correcting entry in

September 2004.

Recommendation #4

We recommend the department properly record deferred

revenue received for mine reclamation.

Outstanding Account

Balances

The department did not correct outstanding balances in fund

balance, accounts receivable, deferred revenue, and property

held in trust.
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Findings and Recommendations

Federal Special Revenue

Fund
Under state accounting policy, federal assistance revenue in the

Federal Special Revenue Fund should equal expenditures for grants

that are funded on the reimbursement basis. Throughout the year the

department records revenue as it draws federal funds. At fiscal year-

end, the department adjusts the revenue amount up (accrual) or down

(deferral) to match expenditures.

State Special Revenue Fund

General Fund

At fiscal year end June 30, 2003 and 2004, we noted there were four

funds that had not had activity in several years but still had fund

balances. Department personnel reviewed these funds and stated

they plan to analyze the activity and determine the necessary entries

to close out the funds.

During the audit for the two fiscal years ended June 30, 2000, we

noted the department had various errors related to property held in

trust. In April 2002, the internal auditor reviewed all property held

in trust activity and issued a draft report. The report identified

activity in property held in trust, accounts receivable, and deferred

revenue that related to a contract that had expired in 1998. The

internal auditor's report documented necessary resolution for this

activity. During the prior audit, we noted the activity was still on the

accounting records and discussed this with management. As of June

30, 2004, we noted correcting entries had still not been made. As a

result, in the state special revenue fund, deferred revenue is

overstated by $106,968, property held in trust is overstated by

$150,000, accounts receivable is overstated by $162,704 and fund

balance is understated by $94,264.

In the 1 990"s, the department had activity related to a contract for

mitigation of wetlands. During the prior audit, we noted this activity

was still recorded on the accounting records. Department personnel

researched this activity and determined it should be transferred to the

Department of Fish, Wildlife, and Parks. We noted this activity had

not yet been transferred as of June 30, 2004. Department personnel

stated they still agree the activity should be transferred. As a result

of this activity, property held in trust in the general fund at the

Department of Environmental Quality is overstated by $37,500.
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Findings and Recommendations

Recommendation #5

We recommend the department make correcting entries for the

outstanding balances in the federal special revenue, state

special revenue, and general funds.

Timely Deposits The department did not follow the state law for cash deposits.

Section 17-6-105(6), MCA, requires all funds received by a state

agency to be deposited when the accumulated amount of coin and

currency exceeds $100 or total collections exceed $500. A deposit

must be made at least weekly. The department also has a cashier

policy, which requires that two people working together open mail

received by the department. The policy further states that each unit

of the department submit collections to the financial management

bureau (FMB) for deposit when the above-noted dollar amounts are

met. All but one unit is located in the same building as FMB.

We reviewed 20 deposits and noted 1 5 that were not in compliance

with state law or department policy. The department noted several

reasons for this non-compliance: 1 ) the department's internal policy

applies the dollar limits to each unit instead of the agency level as

stated in state law; 2) a unit may deliver the deposit to the FMB the

same day it is received, but it is too late to be included in the daily

deposit; or 3) understaffing at the unit level caused delays in opening

mail or preparing collections for FMB.

Recommendation #6

We recommend the department:

A. Revise its policy to require each unit to submit cash

collections to the office of Financial Services on a daily

basis.

B. Deposit cash collections in accordance with state law.
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Findings and Recommendations

Revenue Estimates The department did not accurately record or revise its revenue

estimates in two funds.

Section 1 7-7-1 1 1 , MCA, states, in part, ",
. .to prepare a state budget,

the executive branch, the legislature and the citizens of the state need

information that is consistent and accurate. Necessary information

includes detailed disbursements by fund type for each agency and

program for the appropriate time period, recommendations for

creating a balanced budget, and recommended disbursements and

estimate receipts by fund type and fund category." The budget,

including revenue estimates, must be submitted to the Office of

Budget and Program Planning. State accounting policy instructs

agencies on how to enter estimates and allows estimates to be revised

throughout the year if necessary.

We audited the fiscal year 2002-03 Schedule of Revenues &
Transfers-In and reviewed the differences between revenue estimates

and actual revenues. The following are two examples of the

differences we noted.

In one instance in the state special revenue fund, the department

recorded estimates of $1,000 and $3,000 in two different funds.

Actual revenues for these two funds totaled $3,1 73,605 and

$1 ,405,330, respectively. Department personnel stated they

recorded these estimates on the books with the intention of later

revising them to more accurate numbers.

In another instance in the state special revenue fund, an estimate

was recorded in one revenue class. This was a duplicate of an

estimate already recorded in another revenue class.

Department personnel stated they recognize the need to record their

best estimates on the accounting system and have implemented

procedures to review budget status reports twice a year and make

revisions as necessary. We audited the fiscal year 2003-04 Schedule

of Revenues & Transfers-In and noted no material errors in revenue

estimates.
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Findings and Recommendations

Alternative Energy

System Loan Program

Recommendation #7

We recommend the department accurately record and monitor

its revenue estimates.

The department did not develop measures to determine the

success of the loan program as required by state law.

The 2001 Legislature established the Alternative Energy System

Loan Program. This program provides loans to homeowners and

small businesses for qualified alternative energy systems such as

wind, hydropower, or geothermal. The first loans for the program

were made in fiscal year 2002-03.

Section 75-25-103, MCA, requires the department to develop

outcome measures to determine the success of the program and

identifies the minimal outcomes that must be measured, such as the

loan loss ratio, the types of systems that provide the best results, and

the amount of energy that was produced. The department has yet to

develop the measures required by statute to assess the program.

Department personnel stated the first loan was not awarded until

fiscal year 2002-03 and they do not have enough information to

measure. Personnel noted they do have procedures in place to gather

the information needed, but they have not developed outcome

measures to analyze that information.

Recommendation #8

We recommend the department develop outcome measures for

the Alternative Energy System Loan Program as required by

section 75-25-103, MCA.

Public Water Supply

System Fees

Page 12
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Findings and Recommendations

During our audit of the department for the two fiscal years ended

June 30, 2000, we noted the department did not recover its costs for

reviews of public water supply system plans and specifications as

required by section 75-6-108(3), MCA. We recommended the

department work with the Board of Environmental Review to

establish fees that are commensurate with costs for the reviews.

During the prior audit we noted the recommendation was partially

implemented. The department represented that personnel began

tracking these costs to determine the appropriate fees. The

department indicated in October 2002 that, based on the accounting

information gathered in fiscal year 2001-02, the department was

working on administrative rule revisions to increase the fee.

During the current audit, we noted the department has still not

updated its rules. Department personnel stated fiscal year 2002-03

was the first year there was complete data to analyze and determine

the appropriate fee amount. They are still working on revising the

administrative rules to increase the fees.

Recommendation #9

We recommend the department establish fees that are

commensurate with costs for the review of public water or

sewage system plans and specifications as required by section

75-6-108(3), MCA.
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LEGISLATIVE AUDIT DIVISION

Scott A. Seacat, Legislative Auditor /WV Y\ Deputy Legislative Auditors:

John W. Northey, Legal Counsel ijHggjSSj
Jim Pellegnni '

Performance Audit

Tori Hunthausen, IS Audit & Operations

James Gillett, Financial-Compliance Audit

INDEPENDENT AUDITOR'S REPORT

The Legislative Audit Committee

of the Montana State Legislature:

We have audited the accompanying Schedules of Changes in Fund Balances & Property Held in Trust,

Schedules of Total Revenues & Transfers-In, and Schedules of Total Expenditures & Transfers-Out of the

Department of Environmental Quality for each of the two fiscal years ended June 30, 2004. The

information contained in these financial schedules is the responsibility of the department's management.

Our responsibility is to express an opinion on these financial schedules based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of

America. Those standards require that we plan and perform the audit to obtain reasonable assurance

about whether the financial schedules are free of material misstatement. An audit includes examining, on

a test basis, evidence supporting the amounts and disclosures in the financial schedules. An audit also

includes assessing the accounting principles used and significant estimates made by management, as well

as evaluating the overall financial schedule presentation. We believe that our audit provides a reasonable

basis for our opinion.

As described in note 1 , the financial schedules are presented on a comprehensive basis of accounting

other than accounting principles generally accepted in the United States of America. The schedules are

not intended to be a complete presentation and disclosure of the department's assets, liabilities and cash

flows.

The department did not record a transfer in fiscal year 2002-03. As a result, Other Financing Sources and

Nonbudgeted Revenues & Transfers-In on the fiscal year 2002-03 Schedule of Revenues & Transfers-In

and Nonbudgeted Revenues & Transfers-In on the Schedule of Changes in Fund Balance & Property

Held in Trust in the General Fund are understated by $1,000,000. Nonbudgeted Expenditures &
Transfers-Out on the Schedule of Changes in Fund Balance & Property Held in Trust in the State Special

Revenue Fund and Accounting Entity Transfers in the Remediation Division on the Schedule of

Expenditures & Transfers-Out are understated by the same amount.

On the fiscal year 2003-04 schedules, Other Financing Sources and Prior Year Revenues & Transfers-In

on the Schedule of Revenues & Transfers-In and Prior Year Revenues & Transfers-In on the Schedule of

Changes in Fund Balance & Property Held in Trust in the General Fund are overstated by SI,000,000.

Prior Year Expenditures & Transfers-Out on the Schedule of Changes in Fund Balance & Property Held

in Trust in the State Special Revenue Fund and Accounting Entity Transfers and Prior Year Expenditures

& Transfers-Out in the Remediation Division on the Schedule of Expenditures & Transfers-Out are

overstated by the same amount.

Room 160, State Capitol Building PO Box 201705 Helena, MT 59620-1705

Phone (406) 444-3 122 FAX (406) 444-9784 E-Mail lad a sl.ite.mtus
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The department incorrectly recorded activity related to reclamation bonds in the agency fund instead of

the private-purpose trust fund. The following table illustrates the total dollar misstatement for each of

these funds for fiscal year 2002-03.
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DEPARTMENT OF ENVIRONMENTAL QUALITY
SCHEDULE OF TOTAL EXPENDITURES & TRANSFERS-OUT

FOR THE FISCAL YEAR ENDED JUNE 30, 2004

PROGRAM (ORG) EXPENDITURES & TRANSFERS-OUT

Personal Services

Salaries

Employee Benefits

Personal Services-Other

Total

CENTRAL MANAGEMENT
PROGRAM

2,324,121

621,399

39,067

ENFORCEMENT
DIVISION

513,366

146,624

PERMITTING & COMPLIANCE
DIVISION

6,315.652

1,801,947

PETROLEUM TANK RELEASE
COMPENSATION BOARD

148,265

43,604

PLANNING PREVENTION
& ASSISTANCE DIVISION

2,894,073

822,303

REMEDIATION
DIVISION

2.354.529

673.635

TOTAL

2.984,587 659.990 8.117.599 191,869 3,716,376 3.028,164

14.550,006

4,109.512

39,067

18,698,585

Operating Expenses

Other Services

Supplies & Materials

Communications

Travel

Rent

Utilities

Repair & Maintenance

Other Expenses

Total

1.696,423





DEPARTMENT OF ENVIRONMENTAL QUALITY

SCHEDULE OF TOTAL EXPENDITURES & TRANSFERS-OUT
FOR THE FISCAL YEAR ENDED JUNE 30, 2003

CENTRAL MANAGEMENT
PROGRAM

PROGRAM (ORG) EXPENDITURES & TRANSFERS-OUT

ENFORCEMENT
DIVISION

PERMITTING &
COMPLIANCE DIVISION

PLANNING PREVENTION &
ASSISTANCE DIVISION

REMEDIATION
DIVISION TOTAL

Personal Services

Salaries

Employee Benefits

Personal Services-Other

Total

2.036.933

511,955

7,124

2.556,012

491,792

126,953

618,745

5.723,787

1,483,408

7.207,195

3.255,742

829.726

4.085,468

2,824,689

734,157

3.558,846

14,332,943

3.686,199

7,124

18,026.266

Operating Expenses

Other Services

Supplies & Materials

Communications

Travel

Rent

Utilities

Repair & Maintenance

Other Expenses

Total

752,107

111.215

38.705

24.982

75,789

12,648

157.504

63,964

15,098

13,624

11,219

28,567

2.920

818.689

14.533,285

220.053

166.484

214,305

373,429

1,069

48,343

1,758,774

5,439.722





Montana Department of Environmental Quality

Notes to the Financial Schedules
For the Two Fiscal Years Ended June 30, 2004

1. Summary of Significant

Accounting Policies

The department uses the modified accrual basis of accounting, as

defined by state accounting policy, for its Governmental fund

category (General, State Special Revenue, Federal Special Revenue,

and Debt Service). In applying the modified accrual basis, the

department records:

Revenues when it receives cash or when receipts are

measurable and available to pay current period liabilities.

Expenditures for valid obligations when the department

incurs the related liability and it is measurable, with the

exception of the cost of employees' annual and sick leave.

State accounting policy requires the department to record the

cost of employees' annual leave and sick leave when used or

paid.

The department uses accrual basis accounting for its Proprietary

(Internal Service) and Fiduciary (Private-Purpose Trust and Agency)

fund categories. Under the accrual basis, as defined by state

accounting policy, the department records revenues in the accounting

period earned, when measurable, and records expenses in the period

incurred, when measurable.

Basis of Presentation

Expenditures and expenses may include: entire budgeted service

contracts even though the department receives the services in a

subsequent fiscal year; goods ordered with a purchase order before

fiscal year-end, but not received as of fiscal year-end; and equipment

ordered with a purchase order before fiscal year-end.

The financial schedule format is in accordance with the policy of the

Legislative Audit Committee. The financial schedules are prepared

from the transactions posted to the state's accounting system without

adjustment.

Page A- 11



Notes to the Financial Schedules

Governmental Fund
Category

Department accounts are organized in funds according to state law

applicable at the time transactions were recorded. The department

uses the following funds:

General Fund - to account for all financial resources except those

required to be accounted for in another fund.

State Special Revenue Fund - accounts for proceeds of specific

revenue sources (other than private-purpose trusts or major capital

projects) that are legally restricted to expenditures for specific

purposes.

Department State Special Revenue Funds include Petroleum Tank

Release Cleanup, Air Quality Operating Fees, Montana Pollution

Discharge Elimination System (MPDES) Permit Program, Montana

Pole Remedial Action, Subdivision Plat Review. Reclamation and

Development, Orphan Share Fund, Junk Vehicle Disposal, trust

funds initially funded with Office of Surface Mining grants, and

various reclamation bond forfeiture and settlement accounts.

Federal Special Revenue Fund - to account for proceeds of federal

revenue sources that are legally restricted to expenditures for specific

purposes.

Department Federal Special Revenue Funds include federal

assistance programs such as the Water Pollution Control and

Drinking Water State Revolving Funds, Performance Partnership

Grants, Abandoned Mine Lands Reclamation Grant, as well as other

federal grants and agreements.

Debt Service Fund - to account for accumulated resources for the

payment of general long-term debt principal and interest. The

department uses this fund for the state building and energy programs.

Proprietary Fund Category
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Internal Service Fund - to account for the financing of goods or

services provided by one department or agency to other departments

or agencies of state government or to other governmental entities on



Notes to the Financial Schedules

Fiduciary Fund Category

a cost-reimbursement basis. The department's Internal Service Fund

includes indirect charges assessed against all units of the department

by the Central Management Program for providing department-wide

support functions and services.

Agency Fund - to account for resources held by the state in a

custodial capacity. During fiscal year 2002-03, the department

agency fund was used primarily to account for cash and certificates

of deposit held as security for reclamation under the Hard Rock,

Open Cut, and Coal mining programs, and the Junk Vehicle

program.

2. General Fund Balance

Direct Entries to Fund
Balances

Private-Purpose Trust Fund - to account for activity of all trust

arrangements under which principal and income benefit individuals,

private organizations, or other governments. The department

established a private-purpose trust fund in fiscal year 2002-03 to

invest a cash bond security for reclamation under the Hard Rock

Mining Program. In fiscal year 2003-04 the department moved all

agency fund activity into the private-purpose trust fund.

The negative fund balance in the General Fund does not indicate

overspent appropriation authority. The department has authority to

pay obligations from the statewide General Fund within its

appropriation limits. The department expends cash or other assets

from the statewide fund when it pays General Fund obligations. The

department's outstanding liabilities exceed the assets it has placed in

the fund, resulting in negative ending General Fund balances for

each of the fiscal years ended June 30, 2004, and 2003.

Direct entries to fund balances in the General and Special Revenue

Funds include entries generated by SABHRS to reflect the flow of

resources within individual funds shared by separate agencies.

The direct entry to fund balance in the Private-Purpose Trust Fund in

fiscal year 2003-04 reflects the movement of bond activity

previously recorded in the Agency Fund.
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f Montana Department of

Environmental €jd Judy Martz, Governor

P.O. Box 200901 • Helena. MT 59620-0901 • (406) 444-2544

October 14,2004

Mr. Scott A. Seacat

Legislative Auditor

Office of the Legislative Auditor

State Capitol. Room 160

Helena, MT 59620-1705

www.deq.state.ml.us

RECEIVED
OCT 1 4 2004

LEGISLATIVE AUDIT DIY.

Dear Mr. Seacat:

By this letter, I am transmitting the Department of Environmental Quality's formal

response to your Financial and Compliance Audit for the two years ending June 30, 2004.

I would like to personally thank your office and the audit staff assigned to this endeavor

for their dedication, professionalism, and cooperative approach throughout the course of this

audit. Their findings and subsequent recommendations have provided a valuable service and

insight to department management relative to our fiscal-compliance responsibilities.

I will be available for the November meeting of the Legislative Audit Committee, as will

appropriate department staff.

Sincerely,

an P. Sensibaush UJan P. Sensibaugh

Director
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Recommendation #1

We recommend the department record supplemental environmental project

revenue and expenditures in accordance with state policy.

The department concurs with this recommendation.

In June of2001, the department met and consulted with the Department of
Administration (D ofA), Administrative Financial Services Division, and the

Governor's Office ofBudget and Program Planning (OBPP) to agree upon
the proper accounting treatment for recording supplemental environmental

projects. Subsequently, the auditors questioned the determination agreed

to in that meeting. In further discussions with the Legislative Audit

Division, the department agreed with the accounting treatment they

recommended and subsequently changed our process and corrected prior

balances.

Recommendation #2

We recommend the department:

A. Develop a policy for communicating settlements to the Office of Financial

Services.

B. Record all equipment and buildings awarded to it through settlements on
the accounting records as required by state accounting policy.

The department concurs with this recommendation.

A. The department has established a work group to develop and
implement policy, procedures, and the internal controls necessary to:

1) Provide reasonable assurance that similar events are properly

recorded in the future, and; 2) Communicate settlements between
programs and the Office of Financial Services.

B. This work group will also be accountable for investigation of the

specific bankruptcy settlements noted in the finding to identify and
correct asset record errors.

Recommendation #3

We recommend the department record the reclamation bond, principal and
interest, if applicable, in the private-purpose trust fund in accordance with

state accounting policy.

The department concurs with this recommendation.
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Beginning in April of 2003, the department consulted with D ofA's

Administrative Financial Services Division to determine which type offund
should be used to account for its reclamation bonds. D ofA requested

clarification of the accounting pronouncementfrom the Government

Accounting Standards Board (GASB) because the accounting determination

was ambiguous. Our inquiries showed the nature of the bonds to fit the

"grey area" between both types offunds. The department made the

determination that the bonds best fit the description in the agency fund.

However, after discussion with the Legislative Audit Division, the

department reconsidered its opinion and moved the bonds to a private-

purpose trust fund. Future reclamation bond activity will be recorded in

private-purpose trust funds.

Recommendation #4

We recommend the department properly record deferred revenue received for

mine reclamation.

The department concurs with this recommendation.

The prior audit report identified two $750,000 payments that were
recorded in fiscal 2001 as revenue when they should have been recorded

as deferred revenue. Two identical payments for $750,000 were received

in fiscal 2003. These also had been recorded as revenue. These fiscal

2003 revenues were mistaken for the ones identified in the audit and were
then recorded properly as deferred revenue. The two fiscal 2001
payments identified in the prior audit report were confused with the fiscal

2003 payments and were not corrected until September 2004. Even
though this type of identical transaction was an anomaly, the department

now has established procedures requiring professional accountants to

review all "non-typical" transactions for accounting determination.

Recommendation #5

We recommend the department make correcting entries for the outstanding

balances in the federal special revenue, state special revenue, and general

funds.

The department concurs with this recommendation.

Federal and State Special Revenue Funds
Correcting the fund balances in the prior yearfindings took lower priority

than other work in the Office ofFinancial Services due to a shortage of

staff time, and the necessary time dedicated to training and testing the

human resources and financial upgrades to SABHRS. The department has
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identified the need for an additional professional level accountant to

research and reconcile accounting problems and is currently recruiting for
that position.

General Fund
The department has been in contact with the Department of Fish, Wildlife

and Parks to determine logistics for transferring the $37,500 in wetlands
mitigation funds to the Montana Wetlands Legacy Program. The two
departments will draft an agreement to accomplish this transfer. Unless
there are unforeseen delays, this should be accomplished in the nextfew
weeks.

Recommendation #6

We recommend the department:

A. Revise its policy to require each unit to submit cash collections to the

Office of Financial Services on a daily basis.

B. Deposit cash collections in accordance with state law.

The department concurs with this recommendation.

A. All work units have been advised, both verbally and in writing, of
the proper cash procedures requiring daily submittals. The
department's cash policy is in the process of being formally revised

to reflect recommended changes.

B. All work units are required to deliver daily cash collections to the

Office of Financial Services prior to 3:00 p.m. so that accumulated
collections can be delivered to the treasurer in accordance with state

law.

Recommendation #7

We recommend the department accurately record and monitor its revenue
estimates.

The department concurs with this recommendation.

The department has implemented procedures to ensure more accurate

revenue estimates. Budget staff will continue to record revenue estimates

on the accounting system using the best information available at the time

of the estimate. Further, the department's budget status report guidelines

have been changed so that staff will review revenue estimates twice a
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year during the budget status review process. Based upon these reviews,

estimates will be adjusted to more accurately reflect actual revenues.

Recommendation #8

We recommend the department develop outcome measures for the Alternative

Energy System Loan Program as required by section 75-25-103, MCA.

The department concurs with this recommendation.

The department has developed a draft policy that details outcome
measures of the Alternative Energy Loan Program, and is in the process of

finalizing that policy. The policy includes the program outcomes identified

in statute, and also lists additional measures that the department believes

will be useful in gauging program effectiveness. The policy directs the

department's Air, Energy & Pollution Prevention Bureau to track these

measures and to report on them in an annual report to the director. The
bureau is currently drafting the initial report, and plans to submit this

report to the director each October.

Recommendation #9

We recommend the department establish fees that are commensurate with

costs for the review of public water or sewage system plans and specifications

as required by 75-6-108(3), MCA.

The department concurs with this recommendation.

The department presented fee proposals to the Public Water Supply (PWS)

Focus Group at its August meeting. The department formed the focus
group with interested representatives from the public water supply

community to provide ideas and feedback on program activities and
potential improvements. Based upon the group's comments, the program is

preparing draft rule amendments forfee increases. The December 6, 2004
meeting agenda for the Board of Environmental Review includes initiation

of rulemaking for this fee increase. Following the normal board rule

adoption process, we anticipate that rules will be final in June 2005.

The department historically has funded PWS plan and specification review

through a combination offederal funds and fees. The federal funds were
used because this activity is a requirement for department primacy in this

program delegated to the State by the Environmental Protection Agency.

This issue offees not being commensurate with costs was first identified in

the department's fiscal 2000 Financial Compliance Audit. Following that

Page B-7



audit, the department attempted to put in place a tracking mechanism to

gather the necessary revenue and expenditure data to determine

appropriate fee levels commensurate with expenses. This tracking

mechanism was not successfully implemented and utilized until fiscal

2002, thus fiscal 2003 represented the first full-year data set. In fiscal

2004 the department began working with the PWS Focus Group to review

fee levels with respect to costs, based on the fiscal 2003 data. Once a

second full year of data was available from fiscal 2004, the department

formulated fee proposals and presented this information to the Focus
Group. As stated above, the department now has placed initiation of
rulemaking for this fee increase on the agenda for the next Board of
Environmental Review meeting.

The department will maintain this tracking mechanism and will review

fees and costs annually. Fee adjustments will be made as needed to

ensure fees remain commensurate with costs.
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