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Key Points Of Report

O f f i c e  o f  t h e  S t a t e  A u d i t o r
 Lawrence F. Alwin, CPA

This management control audit was conducted in accordance with Government Code, 
§ 321.0133.

An Audit Report on
Management Controls at Northeast Texas Community College

February 1996

Overall Conclusion

Inaction by the Board of Trustees, management override by the former administration, and poor
internal controls have resulted in operational and financial mismanagement at Northeast Texas
Community College.  Improvements are needed in all areas of financial operations as well as
information management.  The new president has initiated improvements in financial and
management controls and in communication with the Board of Trustees, faculty, and staff. 
However, serious financial problems and internal control weaknesses remain.

Key Facts and Findings

Management override by the previous administration and inaction by the Board of Trustees
resulted in mismanagement of college assets.  Excessive and inappropriate expenditures
went unchallenged until the Texas Rangers were called in to investigate.

Northeast Texas Community College has been unable to pay its bills on a timely basis and
has incurred thousands of dollars in insufficient funds charges.  The College has extended
payment on its long-term debt, costing the College millions in interest expense and
jeopardizing the future growth of the College.

Accounting for the Foundation’s scholarship and endowment funds is inadequate, and there
has been little oversight by the Foundation’s board.  The College’s accounting system is not
able to compile scholarship fund account balances, which has resulted in overawarding of
student scholarships and the liquidation of some scholarship balances.

Contact
Barnie Gilmore, CPA, Audit Manager (512) 479-4700
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anagement override by the former private construction company withoutMadministration, inaction by the Board of
Trustees, and poor internal controls have
resulted in operational and financial Although the Board of Trustees were informed
mismanagement at Northeast Texas by the Texas Rangers about the president’s
Community College.  Improvements are trip to Las Vegas, his fishing trips to Missouri,
needed in all areas of financial operations as and his extravagant spending on credit cards,
well as information management.  The new no action was taken nor was there any internal
president has initiated improvements in investigation. The board members placed too
financial and management controls and in much reliance on the integrity and business
communication with the Board of Trustees, experience of the former president and fiscal
faculty, and staff; however, serious financial managers of the College. Finally, the Texas
problems and internal control weaknesses Rangers responded to repeated calls and letters
remain.  In spite of its financial problems, from external sources to conduct an
Northeast Texas Community College is investigation.
providing quality education to the local
community and has received the Excellence in
Higher Education Award for 1995 for its
Community in Schools program.

Management Override by the
Former President and Inaction by
the Board of Trustees Has
Resulted in Fiscal
Mismanagement of College
Assets

The former president of Northeast Texas
Community College disregarded established
policies and procedures which contributed to
his indictment and the indictment of three
members of his staff.   Some of these acts were
committed openly, such as a personal vacation
at college expense and purchases of personal
items from the bookstore and cafeteria without
payment.  Other acts were concealed by
falsifying documents and reports to the Board
of Trustees such as political contributions,
payments for renovation of box seats at Texas
Ranger baseball games, and construction work
at the former president’s personal residence
performed by college maintenance staff on
college time.  In addition, to pay for
construction of a baseball field for the
College, the former president bartered college
assets valued at more than $120,000 to a

approval of the Board of Trustees..

Questionable Business
Decisions, Inaction by the
Business Office, and Poor Cash
Management Have Placed a
Significant Financial Strain on the
College

The Board of Trustees, with the advice of
college financial officers, approved increasing
long-term bond debt, increasing funding for
athletics, and awarding pay raises to all
employees even though available tax revenue
was declining, and the College was unable to
pay its bills on time.

The poor financial condition of the College
was exacerbated by inadequate fund reserves,
the failure of the Business Office to submit
timely billings, and failure to monitor the cash
balances of the operating funds.  As a result,
more than $10,000 in bank penalties were
incurred for writing checks without sufficient
bank funds.
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Significant Internal Control
Problems Exist in the Financial
Operations of  Northeast Texas
Community College

We reviewed the internal control policies and
procedures related to financial operations and
noted more than 20 significant internal control
weaknesses. Weaknesses include but are not
limited to:  failure to provide profit and loss
statements for food service and bookstore
operations, failure to safeguard assets, failure
to provide essential accounting and reporting
on a timely basis, and failure to obtain
appropriate approval for large expenditures.

A review of food service transactions revealed
that the department lost approximately
$40,000 for fiscal year 1994-1995.  Although
the bookstore is profitable, the exact amount
of profit has not been determined. Profits are
partially attributable to a 20 percent markup of
supplies and equipment purchased through the
bookstore for academic departments. 

Internal controls over fixed assets are
inadequate due to the failure to conduct a
physical inventory and the failure to tag and
record all donated assets.  A physical
inventory has been recommended by the
auditing firm of Thomas and Thomas in the
last three audit reports.  Each time the
response has been that an inventory would be
taken.  However, to date, this has not
happened.
  

Accounting for the Foundation’s
Scholarship and Endowment
Funds Is Inadequate, and There
Has Been Little Oversight by the
Foundation’s Board

Although the assets of the Northeast Texas
Community College Foundation are
significant, accounting for the transactions and

balances involving these assets is neglected. 
The Foundation’s assets were valued at more
than $230,000 as of August 31, 1995, based
on unaudited data.  Foundation financial
transactions are recorded in the College’s
accounting system, but this system is not
capable of compiling financial statements and
account balances for each scholarship fund. 

An audited annual financial report has not
been submitted for the Foundation since fiscal
year 1990.  An external audit of the
Foundation covering fiscal years 1991 through
1994 was released in December 1995.  The
fiscal year 1995 audit was  completed in
January 1996.

The Foundation’s Board has not met since
May 6, 1993.  There are only three other
documented meetings of the Foundation’s
Board since its inception in 1984: January 14,
1985; June 21, 1989; and February 24, 1992.

The Legality of Certain Business
Office Transactions Is
Questionable

In addition to the bookstore operations, we
noted other college business transactions
which are questionable.  One instance is in the
grants billing operations.  The public
accounting firm of Thomas and Thomas
recently determined that federal grant funds
were erroneously reported as local matching
funds to the U.S. Department of Defense.  This
error in reporting resulted in excess billings of
$20,871.61.

Another questionable transaction involved the
payment of booster club obligations with
college funds.  Two payments, in August 1994
and March 1995, totaling $42,484 were made
to Guaranty National Bank to meet the
obligation of a note signed by a booster club
president.  Since the booster club is not part of 
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the College, and no college official signed the In addition, college management will prepare
note, there was no obligation on the part of the a detailed corrective action plan which will be
College to pay this amount.  submitted to the Texas Higher Education

Also, the legality of bookstore charges to
federal grants in 1992 and 1993 for supplies
which were not delivered is questionable.

Summary of Management’s
Responses

Northeast Texas Community College overall financial condition as well as college
management generally agrees with the governance.
findings and recommendations included in
this report except for findings regarding long- The scope of the audit included the review of
term debt and sufficiency of information the financial administration process, including
provided to the Board of Trustees.  College annual financial reporting and budgeting, the
management chose not to respond to the external audit function, and the governance of
adequacy of board oversight.  The complete financial administration by the Board of
management response follows the body of the Trustees.
report.

Coordinating Board for review.

Summary of Audit Objectives and
Scope

The objective of this audit was to determine
the strength of internal controls over financial
administration and included a review of the
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Section 1:

Management Override by the Former President and Inaction by the
Board of Trustees Has Resulted in Fiscal Mismanagement of
College Assets

The former president of  Northeast Texas Community College disregarded established
policies and procedures and treated the College as his private bank, travel agency,
restaurant, and shopping center.

According to witnesses, the former president of Northeast Texas Community College
withdrew large sums of money through petty cash for personal use, took personal
vacations at taxpayer expense, treated his family to free meals in the cafeteria, took
items from the bookstore without payment, and committed numerous other breaches of
college policy.   Some of these acts were committed openly.  Other acts were concealed
by falsifying documents and reports to the Board of Trustees.  

Although the Board of Trustees was informed by the Texas Rangers during their
investigation about fishing trips and extravagant spending, no action was taken nor
was there any internal investigation.  The former president also bartered college assets
valued at more than $120,000 to a construction company for construction work on
school facilities, including a baseball field.  The Board of Trustees had not approved
this transaction.  Finally, the Texas Rangers responded to repeated calls and letters
from external sources to conduct an investigation.  As a result of this investigation, a
Titus County grand jury handed down indictments on the Northeast Texas Community
College president, the vice president of administrative services, the controller, and the
dean of plant services.  Included in the charges were:

theft
misapplication of fiduciary property
tampering with governmental records

The former president pleaded “no contest” to the charges of theft by a public servant
and misapplication of fiduciary property.  The dean of plant services pleaded no
contest to misapplication of fiduciary property.  The charges of tampering with
governmental records were dropped against the vice president of administrative
services and the controller.  In addition, the State Board of Public Accountancy
initiated an investigation of the controller for falsifying expenditure reports to the
Board of Trustees.  The former president resigned in March 1995.  The vice president
of administrative services and the controller resigned in December 1995.

The management philosophy of a majority of the Board of Trustees has been, “hire a
good president and stay out of the way.”  The seven members of the Board of Trustees
are among the leaders in their communities.  The present Board of Trustees consists of
a bank president, a retired chief executive officer and certified public accountant, a
practicing certified public accountant, a civic leader and dentist, an engineer, a senior
vice president of a regional health care system, and a retiree from Lone Star Steel
Company.  The board members are highly respected in their professions and their
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communities who placed too much reliance on the integrity and business experience of
the former president and fiscal managers of the College.

Recommendations:

We recommend that the Board of Trustees receive additional training regarding their
responsibilities and that the Board, with assistance from college staff, develop and
implement a plan to address the financial problems and internal control weaknesses of
the College.

We also recommend that the Texas Higher Education Coordinating Board request from
the College a financial and operational plan addressing the State Auditor’s
recommendations.  We further recommend that the Coordinating Board monitor this
plan for timely compliance.

Section 2:

Questionable Business Decisions, Inaction by the Business Office,
and Poor Cash Management Have Placed a Significant Financial
Strain on the College

Northeast Texas Community College has been unable to pay its bills on time during
six months of fiscal year 1995 and has incurred more than $10,000 of insufficient fund
penalty charges.  In addition, the College’s debt repayment schedule had to be
extended because the College had exceeded its ability to make the required payments. 
This debt extension will result in additional interest payments of more than $3 million. 
The poor financial condition of the College is partially due to questionable business
decisions, inaction by college business officers, and poor cash management.

Section 2-A:

Questionable Business Transactions Compounded the
Financial Strain on the College

Questionable management decisions noted during our audit include:

significantly increasing debt while revenue was declining
providing $318,630 annually to fund athletics, which generated only $10,000
annually in revenue from sports activities
giving significant pay raises when the College could not pay its bills on time
continuing to incur banking penalties for writing checks with insufficient
funds

Long-term debt was increasing while tax revenue was declining.  Although tax
revenue has been decreasing since the founding of the College, debt has continued to
grow.  The taxable assessed value of property located within the Northeast Texas
Community College service area has decreased from $2,545,207,704 in 1985 to
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$2,077,278,003 in 1995.  Based on a $.10 tax rate per $100 valuation, this drop
equates to a reduction in potential tax revenue of $467,930 per year.
 
Although tax resources have dwindled, long-term debt of the College has continued to
grow.  Some of the debt increase was to fund a theater and art complex, additional
classrooms and classroom renovation, computer hardware and software, and
instruction.  Some of this debt was also used to fund dormitories and athletics and to
extend payments of existing debt.  As of August 31, 1994, the long-term debt of the
College dependent upon tax revenue included the following:

1986 Series Limited Tax Obligation Bonds and Compound 
Interest Bonds $5,430,415
1991 Series Limited Tax General Obligation Bonds $2,175,000
1994 Public Property Finance Contractual Obligations $   210,000

In addition, the following long-term debt not dependent upon tax revenue for
repayment was outstanding as of August 31, 1994:

1990 Series Tuition and Building Use Fee Revenue Bonds $1,605,000
1992 Series Housing Revenue Bonds $   785,000
1994 Series Dormitory $   550,000

The annual operating budget for fiscal year 1996 includes $1,370,246 of interest and
sinking expense to pay the interest and principal of the existing debt for the year.  Of
this amount, $945,118 will be paid from local taxes.  This represents 45 percent of the
total amount estimated to be collected from taxes for the year.  Based on 1994
financial data, Northeast Texas Community College was ranked last out of 50 junior
and community colleges in the State in the ratio “Expendable Fund Balances to Plant
Debt.”  This ratio indicates the relative liquidity of the institution.  It is a fundamental
indicator of financial strength.  It reflects the availability of sufficient cash, or assets
that will convert to cash in the normal course of business, to meet all obligations as
they become due.

Northeast Texas Community College spends more than $318,000 per year on
athletics and does not follow recommended procedures for reporting the
expenditures.  The fiscal year 1996 operating budget includes a total of $318,630 for
expenditures and only $10,000 for revenues from the following activities:

Expenditures Revenues

Intercollegiate Athletics $73,380
Rodeo Team $81,250 $10,000
Baseball $91,500
Softball $63,500
Golf $  9,000

Included in these athletic costs are $160,750 for scholarships.  In comparison, there is
only $10,211 of academic scholarships funded from local sources.  Funding for
academic scholarships is primarily from private donations while funding for athletic
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scholarships is from student activity fees and auxiliary operations which includes
bookstore and food service operations.  

These athletic costs are included in the annual operating budget as “Organizational
Activities Related to Instruction.”  The Texas Higher Education Coordinating Board
recommends that these costs be included in Auxiliary Funds along with operations of
the bookstore, food service department, housing, and the post office.  By commingling
athletics with instructional expenditures, the actual amount of student activity fees
allocated to athletics is not disclosed.  If athletics were reported in Auxiliary Funds, it
would be necessary to transfer funds to athletics from other sources such as student
activity funds, cafeteria operations, and bookstore operations.  This would allow for
identification of the resources expended on athletics and highlight the financial drain
that athletics places on the College.

Pay raises were awarded even though the College was unable to pay its bills
on time.  Although the College has not been able to pay its bills on time for any month
during 1994-1995, pay raises were awarded to administrators and faculty.  The former
president of the College received a substantial pay raise in the preceding year.  During
the investigation by the Texas Rangers in September 1994, several employees were
given raises by the president.  In January 1995, all employees received a pay raise.

Business officers routinely wrote checks without sufficient bank funds.  During
the period from September 1, 1994, through August 31, 1995, more than $8,900 of
insufficient fund penalty charges were assessed against Northeast Texas Community
College for writing checks on the operating checking account with insufficient funds. 
This was reported to the Board of Trustees in September 1995.  The next month, more
than $900 was assessed in insufficient fund penalty charges on the same account.

Section 2-B:

Business Officers Failed to Take Action on Important Fiscal
Matters

In addition to questionable decisions, the Business Office failed to take action on the
following:

failure to complete the 1994 Annual Financial Report until 13 months after the
end of the fiscal year

failure to file budget documents with the county clerks as required by board
policy

failure to complete the transfer of stock donated to the College in 1992 valued
at $65,000

failure to comply with repeated audit recommendations to conduct a physical
inventory of college fixed assets
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failure to establish a line of credit within a reasonable time after it was
approved by the Board of Trustees

Business officers failed to file the annual financial report in a timely manner.
The annual financial report for the fiscal year ended August 31, 1994, was not
completed until September 28, 1995.  The Texas Higher Education Coordinating
Board requests submission by January 1 after the end of the fiscal year.  The
Coordinating Board, the State Auditor’s Office, and the College’s auditing firm of
Thomas and Thomas made numerous inquiries about the report without adequate
response from college officials.  According to Coordinating Board officials, the
submission by Northeast Texas Community College was the most delinquent of all 50
community and junior colleges.  The college business officer failed to notify the newly
appointed interim president of the delinquency.  However, as soon as he became aware
of the situation, he took action to resolve the delinquency.

College officials failed to file budget documents with the required counties. 
The Morris County Clerk’s Office reports that no budget has been filed since 1989. 
Camp County reports that no budget report has ever been filed. 

In each annual operating budget adopted by Northeast Texas Community College is a
statement that, in compliance with the statutes of the State of Texas, copies of the
budget are to be filed with the County Clerks of Camp, Morris, and Titus Counties; the
Texas Higher Education Coordinating Board; and the Texas Education Agency.  The
president of the Board of Trustees is responsible for filing these documents.

Business officers failed to complete transfer and sale of donated stock
certificates.  Funds that should be available for scholarships are not available due to
inaction by college administrators. One of the current board members donated stock
valued at $65,000 to the College Foundation in 1992.  He directed that this stock be
sold and the proceeds be used to fund scholarships for students from Pittsburg, Texas. 
Not only has this stock not been sold, the stock has not even been transferred to the
College Foundation for sale.  The vice president of administrative services stated that
this has not occurred because the Foundation’s Board must meet in order to adopt a
resolution to hire a stock broker to handle the transaction.  The last time this board met
was in 1993.

Recurring audit recommendations were never implemented.  A physical
inventory of fixed assets has not been performed although such an inventory was
repeatedly recommended by the College’s external auditor, Thomas and Thomas. 
Consequently, there is no  assurance that assets listed on the college books are in fact
present.  College administrators have responded that an inventory will be conducted,
but no inventory has ever been performed.  Consequently, there is a risk that college
assets are not protected and that accounting records are not accurate.  (Specific
weaknesses related to fixed asset accounting are discussed in Section 3 of this report.)

Business officers failed to follow up on the implementation of a line of credit.
More than $200,000 of delinquent accounts payable remained at the end of September
1995 even though a line of credit for $300,000 was approved by the Board of Trustees
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during the September 1995 board meeting.  By the end of October, the line of credit
was still not established, and checks had to be held for lack of funds.

Section 2-C:

Poor Cash Management Resulted in a Backlog of Unpaid Bills

Northeast Texas Community College has been unable to pay its bills on time due to a
lack of adequate fund balances, lack of cash forecasting, failure to provide timely
billing, and unauthorized expenditures.  Additionally, there were more than $10,000 in
insufficient fund charges in the last 13 months.  This represents more than 550 checks 
written without sufficient funds in the bank.  

Figure 1 indicates the total accounts payable due, the amount of accounts payable
checks held for lack of funds (hold payments) on the last check processing of the
month, and the end of month operating account bank balance.  As this figure depicts,
the value of the hold payments is growing, and the operating account bank balance was
negative for 6 of the 12 months.  This is due, in part, to the inability of the College
Business Office to accurately forecast cash needs and availability.

Northeast Texas Community College business officers rely on the local bank to tell
them when the operating checking account is overdrawn.  This occurred routinely, and
more than 550 checks were returned for insufficient funds in the last 13 months.  Each
time an overdraft situation occurs, the College is charged $18 by the bank.
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Figure 1

Although business officers have known of the poor financial condition of the College,
this information has not been provided to the Board of Trustees.  Each month, the
financial information provided by the Business Office for board meetings has given
the impression that all is well financially.  The accounts payable ageing, which is
supposed to reflect how old the past due bills are, has shown that there are no overdue
invoices.  For example, the accounts payable ageing provided for the October board
meeting listed no invoices as being past due.  In reality, more than $200,000 in
invoices were past due. 

Board members were also never told about the $10,000 for bank charges to cover
insufficient fund checks  for the period from September 1994 through September 1995. 
If the board members had been given accurate, timely, and relevant financial
information, the current cash problems could have been adequately addressed.

As a result of the cash shortage, the Business Office has delayed paying some vendors. 
The October 12, 1995, Cash Requirements and Check Preparation Report listed more
than $246,000 of invoices which were due but were not being paid.  Although some of
these invoices may have been held for legitimate reasons such as billing disputes, the
majority of these past due bills were held for lack of funds.  A local manufacturer is
owed more than $28,000 for work done in May, June, and July of 1992.

One of the reasons for the current cash shortage is the failure to bill federal and state
agencies as well as local businesses on a timely basis.  For example:

The college billing clerk reports that the College is more than 30 days late
billing the State for more than $50,000.  
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Bills to local merchants for advertising in the college newspaper (in the  spring
of 1995) still have not been prepared.

Sign revenue for advertising on the baseball outfield signs has not been
collected for the past two seasons.  Annual sign revenue is estimated at
$17,500 per year.

Admission to baseball games has not been charged during the past two years
because access to the stadium is not controlled.

In addition to failure to bill in a timely manner, inaction on the part of administrators
has resulted in loss of revenue to the College.  For example:

Surplus land owned by the College Foundation could have been sold for
$50,000 if college officials had acted within a reasonable time.

Stock donated more than two years ago still has not been transferred to the
College.  As a result, the College is losing dividends and funding for targeted
scholarships.

Conversely, the College did pay $42,484 to a local bank on a note which was not an
obligation of the College.  This note was for a loan which paid part of the baseball
field construction costs. Payment was used authorized by the vice president of
administrative services and approved by the controller to pay for a note of a booster
club because the club did not have the money.  This was done without Board of
Trustees’ knowledge or approval.

Recommendations:

Although board members should not be involved in the day-to-day operations of the
College, they are responsible for oversight of the College.  Board members should
require feedback from college administrators to ensure board policies are being
implemented and enforced.  We recommend that the Board of Trustees do the
following:

Ensure the annual financial report is submitted in a timely manner.
Ensure budget documents are filed with county clerks as required.
Scrutinize any addition of long-term debt.
Determine if the level of expenditures on athletics is consistent with the
mission and financial condition of the College.
Approve pay raises in a meeting of the whole board.
Enact a policy prohibiting bartering of assets without board approval.
Ensure that previous annual financial report audit recommendations are
implemented.
Require monthly financial information which includes fund balance and cash
forecast information.



AN AUDIT REPORT ON
FEBRUARY 1996 MANAGEMENT CONTROLS AT NORTHEAST TEXAS COMMUNITY COLLEGE PAGE 13

In addition, we recommend the following:

Develop and utilize a cash needs and resources forecast on a monthly basis
that can be updated weekly so that weekly accounts payable processing will
not result in overdraft bank charges.

Develop a financial contingency plan to address unexpected expenditures and
decreased revenues.  This plan should include increasing available fund
balances so that bank financing or a line of credit will not be necessary.

Provide timely, accurate, and relevant financial information to the Board of
Trustees, including:
– accurate accounts payable ageing
– financial balance sheet as well revenue and expenditure information
– fund balance information 
– any unanticipated or budgeted expenditures such as bank charges

Aggressively pursue other financial resources such as sales of surplus assets
and unrestricted donated properties.

Submit timely billings to federal and state agencies and collect monies owed
to the College for advertising in the college newspaper and for baseball field
signs.

Construct a fence around the baseball field and charge admission as well as
concession sales if the potential revenue would offset the additional cost.

Collect payments made on behalf of the booster club, and strictly prohibit the
payment of any item that is not a legal obligation of the College.

Section 3:

Significant Internal Control Problems Exist in the Financial
Operations of Northeast Texas Community College

Improvements are needed in all areas reviewed, but the lack of internal controls over
bookstore and food service operations as well as fixed assets requires immediate
attention.  We reviewed the internal control policies and procedures of the following
fiscal operations:

bookstore
food service
fixed assets
accounts payable
personnel
accounts receivable

payroll
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information systems

Section 3-A:

Northeast Texas Community College Bookstore Lacks
Fundamental Financial Reports

The Northeast Texas Community College bookstore lacks routine financial statements
to measure profit.  In addition, bookstore profits are partially generated by charging
academic departments a 20 percent markup for supplies, materials, and equipment.

According to the Northeast Texas Community College fiscal year 1996 budget,
bookstore operations should result in a profit.  However, there is no accounting
process to determine the profit and losses for bookstore operations.  Although the
bookstore is profitable, the exact amount of profit is not determined.  Revenue and
expenditure data is collected, but no financial statement is prepared to compute
periodic profit or loss.  Consequently, there is no analysis provided to determine the
efficiency of operations nor any comparative data to evaluate each expenditure
category.  A profit and loss statement should be a fundamental internal control over
financial operations.
  
Part of the profits from bookstore operations is generated from academic department
purchases of supplies, materials, and equipment from or through the bookstore. 
Departments are encouraged to purchase supplies and equipment from the bookstore
rather than directly from outside vendors.  Departments are charged 20 percent over
cost for the items, and purchases of items funded by state and federal grants are
marked up 40 percent over cost.  While it is recognized that the bookstore should
recover its cost plus cover its operating expenses, no analysis has been conducted to
determine if 20 percent is appropriate.

In addition to financial reporting and cost allocation concerns, we noted several
violations of internal controls, including:

The safe combination was not changed after an employee with knowledge of
the combination terminated employment.

The door lock was also not changed after resignation of an employee with a
key.

Four persons have keys to the bookstore.

Fixed asset items ordered through the bookstore and entered on Inventory
Control Report forms are not entered into the fixed asset record keeping
system.

Recommendations:
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We recommend the following:

The college bookstore should change its 20 percent markup to academic
departments to an amount equal to its cost plus an overhead rate to cover
operations.

The door locks and safe combination should be changed.

Section 3-B:

Food Service Department Lacks Fundamental Financial
Information to Track Revenue and Expenditures 

Our review of food service revenue and expenditures revealed that food service
operations had a loss of approximately $40,000 for the year ended August 31, 1994. 
Income statement information is not usually prepared for food services.  Therefore,
there is no way for college administrators to know if the operations are profitable, nor
is there any way of knowing how much commission is owed to the food service
manager since part of his salary is based on profits from food service operations.

The food service operation is budgeted to make a modest profit of $12,665 for fiscal
year 1996.  The food service manager does not have an employment contract; however,
he believes that his salary is based, in part, on the profits from food service sales.  The
food service manager reports that he has not been paid this portion of his salary for the
fall of 1994, nor for the spring of 1995.  When he did receive commission on profits in
prior years, no employee taxes were deducted.  The payments were treated as contract
employee wages not subject to payroll deductions.  The food service manager is a full-
time college employee.  Although the food service manager wrote a letter to the new
president, no action has been taken regarding commission arrearage.  The food service
manager has no method to calculate earnings and profits because he receives only
expenditure information from the Business Office.

Recommendation:

We recommend that food service revenues and expenditures be reviewed and prices
adjusted as necessary to eliminate operating losses.  We also recommend that monthly
income statement information be provided by the Business Office.

Section 3-C:

Value of the College’s Fixed Assets May Not Be Accurate
Because No Physical Inventory Has Been Conducted Since
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1990, and Assets Donated to the College Are Not Tagged or
Recorded in the Fixed Asset Records

The value of the fixed assets at Northeast Texas Community College was $18,343,432
as of August 31, 1994.  Furniture, fixtures, and vehicles comprised $2,876,392 of this
amount.  These values are based on purchases made by the College since inception.
Also, the College’s computer system has not been programmed to delete items from
the inventory which are no longer present such as vehicles which have been traded in. 
For example, in a test of the accounting records for college vehicles, we noted the
following:

The value of the vehicles per the computer records was $178, 079, but the
amount listed in the annual financial report was $143,572.

Three vehicles which had been traded in were still on the College’s records.

One dump truck purchased and present at the campus was not recorded.

One pick-up truck which had burned in a fire was still on the books while
another truck which had been purchased at the same time was not recorded.

A physical inventory has been recommended by the auditing firm of Thomas and
Thomas in the last three audit reports.  Each time, the response has been that an
inventory would be taken; however, to date, this has not happened.

Recommendations:

We recommend the following:

Conduct a physical inventory of equipment and vehicles.

Give a tag number to and record all fixed assets, whether purchased or
donated, in the fixed asset ledger.

Program the accounting software to allow removal of assets from the
inventory and to record the reason for disposal.

Reconcile the fixed asset ledger to the annual financial report.

Section 3-D:

Accounts Payable Clerk Performs Incompatible Functions and
Lacks Essential Automated Processes
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The accounts payable department is the center of the College’s accounting operations. 
The accounts payable clerk processes purchase orders, receives invoices, prints and
mails checks, takes phone calls from vendors who have not been paid, maintains
vendor files, makes bank deposits, prepares monthly reports, and occasionally assists
other departments.  The accounts payable clerk has an unmanageable workload not
only because of the volume of activity, but also because of the manual operations she
performs which could be automated.

For example, in order to process the weekly accounts payable check run, the clerk
manually prepares a check request for each vendor listing the following items:

vendor identification number
invoice number
payee name
invoice date
date
purchase order number
total vendor amount
account number

This manual operation takes between 16 and 20 hours per week and could be
converted to a simple automated printout.  Other manual operations include:

separating and sorting checks
signature stamping of each check one at a time
stuffing checks in envelopes

Many tasks could be automated, thus saving an estimated 30 hours per week,
eliminating the accounts payable backlog, and preventing unnecessary overtime.  
In addition to these time-consuming manual tasks, the accounts payable clerk uses her
private automobile to take deposits to the bank daily without security.  

Also, the accounts payable clerk performs incompatible functions.  The combined
functions of purchase order processing, invoice processing, and check printing and
mailing are internal control weaknesses which creates a risk of fictitious vendor
payments.  Since invoices are not defaced or marked “paid,” the possibility exists for
duplicate payments.

There is no backup for the accounts payable clerk although this position is critical to
the operation of the Business Office. If the clerk is absent for annual or sick leave, the
work builds up, and overtime is required upon return.  Also, if the clerk were to
terminate employment, there would be no immediate replacement.

Recommendations:

We recommend that the Business Office:

Discontinue the practice of manually preparing check requests.
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Automate, when practical, the functions of check printing, signing, separating,
sorting, and stuffing.

Provide a method for defacing invoices or stamping “paid” on each invoice.

Separate the accounting functions of invoice preparation and check printing
and mailing.

Provide other means of making banking deposits such as using the College’s
security officer.

Provide cross training to provide a backup to the accounts payable clerk.

Section 3-E:

Accounts Receivable Billings Are Not Timely, and the
Accounts Receivable Clerk Performs Incompatible Clerical
Functions

As of November 2, 1995, billings for Job Training and Partnership Act (JTPA) and
Texas Rehabilitation Commission expenditures were one month delinquent.  The
amount of this arrearage in billings is approximately $53,000.  Accounts receivable
billing is not timely because the billings have to be approved by the controller who
often does not have time to immediately process the forms.

The incompatible accounts receivable clerical functions of physical and accounting
control provide an opportunity for misappropriation of funds with the ability to
conceal the action through accounting entries. Although mail is opened by another
employee, the accounts receivable clerk logs the checks, restrictively endorses the
checks, and maintains the accounts receivable records.

Recommendation:

We recommend that the billing process not require controller approval in order to
expedite this process.  We also recommend that the functions of logging and
restrictively endorsing checks be transferred to another person.

Section 3-F:

Payroll Clerk Performs Incompatible Functions

The payroll clerk performs incompatible functions of processing, printing, and
delivering checks as well as maintenance of payroll accounting records.
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The payroll clerk individually stamps a signature on each payroll check with a manual
check signing machine.  Approximately 250 checks are individually machine signed
each month.  Then, the checks are manually signed by an authorized person.

There are no written procedures for payroll operations.  However, the director of
personnel is familiar with the process and could fill in if necessary.

The payroll clerk also performs personnel functions such as maintenance of personnel
files.  A review of personnel files revealed that the contents of these files are
inconsistent.  Figure 2 represents a list of required items in personnel files and the
frequency of appearance.

Figure 2

Required Item Frequency of Appearance in Files

Applications Sometimes

Transcripts Rarely

Terms of Employment Rarely

Contracts Never

Salary Adjustments Sometimes

Job Descriptions Rarely

Evaluations Almost Never
 No evaluations have been performed since

1989.

In spite of these deficiencies, there is no ongoing effort to include missing items in
personnel folders.

Recommendations:

We recommend the following:

Include required missing items in the personnel folders.
Printing and distributing checks should be performed by someone other than
the payroll clerk.
Develop policies and procedures for the payroll and personnel function,
including a list of what should and should not be included in the personnel
files.

Section 3-G:

Northeast Texas Community College Information System Fails
to Provide Essential Information on a Timely Basis
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Northeast Texas Community College employs a full-time director of computer
services, pays a service company $18,000 annually for software maintenance, and pays
$6,000 per year for hardware maintenance.  In addition, a new computer system was
purchased in 1993 at a cost of more than $200,000.  This system was designed to be a
complete financial and student services software system.   In spite of these
expenditures, essential information is not available to users on a timely basis, if at all. 
For example:

Scholarship account balances are not available except by manual calculations.
Cash flow forecasts are prepared manually.
There is no income statement information for food services department and
bookstore operations.
Academic departments complain about a lack of timely budget information.
The bookstore and food service operations are not tied into the computer.
There is no Local Area Network (LAN) for interdepartmental communication.
The fixed asset system software has not been programmed to provide for
deletion of assets.
Departments are not able to query the information system or prepare ad hoc
reports.
The purchasing system is not automated for departmental users.
Until October 1995, the business software was not capable of preparing an
accurate aged accounts payable report.

As a result of this lack of timely information, departments have created their own
unique accounting and information systems.  The controller writes his own programs
rather than request programming assistance from the director of computer operations. 
Also, since information concerning Foundation account balances is not readily
available, the perception among some staff and external donors is that these funds are
misappropriated.  As a consequence, donations have dwindled.

Recommendation:

In order to restore confidence in the Business Office and to provide timely, accurate
information to the Board of Trustees, we recommend that a user needs survey be
conducted and that the director of computer operations be actively involved in
programming and procuring college hardware and software systems.

Section 4:

Accounting for the Foundation’s Scholarship and Endowment
Funds Is Inadequate, and There Has Been Little Oversight by the
Foundation’s Board

Section 4-A:

Fundamental Accounting for the Foundation Has Been
Neglected
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Although the assets of the Northeast Texas Community College Foundation are
significant, accounting for the transactions and balances involving these assets is
neglected.  According to unaudited Business Office records, Foundation assets were
valued at more than $220,000 as of August 31, 1995.  These balances may not be
accurate because although Foundation financial transactions are recorded in the
College’s accounting system, this system is not capable of compiling financial
statements and account balances for individual scholarship funds.  Consequently, 13 of
34 scholarship funds were so overawarded that they had deficit balances as of 
November 1, 1995.

The Foundation’s endowment and scholarship fund balances and investment balances
are updated infrequently.  As of November 1, 1995, endowment fund balances were
updated through August 31, 1993, on a spreadsheet which is separate from the
mainframe accounting system.  The last two scholarship fund balance reports were
prepared on spreadsheets in May 1994 and March 1995.

An audited annual financial report has not been submitted for the Foundation since
fiscal year 1990.  An audit of the Foundation covering fiscal years 1991 through 1994
is in progress and was released in December 1995.  The fiscal year 1995 audit was
completed in January 1996.

Another example of the inadequacies of Foundation accounting is the failure of the
Business Office to draw funds from the Foundation to pay for awarded scholarships.  
When Foundation scholarships are provided to students, their tuition is reduced by the
amount of the scholarships, but no transfer of cash occurs.  An accounting entry is
made to recognize the amount due from the Foundation, but funds are not forwarded to
the College.  

The amount due the College has accumulated over years, and payments to the
operating fund to cover the balance owed have been infrequent.  As a result, the
balance owed to the College is usually significant.  In June 1994, the amount owed the
College by the Foundation was more than $113,000.  When funds were finally
transferred, all the money was erroneously taken from one scholarship fund instead of
allocating the withdrawals from the proper funds.  As a result, that fund was overdrawn
by $45,068.

Another example of inadequate accounting of Foundation balances is the failure to
reconcile Foundation bank accounts.  Foundation bank account reconciliations were
not made in a timely manner until June 1995.  As a result, numerous correcting entries
and transfers occurred when performing the June 1995 bank reconciliation.  Formal
reconciliations of the money market account for endowment investments are still not
prepared.

Section 4-B:

Oversight of Foundation Activities by the Foundation’s Board
Has Been Almost Non-Existent
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The Foundation’s Board has been inactive since its last meeting on May 6, 1993. 
There are only three other documented meetings of the Foundation’s Board since its
inception in 1984: January 14, 1985; June 21, 1989; and February 24, 1992.   The
current chair of the Board of Directors for the Foundation is not certain who the other
board members are.  The College’s auditing firm is attempting to determine the
members of the Board in order to complete the annual financial report for the
Foundation.

As a result of the lack of monitoring and updating scholarship and endowment
balances, the Business Office has been unable to provide reliable and current
information on a timely basis to users such as donors, faculty, and Foundation staff. 
These users are unable to get this information within a reasonable time, even after
making repeated requests to Business Office personnel.  It is particularly difficult for
users to obtain a written report or accounting of endowment or scholarship activity. 
As a result, scholarships are sometimes overawarded, and, in some cases, funds
available are not utilized.

Recommendations:

In order to provide for the safeguarding of Foundation assets as well as to ensure
accurate and timely reporting of transactions, we recommend the following:

Implement system controls which automatically update endowment and
scholarship fund balances at least monthly.  This could be performed in
conjunction with the monthly closing of the accounting records.  This would
also help prevent the overawarding of scholarships.

Report endowment and scholarship activity and balances to faculty, the
Financial Aid Office, and Foundation staff at least monthly.  Consideration
should also be given to providing annual statements of endowment and
scholarship activity and balances to donors.

Regularly monitor endowment and scholarship balances and implement
controls to prevent the overawarding of scholarships.

Fund scholarships and pay the corresponding tuition when scholarships are
provided to students.
Conduct regular meetings of the Foundation’s Board and document and
maintain meeting minutes. In addition, assign sufficient personnel resources to
properly administer and manage the Foundation’s funds.

Promptly correct errors in the Foundation’s accounting records.

Prepare formal monthly reconciliations of the money market account for
endowment investments.

Section 5:
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The Legality of Certain Business Office Transactions Is
Questionable

During our audit of the internal controls of Northeast Texas Community College, we
noted some activities which were potentially illegal.  The actions involve bookstore
operations, grants billing procedures, and the payment of non-college debt with
college funds.

Section 5-A:

Beginning in 1992, the College Bookstore Was Used as a
Channel to Fund College Operations through Fictitious Grants
Billing

A highly questionable credit scheme involving the bookstore which began in 1992
continued to fund college operating costs until July 1995.  Federal and state grants
with unexpended funds which were about to expire during 1992 and 1993 were
charged for supplies for the balance of the grant. The supplies were apparently not
delivered.  Instead, an entry was made in a  “credit book” maintained in the bookstore
which listed the grant, account number, credit amount, and date of the credit.  The
fictitious charges were reported to the federal or state granting agency as having been
expended.  In subsequent years, purchases were made from the bookstore and charged
to these credits.  The subsequent purchases were not used for grant purposes, but rather
to supply other departments.  In July 1995, the credit scheme was abandoned, not
because it was questionable or unethical, but because the credit book was lost.

Section 5-B:

Business Office Officials Inappropriately Reported Federal
Grant Monies as Local Matching Funds to Obtain Additional
Revenue

Local matching funds are expenditures from local sources which are matched with
federal funds.  According to the College’s external auditors, federal Housing and
Urban Development funds were erroneously recorded as local matching funds in an
expenditure report to the U.S. Department of Defense grant administrator.  This
erroneous billing resulted in excess reimbursement to the College of approximately
$20,000 in fiscal year 1994.

Section 5-C:
College Funds Were Used to Pay Debts of the Athletics Booster Club

In August 1994 and again in March 1995, individual payments of $21,242 were made
to Guaranty National Bank to meet the obligation of a note signed by a booster club
president.  Although the note was partial payment of the construction of the College’s
baseball field, the booster club is not part of the College, and no college official signed
the note.  Therefore, there is no obligation on the part of the College to pay this
amount.  The vice president of administrative services authorized the payment, and the
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controller approved the payment.  The Board of Trustees was not notified of the
payment by the Business Office until it was discovered by the auditing firm.

Recommendation:

Although we do not believe that referral for prosecution is warranted for the above
actions, we recommend that the College contact the relevant grantor agencies to
determine if restitution is required.
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Appendix:

Objective, Scope, and Methodology

Objective

Our audit objective was to determine the financial stability of Northeast Texas
Community College and to review the internal controls over operations.  This audit
evaluated the control systems in place as of October 31, 1995.

The evaluation focused on answering the following questions:

Does the Board of Trustees of the College provide adequate oversight and
monitoring of fiscal operations?

Does Northeast Texas Community College have the financial resources to
meet its current and long-term obligations?

Are internal controls over fiscal and administrative operations sufficient to
protect the College’s assets and provide for efficient operations?

Are assets of the College Foundation adequately monitored, recorded, and
reported?

Scope

The scope of this audit included consideration of College’s policy management,
information management, and resource management.

Evaluation of policy management included a review of:

strategic planning for financial operations and information management
the role of the Board of Trustees in monitoring and supervising fiscal
operations
policies and procedures necessary to provide internal controls over fixed
assets, accounts payable, accounts receivable, purchasing, and human
resources

Consideration of the College’s information system included an evaluation of the
accuracy and completeness of fiscal information provided to the Board of Trustees and
to the College president.

Consideration of resource management included a review of:

human resources - the processes, policies, and procedures to ensure that
employees have the skills, knowledge, and training to perform their jobs and
that their performance is adequately monitored, evaluated, and reported
cash - balances are monitored and reported to management
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fixed assets - assets are economically purchased or constructed, economically
used, and protected against waste and abuse

Methodology

The audit methodology consisted of collecting information, performing audit tests and
procedures, analyzing the information, and evaluating the information against pre-
established criteria.

Information collected to accomplish our objectives included the following:

Interviews with the College’s Board of Trustees, administration, and staff
Documentary evidence such as:
– various management reports
– audited financial reports
– Junior College Data Base
– Titus County court records
– transcripts of Texas Ranger interviews
– bank statements
– vendor invoices 
Agency-generated data on accounts payable and bank balances

Procedures and tests conducted:

Statistical analysis of annual financial report 
Process flowcharting and review
Comparison of cash forecasts to historical records

Fieldwork was conducted from September 17, 1995, through November 25, 1995.  The
audit was conducted in accordance with applicable professional standards, including:

Generally Accepted Government Auditing Standards
Generally Accepted Auditing Standards

There were no significant instances of noncompliance with these standards.

The audit work was performed by the following members of the State Auditor’s staff:

Aubrey Smart, CPA (Project Manager)
Chuck Dunlap, CPA
Barnie Gilmore, CPA (Audit Manager)
Deborah Kerr, Ph.D. (Director)
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