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FINAL AUDIT REPORT OF THE EXCESS LAND SALES AUDIT

Attached is Audits and Investigations’ final audit report of the Excess Land Sales Audit for your
review. Your response has been included as part of our final report. This report is intended for
your information and for Department Management.

Please provide our office with status reports on the implementation of your audit finding
dispositions 60-, 180-, and 360-day subsequent to the date of this transmittal memorandum.

If all findings have not been corrected within 360 days, please continue to provide status reports
every 180 days until the audit findings are fully resolved. As a matter of public record, this
report and the status reports will be posted on Caltrans’ website.

We thank you and your staff for their assistance provided during this audit. If you have any
questions or need additional information, please contact Zilan Chen, Chief, Internal Audits, at
(916) 323-7877.
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SUMMARY

The California Department of Transportation (Caltrans) Audits and Investigations conducted an
audit to evaluate the adequacy of internal controls over excess land sales and to determine
whether Caltrans is in compliance with established policies, procedures, and guidelines.

Our audit disclosed that Caltrans’ established policies, procedures, and internal controls over
excess land sales are inadequate and need improvement specifically for the issues noted below:

Internal Controls over Excess Land Sales Need Improvement
e Lack of Guidance, Monitoring and Oversight

¢ Non-Compliance with the Right of Way Manual
e Potential Gift of Public Funds

BACKGROUND

The California Streets and Highways Code Section 118 authorizes Caltrans to sell or exchange
property, or interest therein, found to be in excess of highway needs upon terms, standards, and
conditions established by the California Transportation Commission (CTC).

The Division of Right of Way and Land Surveys (Division) administers the statewide program
for right of way acquisition and real property management. The Right of Way Manual
(ROW Manual) was established to administer Caltrans’ Right of Way function and contains
policies, procedures, standard practices, forms and exhibits. The Right of Way activities are
carried out in headquarters as well as the twelve district offices. Seven of the district offices
were regionalized for the purpose of workload leveling. Districts 1, 2, 3 comprise the Northern
Region, while Districts 5, 6, 9, and 10 comprise the Central Region. The Division’s primary
responsibilities are to purchase property required for transportation purposes, manage Caltrans'
real property, and dispose of excess land. Excess land is property that Caltrans originally
acquired for transportation projects or other operational needs such as maintenance stations. The
property becomes excess when Caltrans determines that the land will no longer be necessary for
a transportation project or other operational needs. Excess land is offered for sale either by an
oral public auction or a sealed bid auction. Under certain circumstances, excess property may be
offered for sale directly to adjoining property owners or to public agencies if the property is to be
used for a public purpose. All sales are subject to final approval by the CTC.




OBJECTIVES, SCOPE, AND METHODOLOGY

The audit was performed in accordance with the International Standards for the Professional
Practice of Internal Auditing. The objectives of the audit were to determine whether:

e The Division has adequate policies, procedures, and guidelines in place over excess land
sales.

e Policies, procedures, and guidelines are clearly communicated to those who have
responsibility over the sale of excess land.

e The Division is providing adequate monitoring and oversight over the excess land sales
transactions.

e [Excess land sales transactions are conducted in accordance with established policies,
procedures, and guidelines.

The audit covered the period January 1, 2012 through March 25, 2015. During this period,
Caltrans sold $65,640,711 in excess land sales. @ We conducted our review from
December 4, 2014 through March 25, 2015. Changes after these dates were not tested, and
accordingly, our conclusions do not pertain to changes arising after March 25, 2015. The audit
focused on internal controls and procedural compliance in the Division, District 3 and District 4
as they related to the excess land sale function. The audit included tests as we considered
necessary to achieve the above audit objectives.

EFFECTIVE SYSTEMS OF INTERNAL CONTROL

A good system of internal controls is an essential element that assists organizations to achieve
their objectives and is a requirement for all state agencies, including Caltrans. The California
Government Code, Sections 13400-13407, known as the Financial Integrity and State Manager’s
Accountability Act of 1983 (FISMA), declares that state agency heads are responsible for
establishing and maintaining a system or systems of internal control. Internal operational and
administrative controls are methods through which state agency heads can give reasonable
assurance that measures to safeguard assets, check the accuracy and reliability of data, promote
operational efficiency, and encourage adherence to prescribed managerial policies are
functioning as intended.

Government Code Section 13401 states that an active oversight process, including regular and
ongoing monitoring processes, is required for the prevention and early detection of fraud and
errors in program administration. Additionally, this section states that all level of management
must be involved in assessing and strengthening the systems of internal accounting and
administrative control to minimize fraud, errors, abuse, and waste of government funds.

In 1992, the Committee of Sponsoring Organizations (COSO) of the Treadway Commission
prepared a report titled “The Internal Control — Integrated Framework.” This framework has
become the most widely used internal control framework in the United States (U.S.) and has
been adapted or adopted by numerous countries and businesses around the world. Furthermore,
the State of California has incorporated the framework as part of the State Administrative
Manual (SAM) Section 20050-Internal Control. In addition, as a federal funding condition, the




EFFECTIVE SYSTEMS OF INTERNAL CONTROL (continued)

U.S. Department of Transportation requires Caltrans to adopt the COSO internal control
framework.

According to the COSO report, internal control consists of five critical components:

1. Control environment — Management attitude and ethical business practices reflected in
its policies, procedures, and actions.

2. Risk assessment — Management’s periodic identification and analysis of risks to assets,
safety, operations, integrity, and overall public image to fulfill the organization’s mission,
vision, goals, and objectives.

3. Control activities — Policies and procedures established by management, applied as
intended by all levels to mitigate or eliminate assessed risks.

4. Monitoring — Management, on an on-going basis, continuously assesses the quality and
effectiveness of internal controls, modifying as needed.

5. Information and communication — Gathering and communicating significant,
appropriate, and necessary information.

CONCLUSION

Our audit disclosed that Caltrans’ established policies, procedures, and internal controls over
excess land sales are inadequate and need improvement specifically for the issues noted below:

Internal Controls over Excess Land Sales Need Improvement
Lack of Guidance, Monitoring and Oversight
Non-Compliance with the Right of Way Manual

Potential Gift of Public Funds

VIEW OF RESPONSIBLE OFFICIAL

We requested and received a response from the Chief of the Division. The Division concurs
with the findings and recommendations. Please see the Attachment for the complete response.

Assistant Director

Audits and Investigations

May 28, 2015




FINDINGS AND RECOMMENDATIONS

FINDING 1 - Internal Controls over Excess Land Sales Need Improvement

Public sales are susceptible to anti-competitive practices such as bid rigging. On April 23, 2015,
the United States Department of Justice published a news release reporting that 54 individuals
had plead guilty or agreed to plead guilty to criminal charges of bid rigging and fraud at public
foreclosure auctions in Northern California. In addition, 20 other real estate investors were
charged in five multi-count indictments for their roles in bid rigging and fraud schemes at
foreclosure auctions in Alameda, Contra Costa, San Mateo, and San Francisco counties.
Although these charges were not in connection with excess property sold by California
Department of Transportation (Caltrans), in assessing fraud risk, consideration should be given
to geographic areas where Caltrans does business. Between January 2012 and December 2014,
67 percent of excess land sold by Caltrans, totaling $43,950,620, was sold in District 4 in some
of the aforementioned counties.

The International Standards for the Professional Practice of Internal Auditing require internal
audit organizations to review the internal control structure in place over the program or entity
being audited. Caltrans Audits and Investigations (A&I) reviewed the five components of the
internal control structure in place over excess land sales.

These components are expected to be mutually reinforcing and thus provide the system with
“internal checks and balances.” All the elements are so basic to adequate internal controls that
serious deficiencies in any one could preclude effective operation of the system.

Our review of the internal control structure revealed that the Division of Right of Way and Land
Surveys (Division) analyzes risk due to changes in legislation and risks identified in an audit, but
the Division does not evaluate its program operations for fraud risk. The foundation and success
of the internal control structure in any organization is highly dependent on the adequacy and
relevance of the risk assessment performed. Without a complete and ongoing analysis of risk,
which includes fraud, the Division cannot ensure that the internal control structure in place is
effective or adequate. Caltrans’ decentralized organizational structure, over the excess land sales
process, provides an increased opportunity for management override and circumvention of
existing policies and procedures.

RECOMMENDATIONS

The Division should work with the Office of Enterprise Risk Management to perform a risk
assessment to identify excess land sales processes susceptible to anti-competitive practices,
prevalent fraud schemes in the industry, and indicators of collusion. Based on the results of the
assessment, the Division should:

e Develop controls to mitigate the risks identified, including updating policies and
procedures in the Right of Way Manual (ROW Manual).
e Provide training to staff involved in excess land sales.




FINDING 1 - (continued)
DIVISION OF RIGHT OF WAYS AND LAND SURVEYS RESPONSE

The Division is in agreement with the recommendations and will make necessary revisions to the
ROW Manual and provide training to staff via classroom training, teleconferences, and modules.

FINDING 2 - Lack of Guidance, Monitoring and Oversight

Our review of 12 excess land sales in Districts 3 and 39 in District 4, found weaknesses in
existing policies, procedures, monitoring and oversight resulting in:

Unsupported Price Reductions and Payment Offset

Six parcels tested received a price reduction that was not approved by the California
Transportation Commission (CTC) as required by the ROW Manual and one parcel received
a payment offset that was not supported as follows:

e Six parcels from District 4 received price reductions totaling $106,634 due to
property damage and vandalism after auction. Our review determined that the
District did not properly support the reductions by:

o Taking detailed pictures of the property on the day of the auction to document
any pre-existing conditions.

o Taking pictures of damage observed at five out of the six properties.

o Filing police reports for four properties that sustained damage through
vandalism.

o Obtaining independent repair estimates for four out of six properties that were
damaged, and instead, relied solely on the buyers’ estimates.

The ROW Manual does not provide guidance to districts on the appropriate course of
action when property is damaged or vandalized prior to and subsequent to auction.
Caltrans properties are offered for sale “as is” and by not documenting the condition
of the property at the time of the auction, the District may be providing price
reductions for pre-existing conditions. Additionally, the District may be providing a
higher price reduction for damage due to vandalism by not obtaining its own repair
estimates.

e One parcel in District 3 received a payment offset of $286,374 that was not supported
by the District records. The buyer paid $286,374 to a third party on behalf of
Caltrans for an unrelated transaction. Subsequent to the completion of fieldwork, the
District provided an invoice for the charges, however; the invoice was dated the same
day the payment was issued and based on the information found on the invoice we
still were not able to determine the appropriateness of the payment.




FINDING 2 — (continued)

By negotiating the payment offset, District 3 staff bypassed established internal
accounting and record keeping procedures which are meant to prevent
unsubstantiated payments. These controls are meant to provide internal checks and
balances and reduce the risk of fraud, waste, and abuse of state resources.

Increased Legal Exposure

District 4 issued five permits granting successful bidders permission to perform both minor
and major repairs to property prior to CTC approval of the sale and close of escrow. The
District staff stated that permits were granted to allow buyers to repair properties in poor
condition in order to obtain financing.

District staff asserts that the permit letters contain clauses indemnifying Caltrans from injury
and responsibility and requiring restoration of premises. Since the successful bidders are not
required to sign and acknowledge these terms, the issuance of the permit letters may place
Caltrans at risk of litigation.

Questionable Financing Terms
Three of 39 sales reviewed for District 4 were financed by Caltrans, two of which received
questionable finance terms:

¢ One parcel was advertised as a cash sale however, the buyer could not secure private
financing due to the condition of the property and was offered in-house financing.
The quarterly payments for the 10 year term were calculated based on a 30 year
repayment schedule. Additionally, District staff did not obtain a credit report on the
buyer to ensure credit worthiness as required by the ROW Manual. Changing sale
terms subsequent to auction could appear as preferential treatment by other bidders
and result in possible litigation against Caltrans. If financing terms were offered in
the initial sales notice, more bidders may have been interested and participated in the
auction which may have resulted in a higher bid price.

e The interest rate for a commercial property was reduced from a variable rate to a
fixed rate of one percent for nearly six years. Typically, commercial real estate loan
rates are between one and two percent higher than prime mortgage rates.

Chapter 16 of the ROW Manual section establishes the terms to be offered for financing
sales. This section establishes the payment period for different types of real property. The
interest rate for improved residential properties is required to be the prevailing market rate
for 30-year fixed rate loans in the area; and for all other improved properties the interest rate
is required to be the prevailing market rate for 15-year fixed rate loans plus two percent.
Although the ROW Manual provides the aforementioned guidelines for financing, the
Division does not establish the policy on how the interest rate will be determined.



FINDING 2 - (continued)

Inadequate Policies
The ROW Manual does not require the retention of the following documents in the parcel
file:

e Environmental and hazardous substances clearance — Per ROW Manual Chapter 16,
excess properties must be analyzed for potential hazardous substances or
environments, wildlife habitat, and other environmental purposes prior to sale. Any
adverse hazardous and environmental conditions noted during the review must be
disclosed to bidders. Without adequate documentation, Caltrans cannot demonstrate
that it took proper steps to determine if adverse hazardous or environmental
conditions were present on the excess property for sale and this may expose Caltrans
to litigation if adverse conditions are found subsequent to sale.

e Public auction notices (sale notice), sign-in sheets, and bid sheets - Public sales of
excess property are susceptible to anti-competitive practices and auction documents
are crucial in identifying and documenting patterns indicative of bid rigging.

RECOMMENDATIONS

The Division should:

Update the ROW Manual to provide guidance on how to proceed when property has been
vandalized or damaged including but not limited to the following:

o Documenting pre-existing conditions

o Documenting the damage with photos

o Filing a police report

o Obtaining estimates
Update the ROW Manual to prohibit offsets.
Obtain a legal opinion regarding Caltrans’ risk of liability in granting permits with
permission for repairs. If legal determines that such permits may be issued in the future,
work with them to develop required language to protect Caltrans.
Do not allow districts to issue permits for repairs prior to close of escrow.
Develop a policy for establishing the interest rate charged on property financed by the
state.
Update the file documentation section of the ROW Manual to ensure the required
documentation is kept in the parcel file.

DIVISION OF RIGHT OF WAYS AND LAND SURVEYS RESPONSE

The Division agreed to update the ROW Manual for the areas discussed above. The Division
will also determine if a legal opinion regarding the permits with permission for repairs is
warranted. If legal opinion is warranted, revision to policies and procedures will be developed.




FINDING 3 - Non-Compliance with the Right of Way Manual

Our review of excess land sales in Districts 3 and 4 revealed that districts are not always
following the policies and procedures contained within the ROW Manual. Additionally, we
found that weaknesses in policies and procedures resulted in similar findings for both Districts as
follows:

Bid Deposit

Successful bidders are required to submit a 10 percent minimum bid deposit based on the
minimum bid amount. The purpose of the minimum bid deposit is to ensure that buyers have
a vested interest in the property they bid on in a Caltrans public sales. Our audit found that
the required 10 percent minimum bid deposit was not collected for 28 of 32 sales at auction.

In addition, two bid deposits totaling $6,000 in District 3 were refunded to the original bidder
without recovery of department costs for selling the property. These costs include the cost of
staff time and overhead associated with the sale of the property.

Chapter 16 of the ROW Manual requires a 10 percent minimum bid deposit for sales over
$5,000. Additionally, it requires districts to retain the bid deposit until damages and the costs
to resell the property are determined when the highest bidder fails to exercise the purchase
rights within the prescribed period or fails to comply with the sale terms.

The State Administrative Manual section 8752 requires departments to recover full costs
whenever goods or services are provided to others. The full cost of goods or services
includes all costs attributable directly to the activity plus a fair share of indirect costs that can
be ascribed reasonably to the good or service provided.

The Districts’ staff believe that the 10 percent minimum deposit requirement is too high and
during the downturn in the real estate market it was very difficult to attract bidders with this
requirement in place. Additionally, the Districts’ staff stated that there is no mechanism or
guidance currently in place regarding how damages and costs should be calculated and
retained when the highest bidder withdraws from the sale.

Minimum bid deposit must be set at an appropriate level taking into account the conditions of
the current real estate market in order for public sales to be effective and successful. Further,
without retaining the minimum bid deposit, Caltrans is unable to recover the cost of
conducting the subsequent public sales.

Advertising
Our review of parcel files in Districts 3 and 4 revealed that 40 of 42 public sales tested were
not advertised as required.

Chapter 16 of the ROW Manual requires that, for properties with a minimum bid of greater
than $50,000, advertisement be place in newspapers of the major metropolitan areas of the
state, as well as specialized real estate publications having regional or national distribution.



FINDING 3 — (continued)

The Districts’ staff believe that the advertisement requirement in the ROW Manual is
outdated. They stated that newspaper advertising is expensive and ineffective since
readership of traditional newspapers has declined. The Districts’ staff believe that online
advertising would be more appropriate and successful.

Failure to advertise properties for sale through the appropriate medium will limit exposure of
excess land sales. Additionally, failure to advertise as required in the ROW Manual may
lead to complaints from the public who were not aware of the excess land sales and therefore
not able to participate.

RECOMMENDATIONS

The Division should:

e Evaluate the current minimum bid deposit requirement to determine if changes are
required.

¢ Establish criteria for refunding the bid deposit due to vandalism and damage to property
after auction.

e Evaluate the current advertising requirement in the ROW Manual to determine if updates
are necessary.

DIVISION OF RIGHT OF WAYS AND LAND SURVEYS RESPONSE

The Division is in agreement with the recommendations and will make the necessary revisions to
the ROW Manual.

FINDING 4 - Potential Gift of Public Funds

Our review of excess land sales in Districts 4 revealed the following potential gift of public fund
transactions by District 4 staff:

e Shared escrow and transfer tax costs for one property equaling $152,925.

o Credited the buyers’ agents a two percent sales commission for two properties totaling
$11,380.

Chapter 16 of the ROW Manual states that Caltrans shall not pay fees for recording, escrow, title
insurance, documentary stamp tax, or any other charges involved in the transfer of title to excess
property. The improper payment of escrow fees may appear as preferential treatment and thereby
be considered a gift of public funds when made in violation of Caltrans policy.

District staff stated that these transactions occurred during the downturn in the economy to
increase interest in excess property and that these business practices are routine in the real estate
market. Although, the ROW Manual does not prohibit paying sales commission to the buyer’s
agent, this practice is not appropriate in selling state excess property as payment of commission




FINDING 4 — (continued)

can be construed as gift of public fund because the buyer’s agent is not providing a direct service
to the state.

RECOMMENDATIONS

The Division should:

e Ensure that Caltrans does not pay for any prohibited escrow or other selling expenses that
are not the responsibility of the state.
e Update the ROW Manual to prohibit payment of sales commission to buyer’s agent.

DIVISION OF RIGHT OF WAYS AND LAND SURVEYS RESPONSE

The Division is in agreement with the recommendations and will make the necessary revisions to
the ROW Manual.
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Attached is the Right of Way and Land Surveys (RWLS) corrective action work plan that will
successfully implement the recommendations contained within the Draft Audit Report of the

Excess Land Sales Audit dated May 28, 2015.

When the Audit Report is issued, RWLS will provide 60-, 180-, and 360-day updates on the
progress of the corrective action work plan.

“Provide a safe, sustainable, integrated and efficient transportation svstem
to enhance California s economy and livabilite”




Audits and Investigations (A&I) - Response to Draft Report

Audit Name: Excess Land Sales Audit

Auditee: RIGHT OF WAY AND LAND SURVEYS

Audit Report Fiding #1

Finding:. Internal Cdﬁri'ols, over Excéss 'Lilﬁd.Snlés Neéd‘lmpm”vemetit

Audit No. P4000-0394

A&l Audit Recommendation

Auditee Response to Draft Report

Estimated Completion

Date

Staff Responsible

A&I Analysis

Develop controls to mitigate the risks indentified, including
updating policies and procedures in the Right of Way
Manual.

Excess Lands will review the existing ROW
Manual and make the necessary revisions to the
existing policies and procedures.

Qciober |, 2015

Maria Chin, Steve lkeda,
Michael Rodrigues

Provide training to staff’ involved in excess Jand sales.

Once the revisions to the existing policies and
procedures are completed, state-wide training on
the new policies and procedures will be scheduled
via classroom training, teleconferences, and
modules.

Begin October 1, 2015

Update the ROW Manual to provide guidance on how to
proceed when property has been vandalized or damaged
including but not limited to the following:

1. Documenting pre-existing conditions

2. Documenting the damage with photos

3. Filing a police report

4. Obtaining estimates

The ROW Manual will be revised to include
detailed policies and procedures on what happens
when a property has been vandalized or damaged
after a sale.

Maria Chin, Steve tkeda,
Michael Rodrigues

October 1, 2015

Maria Chin, Steve Ikeda,
Michael Rodrigues

Update the ROW Manual to prohibit offsets,

The ROW Manual will be revised to include
specific policies and procedures in regard to
offsets

October 1, 2015

Maria Chin, Steve Tkeda,
Michael Rodrigues

Obtain a legal opinion regarding Caltrans' risk of Hability
in granting penmits with permission for repairs. (If Legal
determines that such permits may be issued in the future,
work with them to develop required language to protect
Caltrans.)

Right of Way and Land Surveys (RWLS) will
review whether a legal opinion is warranted and
proceed accordingly.

Depending on the outcome of the review and ifa
legal opinion is warranted, a revision to policy and
procedures will be developed.

August 1, 2015

Depending on when the

legal opinion is received if

warranted.

Michael Rodrigues

Do not allow Districts 1o issue permits for repairs prior (o
close of escrow,

The ROW Manual will be revised with a new
policy and procedure on issuing permits prior to
close of escrow.

October 1, 2013

Maria Chin, Steve Ikeda,
Michael Rodrigues

Develop a policy for establishing the interest rate charged
on property finance by the state,

The ROW Manual will be revised with a new
policy and procedure on interest rates.

QOctober 1, 2015

Maria Chin, Steve lkeda,
Michael Rodrigues

Update the file documentation section of the ROW Manual
to ensure the required documentation is kept in the parcel
file.

The ROW Manual will be revised with a new
policy and procedure on what needs to be in the
parcel file and a retention policy.

October 1, 2015

Maria Chin, Steve Ikeda,
Michael Rodrigues
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Audits and Tnvestigations (A&]) - Respanse to Draft Report

Audit Name: Excess Land Sales Audit

Audit Mo, P4000-0394

Auditee: RIGHT OF WAY AND LAND SURVEYS

Awlit Re;wri Fim}iixg #

Fipding: iteraal C{mtrols oyer Excess Lxmd Salcs Need lmﬁmw&nmut

A&1 Audit Recommendation

Auditee Response to Draft Report

Estimated Completion

Date

Andit Rc’mrt Finding#3

Finding: Nou-Com mpii*xm:e with thcmgh tof Way Munual

Staff Responsible

A&I Analysis

Evaluate the current minimum bid deposit requirement to | The ROW Manudl wx!l be rewsed w1th anew
policy on minimum bids.

determine if changes are required.

October {, 2015

Maria Chin, Steve lkeda,
Michael Rodrigues

Establish criteria for refunding the bid deposit due to
vandalism and damage to property after auction.

The ROW Manual will be revised with new
policies and procedures in regard to refunds,
vandalism, and damage to property.

October 1, 2015

Maria Chin, Steve lkeda,
Michael Rodrigues

Evaluate the current advertising requirement in the ROW  [The ROW Maaual will be reviewed and analyzed
to determine if any revisions are necessary.

Manual to determine if updates are necessary.

August 1, 2015

Maria Chin, Steve lkeda,
Michael Rodrigues

Audit Report ﬂmlmg #
Finding: Potentinl Gift nf !’ubhc Fumfs

Ensure that Caltrans does not pay for any prohibited escrow The ROW Manual will be revised to include new

or other selling expenses that are not the responsibility of  |palicies and procedures related to Caltrans
the state. approved responsibilities in regard to selling

excess fand,

October 1, 2015

Maria Chin, Steve lkeda,
Michael Rodrigues

Update the ROW Manual to prohibit payment of sales
comrnission to buyer's agent.

The ROW Manual will be revised to include
specific policies and procedures in regard to
commissions.

August 1, 2015

Maria Chin, Steve [keda,
Michael Rodrigues
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