ARNDOLD SCHWARZENEGGER, GOVERNOR

STATE CArPITOL B ROoamM 1145 B SACRAMENTO CA B 95814-4998 B WWW.DOF.CA GOV
April 13, 2009
Honorable Denise Moreno Ducheny, Chair Honorable Noreen Evans, Chair
Joint Legislative Budget Committee Assembly Budget Committee

Senate Budget and Fiscal Review Committee

Honorable Christine Kehoe, Chair Honorable Kevin de Leon, Chair
Senate Appropriations Committee Assembly Appropriations Committee

Report per Government Code Section 13292.5

Attached is the second annual report prepared pursuant to Government Code (GC) Section
13292.5, which requires the Director of Finance to submit a report on the status of delinquent
accounts of seven specified departments. This report presents information on the number and
amount of delinquent debts that were owed as of July 1, 2007, the amounts collected on
delinquent accounts in 2007-08, and the age of the remaining outstanding debts as of

June 30, 2008. As reported last year, based on the definition of delinquent debt in Section
13292.5, a large number of the accounts receivables (AR) for the taxing departments are
considered delinquent. As previously reported, this is due to the nature of the tax process. For
example, approximately 60 percent of the accounts receivable for the Franchise Tax Board
(FTB) are estimates of tax liability because the taxpayer has not filed a return, but FTB has
received information indicating that they have a liability. A significant amount of time is required
to locate the taxpayer and determine the true liability.

It should be noted that although the receivable amounts reported are very large, the entire
amount cannot be viewed as collectible. These amounts include estimated receivables,
uncollectible accounts, and receivables which will be collected in the normal course of business.

As a result of the findings from the 2006-07 Delinquent Accounts Report, the Department of
Finance established an AR Workgroup to improve administrative procedures and collections on
delinquent accounts. Over the past year, the AR Workgroup has evaluated existing AR
processes and procedures. The meetings included presentations from the vendor community to
present their ideas. The vendors acknowledged that the taxing departments have more
collection tools than the vendors, such as the ability to garnish wages, issue liens and levies,
etc. The workgroup has made initial recommendations which have been included in a 2009-10
budget change proposal. The recently enacted 2009-10 budget includes funding for two
positions at the State Controller’s Office to collect and analyze receivable data from more
departments and funding to expand the use of private collection agencies.
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This report is submitted to meet the provisions of Government Code (GC) Section
13292.5, requiring annual reporting by the Department of Finance to the Legislature on
the status of delinquent accounts receivable (AR) for seven specified departments and
the efforts made to collect these accounts in the previous fiscal year. This reporting
requirement sunsets on July 1, 2010. The reporting departments are: Franchise Tax
Board (FTB), Board of Equalization (BOE), State Lands Commission, Department of
General Services (DGS), Department of Motor Vehicles (DMV), Department of Real
Estate, and the Department of Corporations.

This report summarizes AR and collection data received from the departments for fiscal
year 2007-08. Attachments 1 and 2 provide all data required in GC Section 13292.5. In
addition to the data elements required by statute, supplemental data was collected, such
as total ARs established, adjustments, and total collections received during 2007-08.

The state's collection procedures are detailed in the State Administrative Manual Section
8776 (et seq). The 2006-07 Delinquent Accounts Report also included a detailed
description of the state's collection and discharge procedures.

This is the second year of the reporting requirement. As a result of the findings from the
2006-07 report, the Department of Finance (Finance) established an AR Workgroup to
improve administrative procedures and collections on delinquent accounts. The intent
of this workgroup is to:

¢ Develop better information on the existing processes used by departments for
collecting accounts receivable.

e Evaluate the effectiveness of these processes, both in terms of total amounts
collected and the timeliness of the collections.

¢ Examine methods used by other governmental agencies and the private sector.

¢ |dentify what can be done to improve existing procedures.

¢ Estimate how much additional revenue, if any, could be collected with alternative
processes.

¢ Determine what additional resources, if any, would be required to make
improvements.

The workgroup has evaluated existing AR processes and procedures, implemented new
administrative procedures for locating debtors and for performing reviews of ARs,
evaluated and submitted initial recommendations on the feasibility of selling the state’s
discharged debts or ARs, identified that statewide AR amounts may be misleading, and
submitted a budget change proposal to improve statewide AR management.

In addition to the progress made by the workgroup this past year, FTB has also made
improvements this year to improve their collection process. In October 2008, FTB began
participation in the Federal Treasury Offset Program, which allows FTB to submit income
tax debt to the federal government to be offset against federal tax refunds. FTB
estimates approximately $1 million in additional revenue for 2008-09. In addition, FTB is
testing a new “best practices” approach to awarding collection contracts with private
vendors. The new approach takes into account the fee charged by the vendor and the
expected recovery rate to determine the best return to the state. This new approach is
being evaluated for its effectiveness in improving the state’s collections from private
vendors. FTB also added more tax collectors to collect on discharged ARs.
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Receivables and Delinguencies as of July 1, 2007

GC Section 13292.5 defines a delinquent account as any loan, accounts receivable, fine,
assessment, penalty, or other obligation owed to any agency that is unpaid for 180 or
more days after obligation was first due to the state agency.

¢ The seven departments reported a total of $6.4 billion in outstanding receivables
as of July 1, 2007. Figure 1 displays the percentage of total receivables by
department. As reported in the 2006-07 report, receivables for the taxing
departments, FTB and BOE, comprise 99 percent of the total. Of the $6.4 billion,
$5.3 billion were delinquent as defined in GC Section 13292.5. These amounts
include approximately $3 billion in estimated receivables for filing enforcement
assessments by FTB. Approximately 39 percent of these estimated receivables
will be reduced. Figure 2 displays the percentage of delinquent receivables by

department.
Figure 1 Figure 2
Receivables as of 7/1/07 Delinquent Receivables as of 7/1/07
(Dollars in millions) » (Dollars in millions)
BOE Al Other Depts BOE ~ AuOther Depts
$905 = 14% $63=1% $§750 = 14% $40 = 1%

¢ Amounts reported by both BOE and FTB include interest and penalties which have
been added to the original AR amount.

e [tis common for FTB to have delinquent receivables, as defined by this statute,
because of the nature of the receivables. Once a tax assessment is determined, a
receivable is established. The debtor then has an opportunity to voluntarily pay,
while the receivable remains on the accounting records. If a debtor cannot pay
their debt in full, installment agreements may be established. Generally, the
average length of an installment agreement is 36 months but not more than 60
months. FTB also turns over some accounts to private collection agencies. In
addition, FTB has the ability to garnish wages, levy bank accounts, and issue liens,
which may increase the time a receivable remains on the accounting records.

FTB also has a large number of receivables that are not subject to normal
collections due to statutory limitations, which also increase the time a receivable
remains outstanding. Some examples include: (1) Bankruptcies - If a debtor has
filed for bankruptcy, FTB is limited to the collection actions that can be taken.
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(2) Decedent - FTB must follow probate laws in collecting debts of the decedent.
(3) Dual Liability Child Support/Taxes - Debtors may owe both taxes and child
support. Child support obligations must be resolved prior to FTB taking collection
action on tax debts. (4) Offer in Compromise - FTB may accept compromises for
less than the tax amount owed if the taxpayer does not have the money, assets, or
means to pay their tax liability. Approximately 60 percent of FTB's receivables are
attributable to taxpayers who have not filed tax returns, but for whom FTB has
gotten third-party information that indicates they appear to have a liability. FTB
prepares estimates of these taxpayers' liability based on available data sources;
however, these estimates are subject to a great deal of uncertainty until FTB can
locate the taxpayer and convince them to file a return. A very high proportion of
these receivables are eventually reduced or adjusted when the taxpayer actually
files a late return. FTB reports that tax returns are often filed more than a year
after the filing enforcement activities are brought to bear: therefore the estimated
receivable may remain in the accounting records for some time.

As of July 1, 2007, FTB’s delinquent receivables totaled $4.5 billion, representing
85 percent of the total delinquent receivables in this report. The $4.5 billion
includes approximately $3.0 billion in estimated receivables for enforcement
assessments. Based on the latest historical averages, it is estimated that 39
percent of these receivables will be reduced because the taxpayer files a return
showing they have a lower liability. For purposes of this report, we have applied 39
percent (or $1.2 billion) to the estimated assessment amount to get a more
accurate receivable amount. FTB also discharged $969 million in receivables in
2007-08 and continues to pursue collection of the remaining $2.4 billion. In
addition, FTB reports that it collects about $130 million annually on discharged
debt. Below is a breakdown of FTB’s delinquent receivables:

FTB’s Delinquent ARs as of July 1, 2007
(In Millions)

Installment Agreement $325
Collection Agencies 574
Liens, Withholding, Levies 464
Other' 2,081

Statutorily Limited:
Bankruptcies 285
Decedent 64
Dual Liability Child Support/Taxes 528
Offer In Compromise 17
Other Statutorily Limited 201
Total $4,539
Adjustment for estimated receivables (1,200)
Discharged in 2007-08 (969)
Active Collection Inventory $2,370

" Includes receivables in the first stages of the collection process, and other receivables in various stages of
the collection process. Receivables may be satisfied by collections from installment agreements, liens,
withholdings, levies, and/or collection agencies. In addition, the collection efforts on the receivable may
become statutorily limited.

Other departments may have similar issues, which require payments over multiple years.
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Collections in 2007-08

e $2.78 billion in collections received on ARs in 2007-08.

e 3923 million was collected on $5.3 billion delinquent receivables. Collections on
delinquent receivables increased by $262 million compared to 2006-07.

Private Collection Agencies — Of the $89 million turned over to private collection
agencies by the FTB, $2 million was collected. The amount turned over to private
collection agencies decreased by $375 million. FTB had a lapse in contracts with private
collection agencies to conduct a six month “best practices” study with the goal of
improving the method of awarding contracts and thereby improving collections. This
new approach is currently being evaluated for effectiveness.

Adiustments against ARs as of July 1, 2007

Adjustments are made to accounts to accurately reflect AR balances. A large portion of
the adjustments reported are for estimated ARs from FTB and BOE.

¢ ARs were adjusted down by $1.8 billion by the seven departments in 2007-08.

o FTB reduced their ARs by $1.7 billion in 2007-08. Approximately 60
percent of FTB'’s receivables are attributable to taxpayers who have not
filed tax returns. FTB prepares estimates of these taxpayers’ liability based
on available data sources. A very high proportion of these ARs are
eventually adjusted or reduced when the taxpayer files a late return.

o BOE reduced their ARs by $97 million in 2007-08, due to estimated billings.

Discharge from Accountability/\Write-offs in 2007-08

If all reasonable collection efforts do not result in payment, departments may request
discharge of their ARs as described in SAM 8776.6. Most of these ARs are beyond the
statute of limitations for collections.

¢ 31 billion was discharged by these seven departments in 2007-08.

e Of the $1 billion discharged, $969 million was for FTB and $63 million was for
BOE. FTB continues to monitor and collect on discharged debt. FTB reports that it
collects about $130 million annually on discharged debt. Other departments
continue to receive collection on discharged debt.

e DMV discharged $19 million in dishonored checks, which the majority was beyond
the statute of limitations.

In September 2008, the State Administrative Manual was revised to require departments
to review their ARs at least quarterly to identify ARs for discharge. If departments have
identified receivables for discharge, departments are required to submit applications to the
SCO to discharge these ARs.
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Receivables as of June 30, 2008

The seven departments reported a total of $7.4 billion in outstanding receivables
as of June 30, 2008. This includes approximately $3 billion in estimated
receivables for filing enforcement assessments by FTB. Receivables for the taxing
departments, FTB and BOE, comprise 99 percent of the total.

FTB's ARs as of June 30, 2008 increased by 13 percent compared to the balance
as of June 30, 2007. The primary reason for the increase is due to timing
difference in assessments for corporation tax filing enforcements. These
assessments are normally issued soon after the beginning of a new fiscal year to
allow sufficient time for resolution before the end of the fiscal year. However, FTB
issued these assessments later in the year to focus on the implementation of a
pilot program on personal income tax assessments.

Due to various administrative procedures and the nature of the receivables, the
age of the receivables may not be a determining factor when assessing their
collectability.

ARs over 545 days decreased by 11 percentage points over the last year.

The figure below displays receivables categorized by the age of the receivable.

Aging of Receivables
(Dollars in Millions)

110 179 days

Over 545 days $1,754 = 24%

$3,987 = 54%

180 to 365 days

366 to 544 days $1,152 = 16%
$458 = 6%
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CONCLUSION

After conducting the analysis on the data received for 2007-08, we determined that the
data is consistent with the 2006-07 data received from the seven departments. Although
the seven departments reported $7 .4 billion in ARs as of June 30, 2008, the entire
amount cannot be viewed as collectible. When looking at these amounts, it is important
to note that the amounts include estimated ARs, uncollectible accounts, and ARs for
which a portion will be collected in the normal course of business. FTB and BOE, which
comprise 99 percent of the ARs in this report, have estimates included in their AR
balances. Approximately 60 percent of FTB’s ARs are estimates of tax liability because
the taxpayer has not filed a return, but FTB has information indicating that they have a
liability. Historically, 30 to 40 percent of FTB’s estimated assessments are reduced
because the taxpayer has filed a late tax return showing that their liability was less than
FTB estimated. Departments may also have uncollectible accounts included in their AR
balances because they have not yet processed applications for discharge or have not
received approval to discharge uncollectible ARs.

In the past year of meeting with the workgroup, we have learned that there are vast
differences in practices, data collection, and nature of accounts receivable in each
department and that evaluation of the state’'s AR management processes and practices
is a long-term project. The workgroup has submitted an initial set of recommendations
which have been included in a 2009-10 budget proposal. The proposal includes funding
for positions to collect and analyze AR data from more departments. In addition, the
proposal includes funding to expand the use of private collection agencies. The
workgroup has also been evaluating the administrative polices and procedures
pertaining to ARs. There have already been updates made to the State Administrative
Manual, which should assist departments with their collection efforts and improve the
accuracy of the state's financial statements. Finance has also provided training to state
employees with information necessary to effectively record and manage their
receivables. Over the course of the next year, the AR Workgroup will continue to meet
periodically to identify additional improvements to the overall management of AR
practices and processes, which will include evaluating ways that the state can increase
potential revenues, implementing best practices, and collecting additional AR data from
departments.
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