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two fiscal years ended June 30, 2015, will be issued by March 31,
2016. Copies of the Single Audit Report can be obtained by
contacting:

Single Audit Coordinator

Office of Budget and Program Planning
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P.O. Box 200802

Helena, MT 59620-0802

Legislative Audit Division
Room 160, State Capitol
P.O. Box 201705
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October 2014

The Legislative Audit Committee
of the Montana State Legislature:

This is our financial-compliance audit report on the Department of Natural Resources
and Conservation (department) for the two fiscal years ended June 30, 2014. The
report contains a recommendation related to proper use of expenditure abatements.

This report includes the department’s financial schedules. The financial schedule
presentation is intended to provide the legislative body with information necessary
for decision-making purposes; it is not intended to conform to the financial reporting
requirements established in generally accepted accounting principles (GAAP). The
financial schedule presentation has not changed, but audit reporting standards have
changed. Auditing standards require us to clearly communicate that the financial
schedule presentation is not intended to, and does not, conform to GAAP reporting
requirements. The Independent Auditor’s Report on page A-1 contains language to this
effect in the section titled “Adverse Opinions on U.S. Generally Accepted Accounting
Principles.” This section does not imply the amounts presented on the department’s
financial schedules are not fairly stated. Page A-1 also communicates the extent to
which the user can rely on the information contained in the financial schedules in the
section titled “Unmodified Opinions on Regulatory Basis of Accounting.”

The department’s written responses to the audit recommendations are included in the
audit report beginning at page B-1. We thank the Director and his staff for their
cooperation and assistance throughout the audit.

Respectfully submitted,
/s/ Tori Hunthausen

Tori Hunthausen, CPA
Legislative Auditor

Room 160 ¢ State Capitol Building ® PO Box 201705 ¢ Helena, MT ¢ 59620-1705
Phone (406) 444-3122 » FAX (406) 444-9784 ¢ E-Mail lad@mt.gov
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Department of Natural Resources and Conservation
For the Two Fiscal Years Ended June 30, 2014

OcTOBER 2014

14-17 REPORT SUMMARY

Our audit identified areas where the Department of Natural Resources
and Conservation can improve compliance with state accounting policy for

expenditure abatements.

Context
For fiscal years 2013-14 and 2012-13, the

Department of Natural Resources and
Conservation (department) generated
distributable  revenues of $130,088,600

through its management of state lands for
12 separate land trusts, of which $117,452,368
benefited the Common Schools Trust.

We tested 75 laws related to department
operations, statutes authorizing the issuance
of renewable resource bonds, and selected laws
governing the State Revolving Fund programs.

We focused audit effort on personal services;
other expenses; transfers-out; transfers-in;
investment earnings; rentals; leases and
royalties; timber sales; and federal revenue to
support our opinion on the financial schedules.

The department has $20,437,142 in accounts
receivable from federal agencies at June 30,
2014, for fire-fighting costs incurred in previous
years. In the Fire Suppression account in the
state special revenue fund, the department

had a fund equity balance of $42,502,103 at
June 30, 2014.

Results

The current report contains a recommendation

concerning  improper  reductions  in
expenditures when receipts occur rather than
recording revenue as required by state policy.

The readers can rely on the financial schedules
presented for fiscal years 2013-14 and 2012-13.

The prior audit report for the two fiscal
years ended June 30, 2012, contained six
recommendations to the department. The
department implemented all six of the prior
recommendations.

Recommendation Concurrence

Concur 1
Partially Concur 0
Do Not Concur 0

Source: Agency audit response included in
final report.

For a complete copy of the report (14-17) or for further information, contact the
Legislative Audit Division at 406-444-3122; e-mail to lad@mt.gov; or check the web site at

http://leg.mt.gov/audit
Report Fraud, Waste, and Abuse to the Legislative Auditor’s FRAUD HOTLINE

Call toll-free 1-800-222-4446, or e-mail ladhotline@mt.gov.

S-1






Chapter | - Introduction

Introduction

We performed a financial-compliance audit of the Department of Natural Resources
and Conservation (department) for the two fiscal years ended June 30, 2014.

The objectives of this audit were to:

1.  Determine whether the department complied with selected state and federal
laws and regulations.

2. Obtain an understanding of the department’s internal controls to the extent
necessary to support our audit of the department’s financial schedules, and if
appropriate, make recommendations for improvement in management and
internal controls of the department.

3. Determine whether the departments financial schedules present fairly the
results of operations and changes in fund equity and property held in trust
for each of the two fiscal years ended June 30, 2014.

4. Determine the implementation status of prior audit recommendations.

To meet objective #1, we tested 75 state laws governing department operations. We
also tested statutes authorizing the issuance of coal severance tax supported renewable
resource general obligation bonds and certain laws related to the State Revolving Fund
program.

Our work to achieve objective #2 and #3 involved assessing risk and gaining an
understanding of controls over revenue from rentals, leases, and royalties from state
lands; sale of timber; investment earnings; federal grants; and expenditures for
personal services and operating expenses. In addition, we also tested transfers activity
as necessary to support our opinion on the financial schedules.

We evaluated fees and charges for services in the Internal Service Fund as required by
§17-8-101(6), MCA. We found the fees and charges were commensurate with costs
and fund equity was reasonable for the Air Operations Program in fiscal years 2013-14
and 2012-13.

Background Information

The department promotes the stewardship of Montana’s water, soil, forest, and
rangeland resources; manages state-owned land; facilitates funding for certain
infrastructure improvement projects; and regulates forest practices and oil and gas
exploration and production.

14-17
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Department Organization

The State Board of Land Commissioners, comprised of the Governor, State Auditor,
Attorney General, Superintendent of Public Instruction, and Secretary of State
exercises the general authority, direction, and control over the care, management,
and disposition of state lands under its administration. The Department of Natural
Resources and Conservation director is the chief administrative officer of the board.

Descriptions of the department’s six divisions include the number of budgeted full-time
equivalent (FTE) positions in fiscal year 2013-14:

Centralized Services Division (56.5 FTE) consists of the director’s office, legal
services office, financial services office, office of information technology, and human
resources office. The director’s office includes the director, deputy director, and public
information officer. The financial services office provides budgeting, accounting,
payroll, procurement, and contracting management support to other divisions. The
office of information technology provides information technology support services to
other divisions.

QOil and Gas Conservation Division (24.5 FTE) administers the Montana oil and

gas conservation laws. It promotes conservation and prevents waste in the recovery of
oil and gas resources through regulation of exploration and production. The division
issues drilling permits; classifies wells; establishes well spacing units and pooling orders;
inspects drilling, production, and seismic operations; investigates complaints; and does
engineering studies. The division also determines incremental production for enhanced
recovery and horizontal wells in order to implement the tax incentive program for those
projects, operates the underground injection control program, plugs orphan wells, and
collects and maintains complete well data and production information. The division
provides administrative support to the Board of Oil and Gas Conservation.

Conservation and Resource Development Division (25.65 FTE) assists local entities
in managing the state’s natural resources and provides financing for conservation
resource management and reclamation activities. The division provides technical,
administrative, financial, and legal assistance to Montana’s 58 conservation districts.
The division also manages several loan and grant programs for local communities,
local governments, state agencies, and private citizens. The programs include State
Revolving Fund loans to communities for drinking water and waste water systems,
Coal Severance Tax loans to governmental entities, and loans to private entities for
water development projects. Loans outstanding exceed $342 million at June 30, 2014.
Grant programs administered by the division include the Reclamation Development,
Renewable Resource, and Conservation District grant programs.



Water Resources Division (142.05 FTE) is responsible for programs associated with
the use, development, and protection of Montana’s water. It manages and maintains
state-owned dams, reservoirs, and canals. The division develops and recommends
intrastate, interstate, and international water policy to the director, governor, and
legislature. The division also resolves water resource use conflicts, investigates water use
violations, ensures dam safety compliance, and provides water adjudication support
to the Water Court. The division consists of an administration unit and five bureaus:
Water Adjudication Bureau, Water Management Bureau, Water Rights Bureau, Water
Projects Bureau, and Water Operations Bureau. The 2003 Legislature attached the
Flathead Basin Commission to the department for administrative purposes. The

commission is charged with protecting the natural resources and environment of the
Flathead Basin.

The Reserved Water Rights Compact Commission is attached to the department for
administrative purposes. The commission, budgeted for 4.75 FTE positions, negotiates
water rights with Indian tribal nations and federal agencies claiming federal reserved
water rights within the state in order to establish a formal agreement or compact on the

amount of water to be allocated to each interest.

Forestry and Trust Lands Division (321.73 FTE) manages the forest resources of

the state and state lands held in trust to provide income for various state educational
facilities and institutions. The department fulfills these responsibilities in two
administrative units.

¢ Forestry is responsible for planning and implementing forestry programs
statewide. The division protects Montana’s natural resources from wildfire,
regulates forest practices, and provides a variety of services to private
forest landowners. The Fire and Aviation Management Program protects
50 million acres of state and private forest and watershed lands from wildfire
through a combination of direct protection and county support. Annual fire
suppression costs have ranged from $2.4 million to $51.3 million over the
past five years. The Forest Practice Regulation Program enforces Montana’s
streamside management zone regulations and monitors the voluntary best
management practices program on all forests in Montana. In administering
Montana’s Fire Hazard Reduction Law, the division helps ensure fire hazards
created by logging and other forest management operations on private
forestlands are adequately reduced, or that additional fire protection is
provided until the hazard is reduced. The division provides technical forestry
assistance to private landowners, businesses, and communities.

¢ Trust Land Management provides for the administration and management
of trust lands granted to the state of Montana by the Enabling Act of 1889.
In the process of producing revenue for trust beneficiaries, the division
considers environmental factors and the future income-generating capacity
of the trust lands. These lands currently total over 5.1 million surface acres
and 6.2 million mineral acres. Additionally, the division is responsible for
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the administration of approximately 6,000 miles of the beds of navigable
waterways. The Trust Land Management Division is divided into four
primary programs: forest management, agriculture and grazing management,
real estate management, and minerals management.

Prior Audit Recommendations

We performed the prior audit of the department for the two fiscal years ended
June 30, 2012. The department implemented all six recommendations included in the

prior audit report.



Chapter Il - Findings and Recommendations

Improper Expenditure Abatements

The department reduced expenditures for receipts rather than recording

revenue as required by state accounting policy.

State accounting policy states expenditure abatements should not be recorded

for expected reimbursements. For these situations, both the expenditure and the

reimbursement, as revenue, should be included in the budget and recorded on the

state’s accounting records. The following three situations describe instances where

the Department of Natural Resources and Conservation (department) recorded

abatements of expenditures in violation of state accounting policy, thereby increasing

available appropriation authority.

*

The department paid $18,025 for access rights to a parcel of land. The
access agreement also stipulated the department would receive a $2,000
credit for preparing the agreement package. When the department paid for
the access, it reduced previously recorded personal services and operating
costs of $2,000. Since the $2,000 credit was included in the agreement, the
department had an expectation of being reimbursed for the costs incurred, so
should have recorded revenue. A department manager said the expenditure
was infrequent and unusual, so the department reduced expenditures for the
amount of the reimbursement rather than recording revenue.

In two cases, the department incurred employee travel costs, then abated the
original expenditure when reimbursed by the outside party. Documentation
at the time the travel occurred indicated the outside party in each case
would pay the travel costs. Department management classified these cases
as infrequent. However, since the department had an expectation of being
reimbursed, department accountants should have recorded revenue.

The department purchased used vehicles from a vendor. Subsequently,
department personnel decided the vehicles were not needed, and re-sold
them through the same vendor. Since the vehicles had not been used by
the department, accounting staff recorded the sales proceeds remitted by the
vendor as expenditure abatements rather than revenue. According to state
policy, proceeds of an asset sale should be recorded as revenue.

REcomMENDATION #1

We recommend the department recognize revenue for expected
reimbursements in accordance with state accounting policy.

14-17
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Tori Hunthausen, Legislative Auditor
Deborah F. Butler, Legal Counsel

Deputy Legislative Auditors:
Cindy Jorgenson
Angus Maciver

INDEPENDENT AUDITOR’S REPORT

The Legislative Audit Committee
of the Montana State Legislature:

Introduction

We have audited the accompanying Schedules of Changes in Fund Equity & Property Held in Trust,
Schedules of Total Revenues & Transfers-In, and Schedules of Total Expenditures & Transfers-Out
of the Department of Natural Resources and Conservation for each of the fiscal years ended June 30,
2014, and 2013, and the related notes to the financial schedules.

Management’s Responsibility for the Financial Schedules

Management is responsible for the preparation and fair presentation of these financial schedules in
accordance with the regulatory format prescribed by the Legislative Audit Committee, based on the
transactions posted to the state’s accounting system without adjustment; this responsibility includes
recording transactions in accordance with state accounting policy; and designing, implementing,
and maintaining internal controls relevant to the preparation and fair presentation of the financial
schedules that are free from material misstatement, whether due to fraud or error.

Auditor’s Responsibility

Odur responsibility is to express opinions on these financial schedules based on our audit. We conducted
our audit in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial schedules are free from material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures
in the financial schedules. The procedures selected depend on the auditor’s judgment, including the
assessment of the risks of material misstatement of the financial schedules, whether due to fraud or error.
In making those risk assessments, the auditor considers internal controls relevant to the department’s
preparation and fair presentation of the financial schedules in order to design audit procedures
that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the department’s internal control, and accordingly, we express no such opinion. An
audit also includes evaluating the appropriateness of accounting policies used and the reasonableness
of significant accounting estimates made by management, as well as the overall presentation of the
financial schedules.

Room 160 ¢ State Capitol Building ® PO Box 201705 ¢ Helena, MT ¢ 59620-1705
Phone (406) 444-3122 » FAX (406) 444-9784 ¢ E-Mail lad@mt.gov



A2

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our audit opinions.

Basis for Adverse Opinions on U.S. Generally Accepted Accounting Principles

As described in Note 1, the financial schedules are prepared from the transactions posted to the state’s
primary accounting system without adjustment, in the regulatory format prescribed by the Legislative
Audit Committee. This is a basis of accounting other than accounting principles generally accepted
in the United States of America. The financial schedules are not intended to, and do not, report
assets, liabilities, and cash flows. The effects on the financial schedules of the variances between the
regulatory basis of accounting described in Note 1 and accounting principles generally accepted in the
United States of America, although not reasonably determinable, are presumed to be material.

Adverse Opinions on U.S. Generally Accepted Accounting Principles

In our opinion, because of the significance of the matter discussed in the “Basis for Adverse Opinions
on U.S. Generally Accepted Accounting Principles” paragraph, the financial schedules referred to
above do not present fairly, in accordance with accounting principles generally accepted in the United
States of America, the financial position of the department as of June 30, 2014, and June 30, 2013, or
changes in financial position or cash flows for the years then ended.

Unmodified Opinions on Regulatory Basis of Accounting

In our opinion, the Schedules of Changes in Fund Equity & Property Held in Trust, Schedules of
Total Revenues & Transfers-In, and Schedules of Total Expenditures & Transfers-Out, present fairly,
in all material respects, the results of operations and changes in fund equity and property held in trust
of the Department of Natural Resources and Conservation for the fiscal years ended June 30, 2014,
and 2013, in conformity with the basis of accounting described in Note 1.

Respectfully submitted,

/s/ Cindy Jorgenson

Cindy Jorgenson, CPA
Deputy Legislative Auditor
Helena, MT

August 15, 2014
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PROGRAM (ORG) EXPENDITURES & TRANSFERS-OUT

Personal Services
Salaries
Hourly Wages
Other Compensation
Employee Benefits
Personal Services-Other
Total

Operating Expenses
Other Services
Supplies & Materials
Communications
Travel
Rent
Utilities
Repair & Maintenance
Other Expenses
Total

Equipment & Intangible Assets
Equipment
Total

Capital Outlay
Land & Interest In Land
Total

Local Assistance
Total

Grants
From State Sources
From Federal Sources
Total

Benefits & Claims
From Other Sources
Other Financing Uses/Deduction
Total

Transfers-out
Fund transfers
Intra-Entity Expense
Total

Debt Service
Bonds
Loans
Total

Other Post Employment Benefits
Other Post Employment Benefits
Total

Total Expenditures & Transfers-Out
EXPENDITURES & TRANSFERS-OUT BY FUND

General Fund

State Special Revenue Fund

Federal Special Revenue Fund

Debt Service Fund

Enterprise Fund

Internal Service Fund

Private Purpose Trust Fund

Permanent Fund
Total Expenditures & Transfers-Out

Less: Nonbudgeted Expenditures & Transfers-Out

Prior Year Expenditures & Transfers-Out Adjustments

Actual Budgeted Expenditures & Transfers-Out
Budget Authority
Unspent Budget Authority

UNSPENT BUDGET AUTHORITY BY FUND

General Fund
State Special Revenue Fund
Federal Special Revenue Fund
Enterprise Fund
Internal Service Fund

Unspent Budget Authority

This schedule is prepared from the Statewide Accounting, Budgeting, and Human Resources System (SABHRS) without adjustment.

Centralized Services

DEPARTMENT OF NATURAL RESOURCES AND CONSERVATION

SCHEDULE OF TOTAL EXPENDITURES & TRANSFERS-OUT

FOR THE FISCAL YEAR ENDED JUNE 30, 2014

Conservation/Resource

Forestry/Trust Lands

Oil & Gas Conservation

Water Resources

Division Development Division Division Division Trust Funds Division Total

2,741,934 $ 1,486,584 $ 13,757,069 $ 963,834 7,258,359 $ 26,207,779
4,149,663 128 4,149,791

329 7,650 4,549 12,528

906,444 501,393 5,828,246 318,217 2,532,320 10,086,619
28,622 28,622

3,648,378 1,988,306 23,763,600 1,289,701 9,795,355 40,485,340
553,095 5,976,361 13,335,337 575,935 1,621,700 22,062,428
353,261 85,641 2,719,054 151,885 273,878 3,583,719
233,423 54,206 597,261 70,257 241,218 1,196,365
49,896 74,000 787,639 46,914 191,892 1,150,341
182,197 137,685 2,933,950 34,285 626,356 3,914,472
17,519 11,337 269,048 22,562 16,139 336,605
7,498 7,173 916,130 27,689 60,488 1,018,977
89,563 64,775 549,977 32,546 326,216 1,063,078
1,486,452 6,411,177 22,108,395 962,073 3,357,887 34,325,984
62,554 46,020 1,452,151 81,240 1,215,405 2,857,370
62,554 46,020 1,452,151 81,240 1,215,405 2,857,370
9,547,231 9,547,231

9,547,231 9,547,231

4,420,723 89,974 4,510,697

2,896,461 2,896,461

4,420,723 2,986,435 7,407,157

432,281 432,281

2,739,198 2,739,198

2,739,198 432,281 3,171,479

117,598,501 13,273,950 $ 106,029,986 5,027,921 241,930,359

41,795 5,308,332 5,350,127

117,598,501 13,315,745 111,338,318 5,027,921 247,280,486

5,841,319 5,841,319

463,546 24,937 550,732 1,039,214

6,304,864 24,937 550,732 6,880,533

68,677 68,677

68,677 68,677

5,197,384 $ 139,508,789 $ 64,152,221 $ 2,333,014 $ 111,338,318 29,494,530 $ 352,024,257
3,228,943 $ 1,045,382 $ 22,984,465 8,771,693 $ 36,030,483
1,690,551 119,694,404 24,852,527 $ 2,225,931 $ 16,486 19,056,048 167,535,945
277,891 308,600 13,279,767 107,083 1,663,875 15,637,216
18,460,404 2,915 18,463,319

511,034 511,034

2,092,146 2,092,146

432,281 432,281

111,321,832 111,321,832

5,197,384 139,508,789 64,152,221 2,333,014 111,338,318 29,494,530 352,024,257
(3,023) 103,895,937 12,467,003 (1,309) 111,338,318 5,204,672 232,901,598
(2,056) (425,069) (2,857,079) (32,288) (329) (3,316,821)
5,202,463 36,037,922 54,542,297 2,366,611 0 24,290,188 122,439,480
5,554,235 66,185,418 65,798,832 4,627,576 42,994,850 185,160,910
351,772 $ 30,147,495 $ 11,256,535 $ 2,260,966 $ 0 18,704,663 $ 62,721,431
325,594 $ 111,345 $ 199,341 43,460 $ 679,739
9,959 26,063,488 1,945,339 § 2,260,966 17,961,112 48,240,864
16,219 3,972,663 8,478,864 700,091 13,167,837
183,462 183,462

449,529 $ 449,529

351,772 $ 30,147,495 $ 11,256,535  $ 2,260,966 $ 0 18,704,663 $ 62,721,431

Additional information is provided in the notes to the financial schedules beginning on page A-9.



PROGRAM (ORG) EXPENDITURES & TRANSFERS-OUT

Personal Services
Salaries
Hourly Wages
Other Compensation
Employee Benefits
Personal Services-Other
Total

Operating Expenses
Other Services
Supplies & Materials
Communications
Travel
Rent
Utilities
Repair & Maintenance
Other Expenses
Total

Equipment & Intangible Assets
Equipment
Total

Capital Outlay
Land & Interest In Land
Total

Grants
From State Sources
From Federal Sources
Total

Benefits & Claims
From Other Sources
Other Financing Uses/Deduction
Total

Transfers-out
Fund transfers
Intra-Entity Expense
Total

Debt Service
Bonds
Loans
Total

Other Post Employment Benefits
Other Post Employment Benefits
Total

Total Expenditures & Transfers-Out

EXPENDITURES & TRANSFERS-OUT BY FUND

General Fund
State Special Revenue Fund
Federal Special Revenue Fund
Debt Service Fund
Enterprise Fund
Internal Service Fund
Private Purpose Trust Fund
Permanent Fund

Total Expenditures & Transfers-Out

Less: Nonbudgeted Expenditures & Transfers-Out
Prior Year Expenditures & Transfers-Out Adjustments
Actual Budgeted Expenditures & Transfers-Out

Budget Authority
Unspent Budget Authority

UNSPENT BUDGET AUTHORITY BY FUND

General Fund
State Special Revenue Fund
Federal Special Revenue Fund
Enterprise Fund
Internal Service Fund

Unspent Budget Authority

This schedule is prepared from the Statewide Accounting, Budgeting, and Human Resources System (SABHRS) without adjustment.

Centralized Services

DEPARTMENT OF NATURAL RESOURCES AND CONSERVATION

SCHEDULE OF TOTAL EXPENDITURES & TRANSFERS-OUT

FOR THE FISCAL YEAR ENDED JUNE 30, 2013

Conservation and Resource

Forestry and Trust Lands

Oil & Gas Conservation

Water Resources

Division Development Division Division Division Trust Funds Division Total
2,747,593 § 1,358,767  $ 13,841,136 821,646 $ 7,076,324 $ 25,845,465
6,245,593 6,245,593
480 5,797 12,931 19,209
884,390 451,591 5,753,084 269,641 2,378,100 9,736,807
34,379 34,379
3,631,983 1,810,838 25,874,192 1,097,085 9,467,355 41,881,453
493,436 3,729,707 54,647,665 1,680,930 2,540,078 63,091,815
235,812 75,740 4,575,544 87,384 328,606 5,303,086
459,877 40,892 482,411 61,033 206,386 1,250,599
29,196 64,605 7,093,577 39,188 158,705 7,385,271
181,547 70,065 4,122,195 20,333 698,180 5,092,321
19,319 5,157 263,290 21,689 21,874 331,328
1,805 10,363 1,491,917 22,939 39,653 1,566,677
60,120 69,662 565,675 39,803 292,030 1,027,290
1,481,112 4,066,190 73,242,275 1,973,299 4,285,511 85,048,387
32,806 1,212,076 5,393 16,919 1,267,194
32,806 1,212,076 5,393 16,919 1,267,194
5,211 $ 7,354,326 7,359,537
5,211 7,354,326 7,359,537
10,262,837 240,000 10,502,837
2,852,289 2,852,289
10,262,837 3,092,289 13,355,125
1,159,525 1,159,625
3,633,988 3,633,988
3,633,988 1,159,525 4,793,513
3,912 86,119,488 1,764,436 82,586,717 (374) 170,474,180
38,913 3,896,171 3,935,084
3,912 86,119,488 1,803,349 86,482,889 (374) 174,409,264
5,503,724 5,503,724
549,403 3,678 548,975 1,102,056
6,053,127 3,678 548,975 6,605,780
68,552 68,552
68,552 68,552
5,149,813  $ 111,946,468  § 106,461,146 3,075,776 $ 93,837,215 $ 14,318,387 § 334,788,804
3433317 $ 1,465,722  § 62,109,354 $ 8,163,116  § 75,171,509
1,466,555 91,146,924 21,094,363 2,992,327 $ 15,547 4,951,944 121,667,660
249,941 305,496 18,883,998 83,449 1,200,412 20,723,296
19,028,326 2,915 19,031,241
516,791 516,791
2,697,115 2,697,115
1,159,525 1,159,525
93,821,668 93,821,668
5,149,813 111,946,468 106,461,146 3,075,776 93,837,215 14,318,387 334,788,804
(964) 87,911,804 999,481 1,007 93,837,194 112,731 182,861,253
(1,734) 421,342 760,079 220 21 22,833 1,202,761
5,152,511 23,613,322 104,701,586 3,074,550 0 14,182,822 150,724,791
5,260,055 32,674,685 190,319,567 7,409,211 35,921,952 271,585,470
107,544 $ 9,061,363 § 85,617,981 4,334,662 $ 0o $ 21,739,130 $ 120,860,679
99,283 $ 3,098 § 12,329,745 $ 233,711 § 12,665,837
5,074,469 64,073,222 4,310,560 19,696,019 93,154,271
8,261 3,983,795 8,302,986 24,102 1,809,400 14,128,545
315,604 315,604
596,423 $ 596,423
107,544  $ 9,061,363 § 85,617,981 4,334,662 $ 0o 21,739,130  $ 120,860,679

Additional information is provided in the notes to the financial schedules beginning on page A-9.



Department of Natural Resources and Conservation
Notes to the Financial Schedules
For the Two Fiscal Years Ended June 30, 2014

1. Summary of Significant Accounting Policies

Basis of Accounting

The department uses the modified accrual basis of accounting, as defined by state
accounting policy, for its Governmental fund category (General, State Special Revenue,
Federal Special Revenue, Debt Service, and Permanent). In applying the modified
accrual basis, the department records:

¢ Revenues when it receives cash or when receipts are realizable, measurable,
earned, and available to pay current period liabilities.

¢ Expenditures for valid obligations when the department incurs the related
liability and it is measurable, with the exception of the cost of employees’
annual and sick leave. State accounting policy requires the department to
record the cost of employees’ annual and sick leave when used or paid.

The department uses accrual basis accounting for its Proprietary (Enterprise and
Internal Service) and Fiduciary (Private-Purpose Trust and Agency) fund categories.
Under the accrual basis, as defined by state accounting policy, the department records
revenues in the accounting period when realizable, measurable, and earned, and
records expenses in the period incurred when measurable.

Expenditures and expenses may include: entire budgeted service contracts even though
the department receives the services in a subsequent fiscal year; goods ordered with
a purchase order before fiscal year-end, but not received as of fiscal year-end; and
equipment ordered with a purchase order before fiscal year-end.

Basis of Presentation

The financial schedule format was adopted by the Legislative Audit Committee. The
financial schedules are prepared from the transactions posted to the state’s accounting
system without adjustment.

'The department uses the following funds:

Governmental Fund Category

¢ General Fund — to account for all financial resources except those required
to be accounted for in another fund.

¢ State Special Revenue Fund — to account for proceeds of specific revenue
sources (other than private-purpose trusts or major capital projects) that

A9



A-10

are legally restricted to expenditures for specific state program purposes.
Department State Special Revenue Funds include Forestry Operations,
Water Pollution Control and Drinking Water State Revolving Fund
Programs, Renewable Resource Grant and Loan Program, and Trust Lands
Administration.

Federal Special Revenue Fund — to account for activities funded from
federal revenue sources. Department Federal Special Revenue Funds include
fire operations and suppression efforts, and Water Pollution Control and
Drinking Water State Revolving Fund Programs, both financed in part by
federal funds.

Debt Service Fund — to account for accumulated resources for the payment
of general long-term debt principal and interest. The department uses Debt
Services Funds to account for Renewable Resources, Coal Severance Tax
and Water Pollution Control and Drinking Water State Revolving Fund
Programs bond payments.

Permanent Fund — to account for financial resources that are permanently
restricted to the extent that only earnings, and not principal, may be used for
purposes that support the department’s programs. The department uses this
fund for the Common School Trust, university and college trusts, School for
the Deaf and Blind Trust, Pine Hills School Trust, Veteran’s Home Trust,
Public Land Trust, Lands Acquired Trust (Potomac Land), and the Trust

and Legacy Account.

Proprietary Fund Category

*

Internal Service Fund — to account for the financing of goods or services
provided by one department or agency to other departments or agencies of
state government or to other governmental entities on a cost-reimbursement
basis. The department Internal Service Fund contains the Forestry Division’s
Air Operations Program. The Air Operations Program maintains and
operates aircraft to aid in fire suppression.

Enterprise Fund — to account for operations (a) financed and operated in a
manner similar to private business enterprises, where the Legislature intends
that the department finance or recover costs primarily through user charges;
(b) where the Legislature has decided that periodic determination of revenues
earned, expenses incurred or net income is appropriate; (c) where the activity
is financed solely by a pledge of the net revenues from fees and charges of
the activity; or (d) when laws or regulations require that the activities’ cost of
providing services, including capital costs, be recovered with fees and charges
rather than with taxes or similar revenues. The department accounts for the
State Nursery Program in this fund.

Fiduciary Fund Category

*

Private-Purpose Trust Fund — to account for activity of any trust
arrangement not properly reported in a pension fund or an investment
trust fund where the principal and income benefit individuals, private



organizations, or other governments. Department private-purpose trust fund
is used to account for Fort Belknap Peoples Creek Minimum Flow funds set
aside for the Fort Belknap-Montana Water Rights Compact, per §85-20-
1007, MCA.

¢ Agency Fund — to account for resources held by the state in a custodial
capacity. Agency funds may be used on a limited basis for internal (to
the State) clearing account activity but these must have a zero balance at
fiscal year-end. The department agency funds account for activity such as
contractual bonds and hazard reduction.

2. General Fund Equity Balance (negative balances)

The negative fund equity balance in the General Fund does not indicate overspent
appropriation authority. The department has authority to pay obligations from the
statewide General Fund within its appropriation limits. The department expends
cash or other assets from the statewide fund when it pays General Fund obligations.
The department’s outstanding liabilities exceed the assets it has placed in the fund,
resulting in negative ending General Fund equity balances for each of the fiscal years
ended June 30, 2014 and June 30, 2013.

3. Direct Entries to Fund Equity

Direct entries to fund equity in the General, State Special Revenue, Federal Special
Revenue Fund, Debt Service and Permanent funds primarily include entries generated
by SABHRS to reflect the flow of resources within individual funds shared by separate

agencies.

Direct entries to fund equity in the Private Purpose Trust are due to retroactive change
mandated by the Governmental Accounting Standards Board (GASB) in conjunction
with the requirement to record performance deposits as revenues when received and
expenditures when disbursed. The department recorded approximately $1 million to
fund equity in fiscal year 2012-13 to reflect entries from fiscal year 2010-11 and earlier.

4. Long-Term Debt

In fiscal year 2013-14 and in prior fiscal years, the state of Montana issued General
Obligation (GO) bonds for the Drinking Water State Revolving Fund and Water
Pollution Control State Revolving Fund programs. The bond proceeds were used for
Drinking Water and Water Pollution Control project loans. At June 30, 2014, the
department had a total of $16,935,000 in GO bonds outstanding for these programs.

In fiscal year 2013-14 and in prior fiscal years, the state of Montana issued GO public
and private bonds for the Renewable Resource Grant and Loan program. The bond
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proceeds were used for private loans for irrigation projects. At June 30, 2014, the
department had a total of $2,380,000 of GO public bonds and $9,360,948 of GO

private bonds outstanding for this program.

In fiscal year 2013-14 and in prior fiscal years, the department issued Coal Severance
Tax (CST) bonds for the Renewable Resource Grant and Loan program. The bond
proceeds were used for public loans for irrigation, water, sewer and dam projects. At

June 30, 2014, the department had a total of $21,750,000 of CST bonds outstanding,

The department has a loan from the U.S. Bureau of Reclamation to fund the Middle

Creek Dam project. The unpaid loan principal and interest during construction
balance as of June 30, 2014, was $2,352,817.

The Northern Cheyenne Tribe and the department entered into an agreement on
July 1, 1994, in which the tribe agreed to loan the state up to $11,500,000 of federal
funds appropriated as part of the Northern Cheyenne Indian Reserved Water Rights
Settlement. The noninterest bearing loan was used to help finance the costs of the
Tongue River Dam Project. The actual amount of the loan was $11,300,000. The
outstanding loan balance at June 30, 2014, was $6,953,846. In March 2005, the
department issued Coal Severance Tax bond to the tribe for $9,851,282 as security for
the loan. The bond, which is noninterest bearing, provides a means of prepayment to
the tribe in the event pledged revenues are insufficient for loan repayment.

5. Transfers-In

The Schedule of Total Revenues & Transfers-In contain the following activity in the

transfers-in class:

¢ General Fund - This activity represents the transfer-in from the Treasure
State Endowment Program (TSEP) Regional Water System fund per the
2011 Legislative Session House Bill 351 and the transfer of the unreserved
fund balance in the CST Shared State Special Revenue account per §15-35-
108(3), MCA.

¢ State Special Revenue Fund — This activity represents:

*  the transfer of Common School Permanent Trust Fund earnings to the
Guarantee Account for distribution to school districts;

e the movement of loans receivable from other funds;

*  the transfer of federal funds from the Department of Environmental
Quality for the Water Pollution Control and Drinking Water State
Revolving Fund Programs;

e the transfer of funds from the trusts to administer state trust lands;

®  the transfer of funds from the Broadwater Dam debt service fund



in excess of the debt service requirement to the state projects hydro
earnings fund;

the transfer of funds from the GO Bond debt service fund in excess
of the debt service requirement to the natural resources projects fund;
and

transfers per the 2012 legislative session HB 3, HB 6 and HB 354.

¢ Debt Service Fund — This activity is comprised of the movement of loans
receivable from other funds.

¢ Internal Service Fund — 'This activity represents the transfers from
the general fund and fire protection tax fund for base funding of the air
operations.

¢  Permanent Fund — This activity represents the allocation of interest &
income and the allocation of the appreciation/depreciation of the Trust Fund
Investment Pool within the trust funds administered by the department.

6. Transfers-Out

The Schedule of Total Expenditures & Transfers-Out contain the following activity in

the transfers-out class:

¢ Conservation /Resource Development Division — This activity represents:

State Revolving Fund (SRF) transfers associated with the movement of
loans receivable and interest earnings to other funds.

the transfer from the TSEP Regional Water System fund per the 2011
Legislative Session House Bill 351;

transfers of natural resource projects fund for HB6 & HB 7 grants to
other department division and state agencies;

the transfer of the unreserved fund balance in the Coal Severance Tax

Share State Special Revenue account per 15-35-108(3), MCA; and

the transfer of funds from the GO Bond debt service fund in excess
of the debt service requirement to the natural resources projects fund

¢ Forestry/Trust Lands Division — This activity represents:

the transfers from the general fund and fire protection tax fund for
base funding of the air operations, and

the transfer from the general fund to the fire suppression fund per the
2013 legislative session HB3.

¢ Trust Funds — This activity represents:

the allocation of the appreciation/depreciation of the Trust Fund
Investment Pool within the trust funds administered by the department,

the transfer of funds from the trusts to administer state trust lands;
and

the distribution of earnings to the trust permanent funds and the
transfer of earnings to the trust beneficiaries,
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¢ Water Resources Division — This activity represents the movement of loans
payable to other funds.

7. Permanent Fund Revenues

The department receives bonus payments when renting new or expired oil and gas
leases on state trust lands. Bonus payments are any amount bid over the $1.50 per acre
rental (with a minimum rental of $100) and are only paid in the first year of the lease.
In fiscal year 2012-13, total permanent fund bonus payments totaled approximately
$5.7 million. In fiscal year 2013-14, total permanent fund bonus payments totaled
approximately $3.7 million.

8. Unspent Budget Authority

The table below summarizes significant unspent budget authority by program. For
fiscal year 2013-14, most amounts are related to biennial and continuing appropriations
and the budget authority extends to fiscal year 2014-15.

Unspent Budget Authority
FY 201213 FY 2013-14
Oil & Gas Conservation Division
Oil & Gas ERA $3,228,767 $1,190,016
Conservation & Resource Development Division
Treasure State Endowment 3,827,986 8,099,914
Natural Resources Projects 14,604,200
State Revolving Fund Federal Authority 3,970,321 3,940,963
Water Resources Division
Blackfeet Mitigation 15,150,000 14,500,000
State Projects Hydro Earnings 2,274,689
Federal Grant Funds 1,809,400
Forestry/Trust Lands Division
General Fund 12,329,745
PPL Land Trust-Land Acquired 60,885,000
Fire Suppression Fund 2,013,132 1,096,140
Federal Grant Funds 8,302,986 8,478,864

9. Related Party Transaction

Per Title 85, Chapter 1, part 6, MCA, Renewable Resource Grant and Loan Program,
the department is eligible to issue GO private sale bonds. DNRC has applied and
received recycled loan funds from the SRF program for nonpoint source private loans
program. The loans are GO private sale bonds. The current loans in repayment have
interest rates ranging from 3 percent - 4.3 percent and are repaid over 15 years. See
Note #4 Long Term Debt for outstanding GO private bonds balance.



10. Fire Suppression

In fiscal year 2012-13, the department incurred significant fire suppression
expenditures for the calendar year 2012 fire season of $70 million. This resulted in
significant increases in the following expenditure categories: Personal Services-Hourly
Wages, Other Services, Travel and Rent. Federal Emergency Management Agency
(FEMA) reimbursements are estimated at $8.2 million and other federal agencies
reimbursements, such as the US Forest Service and the Bureau of Land Management,
are estimated at $5.8 million.

11. Land Banking
The Land Banking program sells land to the public and puts the proceeds in a Land

Banking Trust Fund. The combined funds from multiple sales can then be used to
purchase parcels which produce a higher level of income than the lands sold. This
results in a greater income to the trust beneficiaries. In fiscal year 2012-13, $6.5 million
of state trust land was sold and $7.4 million was purchased. In fiscal year 2013-14,
$1.6 million of state trust land was sold and no land was purchased.
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DEPARTMENT OF NATURAL RESOURCES

AND CONSERVATION
STEVE BULLOCK, GOVERNOR 1625 ELEVENTH AVENUE
DIRECTOR’S OFFICE (406) 444-2074 PO BOX 201601
FAX: (406) 444-2684 HELENA, MONTANA 59620-1601
October 21, 2014 RECE,VED
0CT 9
Tori Hunthausen 24 201
Legislative Auditor LEGISLATIVE AuDIT 1y,
Legislative Audit Division
P O Box 201705

Helena, MT 59620-1705

RE: DNRC Written Response to the Legislative Audit Division Financial-
Compliance Audit for the Two Fiscal Years Ended June 30, 2014

RECOMMENDATION #1
We recommend the department recognize revenue for expected reimbursements
in accordance with state accounting policy.

Concur: The department will recognize revenue for expected reimbursements in
accordance with state accounting policy.

Sincerely:

John E. Tubbs
Director
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