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Honorable Robert J. Campbell, Chairman
Members, Joint Legislative Audit Committee
State Capitol, Room 2163

Sacramento, California 95814

Dear Mr. Chairman and Members:

The Employment Development Department (EDD) administers
programs of the United States Department of Labor (DOL). To
administer these programs, the EDD purchased or constructed
many facilities throughout the State, using federal grant funds to
repay the initial financing on many of these properties. As a
result,the DOL has acquired an equityinterest in these properties
in the same proportion as it participated in the repayment of the
initial financing. The Office of the Attorney General, the EDD’s
legal office, and the Office of the Legislative Counsel agree that
the DOL has a legal basis for an equity interest in state-owned
properties. Our review of the EDD’s records showed that, for
most of the properties in which the DOL has an equity interest,
the DOL and the EDD initially agreed that federal grant funds
would be used to repay the initial financing of the property and
that the payments would result in a federal equity interest in the
property. Also, there is evidence that the Department of Finance
was aware that the federal government would acquire an equity
interest in the property if the State used federal funds to repay the
initial financing.
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Background

Based on the EDD’s records, the historical cost of the properties
in which the DOL has an equity interest is at least $51 million.
The DOL’s share in these properties as of January 31, 1991, is at
least $24 million based on the historical cost of the properties.
The fair market value of the DOL’s equity interest in these
properties would be significantly higher.

The DOL and the EDD have established a long-term relationship
governed primarily by the federal Social Security Act and the
California Unemployment Insurance Code, under which the
EDD has operated federal programs for over 50 years. To
administer these programs, the EDD constructed or purchased
many facilities throughout the State using three different sources
for the initial financing of the projects. Two of these sources, the
Unemployment Compensation Disability Fund and the EDD
Contingent Fund, are state funds, and interest was charged on
most of the amounts that the EDD used.

The third source of initial financing was excess funds provided
by the DOL, which had been collected under the Federal
Unemployment Tax Act. Oftenreferredto as “Reed Act” funds,
these funds are available to states for paying unemployment
insurance benefits or administrating the federal Unemployment
Insurance and Employment Service programs. These funds are
deposited in a state’s account in the Unemployment Trust Fund
in the United States Treasury. The EDD is not required to repay
the Reed Act funds, but if the EDD does reimburse the
Unemployment Trust Fund for the Reed Act funds used, the
money is again available to pay unemployment insurance benefits
or additional administrative costs, including the acquisition or
construction of other facilities.

When the EDD disposes of a property that was initially
financed with Reed Act funds that it had not completely repaid,
it must reimburse the remaining unpaid balance to the
Unemployment Trust Fund. These funds will again be available
to the EDD for the payment of unemployment benefits or
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administrative costs. In addition, the EDD must return to the
Unemployment Trust Fund a share of the profits from the
property disposition proportional to the unreimbursed Reed Act
funds; the EDD can use these funds only for paying unemployment
insurance benefits.

During the 1950s, the EDD began using federal funds to repay
all or a part of the initial financing for the facilities it had been
acquiring or constructing. The DOL and the EDD claim that the
use of federal funds to repay this initial financing results in an
equity interest in the facilities for the DOL. The extent of the
DOL’s equity interest would be proportional to the federal
participation in repaying the initial financing. The DOL and the
EDD also claim that if the EDD wants to sell a facility, it must
obtain the DOL’s approval and either invest the proceeds in
another facility for the same program or return to the DOL its
portion of the net proceeds.

The DOL audited the EDD to evaluate its policies and
procedures for accounting for the federal equity in state-owned
properties, to determine the value of the DOL’s equity in
state-owned properties, and to analyze whether the EDD had
properly compensated the DOL for its equity interest in properties
previously disposed of by the EDD. The results of this audit,
issued in March 1989, showed that the EDD maintained adequate
records and properly accounted for the federal equity in
state-owned property; that as of September 30, 1988, the DOL
had equity in 39 state-owned properties for a total value of
approximately $25 million based on historical cost; and that the
DOL did not identify any property dispositions in which the DOL
had an equity interest.

However, in November 1989, the DOL issued another report
indicating that the EDD did not compensate the DOL for its
equity share in a building that had been razed and two parcels of
land that the State currently uses for something other than their
originally authorized purpose. In this report, the DOL
recommended that the EDD pay the DOL for the equityithad in
those properties. The EDD, with the approval of the Department



Letter Report F-051

Office of the Auditor General

of Finance and the Department of General Services, proposed
that the DOL’s equity in these three properties be transferred to
another EDD facility that was purchased to replace the razed
building. The DOL agreed to this proposal, and in January 1991,
the EDD and the DOL formally settled this matter by agreeing to
apply the DOL’s equity interest of $1,057,510 to the replacement

property.

The State has declared as surplus one of the 39 properties in
which the DOL claims an equity interest. Chapter 1036, Statutes
of 1989, authorizes the Department of General Services to sell,
exchange, or lease the EDD’s branch office in Los Angeles. In
addition, Chapter 1036 established the Employment Development
Building Fund and requires that the net proceeds from the sale of
the Los Angeles facility, or any other property in which the DOL
participatedin the repayment of the initial financing, be deposited
in the fund and be appropriated by the Legislature only to
acquire, construct, or renovate the EDD’s facilities. Therefore,
Chapter 1036 allows the EDD to complete real estate transactions
without having to return the money immediately to the DOL. As
long as the EDD complies with all regulations relating to federal
equity and obtains the DOL’s approval, it can use the proceeds,
including the federal share, from the sale of properties to purchase
or construct replacement facilities.

The EDD’s 1990-91 capital outlay budget proposes that the
EDD will purchase four properties to replace the Los Angeles
branch office. Before approving this proposal, the Legislature
requested that we determine the legal basis and the extent of
federal and state equity in state-owned properties the EDD
occupies.
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Scope and
Methodology

The purpose of our review was to determine whether the DOL
and the EDD have a legal basis for their claim of federal equity
in properties occupied by the EDD; to determine whether the
DOL, the EDD, and the Department of Finance initially agreed
on the issue of federal equity; and to determine how much equity
the DOL may have in state-owned properties the EDD occupies.

To determine whether there is a legal basis for federal equity
in properties the EDD occupies, we reviewed both federal and
state laws and regulations governing the use of federal funds to
amortize the cost of state-owned properties, which resulted in
federal equity. Amortization is the process of reducing an amount,
such as the cost of a property or a loan balance, through periodic
installment payments. Inaddition to the laws and regulations, we
reviewed legal opinions of the Office of the Attorney General
and the EDD’s legal office on the issue of federal equity in
state-owned properties. Further, we obtained an opinion from
the Office of the Legislative Counsel on the legal basis of federal
equity in state-owned properties the EDD occupies.

To determine whether the DOL, the EDD, and the Department
of Finance agreed about a federal equity interest in state-owned
properties, we interviewed personnel at the EDD, the Office of
the Legislative Analyst, the Department of Finance, and the
Department of General Services. Some personnel at each of
these agencies were aware of the DOL’s claim of federal equity
interest in state-owned properties the EDD occupies, and some
of them provided us with documentation on the issue. Inaddition,
we reviewed the EDD’s “Report to the Legislature on Federal
Equity Claims in State-Owned Buildings.” This report included
copies of the two audit reports the DOL issued in March and
November 1989 about federal equity in state-owned properties.
Further, we reviewed the EDD’s extensive files of correspondence
and other documentation on each of the properties it occupies.
The files contained historical correspondence between the DOL
and the EDD and between the EDD and the Department of
Finance concerning the use of federal funds to amortize the cost
of the various properties the EDD occupies by repaying the initial
financing and the resulting federal equity.
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Legal Basis

To determine the equity the DOL may have in state-owned
properties the EDD occupies, we obtained the EDD’s equity
ledger. This ledger indicates how much federal and state money
was used to repay the initial financing for each of the properties
occupied by the EDD. We verified to the extent possible the
accuracy of the entries and the calculations on the ledgers.
Although the EDD has records for the properties thatidentify the
initial cost of its land, buildings, and additions, it does not
maintain records that summarize the cost of all later alterations
and improvements. Also, we were not able to determine if and to
what extent the alterations and improvements added value to the
properties or were, in effect, maintenance. Since the EDD did
not add the cost of alterations and improvements to the initial cost
of the properties, we will assume that the alterations and
improvements did not add value to the properties. Therefore, the
historical cost we present in the attachment does not include the
cost of alterations and improvements made to the properties.
Further, we did not attempt to verify the accuracy of the EDD’s
calculation of the historical cost of each of the properties. Finally,
we recalculated the state and federal equity share in each of the
properties occupied by the EDD.

The federal rules and regulations state specifically that if a state
agency uses money granted by a federal agency to pay for the cost
of a property, the federal agency would acquire an equity interest
in that property proportional to its participation in the amortization
of the property’s cost. The rules and regulations governing the
issue of federal equity in state-owned properties have been
analyzed by the Office of the Attorney General, the EDD’s legal
office, and the Office of the Legislative Counsel. All three of
these entities concluded that there is a legal basis for a federal

equity interest in state-owned properties.

Through its Employment Security Manual, the DOL provided
the standards for administering its programs and using federal
funds. The Employment Security Manual, Sections 2520 through
2526, outlines the conditions under which the DOL’s payments
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should be applied against the purchase or construction costs of
buildings. These sections state that when the purchase price of
the space occupied by the state agency has been fully amortized
by DOL grants, funds will be made available thereafter only for
operation and maintenance costs. These sections further state
that under no circumstances is a state to realize a profit from
funds granted to it for the administration of the Unemployment
Insurance and Employment Service programs. These sections
existed from at least 1950, and they have not been updated since
1974.

Some of the current regulations governing the use of funds
that the DOL granted for federal programs, including the
Unemployment Insurance and Employment Service programs,
are found in the Code of Federal Regulations, Title 29, Part 97.
Section 97.22(b) refers to the Office of Management and Budget,
Circular A-87, for determining the allowable costs for state
government entities using DOL-granted funds.

Circular A-87, Attachment B, Section C, allows for grant
money to be used for capital expenditures, including the cost of
facilities when approved by the federal grantor agency, but it
requires that, when the assets are sold or no longer available or
used for federally sponsored programs, the federal grantor agency’s
equity interest in the asset will be refunded proportional to the
federal participation in the cost of the asset. The rules to be
followed when properties are sold that were purchased with
federal funds are more specifically set forth in the Code of
Federal Regulations, Title 29, Section 97.31.

The Code of Federal Regulations, Title 29, Section 97.31,
provides the rules for real property acquired with federal funds.
This section requires that the grantee maintain title to the
property, that the property generally be used for the originally
authorized purpose, and that the grantee request disposition
instructions from the awarding agency when the property is no
longer needed for the originally authorized purpose. The disposition
instructions will provide for one of the following alternatives:
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The grantee may retain title after compensating the
awarding agency. However, if the grantee is disposing
of real property acquired with grant funds and is
acquiring replacement property, the net proceeds from
the disposition may be used to offset the cost of the
replacement property.

The grantee may sell the property and compensate the
awarding agency.

. The grantee may transfer title to the awarding agency
or to a third party designated or approved by the
awarding agency.

The Office of the Attorney General issued an opinion, dated
September 24, 1969, on the issue of a federal equity interest in
state-owned property resulting from the use of federal funds to
purchase specific properties. The State Lands Commission asked
the Office of the Attorney General to decide how to distribute oil
and gas royalties resulting from oil and gas leases underneath two
properties under the jurisdiction of the EDD. The Office of the
Attorney General decided that the DOL should receive its share
of those oil and gas royalties because it would own an equity
interest in the property if it made payments to the EDD that the
EDD used to pay for the initial acquisition cost of the land.

The EDD asked its legal office to provide an opinion explaining
the basis for the federal claim of an equity interest in certain
properties the EDD occupies. The EDD’s legal office concluded
that there is a legal basis for a federal equity interest in
state-owned buildings. Specifically, the EDD’s legal office
concluded that state law authorizes the EDD to operate the
Unemployment Insurance and Employment Service programs in
accordance with federal rules and regulations as determined by
the DOL. Federal rules and regulations specify how federal funds
can be used, and they describe situations in which the use of
federal funds creates an equity interest on the part of the DOL in
the real property involved. The EDD’s legal office also stated
that there seemed to be extensive correspondence concerning the
establishment of a federal equity interest when the EDD began
acquiring and building facilities in the mid-1950s.
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Initial
Agreements

The Office of Legislative Counsel agrees with the opinion of
the EDD’s legal office. Specifically, the Office of the Legislative
Counsel concluded that the federal government would acquire an
interest in state-owned property used by the EDD in the
administration of the Unemployment Insurance program if the
EDD used federal funds for the purchase, acquisition, or
construction of the property.

There is evidence that, before the EDD acquired or constructed
most of the properties it occupies, the Department of Finance was
aware that the federal government would acquire an equity
interest in the properties if the State used federal funds to repay
the initial financing. In addition, for most of the properties in
which the DOL claims an equity interest, the DOL and the EDD
agreed, before any DOL payments, that the DOL would receive
an equity interest in the properties. The agreement was documented
in two ways. The most common method was through specific
agreements between the EDD and the DOL made before federal
funds were used to repay the initial financing of a property. The
second method was through the transfer of an existing federal
equity interest to replacement properties. The DOL participated
in the amortization of the original properties’ costs, but the EDD
no longer uses the properties for their originally authorized

purpose.

Agreements Made Before the Use of Federal Funds

There is some indication that, on March 28, 1949, before
the acquisition or construction of most of the EDD’s properties,
the DOL provided the EDD with a letter allegedly outlining the
DOL’s policy regarding the type of information required from
the EDD when it requests approval of rental payments to amortize
the cost of properties. We were not able to obtain this letter, but
most of the requests we reviewed referred to it. In addition, these
requests referred to a letter from the Department of Finance,
dated June 7, 1950, before the acquisition or construction of most



Letter Report F-051

Office of the Auditor General

of the properties that the EDD subsequently occupied. This
letter appears to have acknowledged or accepted the DOL policy
that only maintenance and operation costs would be charged to
the DOL after the cost of the property had been fully amortized.
Although, we were not able to obtain this letter, we did find a
letter from the Department of Finance, dated February 1, 1960,
which reaffirmed the policy allegedly stated in the first letter.
This letter also indicated that the director of the Department of
Finance had reviewed and had no difficulty with the DOL standards
that provide for an equity interest in state-owned properties. In
addition, we found a letter from the Department of Finance to the
EDD dated November 21, 1950, five months after the original
letter referred to above. The letter of November 21, 1950, states
that the standards and requirements of the DOL concerning
rental obligations are acceptable to the DOF. In this letter, the
Department of Finance also recognizes a federal equity interest
in a specific state office building because of the rental payments
the EDD made with federal funds that were more than the
amounts required to meet maintenance and operation costs.

Our review of the files that the EDD maintained for each of
the properties it purchased or constructed indicates that the EDD
and the DOL corresponded extensively about the use of federal
funds to amortize the cost of certain properties by repaying the
initial financing of the properties. In fact, we noticed a specific
pattern to the correspondence between the EDD and the DOL
for most of these properties. Chronologically, one of the first
documents on each of the properties is the EDD’s request for the
DOL’s approval of an amortization plan. This request describes
the initial funding of the property, the location of the property, the
total square footage to be occupied by each agency or department,
the estimated cost of the property, the proposed rental rate, the
DOL’s share of the proposed rental payment, the breakdown
between the amount that will be applied toward the amortization
of the property’s cost and the amount estimated as necessary for
operation and maintenance costs, and the years over which the
costs will be amortized.

10
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The EDD also submitted to the DOL, either along with this
narrative request or at another time, a form provided by the DOL
titled “Request for Approval of Expenditures for Rental of Office
Space.” This form provides much of the same information as the
narrative request and includes a box for the signature of the state
agency official and a box for the DOL’s approval. Frequently, the
EDD submitted a separate request for each subsequent building
project undertaken for a specific property. The EDD claims that,
for 51 projects representing 36 different properties, it submitted
a request for the DOL’s approval of an amortization plan. We
were able to obtain copies of the approval request for 44 of the
51 projects.

The next document was either a letter from the DOL indicating
its tentative approval for the use of granted funds to amortize the
cost of the property, or it was the approved request form that the
DOL returned to the EDD. Once the EDD submitted final cost
figures to the DOL, the DOL sent the EDD a letter indicating
final approval. We were able to obtain copies of either the letter
from the DOL approving the amortization plan or the returned
request form with the DOL’s approval for 43 of the 44 approval
requests that we obtained. In addition, we obtained copies of the
DOL’s approval of the amortization plan for 4 additional properties,
although we were not able to obtain the original request.

In 1966, the DOL appears to have requested the EDD to
prepare and perhaps submit rental-purchase amortization schedules
on a standard form for all of the properties for which the DOL
participated in repaying the initial financing. These forms included
the location of the property, the initial financing and cost of the
property, and the amount of federal funds applied or to be applied
toward amortization of the property’s cost by fiscal year. The
presence of a DOL audit stamp on many of these forms is
evidence that the DOL at least reviewed the forms and probably
also agreed with the information they contained. We were able
to obtain the rental-purchase repayment schedules for 43 of the
51 projects, and 21 of these schedules were marked with the DOL
audit stamp.

11
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Since the properties were acquired or constructed as early as
the 1950s, some of the documentation on the properties may
have beenlost or destroyed. Therefore, the EDD was not able to
provide us with all of the documentation it claims existed for each
of the properties. However, from the extensive correspondence
between the DOL and the EDD, we could determine that, before
the use of any federal funds, the DOL and the EDD clearly
intended that the DOL participate in the repayment of the initial
financing for at least 46 projects and probably for an additional
two projects, representing 33 different properties that the EDD
originally acquired or constructed; these payments result in a
federal equity interest in those properties. Also, for three of the
properties in which the EDD is leasing space from the Department
of General Services, there is evidence that the parties agreed,
before the DOL obtained its equity interest, that the DOL would
participate in the repayment of the financing that the State
obtained to construct the properties. Therefore, for a total of
51 projects for 36 different properties, the DOL and the EDD
agreed that the DOL would participate in amortizing the initial
financing of the properties, creating an equity interest in the
properties for the DOL.

Equity Transferred to Replacement Properties

For two of the properties the EDD occupies, the EDD transferred
to replacement properties the DOL’s equity interest from properties
the original cost of which the DOL had, in part, amortized. The
EDD no longer used these properties for their originally authorized
purposes. The first transfer occurred when the Department of
Finance recognized that the DOL had an equity interest in a
Sacramento office building occupied by the EDD from at least
1936 through 1953 and that the DOL’s equity interest was almost
the same amount as the cost of the land acquired for the EDD’s
current central office building in Sacramento. The Department
of Finance proposed that the equity in the old building be
transferred to the land used for the new building. The DOL
agreed to this arrangement. The DOL now has a 100 percent
equity interest in the land on which the current central office
building is located.

12
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Federal Equity
Interest Is
$24 Million

The second transfer of equity occurred recently and was in
response to a DOL audit. In January 1991, the EDD and the
DOL executed a settlement agreement in which the EDD agreed
to apply the DOL’s equity interest in two parcels of land and
the building of the old Sacramento field office to the land and
building of the new Sacramento field office located at
2901-50th Street. The old field office building was razed, and the
EDD currently occupies the buildings that were constructed on
the two parcels. Until this recent transfer, the EDD had not
compensated the DOL for the equity it had accumulated in the
properties, and the EDD had not transferred the equity interest
to any other properties. Also, before this transfer, the DOL did
not have an interest in the new Sacramento field office. The
amount of the DOL’s equity interest in the old properties was
calculated based on the fair market value of the properties at the
time the Sacramento field office was moved.

The EDD occupies 39 state-owned properties in which the DOL
has an equity interest. The EDD’s records indicate that the total
historical cost of the properties that the EDD occupies and in
which the DOL has an equity interest is at least $51 million. As
of January 31, 1991, the total federal equity interest in these
properties is at least $24 million based on the historical cost of the
properties. The attachment shows the historical cost and the
federal and state equity for each of the 39 properties based on the
EDD’s records.

We could not determine how much equity the DOL has
accumulated in four properties that the EDD rents from the
Department of General Services. We obtained evidence that,
until at least 1968, the rental rate the Department of General
Services charged the EDD included a specific amount for
the repayment of financing the State obtained to construct the
properties. We could not determine how much, if any, of
the rental rate was used for the repayment of the financing after
that time. The EDD and the Department of General Services did
not maintain records showing how much of the monthly rental

13
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Conclusion

payment the DOL paid or how much of that payment applied to
the repayment of the financing after 1968. However, we believe
that the federal equity interest, as of January 31, 1991, is not more
than 13 percent of the combined historical cost of the four
properties. This is significantly less than the federal equity
interest in the other properties shown in the attachment.

The DOL will not receive compensation for its equity interest
in the property that the EDD occupies until the property is
disposed of or is no longer used for its originally authorized
purpose. Under either of these circumstances, the DOL would
receive its proportional share of the proceeds from a sale, or it
would receive the fair market value of the property at the time the
property was no longer used for its originally authorized purpose.
The DOL’s share of the fair market value may be transferred to
areplacement property. We did not attempt to determine the fair
market value of the state-owned properties that the EDD occupies
and in which the DOL has an equity interest. However, because
real estate in California has appreciated in value since most of
these properties were acquired or constructed, we can conclude
that the current value of the DOL’s equity interest in the
state-owned properties that the EDD occupies is significantly
higher than the amount based on historical costs.

The Employment Development Department administers programs
of the United States Department of Labor. To administer these
programs, the EDD purchased or constructed many facilities
throughout the State and used federal grant funds to repay the
initial financing on many of these properties. As a result, the
DOL has acquired an equity interest in these properties
proportional to its participation in repaying the initial financing
of the properties. The Office of the Attorney General, the EDD’s
legal office, and the Office of Legislative Counsel, agree that
there is a legal basis for a federal equity interest in state-owned
properties. Our review of the EDD’s records showed that, for
most of the properties in which the DOL has an equity interest,
the DOL and the EDD initially agreed that federal grant funds

14
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Response to
the Audit

would be used to repay the initial financing of the property and
that the payments would result in a federal equity interest in the
property. Also, there is evidence that the Department of Finance
was aware that the federal government would acquire an equity
interestin the property if the State used federal funds to repay the
initial financing. Based on the EDD’s records, the historical cost
of the properties in which the DOL has an equity interest is at
least $51 million. The DOL’s share in these properties as of
January 31, 1991, is at least $24 million based on the historical
cost of the properties. The fair market value of the DOL’s equity
interest in these properties would be significantly higher.

We conducted this review under the authority vested in the
auditor general by Section 10500 et seq. of the California
Government Code and according to generally accepted
governmental auditing standards. We limited our review to those
areas specified in the audit scope section of this letter.
Respectfully submitted,

KURT R. SJOBE
Auditor General (acting)

Attachment

Employment Development Department

15
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] ] Serving the People of California

To:

From:

Subject:

M E M O R A N D U M

Kurt R. Sjoberg, Acting Auditor General

Office of the Auditor General Date: March 25, 1991
660 J Street, Suite 300 L
Sacramento, CA 9581l FileNo.:  FpPD70R19rbA0198.2

Via: Health and Welfare Agency rA k)//
\

Employment Development Department

REPORT F-051

The Employment Development Department (EDD) welcomes this opportunity to
review and respond to Report F-051, Federal and State Equity in Employment
Development Department Properties, issued as a result of your recent
review of federal equity interest in the Department's state-owned real
properties amortized with federal funds.

We generally agree with the conclusions presented in the report. However,
the information regarding the federal equity in the four Department of
General Services (DGS) buildings is unclear.* EDD will work with DGS, and
later with the Department of Labor, to finalize the federal equity amount
and percentage for each building and then transfer that equity to EDD
buildings.

The Department appreciates the high quality of your analysis and the
cooperation of your staff during the course of the review. This
cooperation has enabled us to resolve the questions that made the review
necessary relating to the complex matter of federal equity interest in
state-owned real properties.

Vit A
HOMAS P. NAGLE
Director

*The Office of the Auditor General's Comment: The information
presented in the report concerning the federal equity in four
Department of General Services' buildings (pages 13 and 14)
explains that we were unable to determine the amount of federal
equity in these properties.
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