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STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY

State Capitol
Nashville, Tennessee 37243-0260
(615) 741-2501
John G. Morgan
Comptroller

January 11, 2002

Members of the General Assembly
ad
The Honorable Steve Adams, Treasurer
State Capitol
Nashville, Tennessee 37243

Ladies and Gentlemen:

Tranamitted herewith is the financid and compliance audit of the Department of the Treasury for
the year ended June 30, 2001.

Congderaion of interna control over financid reporting and tests of compliance disclosed
certain deficiencies which are detalled in the Reaults of the Audit section of this report. The
department’s management has responded to the audit findings, the responses are included following
eech finding. The Divison of State Audit will follow up the audit to examine the goplicaion of the
procedures ingtituted because of the audit findings.

Sincerdly,

by

John G. Morgan
Comptroller of the Treasury

JGM/mb
01112



State of Tennessee

Audit Highlights

Compitroller of the Treasury Divison of State Audit

Financial and Compliance Audit
Department of the Treasury
For the Y ear Ended June 30, 2001

AUDIT OBJECTIVES

The objectives of the audit were to condgder the Department of the Treasury’'s internal control over
financid reporting to determine auditing procedures for the purpose of expressing an opinion on the
financid statements of the Crimina Injuries Compensation Fund, the Clams Award Fund, the Chairs of
Excellence Fund, the FHexible Benefits Plan, the Baccdaureate Education System Trust-Educationd
Savices Plan, the State Pooled Investment Fund, and the Bond Refunding Trugt; to determine
compliance with certain provisons of laws, regulations, contracts, and grants, and to recommend
appropriate actions to correct any deficiencies.

INTERNAL CONTROL FINDINGS

The Department of the Treasury should develop and implement written proceduresrelated to
the preparation and use of credit analysisreportsthat support the purchase of commercial
paper

The investment policies of the State Pooled Investment Fund require the Department of the Treasury to
prepare a credit analysis report on a corporation before the department purchases that corporation’s
commercid paper. However, guidance on certain aspects of preparing and using the reports is lacking.
One directive needed is how often credit analysis reports should be updated. Other guidance needed is
how the decison to purchase commercia paper contrary to the recommendation in the credit andyss
report should be documented (page 10).

The Callateral Pool Board and the Department of the Treasury should ensurethat annual,
quarterly, and monthly reportsrequired from participating financial institutions arereceived
and reviewed

The required annud, quarterly, and monthly reports from financid indtitutions are used to determine if
the indtitutions have reported dl public deposits held and pledged sufficient collatera for the public
deposits held. However, some required reports are not being received, are not received by the due



date, or are not properly completed. It gppears that the department lacks adequate enforcement
procedures to ensure that required reports are completed and submitted to the department.  Also, the
department needs to review the annual reports to determine that the appropriate person completes them
(page 112).

“Audit Highlights” is a summary of the audit report. To obtain the complete audit report, please contact

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN 37243-0264
(615) 401-7897

Financial/compliance audits of state departments and agencies are available on-line at
www.comptroller.state.tn.us/sa/reports/index.html.
For more information about the Comptroller of the Treasury, please visit our Web site at
www.comptroller.state.tn.us.
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Department of the Treasury
For the Year Ended June 30, 2001

INTRODUCTION

POST-AUDIT AUTHORITY

Thisis a report on the financid and compliance audit of the Department of the Treasury. The
audit was conducted pursuant to Section 4-3-304, Tennessee Code Annotated, which authorizes the
Department of Audit to “perform currently a post-audit of al accounts and other financia records of the
date government, and of any department, inditution, office, or agency thereof in accordance with
generdly accepted auditing standards and in accordance with such procedures as may be established by
the comptroller.”

Section 8-4-109, Tennessee Code Annotated, authorizes the Comptroller of the Treasury to
audit any books and records of any governmenta entity that handles public funds when the Comptroller
considers an audit to be necessary or appropriate.

BACKGROUND

The State Treasurer, a conditutiond officer, is elected by a joint sesson of the Generd
Assembly for atwo-year term. Although no duties are prescribed by the condtitution, the functions and
duties of the office are assgned through various statutes. These functions and duties include maintaining
accountability for and management of public funds and administering the Tennessee Consolidated
Retirement System, the Locd Government Invesment Pool, the Uniform Dispogtion of Unclamed
Property Act, the Crimind Injuries Compensation Fund, the Chairs of Excelence Fund, the
Baccalaureate Education System Trugt, and the state's Deferred Compensation and Flexible Benefits
Plans. The Treasurer dso administers the settlement of claims againg the state through the Tennessee
Claims Commission and the Divison of Clams Administration.

The Treasurer is required by datute to be a member of many boards and commissions,
induding the fallowing:

Board of Equdization
Board of Trustees of the Tennessee Consolidated Retirement System
Funding Board
Public Records Commission
State Building Commission
State Insurance Committee
State School Bond Authority



Tennessee Competitive Export Corporation
Tennessee Housing Development Agency
Tennessee Local Development Authority

Tennessee Student Assistance Corporation

ORGANIZATION

The department is divided into ten mgor sections: Staff Services, Investments, Baccaaureste
Education Sysem Trust (BEST), Information Systems, Adminidrative Services, Tennessee
Consolidated Retirement System (TCRS), Accounting, Unclaimed Property, Clams Administration,
and Risk Management. The TCRS s audited and reported on separately.

The Staff Services section includes personnd adminigtration, budgeting and fiscad control,
research and development of specia projects, interna audit, and legd services.

The I nvestments section invests the penson fund to maximize the return on invesments and to
protect the retirement system’s assets.  This section aso invests the state's available cash in certificates
of depodt in dsate depodtories, prime commercid paper, prime bankerS acceptances, certain
repurchase agreements, various U.S. Treasury and agency obligations, and certain obligations of the
State of Tennessee.

The BEST section is responsible for the operation of the state’'s prepaid college tuition plan
(Educationa Services Plan) and college savings plan (Educationa Savings Plan).

The Information Systems section provides the department with data processing services, and
Administrative Services provides centrdized services, induding phydscd facilities manage-ment,
forms control and copying, safekeeping, remittance receiving, and operation of the Federd Reserve
wire transfer facility used to send, receive, and transfer funds for the State Trust of Tennessee.

The Accounting section is responsible for maintaining detailed accounting records for various
programs administered by the department. This includes maintaining generd ledger accounting and
reporting for the Tennessee Consolidated Retirement System, the Chairs of Excellence Program, the
Locd Government Investment Pool, the Cash Management Investment Program, the Clams Award
Fund, the Crimind Injuries Compensation Fund, the Flexible Benefits Plan, the Bacca aureste Education
Sysem Trud, and the Bond Refunding Trust. The section is dso responshble for reconciling
goproximately 150 bank accounts and maintaining the state's warrant reconciliation system (Account
Reconciliation Package, or ARP).

The Unclaimed Property section takes custody of abandoned property (bank accounts,
insurance palicies, etc.) and attempts to locate the rightful owners or heirs. The Divison of Claims
Administration administers the Workers Compensation program for state employees and the Crimina



Injuries Compensation Fund. The divison reviews and determines digibility for payment from the
Crimina Injuries Compensation Fund. Payments are made as funds become available.

The Risk Management section administers a variety of insurance programs for the ate.
These programs provide protection to the State against property damage, boiler explosion, and
employee dishonesty.

An organization chart of the department is presented on the following page.

AUDIT SCOPE

The audit was limited to the period July 1, 2000, through June 30, 2001, and was conducted in
accordance with government auditing standards generaly accepted in the United States of America

The Department of the Treasury is part of the primary government of the State of Tennessee
and is accounted for in the generd fund. The department administers the Tennessee Consolidated
Retirement System, pension trust funds, the Crimina Injuries Compensation Fund, a specia revenue
fund; the Claims Award Fund, an interna service fund; the Chairs of Excellence Fund, a nonexpendable
trust fund; the Baccdaureate Education Sysem Trust-Educationd Services Plan and the Hexible
Benefits Plan, expendable trust funds; the State Pooled Investment Fund, an externd investment pool
(which includes the Loca Government Investment Pool); and the Bond Refunding Trust, an agency
fund.

This audit included al of the above funds except for the Tennessee Consolidated Retire-ment
System, which is reported on in a separate audit report. The following alotment codes within the State
of Tennessee Accounting and Reporting Systemn were covered by this audit:

State Treasurer’s Office 309.01
Crimina Injuries Compensation 313.03
Clams Award Fund 313.10
Unclaimed Property 313.20

OBJECTIVESOF THE AUDIT

The objectives of the audit were

1. to congder the Depatment of the Treasury’s interna control over financid
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reporting to determine auditing procedures for the purpose of expressng an opinion on
the financid statements of the Crimind Injuries Compensation Fund, the Clams Award
Fund, the Chars of Excdlence Fund, the Baccdaureate Education System Trust-
Educationd Services Plan, the Hexible Benefits Plan, the State Pooled Investment Fund,
and the Bond Refunding Trug;

2. to determine compliance with certain provisons of laws, regulaions, contracts, and
grants, and

3.  torecommend appropriate actions to correct any deficiencies.

Although this audit was not intended to serve as an organization-wide audit as
described in the Single Audit Act, as amended by the Single Audit Act Amendments of 1996,
and Office of Management and Budget (OMB) Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations, it included tests of compliance with applicable
federal laws and regulations and consideration of internal control used in administering
federal financial assstance programs. This audit is a segment of the organization-wide audit
of the State of Tennessee, which isconducted in accordance with the Single Audit Act.

PRIOR AUDIT FINDINGS

There were no findingsin the prior audit report.

OBSERVATIONSAND COMMENTS

Section 4-21-901, Tennessee Code Annotated, requires each dtate governmentd entity
subject to the requirements of Title VI of the Civil Rights Act of 1964 to submit an annud Title VI
compliance report and implementation plan to the Department of Audit by each June 30. The
Department of the Treasury filed its compliance report and implementation plan on September 20,
2001.

Title VI of the Civil Rights Act of 1964 is a federa law. The act requires dl Sae agencies
recelving federa money to develop and implement plans to ensure that no person shdl, on the grounds
of race, color, or natiionda origin, be excluded from participation in, be denied the benefits of, or be
subjected to discrimination under any program or activity recelving federal funds. The Human Rights
Commission is the coordinating state agency for the monitoring and enforcement of Title VI. A summary



of the dates sate agencies filed their annud Title VI compliance reports and implementation plans is
presented in the specid report Submission of Title VI Implementation Plans, issued annudly by the
Comptroller of the Treasury.

RESULTSOF THE AUDIT

AUDIT CONCLUSIONS

Internal Control

As part of the audit of the financid statements of the Crimind Injuries Compensation Fund, the
Clams Award Fund, the Chairs of Excdlence Fund, the Baccdaureate Education System Trust-
Educationa Services Plan, the Hexible Benefits Plan, the State Pooled Investment Fund, and the Bond
Refunding Trust for the year ended June 30, 2001, we consdered internd control over financia
reporting to determine auditing procedures for the purpose of expressing an opinion on the financid
datements, as required by government auditing standards generaly accepted in the United States of
America  Reportable conditions, aong with recommendations and management’s responses, are
detailed in the findings and recommendetions. Congderation of internal control over financia reporting
disclosed no materia wesknesses.

Compliance

The results of our audit tests disclosed no instances of noncompliance that are required to be
reported under Government Auditing Standards.
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Report on Compliance and on Internal Control
Over Financial Reporting Based on an Audit of
Financial Statements Performed in Accordance With
Government Auditing Standards

December 4, 2001

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the financiad statements of the Crimina Injuries Compensation Fund, the Claims
Award Fund, the Chairs of Excellence Fund, the Baccaaureate Education System Trust-Educationa
Services Plan, the Flexible Benefits Plan, the State Pooled Investment Fund, and the Bond Refunding
Trust as of and for the year ended June 30, 2001, and have issued our reports thereon dated December 4,
2001. Asdiscussed in Note A.5. to the financia statements of the State Pooled Ivestment Fund, the fund
changed its method of accounting for the issuance of warrants, checks, and automated clearing house
payments. Also, as discussed in Note A.7. to the financial statements of the Chairs of Excellence Fund
and in Note A.6. to the financia statements of the Baccalaureate Education System Trust-Educational
Services Plan, the State of Tennessee changed its definition of cash and cash equivalents. We conducted
our audit in accordance with government auditing standards generally accepted in the United States of
America.  The Department of the Treasury and the funds it administers are part of the primary
government of the State of Tennessee.

Compliance

As part of aobtaining reasonable assurance about whether the financia statements are free of
material misstatement, we performed tests of the department’ s compliance with certain provisions of laws,
regulations, contracts, and grants, noncompliance with which could have a direct and materia effect on the
determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit, and accordingly, we do not express such an opinion. The
results of our tests disclosed no instances of noncompliance that are required to be reported under
Government Auditing Standards.



The Honorable John G. Morgan
December 4, 2001
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We did, however, note certain less significant instances of noncompliance, which we have
reported to the department’ s management in a separate letter.

Internal Control Over Financia Reporting

In planning and performing our audit, we considered the department’s interna control over
financia reporting in order to determine our auditing procedures for the purpose of expressing our opinion
on the financia statements and not to provide assurance on the internal control over financia reporting.
However, we noted certain matters involving the interna control over financial reporting and its operation
that we consider to be reportable conditions. Reportable conditions involve matters coming to our attention
relating to significant deficiencies in the design or operation of the internal control over financia reporting
that, in our judgment, could adversely affect the department’s ability to record, process, summarize, and
report financia data consistent with management’ s assertions in the financia statements.

The following reportable conditions were noted:

The Department of the Treasury should develop and implement written procedures related to
the preparation and use of credit analysis reports that support the purchase of commercia

paper.

The Collatera Pool Board and the Department of the Treasury should ensure that annual,
quarterly, and monthly reports required from participating financia ingtitutions are received
and reviewed.

These conditions are described in the Findings and Recommendations section of this report.

A materia weakness is a condition in which the design or operation of one or more of the interna
control components does not reduce to a relatively low level the risk that misstatements in amounts that
would be materid in relation to the financiad statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over financia reporting would not necessarily disclose all matters in
the internal control that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses. However, we believe none of
the reportable conditions described above is a material weakness.

We aso noted other matters involving the interna control over financia reporting, which we have
reported to the department’ s management in a separate | etter.
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This report is intended solely for the information and use of the General Assembly of the State of
Tennessee and management and is not intended to be and should not be used by anyone other than these
specified parties. However, this report is a matter of public record.

Sincerdly,

(AR 0 gy

Arthur A. Hayes, Jr., CPA, Director
Divison of State Audit

AAH/mb



FINDINGSAND RECOMMENDATIONS

1. TheDepartment of the Treasury should develop and implement written procedur es
reated to the preparation and use of credit analysis reports that support the pur chase of
commercial paper

Finding

The State Funding Board establishes investment policies of the State Pooled Investment Fund.
Those policies require the Department of the Treasury to prepare a credit analysis report on a
corporation before the department purchases that corporation’s commercia paper. The credit anayss
report is to include a company profile, busness description, financid profile, rating information, strengths
and opportunities, weaknesses and threats, and an outlook and recommendation.

The department began preparing the credit analyss reports shortly before the amendment to the
investment policies requiring the preparation of these reports was approved in March of 2001.
However, guidance on certain aspects of preparing and using the reports is lacking. One directive
needed is how often credit analysis reports should be updated. Reports for some corporations have not
been updated to reflect the mogt recent financid information. The latest financid information on these
corporations was from December 1999. As of December 4, 2001, these reports had not been updated
for 2000, dthough the department was gill making frequent acquisitions of these corporaions
commercia paper.

Other guidance needed is how the decison to purchase commercid paper contrary to the
recommendation in the credit analyss report should be documented. One instance was noted where a
credit analyss report recommended againgt purchasing commercia paper of a corporation. However,
the department frequently acquired commercial paper of this corporation contrary to that
recommendation without documenting why such a decison was made.

If the period of time for which credit analyss reports are to be vaid, when they are to be
updated, and how decisions not to follow their recommendations are to be documented are not clearly
established, the risk of purchasing commercid paper of avulnerable corporation isincreased.

Recommendation

The Treasurer should ensure that the department develops written procedures for the
preparation and use of credit analyss reports that support the purchase of commercia paper. The
procedures should indicate the period for which the reports should be vdid, when they should be
updated, and how decisions not to follow their recommendations should be documented.
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M anagement’s Comment

Management concurs. Procedures have been written relative to the process for the preparation
and use of credit analyss reports. Regarding the credit analyss report referred to in this finding where
the andyst requested a second opinion prior to approva, the chief invesment officer reviewed and
discussed the credit analyss report with the manager of cash management. The chief investment officer,
who has find authority for investment decisons, authorized the acquisition of such commercid paper.
While we concur that such decisions need to be documented, we would emphasize that the purchase of
this commercid paper was properly authorized, and the state was not placed at risk by purchasing
commercid paper issued by the company in question.

2. TheCollateral Pool Board and the Department of the Treasury should ensur e that
annual, quarterly, and monthly reports required from participating financial ingitutions
arereceived and reviewed

Finding

The Collaterd Pool was established in 1990 to dlow financid inditutions and governments
datewide to participate in a collaterd pool to provide an effective, low-risk system of collaterdizing
public funds. Tennessee Code Annotated prescribed the formation of the board to oversee the
operations of the pool and attached the board, for adminigtrative purposes, to the Department of the
Treasury. The department began administering the pool in November 1995. Currently, the pool has
goproximately 47 participating financia inditutions.

The Collaterd Pool requires certain annud, quarterly, and monthly reports from participating
financid inditutions. These reports are used to determine if the indtitutions have reported al public
deposits held and pledged sufficient collaterd for the public deposits held. However, some required
reports are not being received, are not received by the due date, or are not properly completed. Each
type of report and related exceptions are discussed in the following paragraphs.

Pursuant to Rule 1700-4-1-.07(3) adopted by the Collateral Pool Board, every qualified public
depository shal file an annud report not later than March 31 of each year. The annud report conssts
of two reports, the Annual Management Certification and the Annua Certification by Independent
Auditors.  The Annua Management Certification requires management to certify that ther financid
indtitution has the systems and controls in place to ensure that public deposits are properly identified and
reported. The Annud Certification by Independent Auditors requires an independent auditor to certify
that he/she has examined and tested the indtitution’s systems and procedures that identify and report
public depodts and found them effective, with any deficiencies noted in the audit report. The following
exceptions were noted regarding the annua reporting requirements:

11



Three of thirty-one inditutions tested (10%) failed to submit complete annud reports. One
bank failed to submit the Annual Certification by Independent Auditors. Two banks failed
to submit the first page of the Annua Management Certification.

Four of thirty-one indtitutions tested (13%) failed to submit the complete annua report or
part of the annud report by the due date. The reports were submitted 47 to 179 days late,
or an average of 125 days late.

Three of thirty-one inditutions tested (10%) faled to properly complete the Annud
Certification by Independent Auditors. Two banks submitted an Annuad Certification by
Independent Auditors that was dsgned by the same person that sgned the Annud
Management Certification. The Annud Certification by Independent Auditors for the other
bank stated that “ There are no independent audits of these systems and procedures.”

Pursuant to Rule 1700-4-1-.07(2) adopted by the Collateral Pool Board, every qualified public
depogitory shdl file with the Treasurer on a quarterly bads a Satement of sdected financia information.
The department has established a due date of 30 days after the end of each quarter. The following
exceptions were noted regarding the quarterly reporting requirements.

Four of thirty-one indtitutions tested (13%) failed to submit al required quarterly reports for
the period tested. Three banks faled to submit one quarterly report. One bank falled to
submit two quarterly reports.

Six of thirty-one inditutions tested (19%) failed to submit the quarterly report by the due
date for the period tested. The reports were submitted 10 to 193 days late, or an average
of 50 days late.

Pursuant to Section 9-4-518(a), Tennessee Code Annotated, and Rule 1700-4-1-.07(1)
adopted by the Collateral Pool Board, a qudified public depository shall submit a monthly report to the
Treasurer containing information required by the Board and prescribed by the Treasurer. The report
includes a Monthly Depository Report and a Monthly Pledged Collateral Report. Both reports are due
by the fifteenth (15™) day after the end of each caendar month. The following exceptions were noted
regarding the monthly reporting requirements:

Fourteen of thirty-one inditutions tested (45%) failed to submit complete Monthly Pledged
Collaterd Reports for the months tested.

Four of thirty-one indtitutions tested (13%) failed to submit the monthly report by the due
date for the month tested. The reports were submitted 1 to 25 days late, or an average of
11 days late.

Although the department has attempted to follow up with ingtitutions that fall to send required
reports, it appears that the department lacks adequate enforcement procedures to ensure that required
reports are completed and submitted to the department. Also, the department needs to review the
Annua Management Certifications and the Annud Certifications by Independent Auditors to determine
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that the gppropriate person completes them. These reports are necessary to determine if al public
deposits are sufficiently collaterdized. The Annua Certification by Independent Auditors provides
additiona assurance from an independent auditor that the indtitution's systems and procedures are
effective for identifying and reporting public deposits.  This assurance is necessary in determining if
adequate collateral has been pledged by each indtitution. If a participating financid ingtitution becomes
insolvent, the other Collaterd Pool members are assessed for any collaterd deficiency of the insolvent
member. As aresult, the risk of loss to a Collatera Pool member is increased if other pool members
have not pledged collaterd at the required target level.

Recommendation

The Collateral Pool Board should adopt enforcement procedures to help ensure that al required
reports are submitted to the department by the due date and are properly completed. The enforcement
procedures should be sufficiently strong to encourage compliance with reporting requirements. The
department should review annud reports to ensure that an independent auditor has completed the
Annua Cetification by Independent Auditors and follow up with inditutions that faled to have the
certification properly completed by an independent auditor.

M anagement’s Comment

Management concurs. In August 2001, Treasury Internd Audit identified the failure of collatera
pool participants to timely file monthly, quarterly, and annua reports. The interna audit report stated
“while cash management has followed-up with banks faling to submit the required reports through
phone cdls and letters, staff lacks the adequate enforcement procedures to ensure inditutions are
complying with the reporting requirements.”

At the September 20, 2001, meeting of the Collateral Pool Board, the internal audit report was
presented for the Board' s consideration. The Board took three actions:

a.  The Board requested the Chairman to write the inditutions that had not complied with
filing the annud report. Subsequently, the reports were received.

b. The Boad diminated the filing of the quarterly financid report by inditutions and instead
authorized the obtaining of financid data from athird party source.

c. The Board requested gtaff to outline a series of recommendations for better enforcement
to be considered at the next meeting, probably in March 2002.

In addition, the gtaff has implemented a tracking compliance log so that failure to timdy file
reports can be documented so as to address problems with specific ingtitutions.

It should be noted theat failure to report timely does not put public deposits at risk, since the risk
of default is borne by financid inditutions participating in the pool.
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