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STATE OF TENNESSEE

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

March 8, 2005

The Honorable Phil Bredesen, Governor
and
Members of the Generd Assembly
State Capitol
Nashville, Tennessee 37243
and
Members of the Tennessee State School Bond Authority
State Capitol
Nashville, Tennessee 37243

Ladies and Gentlemen:

Trangmitted herewith is the financid and compliance audit of the Tennessee State School Bond
Authority for the year ended June 30, 2004. You will note from the independent auditor’s report that
an unqudified opinion was given on the fairness of the presentation of the financid satements.

Condderation of internal control over financid reporting and tests of compliance resulted in no
audit findings.

Sincerdly,

ooy

John G. Morgan
Comptroller of the Treasury

JGM/eb
05/016



State of Tennessee

Audit Highlights

Comptroller of the Treasury Division of State Audit

Financial and Compliance Audit
Tennessee State School Bond Authority
For the Y ear Ended June 30, 2004

YaYaYaYa
AUDIT OBJECTIVES
The objectives of the audit were to consder the Authority' sinterna control over financid reporting; to
determine compliance with certain provisons of laws, regulations, and contracts {ncluding bond
resolutions); to determine the fairness of the presentation of the financid statements; and to recommend
appropriate actions to correct any deficiencies.

AUDIT FINDINGS

The audit report contains no findings.

OPINION ON THE FINANCIAL STATEMENTS

The opinion on the financid statementsis unqudified.
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Tennessee State School Bond Authority
For the Year Ended June 30, 2004

INTRODUCTION

POST-AUDIT AUTHORITY

This is a report on the financid and compliance audit of the Tennessee State School Bond
Authority. 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 dl accounts and other financid
records of the state government, and of any department, inditution, office, or agency thereof in
accordance with generaly accepted auditing standards and in accordance with such procedures as may
be established by the comptroller.”

Section 84-109, 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 Tennessee State School Bond Authority was established by the Tennessee State School

Bond Authority Act, Chapter 256 of the Public Acts of 1965. As provided in this act and in Chapter
429 of the Public Acts of 1999, the Authority is to act as a corporate governmental agency of the State
of Tennessee for financing projects of the stat€'s higher education inditutions and qudified zone
academy projects for primary and secondary schools of locad government. The Authority is
empowered to issue negotiable bonds and notes as a means of providing funds for financing approved
projects. These projects include buildings, equipment, structures, and improvements. In 1980, the
legidature amended the origind act to include, as a project, a program for student loans. To date, the
Authority has not issued debt to fund a student loan program. The amount of funds provided should be
aufficient to cover the actua project costs, as wdl as the Authority’ s adminigtrative expenses, including
the cost of conducting the bond and note sales.

ORGANIZATION

The Tennessee State School Bond Authority consists of seven members: the Governor, the
State Treasurer, the Secretary of State, the Commissoner of Finance and Adminigration, the
Comptroller of the Treasury, the Chancellor of the Tennessee Board of Regents, and the President of
the Universty of Tennessee. The Governor serves as chairman, and the Comptroller of the Treasury



sarves as secretary. The Director of the Divison of Bond Finance serves as the assstant secretary; the
divison provides adminigtrative and financia servicesto the Tennessee State School Bond Authority.

An organization chart for the Authority is on the following page.

AUDIT SCOPE

The audit was limited to the period July 1, 2003, through June 30, 2004, and was conducted in
accordance with auditing standards generaly accepted in the United States of America and the
standards applicable to financid audits contained in Government Auditing Standards, issued by the
Comptroller Generd of the United States. Financid statements are presented for the year ended June
30, 2004, and for comparative purposes, the year ended June 30, 2003. The Tennessee State School
Bond Authority has been included as a component unit in the Tennessee Comprehensive Annual
Financial Report.

OBJECTIVESOF THE AUDIT

The objectives of the audit were

1. to consder the Authority's internd control over financid reporting to determine auditing
procedures for the purpose of expressing an opinion on the financia statements;

2. to determine compliance with certain provisons of laws, regulations, and contracts
(including the bond resolutions);

3. todeterminethefarness of the presentation of the financia statements; and

4. to recommend appropriate actions to correct any deficiencies.

PRIOR AUDIT FINDINGS

There were no findingsin the prior audit report.
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OBSERVATIONSAND COMMENTS

CERTIFICATE OF ACHIEVEMENT FOR EXCELLENCE IN FINANCIAL REPORTING

The Government Finance Officers Associaion of the United States and Canada (GFOA)
awarded a Certificate of Achievement for Excellence in Financid Reporting to the Tennessee State
School Bond Authority for its Comprehensive Annual Financial Report (CAFR) for the year ended
June 30, 2003. This is the second year that the Authority has prepared a comprehensve annud
financid report and received this prestigious award. In order to be awarded a Certificate of
Achievement, a government must publish an easlly readable and efficiently organized comprehensve
annud financia report. This report must satisfy both generaly accepted accounting principles and
goplicable legd requirements. A Certificate of Achievement is vdid for a period of one year only. The
Authority has submitted its Comprehensive Annual Financial Report for the fiscal year ended June
30, 2004, to the GFOA Certificate of Achievement Program.

FRAUD CONSIDERATIONS

Statement on Auditing Standards No. 99 promulgated by the American Indtitute of Certified
Public Accountants requires auditors to specificaly assess the risk of materid misstatement of an
audited entity’s financia statements due to fraud. The standard also restates the obvious premise that
manegement, and not the auditors, is primarily responsible for preventing and detecting fraud in its own
entity. Management’s respongbility is fulfilled in part when it takes gppropriate steps to assess the risk
of fraud within the entity and to implement adequate internal controls to address the results of those risk
assessments.

During our audit, we discussed these responshilities with management and how management
might gpproach meeting them. We aso increased the breadth and depth of our inquiries of management
and others in the entity as we deemed appropriate.  We obtained formal assurances from top
management that management had reviewed the entity’ s policies and procedures to ensure thet they are
properly designed to prevent and detect fraud and that management had made changes to the policies
and procedures where gppropriate. Top management further assured us that dl staff had been advised
to promptly dert management of al alegations of fraud, suspected fraud, or detected fraud and to be
totally candid in dl communications with the auditors. All levels of management assured us there were
no known instances or alegations of fraud that were not disclosed to us.

AUDIT COMMITTEE RECOMMENDATIONS

As areault of the fraud-related business failures of companies such as Enron and WorldCom in
recent years, Congress and the accounting professon have taken aggressive measures to try to detect



and prevent future failures rdated to fraud. These measures have included the signing of the Sarbanes-
Oxley Act of 2002 by the Presdent of the United States and the issuance of Statement on Auditing
Standards No. 99 by the American Indtitute of Certified Public Accountants. This new fraud auditing
gandard has not only changed the way auditors perform audits but has aso provided guidance to
management and boards of directors on creating antifraud programs and controls.  This guidance has
included the need for an independent audit committee.

The Tennessee State School Bond Authority has crested an audit committee.  The audit
committee received initid training on its responghilities and is in the process of creeting its charter and
cdendar of events. The specific activities of any audit committee will depend on, among other things,
the misson, nature, structure, and Sze of each agency. In creating its charter, the TSSBA board should
examine the agency’s particular circumstances.  The following observations and comments regarding
audit committees were presented to the TSSBA audit committee members for consideration during their
initid training.

Anti-fraud literature notes that there are two categories of fraud: fraudulent financia reporting
and misgppropriation of assats. The audit committee should consider the risks of fraud in its agency in
generd as well as the higory of its particular agency with regard to prior audit findings, previoudy
disclosed wesknesses in internd control, and compliance issues. The audit committee should consider
both the risk of fraudulent financia reporting and the risk of fraud due to misappropriation or abuse of
agency asets. Also, the board and the audit committee should keep in mind that agencies receiving
public funding should have a lower threshold of materidity than private sector entities with regard to
fraud risks.

Boards should exercise professond judgment in establishing the duties, responghilities, and
authority of their audit committee. The factors noted below are not intended to be an exhaudtive listing
of those matters to be consdered. The committee should not limit its scope to reacting to a
preconceived set of issues and actions but rather should be proactive in its oversght of the agency asit
concentrates on the interna control and audit-related activities of the entity. In fact, this individudized
gpproach is one of the main benefits derived from an audit committee.

At aminimum, audit committess should:

1. Develop awritten charter that addresses the audit committee’ s purpose and mission, which
should be, a aminimum, to asss the board in its oversght of the agency.

2. Formdly reterate, on a regular basis, to the board, agency management, and saff their
respongbilities for preventing, detecting, and reporting fraud, waste, and abuse.

3. Saveasafadlitator of any audits or investigations of the agency, including advising auditors
and investigators of any information they may receive or otherwise note regarding risks of
fraud or weaknesses in the agency’s internd controls, reviewing with the auditors any
findings or other matters noted by the auditors during audit engagements; working with the



agency management and daff to ensure implementation of audit recommendations, and
assiging in the resolution of any problems the auditors may have with cooperaion from
agency managemert or staff.

Deveop a formd process for assessing the risk of fraud a the agency, including
documentation of the results of the assessments and assuring that interna controls are in
place to adequately mitigate those risks.

Develop and communicate to staff of the agency their respongbilities to report alegations of
fraud, waste, or abuse at the agency to the committee and the Comptroller of the Treasury’s
office aswell as a process for immediately reporting such information.

Immediatdy inform the Comptroller’ s office when fraud is detected.

Develop and communicate to the board, agency management, and aff awritten code
of conduct reminding those individuds of the public nature of the agency and the need
for dl to mantain the highest leve of integrity with regard to the financia operations and
ay related financdd reporting respongbhilities of the agency; to avoid preparing or
issuing fraudulent or mideading financid reports or other information; to protect agency
assets from fraud, waste, and abuse; to comply with al relevant laws, rules, policies, and
procedures, and to avoid engaging in activities which would otherwise bring dishonor to the

agency.

The charter of the audit committee should include, a a minimum, the following provisons:

1.

2.

The audit committee should be a standing committee of the board.

The audit committee should be composed of at least three members. The chair of the audit
committee should preferably have some accounting or financia management background.
Each member of the audit committee should have an adequate background and education to
dlow a reasonable understanding of the information presented in the financid reports of the
agency and the comments of auditors with regard to interna control and compliance findings
and other issues.

The members of the audit committee must be independent from any gppearances of other
interests that are in conflict with their duties as members of the audit committee,

An express recognition that the board, the audit committee, and the management and staff
of the agency are responsible for taking al reasonable steps to prevent, detect, and report
fraud, waste, and abuse.

The audit committee should meet regularly throughout the year. The audit committee can
meet by teephone, if tha is permissble for other committees. However, the audit
committee is strongly urged to meet at least once a year in person. Members of the audit



committee may be members of other standing committees of the board, but the audit
committee meetings should be separate from the meetings of other committees of the board.

6. Theaudit committee should record minutes of its meetings.

The Divison of State Audit will be available to discuss with the board any questions it might have about
the audit committee. There are dso other audit committees which have dready been established at
other state agencies that the board may wish to contact for advice and further information.

RESULTSOF THE AUDIT

AUDIT CONCLUSIONS

Interna Control

As part of the audit of the Tennessee State School Bond Authority' s financid statements for the
year ended June 30, 2004, we consdered interna control over financid reporting to determine auditing
procedures for the purpose of expressng an opinion on the financial Satements, asrequired by auditing
standards generdly accepted in the United States of America and the standards applicable to financid
audits contained in Government Auditing Standards, issued by the Comptroller Generd of the United
States. Consideration of interna control over financia reporting disclosed no materia weaknesses.

Compliance and Other Matters

The results of our audit tests disclosed no ingtances of noncompliance or other matters that are
required to be reported under Gover nment Auditing Standards.

Fairness of Financial Statement Presentation

The Divison of State Audit has rendered an ungudified opinion on the Tennessee State School
Bond Authority s financid statements.




STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

Report on Internal Control Over Financial Reporting and on
Compliance and Other Matters Based on an Audit of
Financial Statements Performed in Accordance With

Government Auditing Standards

November 29, 2004

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

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the financia statements of the Tennessee State School Bond Authority, a
component unit of the State of Tennessee, as of and for the year ended June 30, 2004, and have issued
our report thereon dated November 29, 2004. We conducted our audit in accordance with auditing
standards generdly accepted in the United States of America and the standards gpplicable to financid
audits contained in Government Auditing Standards, issued by the Comptroller Genera of the United
States.

Internal Control Over Financia Reporting

In planning and peforming our audit, we considered the Authority’s internd control
over finandd reporting in order to determine our auditing procedures for the purpose of expressing
our opinion on the financid statements and not to provide an opinion on the interna control over
financid reporting. Our condderation of the interna control over financid reporting would not
necessarily disclose dl matters in the interna control that might be materid wesknesses. A materia
weakness is a reportable condition in which the design or operation of one or more of the
internal control components does not reduce to a rdatively low leve the risk that misstatements
caused by eror or fraud in amounts that would be maerid in rdaion to the



The Honorable John G. Morgan
November 29, 2004
Page Two

financid statements being audited may occur and not be detected within atimely period by employeesin
the norma course of peforming their assgned functions. We noted no matters involving the internd
control over financia reporting and its operation that we consider to be material weaknesses.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Authority’ s financid datements are
free of materid misstatement, we performed tests of the Authority's compliance with certain provisons
of laws, regulations, and contracts (including the bond resolutions), noncompliance with which could
have a direct and material effect on the determination of financid Statement amounts. However,
providing an opinion on compliance with those provisons 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 or other matters that are required to be reported under Government Auditing
Sandards.

This report is intended solely for the information and use of the Generd Assembly of the State
of Tennessee, the board of directors, and management and is not intended to be and should not be used
by anyone other than these specified parties. However, thisreport is a matter of public record.

Sincerdy,

(R0 gy

Arthur A. Hayes, Jr., CPA,
Director

AAH/eb



STATE OF TENNESSEE

COMPTROLLER OF THE TREASURY
DEPARTMENT OF AUDIT
DIVISION OF STATE AUDIT

SUITE 1500
JAMES K. POLK STATE OFFICE BUILDING
NASHVILLE, TENNESSEE 37243-0264
PHONE (615) 401-7897
FAX (615) 532-2765

Independent Auditor’s Report

November 29, 2004

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

Nashville, Tennessee 37243

Dear Mr. Morgan:

We have audited the accompanying statements of net assets of the Tennessee State School
Bond Authority, a component unit of the State of Tennessee, as of June 30, 2004, and June 30, 2003,
and the related statements of revenues, expenses, and changesin net assets and cash flows for the years
then ended. These basic financid satements are the responghbility of the Authority’ s management. Our
responsibility is to express an opinion on these financiad statements, based on our audits.

We conducted our audits in accordance with auditing standards generdly accepted in
the United States of America and the standards gpplicable to financid audits contained in
Government Auditing Standards, issued by the Comptroller Generd of the United States. Those
standards require tha we plan and perform the audit to obtain reasonable assurance about
whether the finandd <tatements are free of materid missatement. An audit includes examining,
on a test bass evidence supporting the amounts and disclosures in the financid Satements. An
audit ds0 indudes assessng the accounting principles used and dgnificant estimates made by
management, as wdl as evduaing the ovedl finendd dSatement presentation. We bdieve that
our audits provide a reasonable basis for our opinion Tennessee dtatutes, in addition to audit
repongbilities, entrust certain other responghilities to the Comptroller of the Treasury. Those
respongbilities incdude serving as a member of the board of directors of the Tennessee State
School Bond Authority; approving accounting policies of the date as prepared by the state's
Depatment of Finance and Adminidration; gpproving certain Authority contracts, maintaining

10



The Honorable John G. Morgan
November 29, 2004
Page Two

the accounting records for the Tennessee State School Bond Authority; and providing support staff to
the Authority.

In our opinion, the financid statements referred to above present farly, in dl materid respects,
the financid pogtion of the Authority as of June 30, 2004, and June 30, 2003, and the changesin its
financid pogtion and cash flows for the years then ended in conformity with accounting principles
generdly accepted in the United States of America.

The management’ s discussion and analysis on pages 12 through 18 is not a required part of the
badc financid statements but is supplementary information required by accounting principles generaly
accepted in the United States of America. We have applied certain limited procedures, which consisted
principaly of inquiries of management regarding the methods of measurement and presentation of the
required supplementary information. However, we did not audit the information and express no opinion
onit.

Our audits were conducted for the purpose of forming an opinion on the basic financia
statements, taken as a whole. The accompanying financid information on pages 38 through 40 is
presented for purposes of additiona andysis and is not a required part of the basic financid statements.
Such information has been subjected to the auditing procedures gpplied in the audits of the basic
financid gtatements and, in our opinion, is farly sated in dl materid respects in relaion to the basic
financid statementstaken asawhole.

In accordance with Government Auditing Standards, we have aso issued our report dated
November 29, 2004, on our condderation of the Authority's internd control over financid reporting
and on our tests of its compliance with certain provisons of laws, regulations, and contracts (induding
bond resolutions). The purpose of that report is to describe the scope of our testing of interna control
over financid reporting and compliance and the results of that testing, and not to provide an opinion on
the internd control over financid reporting or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards and should be read in conjunction
with this report in considering the results of our audit.

Sincerdy,
Arthur A. Hayes, Jr., CPA,

Director
AAH/eb
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M anagement’ s Discussion and Analysis

As management of the Tennessee State School Bond Authority (the “Authority”), we offer readers of the
Authority’s financial statements this narrative overview and analysis of the financial activities of the Authority for
the fiscal year ended June 30, 2004. These activities are compared to the results of the fiscal years ended June 30,
2003, and 2002.

Program Activity Highlights

The Authority’s purpose is to provide loans to the State’s higher education institutions and to local education
agenciesfor the Qualified Zone Academy Bonds (“QZABS"). Thetablesbelow summarize this business activity.

Higher Education Facilities Programs
2004 2003 2002
Number of institutions with outstanding loans 14 14 12
Total number of outstanding loans 208 200 192
Balance of outstanding loans $ 477,867,414 $ 454,172,896 $ 416,263,828
Number of loans approved in fiscal year 20 15 10
Dollar value of loans approved in fiscal year $ 113,686,550 $ 82,014,000 $ 56,815,000
Dollar value of loans approved in fiscal year - unfunded $ 109,417,744 $ 76,770,858 $ 55,358,652
Dollar value of loansissued in fiscal year $ 46,155,418 $ 58,677,534 $ 56,609,920
Bondsissued in fiscal year $ 165,770,000 $ - $ 119,135,000
Commercial paper issued in fiscal year $ 39,000,000 $ 42,300,000 $ 33,100,000

Qualified Zone Academy Bond Program

2004 2003 2002
Number of LEAs with outstanding loans 10 9 9
Total number of outstanding loans 12 10 10
Balance of outstanding loans $ 17375137 $ 13555514 $ 9,484,761
Number of loans approved in fiscal year 2 - 3
Dollar value of loans approved in fisca year $ 2445000 $ - $ 11,330,000
Dollar value of loans approved in fiscal year - unfunded $ 1732093 $ - $ 10,588,577
Dollar value of loansissued in fiscal year $ 5205991 $ 5383748 $ 4,646,695
Bondsissued in fiscal year $ 2445000 $ - $ 11,330,000

The financial statements and the analysis provided in the remainder of this report reflect the financial results of this
activity. For more specific financial information on long-term debt activity, see Note 5, Debt Payable, in the Notes to
the Financial Statements.

12



Debt Administration

Pursuant to Section 49-3-1201 et seq., Tennessee Code Annotated, the General Assembly of the State created the
Tennessee State School Bond Authority to issue bonds and notes to fund capital projects for the higher education
institutions including both four-year institutions and two-year community colleges as well asto issue the QZABs on
behalf of local education agencies throughout the State.

Higher Education Facilities Programs. An analysis of the financial feasibility of each loan application is undertaken
before it is approved by the Authority. Each higher education system (the University of Tennessee and the
Tennessee Board of Regents) must include in its annual budget sufficient funds to repay total debt service. This
pledge is a gross revenue pledge of the institution and its system. The Authority is also authorized by statute to
intercept the state appropriation to that institution and system if the institution fails to make timely debt service
paymentsto the Authority.

Under the financing program for higher education institutions, a project is generally funded through the Authority’s
commercial paper program during its construction phase. When projects totaling $50 million or greater are completed
or near completion, the Authority fixes the interest rate for the term of the project by issuing long-term debt.
Commercia paper interest rates ranged from 0.75% to 1.28% during the fiscal year 2004, 0.85% to 1.85% in fiscal year
2003 and 1.2% to 3.0% in fiscal year 2002. These rates were a function of the term of the commercia paper and a
volatile capital market.

Liquidity for the commercial paper program is provided by an Advance Agreement with Westdeutsche L andesbank.
The commitment fee is .195% paid quarterly in arrears. The Agreement expires on March 7, 2005. If the liquidity
facility is called upon, the Authority has ninety daysto repay the advance from the facility. Should the Authority fail
to repay the loan within the ninety-day period, the loan converts to aterm loan with the bank with four semi-annual
payments. Thus, the commercial paper isreported as along-term liability.

Interest rates on the higher educational facilities long-term fixed-rate bonds range from a low of 1.30% to a high of
7.75%. By pooling the financing of their capital needs, management believes that economic efficiencies of asingle
large borrowing administered by one agency were achieved. The creditworthiness of both large and small
institutions is homogenized into one credit resulting in alower cost of borrowing and providing a more equitable cost
to students who repay the debt through their student debt service fees throughout the state. Additional benefits
accrue to the higher education institutions and the two systems by having one point of debt issuance and
administration for the entire state rather than multiple administrative offices.

Higher Education Facilities Programs
Balance of Outstanding L oans by Fiscal Y ear

250,000,000 - 9
200,000,000 -/_
150,000,000 -/_
100,000,000 -/_
50,000,000 -/
) 2004 2003 2002
O University of Tennessee B Tennessee Board of Regents
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Higher Education Facilities Programs
Dollar Value of Loans Approved by Fiscal Y ear
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Higher Education Facilities Programs
Dollar Value of Loans Issued by Fiscal Year
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The Authority’s higher education facilities program is rated AA, Aa3, and AA- by Fitch, Moody’s Investors Service
and Standard & Poor’s Rating Group, respectively. Fitch comments that the rating reflects the broad coverage
provided by higher education fees and charges, the provision to intercept state appropriations and the State's
intrinsic role in the Authority and its financings as the reason for the AA rating. Moody’s mentions that the rating
of Aa3 reflects a strong demand for the state’ s educational institutions, support derived from the state’ s high rating,
and the structural provisions of the program. Standard & Poor’s cites the broad pledge of fees and revenue, the
intercept of the state appropriation and the underlying strong operating support as reasons for the AA- rating.

Qualified Zone Academy Bond Program. The QZAB program isacapital financing program originally authorized by
the federal government under the Taxpayer Relief Act of 1997, Section 227(a). A QZAB is ataxable bond issued by
the State, whose proceeds are used to finance certain eligible public schools' renovation projects and equipment
purc hases. During the time the bond is outstanding, an eligible holder of a QZAB is generaly alowed
annual federal income tax credits in lieu of receiving periodic interest payments from the issuer. These credits
compensate the holder for lending money to the borrower and function as payments of interest on the bonds. The
Tennessee Department of Education distributes the application for a QZAB allocation to all local education agencies
in the State. The Department recommends those projects that best meet the requirements of the program to the
Authority for funding.

14



Thelocal education agencies and the city or county supporting the agency must provide a general obligation pledge
to the Authority for the repayment of itsloans. The Authority is authorized to intercept the local community’s state-
shared taxes, should the local education agency/local government fail to repay itsloan timely.

QZAB LoansApproved - Inception to Date

/$10,321,244 Memphis City Schools

v — $413,697 Kingsport City Schools
$2,585,603 Knox County Schools

$51 712 Lincoln County Schools

Scott County Schools $5,171,206

Rhea County Schools $930,817 —/
Unicoi County Schools $1,551, 3627

Humboldt City Schools $2,207, 628
Hamilton County Schools $1,361, 000 $2 470,731 Montgomery County Schools

Overview of the Financial Statements

The Authority is a discretely presented component unit of the State of Tennessee and uses proprietary fund
accounting. The financial statements are prepared in conformity with accounting principles generally accepted in the
United States of America using the accrual basis of accounting and the flow of economic resources measurement
focus. This basis recognizes revenues when earned and expenses at the time liabilities are incurred. Using the
economic resources measurement focus, a reader is presented information that allows him to determine the
transactions and events that have increased or decreased the total economic resources for the period.

This discussion and analysis is intended to serve as an introduction to the Authority’s basic financial statements.

The Authority’ s basic financial statements comprise two components. 1) the basic financial statements and 2) notes
to the financial statements. The basic financial statements consist of the Statement of Net Assets, Statement of

Revenues, Expenses and Changes in Net Assets, and the Statement of Cash Flows.

The Statements of Net Assets depict the Authority’s financial position at June 30, 2004, and June 30, 2003. The
Statements of Revenues, Expenses and Changes in Net Assets show the results of operations and the change in net
assets for the years presented. The Statements of Cash Flows summarize the sources and uses of cash for the fiscal
years presented. These statements are accompanied by notes to the financial statements that provide information
that is essential to the reader’ s understanding of the financial statements. The Authority’s basic financial statements
are followed by supplementary information containing the financial statement information at the program level.

Financial Analysis of the Authority

Standard indicators of financial success are not applicable to the Authority. The financial goal of the Authority isto
provide timely access to the capital markets for qualified educational institutions at the lowest possible cost. The
Authority successfully achieved this goal. The Authority frequently entered the short-term market with great
success. Likewise, when long-term debt was sold in 2004, at competitive sale, seven syndicates placed bids. There
were no incidents requiring the Authority to draw from the debt service reserve fund or refuse a loan from an
applicant due to the inability to obtain capital funding.
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Statements of Net Assets Summary
(in thousands)
2004 2003 2002
Current assets $ 86,801 $ 54,377 $ 83019
Noncurrent assets 493,461 463,491 421,518
Total assets 580,262 517,868 504,537
Current liabilities 27,529 32,081 27,032
Noncurrent liabilities 546,553 479,617 469,554
Total liabilities 574,082 511,698 496,586
Net assets (unrestricted) $ 6,180 $ 6,170 $ 7,91
Note: The Authority owns no capital assets.

Current assets include approximately $51,233,000 of unexpended bond proceeds and commercia paper at June 30,
2004 that will fund approved loans, as compared to approximately $14,508,000 at June 30, 2003 and approximately
$46,292,000 in the fiscal year 2002. During the year ended June 30, 2004, the Authority issued $165,770,000 in Higher
Education Facilities Second Program Bonds of which $67,965,000 was used to refund a portion of the 1987 and 1996A
bonds that resulted in net present value savings of $4,044,540. Qualified Zone Academy Bonds also issued
$2,445,000 during the year ended June 30, 2004. However, during the year ended June 30, 2003, the Authority did not
issue any new long-term debt. Principal payments were made onthe long-term bonds in the amount of $22,911,000in
2004; $22,520,000 in 2003; and $20,218,000 in 2002. During 2004 the Authority issued $39,000,000 in new commercial
paper and redeemed $53,591,000 as compared to $42,300,000 of new issuances of commercia paper and the
redemption of $9,310,000 during 2003 and $33,100,000 of new issuances of commercial paper and the redemption of
$79,620,000 during 2002.

The net assets are available to fund operations and other expenses necessary to meet the goals of the Authority.
During the year ending June 30, 2004, net assets did not significantly change. The Authority elected to reduce net
assets for the year ended June 30, 2003 by increasing its subsidy to borrowers and continuing to absorb certain
administrative @sts associated with bonded indebtedness of the higher education facilities program rather than
passing those costs to the borrowers of the higher education facilities program.

Statements of Revenues, Expenses, and
Changesin Net Assets Summary
(in thousands)

2004 2003 2002

Operating Revenues

Revenue from loans $ 22,956 $ 24,927 $ 21,553

Investment earnings 423 781 1,056
Total operating revenue 23,379 25,708 22,609
Operating Expenses

Interest expense 22,273 24,445 21,165

Subsidy to borrowers 340 2,382 811

Other expenses 756 662 709
Total operating expenses 23,369 27,489 22,685

Operating income (10ss)
and change in net assets $ 10 $ (1,781) $ (79

Note: The Authority has no non-operating revenues or expenses.
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The Authority’s operating expenses are supported by revenue from loans in the form of administrative fees, interest
on loans and investment income earned on cash. Operating expenses include interest expense on outstanding bonds
and commercia paper, administrative expenses, and the amortization of bond sts of issuance. The Authority
elected to return the investment income that it earns on funds held by the Trustee and interest earned on unspent
bond proceeds as a subsidy to its borrowers in the higher education facilities program. During 2003, the Authority
had elected to provide an additional $1.7 million in subsidy to its borrowers from its unrestricted net assets.

Pursuant to the bond resolution for the QZABs, Sinking Fund payments are invested in the Local Government
Investment Pool (the “LGIP"). LGIP rates for 2004 ranged from 1.03% to 1.12%. Investment earnings related to the
QZAB program are held by the Authority for the benefit of the local education agencies and credited to their
individual loans annually.

The increase in operating income and change in net assets between the fiscal years 2004 and 2003 was affected by
the savings from the 2004 refunding bond issuance, decrease in the amount given in subsidy to the Authority’s
borrowers, and from a stabilizing market. The decrease in the operating income and change in net assets between the
fiscal years 2003 and 2002 was most affected by the additional subsidy given to its borrowers in 2003 and by a
decrease in investment earnings in 2002. The investment earnings are a function of prevailing market interest rates
and the daily invested balance.

Economic and Demogr aphic Factor s Affecting Futur e Financing Activities

Higher Education Facilities Programs. As Tennessee enters an economic era that emphasizes the human capital
potential of its citizens rather than physical capital and natural resources, higher education must be positioned to
serve the broader-based need for access to post-secondary education. A host of policy and environmental factors
influence both demands for access and the means through which this demand will be met. These factorsinclude:

The advent of the Tennessee Education Lottery Scholarship program has allowed more Tennesseans to
attend college. In Fall 2004, over forty thousand students received such scholarships. Experience in states
with similar programs indicates that Tennessee must re-examine its structural delivery of undergraduate
education including the availability of facilities where learning occurs.

Tennessee will experience sustained enrollment growth throughout the remainder of the decade as a result
of the baby-boom echo. According to the Southern Regional Education Board, the number of high school
graduates in the state of Tennessee will increase by more than 4000 students through the end of this
decade. We anticipate that many of these students will matriculate through Tennessee’ s higher education
system.

The demographic composition of the state is changing dramatically and higher education must position
itself to serve the needs of an increasingly diverse populace.

In the Knowledge Economy, the importance of receiving training beyond high school is significant. Presently, 19.6
percent of Tennesseans age 25 and older hold a college degree, compared to the national average of 25.2 percent. In
order to reach the average educational attainment levels of our border-states, Tennessee would need to create more
than 181,500 new college graduates overnight. Furthermore, the percentage of adults in the state with an associate
degree or some college in 2000 was 27.1 percent, in comparison with the national average of 29.6 percent. The
availability of new and/or improved learning facilities near work and home will have a major impact on the State's
success in achieving these goals.

Qualified Zone Academy Bond Program. As of June 30, 2004, the QZAB program had unused allocations totaling
$17,695,000. Subsequent to the year ended June 30, 2004, the Authority issued QZAB bonds in the amount of
$12,600,000, dated November 24, 2004. The 2004 allocation made by the federal government to the Tennessee QZAB
program totaled $9,182,000.
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The State has two years after the annual allocations are made by the federal government to issue bonds or the
alocations are forfeited. As of November 29, 2004 the total unused allocation was $14,277,000, which consisted of
$5,095,000 expiring on December 31, 2005 and $9,182,000 expiring on December 31, 2006. The Authority staff along
with the staff of the State Department of Education encourages local education authorities, cities and countiesto take
advantage of these tax-freeloans.

Contacting the Authority’s M anagement Team

This discussion and analysis is designed to provide our citizens, education agencies, investors and creditors with a
general overview of the Authority’s finances and to demonstrate its accountability for the moniesit receives. If you
have questions about this report or need additional financial information, contact the Director of Bond Finance, State
of Tennessee, Suite 1600, James K. Polk Building, Nashville, Tennessee 37243-0273 or visit our website at
www.comptroller.state.tn.us/cpdivbf.htm.
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TENNESSEE STATE SCHOOL BOND AUTHORITY

STATEMENTS OF NET ASSETS
JUNE 30, 2004, AND JUNE 30, 2003

Exhibit A

(Expressed in Thousands)

ASSETS
Current assets:
Cash (Note 2)
Cash with fiscal agent (Note 2)
Investments with fiscal agent (Note 2)
Loansreceivable (Note 3)
Interest receivable (Note 3)
Receivables for administrative fees (Note 3)

Total current assets

Noncurrent assets:
Restricted cash (Notes 2 and 4)
Restricted investments (Notes 2 and 4)
Loansreceivable (Note 3)
Deferred charges

Total noncurrent assets
Total assets

LIABILITIES
Current liabilities:
Dueto higher education institutions
Dueto local education authorities
Accrued interest payable
Deferred revenue (Note 6)
Bonds payable (Note5)

Total current liabilities

Noncurrent liabilities:
Deferred revenue (Note 6)
Commercial paper payable (Note 5)
Bonds payable (Note5)

Tota noncurrent liabilities
Total liabilities

NET ASSETS
Unrestricted

The notesto the financial statements are an integral part of this statement.
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June 30, 2004 June 30, 2003
$ 58,222 $ 25,567
1 2
5 5
24,178 24,893
4,024 3,645
371 265
86,801 54,377
5,299 3,878
11,601 12,968
471,065 442,836
5,496 3,809
493,461 463,491
580,262 517,868
- 4,104
- 87
4,176 3,707
933 611
22,420 23,572
27,529 32,081
9,432 6,633
32,156 46,747
504,965 426,237
546,553 479,617
574,082 511,698
$ 6,180 $ 6,170




Exhibit B
TENNESSEE STATE SCHOOL BOND AUTHORITY
STATEMENTS OF REVENUES, EXPENSES, AND
CHANGESIN NET ASSETS
FOR THE YEARS ENDED JUNE 30, 2004, AND JUNE 30, 2003

(Expressed in Thousands)

Y ear Ended Y ear Ended
June 30, 2004 June 30, 2003
OPERATING REVENUES
Revenue from loans $ 22,956 $ 24,927
Investment earnings 423 781
Total operating revenues 23,379 25,708
OPERATING EXPENSES
Interest expense-commercial paper 515 353
Interest expense-bonds 21,758 24,092
Subsidy to borrowers 340 2,382
Administrative expense 527 457
Amortization of bond issuance costs 229 205
Total operating expenses 23,369 27,489
Operating income (loss) and change in net assets 10 (1,781)
Net assets, July 1 6,170 7,951
Net assets, June 30 $ 6,180 $ 6,170

The notes to the financial statements are an integral part of this statement.
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Exhibit C
TENNESSEE STATE SCHOOL BOND AUTHORITY
STATEMENTS OF CASH FLOWS
FOR THE YEARS ENDED JUNE 30, 2004, AND JUNE 30, 2003

(Expressed in Thousands)

Y ear Ended Y ear Ended
June 30, 2004 June 30, 2003
CASH FLOWSFROM OPERATING ACTIVITIES
Receipts from borrowers for administrative fees $ 268 $ 349
Payment to suppliers (527) (457)
Receipts from borrowers to the interest rate reserve fund 183 171
Payments to borrowers from the interest rate reserve fund (30) (354)
Net cash used in operating activities (106) (291)
CASH FLOWSFROM NONCAPITAL FINANCING
ACTIVITIES
Proceeds from sale of bonds 101,527 -
Proceeds from sale of refunding bonds 70,377 -
Proceeds from sale of commercial paper 39,000 42,300
Bond issuance costs paid (526) -
Refunding bond proceeds placed in escrow (70,130) -
Principal paid - bonds and commercial paper (80,811) (31,830)
Interest paid - bonds and commercial paper (20,718) (23,410)
Subsidy to borrowers (255) (2,472)
Net cash provided by (used in) noncapital financing activities 38,464 (15,412)
CASH FLOWSFROM INVESTING ACTIVITIES
Purchases of investments (45,229) (29,597)
Proceeds from sales and maturities of investments 46,736 30,553
Interest received on investments 374 544
Loans issued (51,361) (64,061)
Collections of loan principal 24,526 27,414
Interest received on loans 20,671 23,287
Net cash used in investing activities (4,283) (11,860)
Net increase (decrease) in cash 34,075 (27,563)
Cash, July 1 29,447 57,010
Cash, June 30 $ 63,522 $ 29,447
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TENNESSEE STATE SCHOOL BOND AUTHORITY
STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED JUNE 30, 2004, AND JUNE 30, 2003

Exihibit C Cont.

(Expressed in Thousands)

Reconciliation of cash to the Statement of Net Assets:

Cash
Cash with fiscal agent
Restricted cash

Cash, June 30
Reconciliation of operating income (loss) to net
cash used in operating activities:

Operating income (l0ss)
Adjustments to reconcile operating income (10ss) to net cash
used in operating activities:
Amortization of bond issuance costs
Investment earnings
Interest expense
Subsidy to borrowers
Interest income from loans
Changesin assets and liaghilities:
(Increase) decrease in receivables for administrative fees
Increase (decrease) in deferred revenue

Total adjustments
Net cash used in operating activities
Noncash financing activities:

Accretion of capital appreciation bonds
Bond issuance costs

Total noncash financing activities

Noncash investing activities:

Net appreciation in value of investments reported at fair value

The notes to the financial statements are an integral part of this statement.
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Y ear Ended
June 30, 2004

Y ear Ended
June 30, 2003

$ 58,222 $ 25,567
1 2

5,299 3,878

$ 63,522 $ 29,447
$ 10 $ (1,781)
229 205

(423) (781)

22,273 24,445

340 2,382

(22,581) (24,656)

(106) 78

152 (183)

(116) 1,490

$ (106) $ (291)
$ 1,018 $ 1,129
(3,689) -

$ (2,671) $ 1,129
$ 8 $ 36




Tennessee State School Bond Authority
Notesto the Financial Statements
June 30, 2004, and June 30, 2003

NOTE1l. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Reporting Entity

The Tennessee State School Bond Authority (the Authority) was created to provide a
mechanism for financing capitd projects for the date's higher education inditutions. In
addition, during 1999, the Generd Assembly empowered the Authority to issue Qudified
Zone Academy Bonds (QZABs) for financing improvement projects to local education
agencies pursuant to the federa program authorized in the Taxpayer Relief Act of 1997.

The Authority is a component unit of the State of Tennessee (the State) and a separate lega
entity.  In accordance with the Governmental Accounting Standards Board's (GASB)
Statement No. 14, The Financial Reporting Entity, the Authority is discretely presented in
the Tennessee Comprehensive Annual Financial Report because the Authority’s board
congsts of date officias and, therefore, the dtate has the ability to affect the day-to-day
operations of the Authority.

Basis of Presentation

The accompanying financid dtatements have been prepared in conformity with accounting
principles generdly accepted in the United States of America as prescribed by the
Governmentd Accounting Standards Board. Private-sector standards of accounting and
financia reporting issued prior to December 1, 1989, generdly are followed in the financia
datements to the extent that those standards do not conflict with or contradict guidance of
the Governmenta Accounting Standards Board. The Authority has the option of following
subsequent private-sector guidance subject to this same limitation  The Authority has
elected not to follow subsequent private-sector guidance.

M easurement Focus and Basis of Accounting

The accompanying financid statements have been prepared using the accrud bass of
accounting and the flow of economic resources measurement focus. Under this bass,
revenues are recorded when earned and expenses are recorded a the time lidbilities are
incurred.

The Tennessee State School Bond Authority distinguishes operating revenues and expenses
from nonoperating items. Operating revenues and expenses generdly result from providing
sarvices and producing and delivering goods in comection with principd ongoing
operations. The Authority’s principa operation is to provide loans to higher educationd
fadlities Therefore, the Authority also recognizes income on invesments as operating
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)
June 30, 2004, and June 30, 2003

revenue. The Authority’s operating expenses include interest paid on borrowings, subsidies
to borrowers, bond issuance codts, arbitrage, and administrative expenses. Any revenues
and expenses not meeting this definition would be reported as nonoperating revenues and
expenses.

| nvestments
Investments are stated at fair value.

Amortized Amounts

A. Bond Issuance Cods. The Authority amortizes bond issuance costs using the Straight-
line method over the life of the bonds. Unamortized bond issuance costs are reported
as deferred charges.

B. Bond Discounts, Premiums, and Deferred Amount on Refundings. The Authority
amortizes bond discounts and premiums using the sraight-line method over the life of
the bonds. The deferred amount on refundings is amortized using the sraight-line
method over the remaining life of the old debt or the life of the new debt, whichever is
shorter. Bonds payable are reported net of the applicable unamortized bond discount
or premium and the unamortized deferred amount on refundings.

Amortization of bond discount, premium, and deferred amount on refundings is
reported with bond interest expense in the financid statements.

C. Accretion. The difference between the face amount of College Saver Bonds (capitdl
gppreciation bonds) and the public offering price is not treated as bond discount.
Capita gppreciation bonds are subject to redemption at prices which increase from the
initia public offering price to the face anount. The carrying amount of these bonds is
adjusted semi-annudly and a June 30 to reflect the increased liability, with a
corresponding charge to interest expense.

D. Deferred Revenue. When the Authority issues bonds to finance capitd projects, the par
amount of the bonds is adjusted by certain amounts (such as bond discount/premium,
underwriters fees, and other cogts of issuance) in order to arrive at the amount of bond
proceeds available for capitd expenditures. These amounts, discussed above, are
capitdized and amortized pursuant to accounting principles generadly accepted in the
United States of America. A similar Situation arises when accounting for the loans to the
higher education indtitutions and local education agencies. Because of the adjustments
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)
June 30, 2004, and June 30, 2003

mentioned above (discount, costs of issuance, etc.), the principa amount of the loan
differs from the actud amount of funds available for capitd expenditures. Because the
higher education inditutions and the local education agencies bear the cost of this
difference, it is carried on the balance sheet as deferred revenue and amortized on a
draght-line basis over the life of the related bond.

The Authority requires the higher education ingtitutions to contribute funds to the Interest
Rate Reserve Fund based on the amount of outstanding commercia paper. The
principd of the Interet Rate Reserve Fund is credited back to the inditution as
commercia paper is redeemed. The Interest Rate Reserve Fund is reported on the
balance sheet as deferred revenue and is not amortized.

NOTE 2. DEPOSITSAND INVESTMENTS

Under the generd bond resolutions of the Tennessee State School Bond Authority, the
funds of the Authority can be invested in obligations of the State or United States
government or obligations for which the principa and interest are guaranteed by the State or
United States government; obligations of the United States or its agencies under flexible
repurchase agreements which are fully collateralized by obligations of the United States or
obligations for which the timely payment of the principal and interest which are guaranteed
by the United States; the state investment pool; and any other investment authorized by the
date investment policy adopted by the state funding board pursuant to Tennessee Code
Annotated, Section 9-4-602.

Deposits

The Tennessee State School Bond Authority has cash on depost in the Pooled Investment
Fund administered by the State Treasurer. The fund's investment policy and custodid
credit risk are presented in the Tennessee Comprehensive Annual Financial Report for
the years ended June 30, 2004, and June 30, 2003. The report may be obtained by writing
to the Tennessee Department of Finance and Adminigration, Divison of Accounts, 14th
Foor William R. Snodgrass Tennessee Tower, 312 Eight Avenue North, Nashville,
Tennessee 37243-0298, or by caling (615) 741-2140.

The Authority’s deposits are hdd in a financid inditution, which participates in the bank
collatera pool administered by the State Treasurer. The securities pledged to protect these
accounts are pledged in the aggregate rather than againgt each individua account. The
members of the pool may be required by agreement to pay an assessment to cover any
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)
June 30, 2004, and June 30, 2003

NOTE 3.

deficiency. Under this additiond assessment agreement, public fund accounts covered by
the pool are considered to be insured for purposes of credit risk disclosure.

| nvestments

Investments are categorized to indicate the level of custodia risk assumed by the Authority
a year-end. Category 1 includesinvesmentsthat are insured or registered or for which the
securities are held by the Authority or its agent n the Authority’s name. Category 2
includes uninsured and unregistered investments for which the securities are held by the
counterparty’s trust department or agent in the Authority’s name. Category 3 includes
uninsured and unregistered investments for which the securities are held by the counterparty
or by itstrust department or agent but not in the Authority’s name.

Authority investments at June 30, 2004, are categorized below (expressed in thousands):

Category
1 2 3
Federad Home Loan Bank Discount Notes $ 11,606 $ - $ -

Authority investments at June 30, 2003, are categorized below (expressed in thousands):

Category
1 2 3
Federa Home Loan Bank Discount Notes 12,973 $ - $ -

L OANS RECEIVABLE

Higher Education Facilities Programs

The Authority has entered into financing agreements with both the Board of Trustees of the
University of Tennessee (the Board of Trustees) and the Tennessee Board of Regents of the
State Universty and Community College System of the State of Tennessee (the Tennessee
Board of Regents). The First Financing Agreement and the Second Financing Agreement
(the “Agreements’) are dated May 1, 1967, and November 1, 1997, respectively, as
amended. Under the Agreements, the Authority agrees to finance construction projects for
the Board of Trustees or the Tennessee Board of Regents.  Annud financing charges
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)
June 30, 2004, and June 30, 2003

NOTE 4.

NOTE 5.

payable under the Agreements must be sufficient to pay the debt obligations of the Authority
and the cogts of administering the programs.

Quialified Zone Academy Bonds Program

The Authority has entered into loan agreements with the loca education agencies for the
1999 QZABs, dated November 30, 1999, the 2001 QZABs dated December 18, 2001,
and the 2003 QZABs dated December 23, 2003. Under the agreements, the Authority
agrees to finance congtruction projects for the loca education agencies. On the annud date
of the agreements, the borrower makes an annua principa payment into a bond fund held
by the State Treasurer that will pay the bonds a maturity.

RESTRICTED ASETS

Cash and | nvestments

The first program bond resolution of the QZABs requires the establishment of a speciad trust
fund, the bond fund (or sinking fund) account. These accounts represent the funds set aside
to redeem the QZABs a maturity.

The Generd Higher Education Fecilities Bond Resolution (the First Program) requires that
an amount equa to the maximum annua dBbt service requirement be placed in a debt
sarvice reserve account with the trustee. Thefirg genera bond resolution is effective for dll
bonds issued prior to 1998.

The Higher Education Fecilities Second Program Generd Bond Resolution, effective for dl
bonds issued in 1998 and thereafter, permits the Authority to satisfy the debt service
reserve requirement by maintaining a Reserve Fund Credit Facility. The Authority obtained
a surety bond, congtituting a Reserve Fund Credit Facility under the Resolution, in lieu of
maintaining a debt service reserve fund for the 1998 Series A, B, C, and D; 2000 Series A
and B; 2002 Series A; and 2004 Series A, B, and C Bonds.

DEBT PAYABLE

Higher Education Facilities Programs

A. Bonds. The bonds issued under the Firs and Second Program Higher Education
Facilities Bond Resolutions condtitute specia obligations of the Authority. The Firgt
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)
June 30, 2004, and June 30, 2003

Program, which commenced in 1967, is no longer utilized, but any payments by the
Boards thereunder will be superior to the Boards payments under the Second Program
Higher Education Facilities Bond Resolution. The principd, Sinking Fund Instalments,
if any, and Redemption Price of and interest on the bonds are payable solely from the
Annud Financing Charges, Legiddive Appropriations, and other moneys and securities
held or set aside under the Resolutions.

B. Commercid Paper. Commercia paper congtitutes a specia obligation of the Authority.
Principd of and interest on the commercid paper is payable from the following sources.
(i) asto principa only, the proceeds of the sdle of commercid paper issued to pay the
principd of other outstanding commercia paper, (ii) the proceeds of draws on the
Liquidity Facility, (iii) avaladle revenues, (iv) the moneys and securities (if any) on
deposit in the Reimbursement Fund and in the Debt Service Fund, (v) the moneys and
securities (if any) on deposit in the Project Construction Account for such projects, and
(vi) the proceeds of bonds or notes issued to make such payments.

Qualified Zone Academy Bonds Program

On September 9, 1999, the Authority adopted a Qudified Zone Academy Bond Resolution
authorizing the issuance of Qualified Zone Academy Bonds to loca education agencies for
the purpose of financing eigible cods of certain projects. The State Department of
Education recommends the projects to the Authority that should be funded under the
QZABs program. The Taxpayer Rdief Act of 1997 provided this financid tool whereby
interest on QZABs is paid by the federd government in the form of an annud tax credit to
the financid inditutions that hold the QZABs. The bonds are secured soldly by the
payments made by the borrowers under the Loan Agreements, including amounts collected
from unobligated date-shared taxes n the event of non-payment by the local education
agencies and by certain funds held under the Qualified Zone Academy Bond Resolution.
The Authority has no taxing power. Furthermore, the State of Tennessee shdl not be ligble
on the bonds and the bonds shal not be a debt of the State of Tennessee.
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)
June 30, 2004, and June 30, 2003

Changes in debt payable for the year ended June 30, 2004, and 2003, are as follows

(expressed in thousands):

Commercia paper

Bonds payable

Less: unamortized bond
discount/premium

Less: unamortized deferred
amount on refundings

Total bonds payable

Commercia paper

Bonds payable

Less: unamortized bond
discount/premium

Less: unamortized deferred
amount on refundings

Tota bonds payable

Baance Balance
June 30, 2003 Additions Deletions June 30, 2004

$ 46,747 $ 39,000 $ 53591 $ 32,156

$ 452305 $ 169233 $ 90,326 $ 531,212
(213) 5,374 (390) 5,551

(2,283)  (7,331) (236) (9,378)

$ 449809 $ 167276 $ 89,700 $ 527,385

Balance Balance
July 1, 2002 Additions Deletions June 30, 2003

$ 13,757 $ 42300 $ 9310 $ 46,747

$ 47369 $ 1,129 $ 22520 $ 452,305
(124) - 89 (213)

(2,436) - (153) (2,283)

$ 471136 $ 1,129 $ 22456 $ 449,809

Additions to bonds payable include accretion of interest in the amount of $1,018 in 2004

and $1,129 in 2003,
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Tennessee State School Bond Authority
Notesto the Financial Statements (Cont.)

June 30, 2004, and June 30, 2003

Bonds and commercia paper payable at June 30, 2004, and June 30, 2003, are as follows

(expressed in thousands):

Bonds Payable:

1967 Series A a an interest rate of 4.10%
maturing to 2007 were caled on May 1, 2004
(origind par - $43,800)

1976 Series B a an interest rate of 3.0%
maturing to 2011 (origind par - $6,037)

1987 Refunding Series A at an interest rate of
4% maturing in 2012 were cdled on May 1,
2004 (origind par — $70,686)

1989 College Saver Bonds with yidlds of 6.8%
to 6.9% maturing to 2010 (at accreted value);
(origind principd - $21,935)

1996 Series A at an interest rate of 6.0%
maturing to 2006 (origind par - $102,710); see
additiond disclosures regarding the 2004
advance refunding

1996 Refunding Series B at interest rates from
5.0% to 6.0% maturing to 2011 (origind par -
$55,300)

1996 Refunding Series C at interest rates from
5.375% to 6.0% maturing to 2020 (origind -
par $4,045)

1998 Series A at interest rates from 4.30% to
500% maturing to 2028 (origind pa -
$54,865)

1998 Series B (Taxable) at interest rates from
5.80% to 6.70% maturing to 2028 (origind -
par $15,460)

1998 Refunding Series C a interest rates from
4.20% to 5.00% maturing to 2014 (origind par

30

June 30, 2004

June 30, 2003

1,366

13,311

5475

8,355

4,045

48,365

14,265

14,375

3,450

1,607

1,170

15,053

71,140

9,370

4,045

49,780

14,555

20,225
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- $48,735)

1998 Refunding Series D a interest rates from
4.00% to 4.85% maturing to 2021 (origina par
- $33,540)

2000 Series A a interest rates from 4.60% to
5625% maturing to 2030 (origind par -
$70,680)

2000 Series B a interest rates from 6.70% to
7.75% mauring to 2020 (origind par -
$33,730)

2002 Series A a interest rates from 4.50% to
525% maturing to 2032 (origind par -
$119,135)

2004 Series A a interest rates from 2.00% to
450% maturing to 2026 (origind par -
$67,965)

2004 Series B a interest rates from 2.00% to
450% maturing to 2034 (origind par -
$60,575)

2004 Series C at nterest rates from 1.30% to
550% maturing to 2034 (origind par -
$37,230)

Qudified Zone Academy Bonds non-interest
bearing maturing in 2011 (origind par -
$13,290)

Qudified Zone Academy Bonds non-interest
bearing maturing in 2015 (origind par -
$11,330)

Qudified Zone Academy Bonds non-interest
bearing mauring in 2018 (origind par -
$2,445)

Total Par Amount of Bonds Payable
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June 30, 2004  June 30, 2003
22,400 24,115
65,150 66,830
28,240 30,095

113,030 116,250
67,965 -
60,575 -
37,230 -
13,290 13,290
11,330 11,330

2,445 -
531,212 452,305
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June 30, 2004 June 30, 2003
Plus Unamortized Premium/Less Unamortized

Discount 5,551 (213)
Bonds Payable Net of Unamortized Premiumy/

Discount 536,763 452,092
Less Deferred Amount on Refundings (9,378) (2,283)
Net Bonds Payable $ 527,385 $ 449,809
Commercid paper, a varied interest rates from

0.75%1t01.28 % $ 32,156 $ 46,747

Debt service requirements to maturity of the bonds payable at June 30, 2004, are as follows

(expressed in thousands):

For the Y ear(s)

Ending June 30  Principal | nterest Total
2005 $ 21,205 $ 26191 $ 47,396
2006 20,756 24,622 45,378
2007 21,065 23,786 44,851
2008 21,863 23,031 44,894
2009 22,726 22,202 44,928

2010-2014 118,673 88,140 206,813
2015-2019 112,085 61,775 173,860
2020-2024 91,458 38,425 129,883
2025-2029 66,642 18,378 85,020
2030-2034 31,971 3,871 35,842

$ 528,444 $ 330,421 $ 858,865

The above principa for bonds is more than that presented on the accompanying financid
gtatements by $1.059 million. Of this amount, $8.319 million represents accretion to date
on the unmatured portion of the 1989 College Saver Bonds. This accretion has been

reported as bond principd in the accompanying financid satements.

In the debt service

schedule above, however, it has been reported as interest in the years (2005-2010) in
which the bonds mature. The $1.059 million adso includes $9.378 million, representing the
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deferred amount on bond refundings. This amount is presented as a deduction from bonds
payable in the accompanying financid statements but is not reflected in the debt service
schedule above.

The Authority may issue taxable and/or tax-exempt bonds. Proceeds for the tax-exempt
bonds issued after September 1, 1986, are subject to the 1986 Tax Reform Act. The
Authority invests, records, and reports these proceeds in the manner set forth by the U.S.
Treasury and Internd Revenue Service to maintain he tax-exempt status of the bonds.
Arbitrage ligbilities, when applicable, are reported as a current accrued liability. At June 30,
2004, and 2003, the Authority did not have aligbility for arbitrage.

On December 23, 2003, the Authority issued $2,445,000 of Qudified Zone Academy
Bonds (QZABS) to finance improvement loans for qualifying primary and secondary (K-12)
schools in the state. The bonds are part of afedera government program administered by
the Tennessee Department of Education in which afederd tax credit isgiven to investorsin
lieu of interest on the bonds. On each December 23, the 2003 QZAB borrowers make
annud principa payment into a bond fund held by the State Treasurer to pay the bonds at
maturity on December 23, 2018.

On March 25, 2004, the Authority issued three new series of bonds, 2004 Series A, B, and
C. The 2004 Series A tax-exempt bond proceeds in the amount of $67,965,000 aong
with $963,296 in debt service reserves, $3,422,774 from borrower prepayment, and
$10,483 of equity contribution went to redeem the remaining $3,450,000 principd of the
1967 Series A bonds, patidly redeem and partidly current refund $1,170,000 of
outstanding 1987 Refunding Series A bonds, and advance refund $62,795,000 aggregate
principad amount of the 1996 Series A bonds. The funds provided for the advance
refunding were placed in an irrevocable trust to pay interest on the 1996 Series A bonds
until May 1, 2006, a& which time the bonds will be redeemed. The refunding resulted in a
difference between the reacquisition price and the net carrying amount of the old debt of
$7,310,081 on the advance refunding and $20,344 on the current refunding. Thisamount is
reported as a deduction from bonds payable and is being charged to operations through the
year 2026. The refunding resulted in a reduction of totd debt service payments of
$6,027,725 over the next 22 years and an economic gain (difference between the present
vaues of the old and new debt service payments) of $1,661,465. The 2004 Series B tax-
exempt bonds in the amount of $60,575,000 were issued to redeem $42,415,000 of the
Authority’s tax-exempt commercia paper, and the 2004 Series C taxable bonds in the
amount of $37,230,000 were issued to redeem $8,980,000 of the Authority’s taxable
commercid paper. The balance of the proceeds was used to pay for new congtruction
projects and various cogts of issuance.
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Prior-Year Defeasance of Debt

In prior years, certain Authority bonds were defeased by placing the proceeds of new
bonds in irrevocable trusts to provide for al future debt service on the old bonds.
Accordingly, the trust account assets and the liability for the defeased bonds are not
included in the Authority’s financia statements. On June 30, 2004, $38,390,000 of bonds
outstanding is considered defeased.

Commercial Paper Program

The Tennessee State School Bond Authority issues short-term debt to finance certain
capitd projects for the State of Tennessee's higher education ingitutions.  The maximum
principa to be issued by the Authority is $150,000,000. Commercid paper may be issued
as tax-exempt or as taxable. At the program’s inception, commercia paper refinanced
certain outstanding bond anticipation note indebtedness that the Authority had previoudy
issued to finance capita projects. The commercid paper deder is JP. Morgan & Co. At
June 30, 2004, $30,836,000 of tax-exempt commercial paper and $1,320,000 of taxable
commercia paper was outstanding. At June 30, 2003, $39,447,000 of tax-exempt
commercia paper and $7,300,000 of taxable commercia paper was outstanding.

The maturity of the paper may not exceed 270 days, and the maximum interest rate may not
exceed 12%. Upon maturity, the paper is remarketed by the commercial paper deder,
redeemed, or extinguished with long-term debt. Interest on commercia paper is a varied
rates, ranging from 0.75% to 1.28% during the fiscd year. Interest is payable upon
meaturity.

The commercid paper liquidity provider, under an Advance Agreement, is Westdeutsche
Landesbank Girozentrale, New York branch and expires March 7, 2005. The tota
available commitment is $152,250,000. The obligation of Westdeutsche Landesbank
Girozentrde is to purchase unremarketed commercid paper. In the event the liquidity
facility is cdled upon, the Authority has ninety days to repay the advance from the facility.
Should the Authority fail to repay the loan within the ninety-day period, it convertsto aterm
loan with four semi-annua payments. In accordance with Financid Accounting Standards
Board Statement No. 6, Classification of Short-Term Obligations Expected to Be
Refinanced, this agreement meets the criteria of a financing agreement, thus, the commercid
paper payableis classfied as along-term liability.
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NOTE 6. DEFERRED REVENUE

Changes in deferred revenue for the year ended June 30, 2004, and 2003, are as follows
(expressed in thousands):

Balance Balance
July 1,2003  Additions Deletions  June 30, 2004

Interest ratereservefund  $ 210 $ 183 $ 30 $ 363
Other deferred revenue 7,034 3,936 968 10,002

Total deferred revenue $ 7244 $ 4,119 $ 998 $ 10,365

Balance Balance
July 1, 2002  Additions Deletions June 30, 2003

Interest ratereservefund  $ 393 $ 171 $ 34 $ 210
Other deferred revenue 7,434 - 400 7,034

Total deferred revenue $ 7,827 $ 171 $ 754 $ 7,244

Deferred revenue at June 30, 2004, and June 30, 2003, is as follows (expressed in

thousands):
June 30, June 30,
2004 2003

Interest Rate Reserve Fund $ 363 $ 210
Difference in bond proceeds avalable for cepita

expenditure and the par vdue of bonds to be

repaid-adjustments for discount/premium,

underwriters fees, and other costs of issuance:
1996 Series A bonds; amortized through 2026 - 540
1996 Series B bonds; amortized through 2011 315 360
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June 30, June 30,
2004 2003

1996 Series C bonds, which was a cross-over

refunding of the 1989 Current Interest Bonds,

amortized through 2020 124 132
1998 Series A bonds; amortized through 2028 552 575
1998 Series B bonds; amortized through 2028 179 187
1998 Series C bonds, amortized through 2014 192 212
1998 Series D bonds, which was an advance

refunding of the 1992 Series A bonds, amortized

through 2021 2,358 2,498
1999 Qudified Zone Academy Bonds amortized

through 2012 272 309
2000 Series A bonds; amortized through 2030 807 839
2000 Series B bonds; amortized through 2020 187 199
2001 Qudified Zone Academy Bonds, amortized

through 2015 241 262
2002 Series A bonds; amortized through 2032 890 921
2003 Qudified Zone Academy Bonds, amortized 117 )

through 2018
2004 Series A bonds; amortized through 2026 4,803 -
2004 Series B bonds, amortized through 2034 (1,516) -
2004 Series C bonds; amortized through 2034 481 -
Totd $ 10,365 $ 7,244

NOTE 7. SUBSEQUENT EVENTS

On November 29, 2004, the Authority had outstanding $42,332,000 in tax-exempt
commercid paper and $1,320,000 in taxable commercia paper. Between June 30, 2004,
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and November 29, 2004, the Authority has issued $13,000,000 in commerciad paper to
pay construction expenditures.

On November 24, 2004, the Authority issued $12,600,000 of Qudified Zone Academy
Bonds.
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TENNESSEE STATE SCHOOL BOND AUTHORITY

SUPPLEMENTARY STATEMENTS OF NET ASSETS - PROGRAM LEVEL

JUNE 30, 2004, AND JUNE 30, 2003

ASSETS

Current assets:
Cash
Cash with fiscal agent
Investments with fiscal agent
Loans receivable
Interest receivable
Receivables for administrative fees

Total current assets

Noncurrent assets:
Restricted cash
Restricted investments
Loans receivable
Deferred charges

Total noncurrent assets

Total assets

LIABILITIES

Current liabilities:
Due to higher education ingtitutions
Dueto local education authorities
Accrued interest payable
Deferred revenue
Bonds payable

Total current liabilities

Noncurrent liabilities:
Deferred revenue
Commercial paper payable
Bonds payable

Total noncurrent liabilities

Total ligbilities

NET ASSETS
Unrestricted

(Expressed in Thousands)

June 30, 2004 June 30, 2003
Higher Education Qualified Zone Higher Education Qualified Zone
Facilities Academy Bonds Facilities Academy Bonds
Program Program Total Program Program Total
$ 53,755 $ 4,467 $ 58,222 $ 18,251 $ 7,316 25,567
1 - 1 2 - 2
5 - 5 5 - 5
22,420 1,758 24,178 23,571 1,322 24,893
4,024 - 4,024 3,645 - 3,645
366 5 371 260 5 265
80,571 6,230 86,801 45,734 8,643 54,377
- 5,299 5,299 - 3,878 3,878
11,601 - 11,601 12,968 - 12,968
455,448 15,617 471,065 430,602 12,234 442,836
5,030 466 5,496 3,369 440 3,809
472,079 21,382 493,461 446,939 16,552 463,491
552,650 27,612 580,262 492,673 25,195 517,868
- - - 4,104 - 4,104
- - - - 87 87
4,176 - 4,176 3,707 - 3,707
867 66 933 553 58 611
22,420 - 22,420 23,572 - 23,572
27,463 66 27,529 31,936 145 32,081
8,869 563 9,432 6,120 513 6,633
32,156 - 32,156 46,747 - 46,747
478,006 26,959 504,965 401,710 24,527 426,237
519,031 27,522 546,553 454,577 25,040 479,617
546,494 27,588 574,082 486,513 25,185 511,698
$ 6,156 $ 24 $ 6,180 $ 6,160 $ 10 6,170
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TENNESSEE STATE SCHOOL BOND AUTHORITY
SUPPLEMENTARY STATEMENTS OF REVENUES,
EXPENSES AND CHANGESIN NET ASSETS - PROGRAM LEVEL
FOR THE YEARS ENDED JUNE 30, 2004, AND JUNE 30, 2003

OPERATING REVENUES
Revenue from loans
Investment earnings

Total operating revenues

OPERATING EXPENSES
Interest expense-commercial paper
Interest expense-bonds
Subsidy to borrowers
Administrative expense
Amortization of bond issuance costs

Total operating expenses

Operating income (loss) and change in net assets

Net assets, July 1

Net assets, June 30

Y ear ended June 30, 2004

(Expressed in Thousands)

Y ear ended June 30, 2003

Higher Education Qualified Zone Higher Education Qudlified Zone
Facilities Academy Bonds Facilities Academy Bonds
Program Program Total Program Program Tota

$ 22,884 $ 72 $ 22,956 $ 24,857 $ 70 24,927

423 - 423 780 1 781

23,307 72 23,379 25,637 71 25,708

515 - 515 353 - 353

21,746 12 21,758 24,081 11 24,092

340 - 340 2,381 1 2,382

527 - 527 457 - 457

183 46 229 162 43 205

23,311 58 23,369 27,434 55 27,489

(4) 14 10 (1,797) 16 (1,781)

6,160 10 6,170 7,957 (6 7,951

$ 6,156 $ 24 $ 6,180 $ 6,160 $ 10 6,170
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TENNESSEE STATE SCHOOL BOND AUTHORITY
SUPPLEMENTARY STATEMENTS OF CASH FLOWS - PROGRAM LEVEL
FOR THE YEARS ENDED JUNE 30, 2004, AND JUNE 30, 2003

(Expressed in Thousands)

Y ear ended June 30, 2004 Y ear ended June 30, 2003
Higher Education Qualified Zone Higher Education Qualified Zone
Facilities Academy Bonds Facilities Academy Bonds
Program Program Total Program Program Total
CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from borrowers for administrative fees $ 259 $ 9 $ 268 $ 340 $ 9 349
Payment to suppliers (527) - (527) (457) - (457)
Receipts from borrowers to the interest rate reserve fund 183 - 183 171 - 171
Payments to borrowers from the interest rate reserve fund (30) - (30) (354) - (354)
Net cash used in operating activities (115) 9 (106) (300) 9 (291)
CASH FLOWS FROM NONCAPITAL FINANCING
ACTIVITIES
Proceeds from sale of bonds 99,130 2,397 101,527 - - -
Proceeds from sale of refunding bonds 70,377 - 70,377 42,300 - 42,300
Proceeds from sale of commercial paper 39,000 - 39,000 - - -
Bond issuance costs paid 477) (49) (526) (31,830) - (31,830)
Refunding bond proceeds placed in escrow (70,130) - (70,130) (23,410) - (23,410)
Principal paid - bonds and commercial paper (80,811) - (80,811) - - -
Interest paid - bonds and commercial paper (20,718) - (20,718) - - -
Subsidy to borrowers (255) - (255) (2,471) (1) (2,472)
Net cash provided by (used in) noncapital financing activities 36,116 2,348 38,464 (15,411) 1) (15,412)
CASH FLOWS FROM INVESTING ACTIVITIES
Purchases of investments (45,229) - (45,229) (29,597) - (29,597)
Proceeds from sales and maturities of investments 46,736 - 46,736 29,853 700 30,553
Interest received on investments 374 - 374 543 1 544
Loans issued (46,155) (5,206) (51,361) (58,678) (5,383) (64,061)
Collections of loan principal 23,105 1,421 24,526 25,997 1,417 27,414
Interest received on loans 20,671 - 20,671 23,287 - 23,287
Net cash used in investing activities (498) (3,785) (4,283) (8,595) (3,265) (11,860)
Net increase (decrease) in cash 35,503 (1,428) 34,075 (24,306) (3,257) (27,563)
Cash, duly 1 18,253 11,194 29,447 42,559 14,451 57,010
Cash, June 30 $ 53,756 $ 9,766 $ 63,522 $ 18,253 $ 11,194 29,447
Reconciliation of cash to the Statement of Net Assets:
Cash $ 53,755 $ 4,467 $ 58,222 $ 18,251 $ 7,316 25,567
Cash with fiscal agent 1 - 1 2 - 2
Restricted cash - 5,299 5,299 - 3,878 3,878
Cash, June 30 $ 53,756 $ 9,766 $ 63,522 $ 18,253 $ 11,194 29,447
Reconciliation of operating income (loss) to net
cash used in operating activities:
Operating income (loss) $ @4 $ 14 $ 10 $ 1797 $ 16 (1,781)
Adjustments to reconcile operating income (l0ss) to net cash
used in operating activities:
Amortization of bond issuance costs 183 46 229 162 43 205
Investment earnings (423) - (423) (780) 1) (781)
Interest expense 22,261 12 22,273 24,434 11 24,445
Subsidy to borrowers 340 - 340 2,381 1 2,382
Interest income from loans (22,518) (63) (22,581) (24,598) (58) (24,656)
Changesin assets and liabilities:
(Increase) decrease in receivables for administrative fees (106) - (206) 81 ?3) 78
Increase (decrease) in deferred revenue 152 - 152 (183) - (183)
Total adjustments (111) (5 (116) 1,497 @ 1,490
Net cash used in operating activities $ (115 % 9 $ (106) 8 (3000 $ 9 (291)
Noncash financing activities:
Accretion of capital appreciation bonds $ 1,018 $ - $ 1,018 $ 1,129 $ - 1,129
Bond issuance costs (3,736) 47 (3,689) - - -
Total noncash financing activities $ (2718 $ 47 $ (2671) $ 1,129 $ - 1,129
Noncash investing activities:
Net appreciation in value of investments reported at fair value $ 8 $ - $ 8 $ 36 $ - 36




