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March 10, 1997

The Honorable Don Sundquist, Governor
and

Members of the General Assembly
and

The Honorable W. R. Snodgrass
Comptroller of the Treasury
Secretary of the State Funding Board
State Capitol
Nashville, Tennessee  37243

Ladies and Gentlemen:

Transmitted herewith is the financial and compliance audit of the State Funding Board,
Sewage Treatment Facilities Fund, for the year ended June 30, 1996.  You will note from the in-
dependent auditor’s report that an unqualified opinion was given on the fairness of the presenta-
tion of the financial statements.

Consideration of the internal control structure and tests of compliance resulted in no audit
findings.

Very truly yours,

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

AAH/tp
97/010



State of Tennessee

A u d i t   H i g h l i g h t s
Comptroller of  the Treasury                                Division of State Audit

Financial and Compliance Audit
State Funding Board

Sewage Treatment Facilities Fund
For the Year Ended June 30, 1996

AUDIT OBJECTIVES

The objectives of the audit were to consider the fund’s internal control structure; to determine the
fairness of the presentation of the financial statements; to determine compliance with laws,
regulations, and contracts; 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 financial statements is unqualified.

“Audit Highlights” is a summary of the audit report.  To obtain the complete audit report which contains all findings,
recommendations, and management comments, please contact

Comptroller of the Treasury, Division of State Audit
1500 James K. Polk Building, Nashville, TN  37243-0264

(615) 741-3697
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STATE FUNDING BOARD
SEWAGE TREATMENT FACILITIES FUND

FOR THE YEAR ENDED JUNE 30, 1996

INTRODUCTION

POST-AUDIT AUTHORITY

This is a report on the financial and compliance audit of the State Funding Board, Sewage
Treatment Facilities Fund.  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
all accounts and other financial records of the state government, and of any department, institu-
tion, office, or agency thereof in accordance with generally 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 governmental entity that handles public funds when the
Comptroller considers an audit to be necessary or appropriate.

OBJECTIVES OF THE AUDIT

The objectives of the audit were

1. to consider the fund’s internal control structure to determine auditing procedures for
the purpose of expressing an opinion on the financial statements;

2. to determine the fairness of the presentation of the financial statements;

3. to determine compliance with laws, regulations, and contracts; and

4. to recommend 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 of 1984 and Office of Management and Budget (OMB)
Circular A-128, “Audits of State and Local Governments,” it included tests of compliance
with applicable federal laws and regulations and consideration of the internal control
structure.  This audit is a segment of the organization-wide audit of the State of Tennessee,
which is conducted in accordance with the Single Audit Act of 1984 and OMB Circular A-
128.

SCOPE OF THE AUDIT
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The audit was limited to the period July 1, 1995, through June 30, 1996, and was con-
ducted in accordance with generally accepted government auditing standards.  Financial state-
ments are presented for the year ended June 30, 1996, and for comparative purposes, the year
ended June 30, 1995.  The State Funding Board, Sewage Treatment Facilities Fund, forms an in-
tegral part of state government and as such has been included as an enterprise fund in the Ten-
nessee Comprehensive Annual Financial Report.

The audit covered allotment code 307.07 - Division of Bond Finance (Fund 33).

BACKGROUND AND ORGANIZATION

LEGISLATIVE HISTORY

The Sewage Treatment Facilities Fund has operated since the early 1970’s through the
Department of Health under the authority of Section 68-221-202, Tennessee Code Annotated.
Chapter 521 of the Public Acts of 1970 authorized repayments of loans to be remitted to the State
Funding Board.  The fund provided financial assistance to local governments and utility districts
for the construction of sewage treatment, solid waste recovery, and waterworks facilities.  A
user’s fee was authorized to generate funds for the borrowing entities to repay the loans.  General
obligation bonds were sold to finance the program.  Although these bonds remain full faith and
credit obligations of the state, they are being retired from resources of the fund.  Future financing
for this program will be generated by the Tennessee Local Development Authority.

ORGANIZATION

The Department of Health provided engineering expertise to determine the eligibility and
priority of municipal projects for financing.  The State Funding Board approved contracts for
financing.  The State Funding Board is composed of the Governor, who serves ex officio as chair-
man, the State Treasurer, the Secretary of State, the Commissioner of Finance and Administra-
tion, and the Comptroller of the Treasury, who serves ex officio as secretary.

The staff of the State Funding Board is composed of certain employees from the Division
of Bond Finance, Office of the Comptroller of the Treasury.  An organization chart of the State
Funding Board is on the following page.
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PRIOR AUDIT FINDINGS

There were no findings in the prior audit report.

RESULTS OF THE AUDIT

AUDIT CONCLUSIONS

Internal Control Structure

As part of the audit of the State Funding Board, Sewage Treatment Facilities Fund’s fi-
nancial statements for the year ended June 30, 1996, we considered the internal control structure
to determine auditing procedures for the purpose of expressing an opinion on the financial state-
ments, as required by generally accepted government auditing standards.  The report on the inter-
nal control structure is on the following pages.  Consideration of the internal control structure
disclosed no material weaknesses.

Fairness of Financial Statement Presentation

The Division of State Audit has rendered an unqualified opinion on the financial state-
ments of the State Funding Board, Sewage Treatment Facilities Fund.  In our opinion, the state-
ments included in this report present fairly, in all material respects, the financial position of the
fund as of June 30, 1996, and the results of its operations and cash flows for the year then ended.
The independent auditor’s report follows the compliance report.

Compliance with Laws and Regulations

The results of our audit tests disclosed no instances of noncompliance that are required to
be reported herein under generally accepted government auditing standards.  The compliance re-
port follows the report on the internal control structure.
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Report on the Internal Control Structure Based on an
Audit of the Financial Statements Performed in Accordance With

Government Auditing Standards

December 20, 1996

The Honorable W. R. Snodgrass
Comptroller of the Treasury
State Capitol
Nashville, Tennessee  37243

Dear Mr. Snodgrass:

We have audited the financial statements of the State Funding Board, Sewage Treatment
Facilities Fund, as of and for the year ended June 30, 1996, and have issued our report thereon
dated December 20, 1996.

We conducted our audit in accordance with generally accepted government auditing stan-
dards.  Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement.

The fund’s management is responsible for establishing and maintaining an internal control
structure.  In fulfilling this responsibility, estimates and judgments by management are required to
assess the expected benefits and related costs of internal control structure policies and proce-
dures.  The objectives of an internal control structure are to provide management with reason-
able, but not absolute, assurance that assets are safeguarded against loss from unauthorized use or
disposition, and that transactions are executed in accordance with management’s authorization
and recorded properly to permit the preparation of financial statements in accordance with gen-
erally accepted accounting principles.  Because of inherent limitations in any internal control
structure, errors or irregularities may nevertheless occur and not be detected.  Also, projection of
any evaluation of the structure to future periods is subject to the risk that procedures may become
in adequate because of changes in conditions or that the effectiveness of the design and operation
of policies and procedures may deteriorate.
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The Honorable W. R. Snodgrass
December 20, 1996
Page Two

In planning and performing our audit of the fund’s financial statements for the year ended
June 30, 1996, we obtained an understanding of the internal control structure.  With respect to the
internal control structure, we obtained an understanding of the design of relevant policies and
procedures and whether they have been placed in operation, and we assessed control risk in order
to determine our auditing procedures for the purpose of expressing our opinion on the financial
statements and not to provide an opinion on the internal control structure.  Accordingly, we do
not express such an opinion.

Our consideration of the internal control structure would not necessarily disclose all mat-
ters in the internal control structure that might be material weaknesses under standards estab-
lished by the American Institute of Certified Public Accountants.  A material weakness is a
condition in which the design or operation of one or more of the internal control structure ele-
ments does not reduce to a relatively low level the risk that errors or irregularities in amounts that
would be material in relation to the financial statements being audited may occur and not be de-
tected within a timely period by employees in the normal course of performing their assigned
functions.  We noted no matters involving the internal control structure and its operation that we
consider to be material weaknesses as defined above.

This report is intended for the information of the General Assembly of the State of Ten-
nessee and management.  However, this report is a matter of public record, and its distribution is
not limited.

Sincerely,

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

AAH/tp
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Compliance Report Based on an Audit of the
Financial Statements Performed in Accordance

With Government Auditing Standards

December 20, 1996

The Honorable W. R. Snodgrass
Comptroller of the Treasury
State Capitol
Nashville, Tennessee  37243

Dear Mr. Snodgrass:

We have audited the financial statements of the State Funding Board, Sewage Treatment
Facilities Fund, as of and for the year ended June 30, 1996, and have issued our report thereon
dated December 20, 1996.

We conducted our audit in accordance with generally accepted government auditing stan-
dards.  Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement.

Compliance with laws, regulations, and contracts applicable to the State Funding Board,
Sewage Treatment Facilities Fund, is the responsibility of the fund’s management.  As part of
obtaining reasonable assurance about whether the financial statements are free of material mis-
statement, we performed tests of the fund’s compliance with certain provisions of laws, regula-
tions, and contracts.  However, the objective of our audit of the financial statements was not to
provide an opinion on overall compliance with such provisions.  Accordingly, we do not express
such an opinion.

The results of our tests disclosed no instances of noncompliance that are required to be
reported herein under generally accepted government auditing standards.
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The Honorable W. R. Snodgrass
December 20, 1996
Page Two

This report is intended for the information of the General Assembly of the State of Ten-
nessee and management.  However, this report is a matter of public record, and its distribution is
not limited.

Sincerely,

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

AAH/tp
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Independent Auditor’s Report

December 20, 1996

The Honorable W. R. Snodgrass
Comptroller of the Treasury
State Capitol
Nashville, Tennessee  37243

Dear Mr. Snodgrass:

We have audited the accompanying balance sheets of the State Funding Board, Sewage
Treatment Facilities Fund, as of June 30, 1996, and June 30, 1995, and the related statements of
revenues, expenses, and changes in retained earnings and cash flows for the years then ended.
These financial statements are the responsibility of the fund’s management.  Our responsibility is
to express an opinion on these financial statements, based on our audits.

We conducted our audits in accordance with generally accepted government auditing
standards.  Those standards require that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material misstatement.  An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements.  An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presenta-tion.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material re-
spects, the financial position of the State Funding Board, Sewage Treatment Facilities Fund, as of
June 30, 1996, and June 30, 1995, and the results of its operations and cash flows for the years
then ended in conformity with generally accepted accounting principles.
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The Honorable W. R. Snodgrass
December 20, 1996
Page Two

In accordance with generally accepted government auditing standards, we have also is-
sued reports dated December 20, 1996, regarding our consideration of the fund’s internal control
structure and its compliance with laws and regulations.

Sincerely,

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

AAH/tp
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STATE FUNDING BOARD
SEWAGE TREATMENT FACILITIES FUND
NOTES TO THE FINANCIAL STATEMENTS

JUNE 30, 1996, AND JUNE 30, 1995

NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A. Reporting Entity

The Sewage Treatment Facilities Fund was created to provide financial as-
sistance to local governments and utility districts through the issuance of state
general obligation bonds.  Future financing for the program has been generated
by the Tennessee Local Development Authority.  Pursuant to the Governmental
Accounting Standards Board’s Codification of Governmental Accounting and
Financial Reporting Standards, Section 2100, the State Funding Board, Sewage
Treatment Facilities Fund, is part of the primary government and has been in-
cluded in the Tennessee Comprehensive Annual Financial Report as an enter-
prise fund (State Loan Program).

B. Basis of Presentation

The accompanying financial statements have been prepared in conformity
with generally accepted accounting principles as prescribed by the Governmen-
tal Accounting Standards Board (GASB).  The State Funding Board, Sewage
Treatment Facilities Fund, follows all applicable GASB pronouncements as well
as applicable private sector pronouncements issued on or before November 30,
1989.

C. Measurement Focus and Basis of Accounting

The accompanying financial statements have been prepared using the ac-
crual basis of accounting and the flow of economic resources measurement fo-
cus.  Under this basis, revenues are recorded when earned, and expenses are
recorded at the time liabilities are incurred.

D. Bond Premiums, Issuance Costs, and Refunding Costs

Bond premiums, issuance costs, and refunding costs are deferred and am-
ortized over the life of the bonds using the straight-line method.  Bonds payable
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are reported net of the applicable bond premium and refunding costs.  Issuance
costs are reported as deferred charges.

NOTE 2. DEPOSITS

The fund had $3,787,852 in the State Treasurer’s pooled investment fund at
June 30, 1996, and $6,999,018 at June 30, 1995.

The pooled investment fund administered by the State Treasurer is authorized by
statute to invest funds in accordance with policy guidelines approved by the State
Funding Board.  The current resolution of that board gives the Treasurer authority to
invest in collateralized certificates of deposit in authorized state depositories, prime
commercial paper, prime bankers’ acceptances, certain repurchase agreements, vari-
ous U.S. Treasury and agency obligations, limited money market mutual funds, and
obligations of the State of Tennessee pursuant to Tennessee Code Annotated, Section
9-4-602(b).  The pooled investment fund is also authorized to enter into securities
lending agreements in which U.S. government securities may be loaned for a fee.  The
loaned securities are transferred to the borrower by the custodial agent upon si-
multaneous receipt of collateral securities.  The State Treasurer’s pooled investment
fund’s custodial credit risk is presented in the Tennessee Comprehensive Annual
Financial Report.

NOTE 3. DUE TO LOCAL GOVERNMENTS

This account represents loan principal overpayments and interest earnings that
will be refunded to local governments.

NOTE 4. BONDS PAYABLE

Bonds payable at June 30, 1996, and June 30, 1995, are as follows (expressed in
thousands):
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June 30, 1996 June 30, 1995

General obligation bonds, 5.0%,
issued March 1, 1977, due in
generally decreasing amounts of
principal and interest ranging from
$2.6 million in 1997 to $.7 million in
2006

General obligation bonds, 5.0%,
issued March 1, 1980,
due in generally decreasing
amounts of principal and
interest ranging from
$3.0 million in 1997 to $1.4
million in 2010

Refunding general obligation
bonds, 4.6% to 5.0%,
issued February 15, 1996,
due in various amounts of
principal and interest from
$1.9 million in 1997 to $1.0
million in 2010 (net of unamortized
premium of $396 and deferred
amount on refunding of $273 at
June 30, 1996)

   Total bonds payable

$ 17,325

          -

   15,003

$ 32,328

$ 19,635

  20,190

           -

$ 39,825

Debt service requirements to maturity for all bonds payable at June 30, 1996,
are as follows (expressed in thousands):
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For the Year(s)
Ending June 30 Principal Interest Total

1997  $ 2,825 $ 1,696  $ 4,521
1998    2,880   1,460    4,340
1999    3,045   1,316    4,361
2000    3,195   1,164    4,359
2001    3,125   1,004    4,129

2002-2010  17,135   3,152   20,287

Total $32,205 $ 9,792  $41,997

NOTE 5. CURRENT REFUNDING

On February 15, 1996, the State Funding Board issued $14.9 million of General
Obligation Bonds for a current refunding of $18.7 million of outstanding 1980 Gen-
eral Obligation bonds, a portion of which is included as a debt of the Sewage Treat-
ment Facilities Fund.  Net proceeds of $15.2 million, which includes an original issue
premium, combined with other funds available to the Board, were used to redeem the
1980 bonds on March 1, 1996.

The refunding resulted in a difference between the reacquisition price and the net
carrying amount of the old debt of $.3 million.  This difference, reported in the
accompanying financial statements as a deduction from bonds payable, is being
charged to operations through the year 2010 using the straight-line method.  The re-
funding was completed to reduce the debt service payments over the next 14 years by
$6.5 million and to obtain an economic gain (difference between the present values of
the old and new debt service payments) of $3.0 million.


