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March 3, 2000

The Honorable Don Sundquist, Governor
and

Members of the General Assembly
State Capitol
Nashville, Tennessee  37243

and
Board of Directors
Southeast Community Services Agency
Chattanooga, Tennessee  37406

Ladies and Gentlemen:

Transmitted herewith is the financial and compliance audit of the Southeast Community
Services Agency for the year ended June 30, 1998.  You will note from the independent auditor’s
report that an unqualified opinion was given on the fairness of the presentation of the financial
statements.

Consideration of internal control over financial reporting and tests of compliance disclosed
a deficiency, which is detailed in the Results of the Audit section of this report.  The agency’s
management has responded to the audit finding; the response is included following the finding.
The Division of State Audit will follow up the audit to examine the application of the procedures
instituted because of the audit finding.

Sincerely,

John G. Morgan
Comptroller of the Treasury

JGM/rm
98/114



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
Southeast Community Services Agency

For the Year Ended June 30, 1998

__________

AUDIT OBJECTIVES

The objectives of the audit were to consider the agency’s internal control over financial reporting;
to determine compliance with certain provisions of laws, regulations, contracts, and grants; to
determine the fairness of the presentation of the financial statements; and to recommend appropri-
ate actions to correct any deficiencies.

INTERNAL CONTROL FINDING

Revenue Monitoring Procedures Need to Be Improved
The agency did not collect approximately $6,470.25 in monthly capitation payments due to
inadequate monitoring procedures (page 7).

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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Southeast Community Services Agency
For the Year Ended June 30, 1998

INTRODUCTION

POST-AUDIT AUTHORITY

This is a report on the financial and compliance audit of the Southeast Community
Services Agency.  The audit was conducted pursuant to Section 37-5-313, Tennessee Code
Annotated, which authorizes the Comptroller of the Treasury to “make an annual audit of the
program established by this part as part of the comptroller’s annual audit pursuant to Section
9-3-211.”

BACKGROUND

Tennessee’s 12 community health agencies were created by Chapter 567 of the Public
Acts of 1989, known as the Community Health Agency Act of 1989.  This legislation established
a defined system of health services to make health care available to the indigent citizens of
Tennessee.  The community health agencies determined areas of need in their geographic areas
and ensured that services were available to meet those needs.

In May 1996, the Community Services Agency Act of 1996 replaced the community
health agencies with the community services agencies.  The purpose of these agencies is to
coordinate funds and programs designated for care of children and other citizens in the state.

The Southeast Community Services Agency comprises the following counties: Bledsoe,
Bradley, Franklin, Grundy, McMinn, Marion, Meigs, Polk, Rhea, and Sequatchie.  The agency’s
administrative offices are in Chattanooga, Tennessee.

The governing body of the Southeast Community Services Agency is the board of
directors.  As of June 30, 1998, the board was composed of 11 members.  (See Appendix.)  An
executive committee, consisting of five board members, has the authority to act on behalf of the
board of directors in the management of the agency’s property, affairs, and funds in extraordinary
circumstances when the governing board cannot convene.

The agency’s programs are carried out by staff under the supervision of the executive
director, who is appointed by the Commissioner of the Department of Children’s Services, subject
to the approval of the board.
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AUDIT SCOPE

The audit was limited to the period July 1, 1997, through June 30, 1998, and was
conducted in accordance with generally accepted government auditing standards.  Financial
statements are presented for the year ended June 30, 1998, and for comparative purposes, the
year ended June 30, 1997.  The Southeast Community Services Agency has been included as a
component unit in the Tennessee Comprehensive Annual Financial Report.

OBJECTIVES OF THE AUDIT

The objectives of the audit were

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

2. to determine compliance with certain provisions of laws, regulations, contracts, and
grants;

3. to determine the fairness of the presentation of the financial statements; and

4. to recommend appropriate actions to correct any deficiencies.

PRIOR AUDIT FINDINGS

Section 8-4-109, Tennessee Code Annotated, requires that each state department, agency,
or institution report to the Comptroller of the Treasury the action taken to implement the
recommendations in the prior audit report.  The Southeast Community Services Agency filed its
report with the Department of Audit on December 29, 1998.  A follow-up of all prior audit
findings was conducted as part of the current audit.

The current audit disclosed that the agency has corrected previous audit findings
concerning funds being committed without approval, and records not being properly maintained
for review by appropriate authorities.

The prior audit report also contained a finding concerning compliance with Assessment
and Care Coordination Team Guidelines.  Case assessment of, planning for, and management of
children in the state’s custody or at imminent risk of coming into the state’s custody (and
maintenance of the related documentation) became the responsibility of the Tennessee
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Department of Children’s Services as of July 1, 1998.  Compliance with the applicable guidelines
will be evaluated as part of the audit of that department.

OBSERVATIONS AND COMMENTS

During the audit period, the Southeast Community Services Agency entered into contracts
with the Departments of Children’s Services and Health, specifying that the community services
agency (CSA) would assist in implementing and/or operating various state programs.  However,
the departments’ participation in these contracts was greater than indicated in the contracts.
Through these contracts, state officials directly supervised CSA employees.  And although these
CSA employees’ salaries, travel costs, and other program costs were paid by the CSA, the
Departments of Children’s Services and Health reimbursed the CSA for these costs, including the
CSA’s administrative costs for serving as a fiscal agent.  These contracts appear to create
“employer-employee” relationships between the departments and these individuals.

Programs under the supervision of the Department of Children’s Services included Child
Protective Service, Adoption Assistance, Foster Care, Juvenile Justice Services, and Family Crisis
Intervention. According to the CSA organizational chart at the Department of Children’s
Services, several CSA employees reported to Department of Children’s Services supervisors.

Programs under the supervision of the Department of Health included Community
Development and Children’s Special Services Care Coordination.  The programs were operated
from the county or regional health offices with CSA staff and equipment.  Department of Health
employees supervised the CSA staff, and new CSA employees were either selected or approved
by Department of Health supervisors.  In some instances, the regional health director was
responsible for operating the program.

The practice of allowing employees of non-state entities, such as the community services
agencies, to report directly to officials or employees of the Departments of Children’s Services
and Health in carrying out what can be construed as state programs raises policy and legal issues.
We do not believe these situations should be accepted as a matter of policy.  Additionally, it is
unclear as to whether Tennessee Code Annotated, Section 37-5-315(2), completely insulates the
state from legal liability.  The code states,  “This part [Section 37-5-315] shall not be construed as
creating an employer-employee relationship between the department, the community services
agencies or their contractors. . . .”  This legal concern arises from a review of the factors
commonly used in determining the existence of an employer-employee relationship.  These factors
include, most importantly, an entity’s or individual’s right to hire or fire and the right to control
the performance of a job or work.

In addition, the state apparently has incurred additional cost by contracting with non-state
entities to operate programs.  Over the years, the CSAs have operated programs for various
departments of the state.  In addition to direct program costs, the CSAs have received funding
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from each state department to defray the costs of administration.  These costs included the
salaries and benefits of the executive director and fiscal officer and costs of travel, supplies, and
equipment used by the administrative staff.

The most recent audits of the Departments of Children’s Services and Health include an
audit finding regarding these inappropriate contracts with the Southeast Community Services
Agency and other CSAs serving the departments.

RESULTS OF THE AUDIT

AUDIT CONCLUSIONS

Internal Control Over Financial Reporting

As part of the audit of the agency’s financial statements for the year ended June 30, 1998,
we considered internal control over financial reporting to determine auditing procedures for the
purpose of expressing an opinion on the financial statements, as required by generally accepted
government auditing standards.  A reportable condition, along with the recommendation and
management’s response, are detailed in the finding and recommendation.  Consideration of
internal control over financial reporting disclosed no material weaknesses.

Compliance

The results of our audit tests disclosed no instances of noncompliance that are required to
be reported under Government Auditing Standards.

Fairness of Financial Statement Presentation

The Division of State Audit has rendered an unqualified opinion on the financial
statements of the Southeast Community Services Agency.
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Report on Compliance and on Internal Control Over Financial Reporting
Based on an Audit of Financial Statements

Performed in Accordance With Government Auditing Standards

April 5, 1999

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol
Nashville, Tennessee  37243

Dear Mr. Morgan:

We have audited the financial statements of the Southeast Community Services Agency, a
component unit of the State of Tennessee, as of and for the year ended June 30, 1998, and have
issued our report thereon dated April 5, 1999.  We conducted our audit in accordance with
generally accepted government auditing standards.

Compliance

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

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the agency’s internal control over
financial reporting in order to determine our auditing procedures for the purpose of expressing
our opinion on the financial statements and not to provide assurance on internal control over
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The Honorable John G. Morgan
April 5, 1999
Page Two

financial reporting.  However, we noted a matter involving the internal control over financial
reporting and its operation that we consider to be a reportable condition.  Reportable conditions
involve matters coming to our attention relating to significant deficiencies in the design or
operation of the internal control over financial reporting that, in our judgment, could adversely
affect the agency’s ability to record, process, summarize, and report financial data consistent with
management’s assertions in the financial statements.

The following reportable condition was noted:

• Revenue monitoring procedures need to be improved.

This condition is described in the Finding and Recommendation section of this report.

A material weakness is a condition in which the design or operation of one or more of the
internal control components does not reduce to a relatively low level the risk that misstatements in
amounts that would be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of performing their
assigned functions.  Our consideration of the internal control over financial reporting would not
necessarily disclose all matters in the internal control that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also considered to be
material weaknesses.  However, we believe the reportable condition described above is not a
material weakness.

We also noted other matters involving the internal control over financial reporting that we
have reported to the Southeast Community Services Agency’s management in a separate letter.

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

Sincerely,

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

AAH/rm
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FINDING AND RECOMMENDATION

Revenue monitoring procedures need to be improved

Finding

For the period July 1, 1997, through June 30, 1998, Southeast Community Services
Agency did not collect approximately $6,470 in capitation payments that should have been paid to
the agency.  This amount represents two months of payments from Xantus Healthcare (formerly
Phoenix Healthcare).  Southeast Community Services Agency contracts with managed care
organizations (MCOs) to provide transportation for individuals in Southeast’s region and
Hamilton County who are enrolled in TennCare.  The MCOs pay capitation to the agency
monthly.  Capitation is a fee paid by the MCO to the agency on a per-person, per-month basis.

Inadequate monitoring of revenues collected by the agency caused this problem.  Other
than a year-end reconciliation of the Internal Revenue Service Form 1099 – MISC, Miscellaneous
Income, received from the MCOs, there is no monitoring of the capitation checks received.  The
checks from the MCOs come to the agency on a monthly basis; thus, when checks are missing or
appear to be inaccurate, the agency should contact the MCO.  However, during the fiscal year,
this contact was not pursued.  The agency relied solely on the Form 1099 reconciliation.

The effect of relying solely upon Form 1099 reconciliations was a delay in receipt of
revenue or loss of revenue because only the amount actually sent to the agency is reported on this
form.  In addition, state funds were placed in jeopardy because Xantus Healthcare has been in
financial difficulty.  It is uncertain if the agency will be able to collect the missing revenue.  If the
agency had effectively monitored revenue, state funds would not have been unnecessarily placed
in jeopardy.

Adequate revenue monitoring procedures require that there be monitoring of revenue for
reasonableness.  These procedures include investigating suspected missing checks and amounts of
checks that appear to be incorrect.

Recommendation

The executive director should ensure that adequate monitoring is performed to ensure that
all money due the agency is collected.  When checks do not come or do not appear to be written
for the amount expected, the agency should contact the MCO and verify the funds are correct.
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Management’s Comment

We concur.  We agree that through oversight regarding our procedures for monitoring
revenues due to the Agency, we failed to properly collect $6,470.00 from Xantus Healthcare.
Since the discovery of this procedural oversight arising from your audit fieldwork, we have
implemented new procedures to preclude the future occurrence of this, or a similar, error.  The
Agency’s fiscal staff now, on a monthly basis, monitor all capitation payments due the Agency
from Xantus Healthcare and all other TennCare managed care organizations and behavioral health
organizations that we serve.  These monthly monitoring processes consist of:

1. determining whether or not each capitation payment due has, in fact, been paid for the
month being examined, and, if not paid, initiating inquiry and/or demand processes
with the appropriate payer; and,

2. analysis of each capitation payment received to assure that the appropriate per member
per month rate has been applied to the payment per the Agency’s contractual provider
agreements; and

3. analysis of each capitation payment received to assure that payment has been made for
the correct number of enrolled members in comparison with the best available
enrollment data published by the Bureau of TennCare.
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Independent Auditor’s Report

April 5, 1999

The Honorable John G. Morgan
Comptroller of the Treasury
State Capitol
Nashville, Tennessee  37243

Dear Mr. Morgan:

We have audited the accompanying combined balance sheets of the Southeast Commu-
nity Services Agency, a component unit of the State of Tennessee, as of June 30, 1998, and June
30, 1997, and the related statements of revenues, expenditures, and changes in fund balances for
the years then ended and the statement of changes in assets and liabilities of the agency fund for
the year ended June 30, 1998.  These financial statements are the responsibility of the agency’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
assurance 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
presentation.  We believe our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the financial position of the Southeast Community Services Agency as of June 30, 1998,
and June 30, 1997, and the results of its operations for the years then ended and the changes in
assets and liabilities of the agency fund for the year ended June 30, 1998, in conformity with
generally accepted accounting principles.
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The Honorable John G. Morgan
April 5, 1999
Page Two

The Schedule of Pension Funding Progress and the Disclosure of Year 2000 Issues for
Southeast Community Services Agency are not a required part of the basic financial statements
but are supplementary information required by the Governmental Accounting Standards Board.
We have applied certain limited procedures, which consisted principally of inquiries of
management regarding the methods of measurement and presentation of the supplementary
information.  However, we did not audit the information and express no opinion on it.  In
addition, we do not provide assurance that Southeast Community Services Agency is or will
become year 2000 compliant, that Southeast Community Services Agency’s year 2000
remediation efforts will be successful in whole or in part, or that parties with which Southeast
Community Services Agency does business are or will become year 2000 compliant.

In accordance with Government Auditing Standards, we have also issued our report dated
April 5, 1999, on our consideration of Southeast Community Services Agency’s internal control
over financial reporting and our tests of its compliance with certain provisions of laws,
regulations, contracts, and grants.

Sincerely,

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

AAH/rm



Exhibit A
SOUTHEAST COMMUNITY SERVICES AGENCY

COMBINED BALANCE SHEETS  
 ALL FUND TYPES AND ACCOUNT GROUPS  

JUNE 30, 1998, AND JUNE 30, 1997  

June 30, 1998 June 30, 1997

Governmental Fiduciary  Account Governmental Fiduciary Account
Fund Type Fund Type Groups Fund Type Fund Type Groups

General General Totals General General Totals
General Agency Fixed Long - Term (Memorandum General Agency Fixed Long - Term (Memorandum
Fund Fund Assets Obligations Only) Fund Fund Assets Obligations Only)

Assets and other debit
 Assets:
  Cash (Note 2) $ 672,575.39 $ - $ - $ - $ 672,575.39 $ 677,355.15 $ - $ - $ - $ 677,355.15
  Investments - 81,901.52 - - 81,901.52 - 69,454.32 - - 69,454.32
  Prepaid items 2,663.78 - - - 2,663.78 1,383.80 - - - 1,383.80
  Accounts receivable 32,915.47 - - - 32,915.47 1,181.07 - - - 1,181.07
  General fixed assets (Note 4):       
   Furniture and equipment - - 206,927.15 - 206,927.15 - - 180,687.00 - 180,687.00
 Other debit:      
  Amount to be provided for retirement of      
   general long-term obligations (Note 5) - - - 57,138.43 57,138.43 - - - 49,131.43 49,131.43
Total assets and other debit $ 708,154.64 $ 81,901.52 $ 206,927.15 $ 57,138.43 $ 1,054,121.74 $ 679,920.02 $ 69,454.32 $ 180,687.00 $ 49,131.43 $ 979,192.77

Liabilities, other credit, and fund balance
 Liabilities:
  Accounts payable  $ 104,130.67 $ - $ - $ - $ 104,130.67 $ 62,531.68 $ - $ - $ - $ 62,531.68
  Accrued payroll 86,327.72 - - - 86,327.72 69,872.04 - - - 69,872.04
  Accrued payroll taxes and benefits  6,396.96 - - - 6,396.96 5,197.50 - - - 5,197.50
  Accrued annual leave (Note 5) - - - 57,138.43 57,138.43 - - - 49,131.43 49,131.43
  Deferred revenue - - - - - 21,000.00 - - - 21,000.00
  Due to primary government (Note 3) 112,830.43 - - - 112,830.43 201,737.48 - - - 201,737.48
  Amount held in custody for others - 81,901.52 - - 81,901.52 - 69,454.32 - - 69,454.32
 Total liabilities 309,685.78 81,901.52 - 57,138.43 448,725.73 360,338.70 69,454.32 - 49,131.43 478,924.45

 Other credit:
  Investment in general fixed assets (Note 4)  - - 206,927.15 - 206,927.15 - - 180,687.00 - 180,687.00

 Fund balance:
  Reserved for prepaid items 2,663.78 - - - 2,663.78 1,383.80 - - - 1,383.80
  Unreserved 395,805.08 - - - 395,805.08 318,197.52 - - - 318,197.52
 Total other credit and fund balance 398,468.86 - 206,927.15 - 605,396.01 319,581.32 - 180,687.00 - 500,268.32-
Total liabilities, other credit, and fund balance $ 708,154.64 $ 81,901.52 $ 206,927.15 $ 57,138.43 $ 1,054,121.74 $ 679,920.02 $ 69,454.32 $ 180,687.00 $ 49,131.43 $ 979,192.77

The Notes to the Financial Statements are an integral part of this statement.
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Exhibit B

SOUTHEAST COMMUNITY SERVICES AGENCY
STATEMENTS OF REVENUES, EXPENDITURES,

AND CHANGES IN FUND BALANCES
 FOR THE YEARS ENDED JUNE 30, 1998, AND JUNE 30, 1997

General Fund
For the Year For the Year

Ended Ended
June 30, 1998 June 30, 1997

Revenues
 State grants and contracts $ 2,020,065.78 $ 1,937,188.89
 Interest 36,122.14 33,526.79
 Contract revenue 347,930.04 288,155.61
Total revenues 2,404,117.96 2,258,871.29

Expenditures
 Salaries and wages 1,174,823.63 1,079,187.99
 Employee benefits and payroll taxes 306,467.51 293,003.01
 Professional fees 272,719.56 205,055.61
 Supplies 62,871.13 56,863.54
 Telephone 50,023.66 40,479.38
 Postage and shipping 9,836.49 8,907.42
 Occupancy 72,466.43 78,781.55
 Equipment rental and maintenance 59,932.99 58,911.74
 Printing and publications 5,569.70 6,909.66
 Employee travel 90,076.02 98,083.92
 Conferences and meetings 16,205.00 14,069.50
 Insurance 3,389.30 2,780.70
 Grants and awards 166,402.37 139,845.37
 Specific assistance to individuals 5,834.71 7,386.40
 Equipment 26,240.15 40,506.76
 Other 2,371.77 3,855.41
Total expenditures 2,325,230.42 2,134,627.96
Excess of revenues over
 expenditures 78,887.54 124,243.33
Fund balance, July 1 319,581.32 195,337.99
Fund balance, June 30 $ 398,468.86 $ 319,581.32

The Notes to the Financial Statements are an integral part of this statement.
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Exhibit C

SOUTHEAST COMMUNITY SERVICES AGENCY
STATEMENT OF CHANGES IN ASSETS AND LIABILITIES

AGENCY FUND
FOR THE YEAR ENDED JUNE 30, 1998

Balance Balance
July 1, 1997 Additions Deletions June 30, 1998

Assets
 Investments $ 69,454.32 $ 15,754.32 $ 3,307.12 $ 81,901.52

Liabilities
 Amount held in custody for others $ 69,454.32 $ 15,754.32 $ 3,307.12 $ 81,901.52

The Notes to the Financial Statements are an integral part of this statement.
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Southeast Community Services Agency
Notes to the Financial Statements
June 30, 1998, and June 30, 1997
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NOTE 1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Reporting Entity

In May 1996, the Tennessee General Assembly replaced the community health agency
(CHA) with the community services agency (CSA).  Although the agency’s mission
changed from providing health care services to indigent citizens in the state to coor-
dinating care for children and other citizens in the state, the CHA employees, financial
assets and obligations, and fund balances now belong to the CSA.  The Southeast
CSA works in conjunction with the Tennessee Department of Children’s Services to
coordinate “funds or programs designated for care of children and other citizens in
the state.”

The legislation did not affect factors considered in determining reporting status.
Title 37, Chapter 5, of Tennessee Code Annotated established the CSA as “a political
subdivision and instrumentality of the state.”  The Southeast Community Services
Agency is a component unit of the State of Tennessee and is discretely presented in
the Tennessee Comprehensive Annual Financial Report.  Although the CSA is a
separate legal entity, the state is financially accountable for the CSA because the state
appoints a majority of the CSA’s governing body and approves the CSA’s Plan of
Operation (budget).

Basis of Presentation

The accompanying financial statements have been prepared in conformity with
generally accepted accounting principles as prescribed by the Governmental
Accounting Standards Board (GASB).

Fund Structure, Basis of Accounting, and Measurement Focus

The financial records of the Southeast CSA are maintained on the modified accrual
basis of accounting.  Under this basis, revenues are recognized when they become
measurable and available, and expenditures are recognized when the related fund
liability is incurred.

The general fund is presented using the flow of current financial resources
measurement focus.  The agency fund is custodial in nature and does not measure
results of operations or have a measurement focus.
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The agency’s accounts are organized and operated on the basis of fund types and
account groups.  A fund is an independent fiscal and accounting entity with a self-
balancing set of accounts.  Fund accounting segregates funds according to their
intended purpose and is used to aid management in demonstrating compliance with
finance-related legal and contractual provisions.  The minimum number of funds is
maintained consistent with legal and managerial requirements.  Account groups are a
reporting device to account for certain assets and liabilities of the governmental fund
not recorded directly in that fund.

The agency’s financial activities reported in the accompanying statements are
classified into two fund types and two account groups:

Governmental Fund Type

General Fund— used to account for all resources not accounted for in another fund.

Fiduciary Fund Type

Agency Fund— used to account for Internal Revenue Code, Section 457, deferred
compensation plan balances.

Account Groups

General Fixed Assets Account Group (GFAAG)— used to account for all the
agency’s fixed assets.  The GFAAG is not a fund, but rather a management control
and accountability listing of the agency’s general fixed assets.

General Long-Term Obligations Account Group— used to account for capital leases
and annual leave obligations.  The General Long-Term Obligations Account Group is
not a fund, but rather a separate set of self-balancing accounts that provides certain
information about the agency’s noncurrent liabilities.

Totals (Memorandum Only)

The total columns of the combined balance sheets are captioned “Memorandum
Only” to indicate that they are presented only to facilitate financial analysis.  Data in
these columns do not present financial position in conformity with generally accepted
accounting principles.  Neither are such data comparable to a consolidation.
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Budgetary Process

Legislation requires the CSA board to submit an annual plan of operation for review
and approval to the Commissioner of Children’s Services, Commissioner of Finance
and Administration, and the Comptroller of the Treasury.  As part of this plan, the
CSA is to submit a financial plan for operating and capital expenditures.  This
financial plan is prepared on the modified accrual basis of accounting.  The Plan of
Operation may be amended during the year with the written approval of the
Commissioners and the Comptroller.

The agency does not have an annual appropriated budget.  The Plan of Operation
serves as an annual financial plan for budgetary purposes.

Investments

This classification consists of investments in the deferred compensation plan valued at
fair value.

Prepaid Items

Certain payments to vendors reflect costs applicable to future accounting periods and
are recorded as prepaid items.

NOTE 2. DEPOSITS

The agency’s bank accounts are in financial institutions that participate in the bank
collateral pool administered by the Treasurer of the State of Tennessee.  The
securities pledged to protect these accounts are pledged in the aggregate rather than
against each individual account.  The members of the pool may be required by
agreement to pay an assessment to cover any deficiency.  Under this additional
assessment agreement, public fund accounts covered by the pool are considered to be
insured for purposes of credit risk disclosure.

At June 30, 1998, the carrying amount of the agency’s deposits was $9,577.62, and
the bank balance was $24,464.09.  At June 30, 1997, the carrying amount of the
agency’s deposits was $1,098.44, and the bank balance was $22,470.55.

The agency had $662,747.77 on deposit at June 30, 1998, in the State of Tennessee
Local Government Investment Pool administered by the State Treasurer and
$676,006.71 at June 30, 1997.
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At June 30, 1998, and June 30, 1997, petty cash on hand was $250.00.

NOTE 3. DUE FROM/TO PRIMARY GOVERNMENT

June 30, 1998

Due To:
Department of Health–program funds $  26,520.30
Department of Children’s Services–program funds 52,209.31
Department of the Treasury–retirement contributions 5,317.89
Department of Employment Security–unemployment taxes 84.67
Comptroller of the Treasury–audit fees 21,728.22
Department of Finance and Administration–
  Office for Information Resources (telephone usage)

6,970.04

Total due to primary government $112,830.43

June 30, 1997

Due To:
Department of Health–program funds $  24,043.94
Department of Health–Office of Vital Records 20.00
Department of Children’s Services–program funds 85,872.57
Department of Children’s Services 63,263.86
Department of the Treasury–retirement contributions 5,523.82
Department of Employment Security–unemployment taxes 116.29
Comptroller of the Treasury–audit fees 17,296.79
Department of Finance and Administration–
   Office for Information Resources (telephone usage)

5,600.21

Total due to primary government $201,737.48

NOTE 4. GENERAL FIXED ASSETS

General fixed assets are recorded at cost and are not depreciated.  Donations are
recorded at estimated fair value at the date of the donation.
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The following changes in general fixed assets occurred during the year ended
June 30, 1998:

Balance
July 1, 1997 Additions Deletions

Balance
June 30, 1998

Furniture and
   equipment $180,687.00 $26,240.15 $          - $206,927.15

The following changes in general fixed assets occurred during the year ended
June 30, 1997:

Balance
July 1, 1996 Additions Deletions

Balance
June 30, 1997

Furniture and
   equipment $148,938.24 $40,506.76 $8,758.00 $180,687.00

NOTE 5. GENERAL LONG-TERM OBLIGATIONS

The following changes in general long-term obligations occurred during the year
ended June 30, 1998:

Balance
July 1, 1997

Increases
(Decreases)

Balance
June 30, 1998

Amount to be provided for
  retirement of general long-
  term obligations $49,131.43 $8,007.00 $57,138.43

Accrued annual leave $49,131.43 $8,007.00 $ 57,138.43
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The following changes in general long-term obligations occurred during the year
ended June 30, 1997:

Balance
July 1, 1996

Increases
(Decreases)

Balance
June 30, 1997

Amount to be provided for
  retirement of general long-
  term obligations   $38,186.78 $10,944.65 $49,131.43

Accrued annual leave $38,186.78  $10,944.65  $49,131.43

NOTE 6. OPERATING LEASES

The agency leases equipment to carry out its activities and to administer the various
grant programs.  Total expenditures under operating leases for equipment were
$831.60 for the year ended June 30, 1998, and were $889.50 for the year ended
June 30, 1997.  The leases were cancelable at the lessee’s option.

The State of Tennessee has entered into cancelable lease agreements for space and
equipment on behalf of the agency.  The agency reimburses the state for these lease
payments each month.  Total reimbursements to the state for operating leases of
space and equipment were $48,486.22 and $53,750.16 for the year ended June 30,
1998, and were $55,080.00 and $50,117.22 for the year ended June 30, 1997.  The
agency is not obligated to continue making the lease payments should it discontinue
use of the space and equipment.

NOTE 7. DEFINED BENEFIT PENSION PLAN

A. Plan Description

All full-time employees are members of the Political Subdivision Pension Plan
(PSPP), an agent, multiple-employer, and defined benefit pension plan
administered by the Tennessee Consolidated Retirement System (TCRS).  The
TCRS administers a defined benefit pension plan that provides retirement,
disability, and death benefits, as well as annual cost-of-living adjustments, to
plan members and beneficiaries.  Benefit provisions are established in state
statute found in Title 8, Chapters 34-37, Tennessee Code Annotated.  State
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statutes are amended by the Tennessee General Assembly.  Amendments to the
TCRS are not applicable to a political subdivision unless approved by the
political subdivision’s governing body.

The TCRS issues a publicly available financial report that includes financial
statements and required supplementary information for the PSPP.  That report
may be obtained by writing to the Tennessee Department of the Treasury, Con-
solidated Retirement System, 10th Floor, Andrew Jackson Building, Nashville,
Tennessee  37243-0230, or by calling 615-741-8202.

B. Funding Policy

As authorized by the agency’s board of directors, the agency pays the total
pension contribution for its employees.  A small number of employees whose
contribution rate was greater than 5% prior to the adoption of a non-
contributory system still contribute the excess over 5%.  The agency is required
to contribute an actuarially determined rate; the current rate is 7.91% of annual
covered payroll.  The agency contributed $90,951.00 for the year ended June
30, 1998.  The contribution requirements of plan members are set by state
statutes and approved by the political subdivision’s governing body.
Contribution requirements for the agency are established and may be amended
by the TCRS’ Board of Trustees.

C. Annual Pension Cost

The agency’s annual pension cost of $90,951 for fiscal year 1998 met the
agency’s required contribution.

The required contribution was determined as part of the June 30, 1995,
actuarial valuation using the frozen initial liability actuarial cost method, a
projected-benefit cost method.  Significant actuarial assumptions used include
(a) rate of return on investment of present and future assets of 8% a year
compounded annually, (b) projected salary increases of 7% a year (no explicit
assumption is made regarding the portion attributable to the effects of inflation
on salaries) compounded annually, (c) projected 6% annual increase in the
social security wage base, and (d) projected post-retirement benefit increases of
3% of the retiree’s initial benefit.  The actuarial value of the agency’s assets was
determined using techniques that smooth the effect of short-term volatility in the
market value of investments over a five-year period.  Amortized book value is
used for fixed-income securities.  The agency’s unfunded actuarial accrued
liability is being amortized as a level-dollar amount of projected payroll on a
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closed basis.  The remaining amortization period at June 30, 1995, was 23
years.

Three-Year Trend Information

Fiscal Year
Ended

Annual Pension
Cost (APC)

Percentage of APC
Contributed

Net Pension
Obligation

June 30, 1998 $90,951.00     100% -
June 30, 1997 $83,865.36 100% -

Information is shown only for the years available.  Additional years will be
shown as they become available.

NOTE 8. DEFERRED COMPENSATION PLAN

The Southeast Community Services Agency offers its employees a deferred
compensation plan in accordance with Internal Revenue Code Section 457.  The plan,
available to all agency employees, permits them to defer a portion of their salaries
until future years.  The deferred compensation is not available to employees until
termination, retirement, death, or emergency.

Section 457 plan balances have been reported as an agency fund in the financial
statements.  All amounts of compensation deferred under the plan, all property and
rights purchased with those amounts, and all income attributable to those amounts,
property, or rights, are (until paid or made available to the employee or other
beneficiary) solely the property and rights of the agency (without being restricted to
the provisions of benefits under the plan), subject only to claims of the agency’s
general creditors.  Participants’ rights under the plan are equal to those of general
creditors of the agency in an amount equal to the fair value of the deferred account
for each participant.  The agency has no liability for losses under the plan but does
have the duty of due care that would be required of an ordinary prudent investor.
The agency believes it is unlikely that it will use these assets to satisfy the claims of
general creditors in the future.
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NOTE 9. CONTINGENCIES

Sick Leave— The agency records the cost of sick leave when paid.  Generally, since
sick leave (earned one day per month with unlimited accumulation) is paid only when
an employee dies or is absent because of illness, injury, or related family death, there
is no liability for sick leave at June 30.  The amount of unused sick leave was
$73,919.07 at June 30, 1998, and $68,543.29 at June 30, 1997.

Litigation— The agency is not involved in any lawsuits.

NOTE 10. DONATED FACILITIES

The Departments of Children’s Services and Health donate office space, utilities,
telephone service, copiers, and computer use and computers to the Southeast
Community Services Agency.  The value of the donation is not recorded in the
financial statements.

NOTE 11. RISK MANAGEMENT

The agency is exposed to various risks of loss related to general liability; theft of,
damage to, and destruction of assets; errors and omissions; injuries to employees; and
natural disasters.

A. The agency carries commercial insurance for risks of loss of its personal property
and surety bond coverage for risks of employee dishonesty.  In the past three
fiscal years, the agency has not had any claims filed with the commercial insurer.

 
B. The agency participates in the State of Tennessee’s Claims Award Fund, an

internal service fund in which the state has set aside assets for claims settlement.
This fund services all claims for risk of loss to which the state is exposed,
including general liability, automobile liability, professional malpractice, and
workers’ compensation.  The fund allocates the cost of providing claims
servicing and claims payment by charging a premium to the participating
agencies based on a percentage of each agency’s expected loss costs, which
include both experience and exposures.  This charge considers recent trends in
actual claims experience of the state as a whole.  An actuarial valuation is
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performed as of each fiscal year-end to determine the fund liability and premium
allocation.

 
C. The agency has elected to provide health coverage for its employees through a

health plan for eligible local governments and quasi-governmental agencies in
Tennessee.  The Local Government Group Insurance Fund provides access to
affordable health insurance by pooling risk among the groups.  The plan provides
for greater stability in controlling premium increases and, through a structured
managed-care program, helps contain health care costs of participating members.

The plan is administered by the State of Tennessee, using a separately established
fund.  Premiums of participating units are deposited to this fund and used to pay
claims for health care costs of participants, as well as the state’s administrative
costs of the plan.  The agency’s obligation under the plan is limited to 80% of
the total premiums.  The employees are responsible for the remaining 20% of the
total premiums.  Employees have the option of obtaining insurance through
either Blue Cross Blue Shield of Tennessee or HealthSource Tennessee, Inc.
Claims are administered by these companies, which are currently under contract
to provide these and other services to the state.  Insurance premiums are
adjusted at the end of the year based on the claims experience of the pool.
Individual pool participants are not assessed additional premiums based on
individual claims experience.  Employees and providers have 13 months to file
medical claims under Blue Cross Blue Shield of Tennessee and HealthSource
Tennessee, Inc.
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Schedule of Pension Funding Progress

Actuarial
Valuation

Date

Actuarial
Value of

Plan Assets
(a)

Actuarial
Accrued
Liability
(AAL)

(b)

Unfunded
(Funding
Excess)

AAL
(b-a)

Funded
Ratio
(a/b)

Covered
Payroll

(c)

Unfunded
(Funding

Excess) AAL
as a Percentage

of Covered
Payroll
[(b-a)/c]

6/30/97 $705,770 $705,770  - 100% $1,060,245   -  

Information is shown only for the years available.  Additional years will be shown as they become
available.

Changes in Actuarial Assumptions

An actuarial valuation was performed as of June 30, 1997, to establish subsequent contribution
rates.  As a result of the June 30, 1996, experience study, significant actuarial assumptions used in
the valuation included (a) rate of return on investment of present and future assets of 7.5% a year
compounded annually, (b) projected salary increases of 5.5% a year (no explicit assumption is
made regarding the portion attributable to the effects of inflation on salaries) compounded
annually, (c) projected 4.5% annual increase in the social security wage base, and (d) projected
post-retirement increases of 3% annually of the retiree’s initial benefit.  The actuarial assumptions
set forth in (a), (b), and (c) above for the June 30, 1997, valuation differ from the assumptions
used in the June 30, 1995, valuation.  The June 30, 1997, actuarial valuation also utilized a
different methodology for the actuarial value of assets.  The actuarial value of assets was
determined using techniques that smooth the effect of short-term volatility in the market value of
investments over a five-year period.
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Disclosure of Year 2000 Issues

The Year 2000 issue (Y2K) arises because many computer software programs allocate two digits
to the data field for year with the assumption that the first two digits will be 19.  Such programs
will thus interpret the year 2000 as the year 1900, the year 2001 as 1901, etc., absent
programming logic to the contrary. Y2K affects both computer hardware (i.e., the embedded
logic of computer chips) and computer software, and could affect both the ability to enter data
into computer programs and the ability of such programs to correctly process data.

Southeast Community Services Agency has examined the impact of Y2K on its computer systems
and other electronic equipment critical to conducting operations as of June 30, 1998.  “Computer
systems” are defined as both (1) programmed application systems that provide fiscal and
administrative services and (2) supporting hardware and software computer systems infrastructure
upon which the application systems reside and are processed.  “Other electronic equipment” is
defined as any electronic hardware with embedded processors such as fax machines and telephone
systems.

Southeast Community Services Agency has identified its administrative computer network,
Cougar Mountain Software, Traxit Software, System Backups, Agency Banking Systems, and
TnKids Information Systems as computer systems and other equipment critical to conducting
operations which are under the agency’s administration.  The agency is subjecting those systems
to the following stages of work to address Y2K issues.

Awareness stage Establishing a budget and project plan for dealing with the Y2K issue.

Assessment stage Identifying the systems and components for which Y2K compliance
work is needed.

Remediation stage Making changes to systems and equipment.

Validation/testing stage Validating and testing the changes that were made during the remed-
iation stage.

As of June 30, 1998, Southeast Community Services Agency was in the awareness stage for each
of these systems.  The agency expects to complete the remaining stages of work by July 1999.
However, completion of these stages will not guarantee that systems and equipment will be Y2K
compliant.

The state provided the Client Operation and Review System and computer network systems
which are utilized by Southeast Community Services Agency under the administrative assistance
of the Department of Children’s Services.  The agency has begun soliciting information from the
department and other organizations regarding the status of their assessment, remediation, and
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testing of their computer systems whose Y2K compliance could affect the agency’s operations.
Of the organizations that have responded to date, all expect to achieve compliance in a manner
that will not have a materially negative effect on Southeast Community Services Agency’s
operations or financial status, although no assurances can be given that circumstances will not
change.  The agency does not have full and complete information from these other organizations
regarding the status of implementing Y2K compliance.  Any failure by some or all of these
organizations to be in Y2K compliance may have a materially negative impact on the agency’s
operations or financial status.

The Southeast Community Services Agency’s Y2K initiatives did not result in the commitment of
significant financial resources as of the end of the reporting period.  The agency is not aware of
any circumstances or significant costs to achieve Y2K compliance that will have a negative impact
on the operations or financial status of the agency.
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