An Audit Report on

The State Treasury and
Its Trust Company, the
Texas Tomorrow Fund,
and TexPool

October 2001
Report No. 02-007

Lawrence F. Alwin, CPA




WWW.Sa0.state.tx.us
To report waste, fraud, or abuse in state government call the SAO Hotline: 1-800-TX-AUDIT.



Key Points of Report

An Audit Report on the State Treasury and Its Trust
Company, the Texas Tomorrow Fund, and TexPool

October 2001

Overall Conclusion

Treasury Operations (Treasury), a division within the Office of the Comptroller of
Public Accounts (Comptroller), handles more than $1 trillion in financial
transactions and manages more than $25 billion in investments directly and
through its wholly owned Texas Treasury Safekeeping Trust Company (Trust
Company). While we saw no evidence of loss or misappropriation of state
assets, the fact that the Treasury does not adhere to certain significant industry
standards followed by its counterparts in the private sector could increase the
risk that such incidents could occur. No statute or regulation requires the
Treasury to adhere to these standards.

During our audit work, we identified substantial opportunities for improvement
in organizational structure, staffing, and internal controls. We brought these to
the attention of the Comptroller. The Comptroller has started to implement
the majority of the recommendations we made regarding these issues, and
we encourage the Comptroller to continue this effort.

Key Facts and Findings

» Although the Treasury is not expressly obligated to adhere to financial
industry and regulatory standards, doing so could help it maximize
investment returns, improve internal controls, enhance its accounting and
information system, and strengthen its monitoring efforts.

» Aspects of Trust Company oversight, policy, and investment practices
need to be strengthened.

* Asof August 31, 2000, the Texas Tomorrow Fund remained actuarially
sound and provided the expected prepaid tuition services. However,
financial risks associated with this $970 million financial institution need to
be identified and addressed to ensure the Fund’s viability.

« Management of the Texas Local Government Investment Pool (TexPool)
has restored confidence so that the pool continues to grow. However,
there are still opportunities to improve TexPool’s operations.
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Carol Smith, CPA, Audit Manager, (512) 936-9500
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This audit was conducted in accordance with Government Code, Sections 321.013(a) and 404.104.
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Executive Summary

reasury Operations (Treasury), adivision
within the Comptroller of Public
Accounts (Comptroller), handles more than

Funds Managed by the Treasury as
of August 31, 2000

*  $1.1 billion long-term
endowment funds originating
from the tobacco settlement

*  $295 million long-term Higher
Education Fund endowment

. $199 million Texas Tomorrow
Fund fixed income portfolio

e  $8.3 bilion TexPool portfolio

. $2.4 billion in trust accounts on
behalf of 21 state agency
clients

*  $13.5 billion primarily in
operating funds

Source: Treasury’s annual financial
report

The State Treasury and the Trust
Company

The State Treasury, merged by
constitutional amendment with
the Comptroller of Public Accounts
in 1996, conducts its operations
directly and through the Texas
Treasury Safekeeping Trust
Company (Trust Company). The
operations of the Treasury and the
Trust Company are intertwined
and, therefore, we reviewed the
organizations as one entity.

The Trust Company provides the
Treasury with direct access to the
Federal Reserve System. With this
access, the Treasury can initiate
and receive transfers of money by
wire, pay state warrants, and settle
and maintain custody of
government securities without
using a separate bank. The
Comptroller of Public Accounts is
the sole officer, director, and
shareholder of the Trust Company.

$1 trillion in financial
transactions and manages more
than $25 billion in investments
directly and through its wholly
owned Texas Treasury
Safekeeping Trust Company
(Trust Company) without
adhering to certain significant
financial industry standards
followed by its counterpartsin
the private sector.

While we saw no evidence of
loss or misappropriation of state
assets, the fact that the Treasury
does not adhere to these
standards increases the risk that
such incidents could occur. The
Treasury is not expressly
obligated to adhere to the
financial industry and regulatory
standards that are applicable to
banks and trust companies, but
doing so could help it improve
its operations and maximize
investment returns.

During the course of our audit
work, we identified substantial
opportunities for improvement
in organizational structure,
staffing, and internal controls
and brought these to the
attention of the Comptroller.
The Comptroller has started to
implement the mgority of the
recommendations we made
regarding these issues, and we
encourage the Comptroller to
continue strengthening the
operations of the Treasury and
the Trust Company. This effort
will require firm commitment on

the part of the Comptroller, the Treasury, and
the Trust Company.

Conduct Treasury Operations
According to Well-Established
Financial Industry and Regulatory
Standards

Although the Treasury is not expressy
required to follow most relevant banking,
securities, and trust standards and
regulations, it could benefit from adhering to
these standards and regulations as a matter of
“good practice” for afiduciary and self-
governed financial institution. 1n many
respects, the Treasury’ s activities are similar
to those of abank or trust company.

Adhering to standards and regulations is of
particular importance for the Treasury.
Unlike its counterpart in other states, the
Treasury does not use an intermediary bank
to provide services. The use of an
intermediary bank reduces risk because the
intermediary bank overlays its own set of
internal control procedures and is potentially
liablefor lossin the event of errors or
irregularities.

The fact that the Treasury was not required to
adhere to industry standards may have
contributed to it not being prepared to
assume the responsibility it was given during
the late 1990s to manage long-term
investment funds. Specifically, the Treasury
held most of itslong-term funds in cash
investments until it hired investment
managers in October 2000. Thiswas nearly
four years after initial funding of the Higher
Education Fund, 16 months after the
authorizing legidation was enrolled for the
Public Hedth Fund, and 16 months after the
authorizing legidation was enrolled for the
Tobacco Settlement Permanent Trust Fund.

In 2000 and 2001, the Treasury started taking
steps toward strengthening its investment
operations by establishing investment
allocation plans, hiring investment
consultants, adding key investment staff
positions, and hiring a network of
experienced external money managers.
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Executive Summary

Adhering to customary financial industry
standards could help the Treasury take the
following stepsto further strengthen its
operations:

* Aspectsof Trust Company oversight,
policy, and investment practices could
be strengthened. Before 2001, the
Treasury’s Trust Company operated
without the benefit of oversight provided
by a governing board or advisory board.
However, the 77th Legislature authorized
the Comptroller to appoint an advisory
board to advise the Comptroller with
respect to managing the assets held by
the Comptroller’s Trust Company.

The creation of an advisory board isa
step toward strengthening the Trust
Company’s operations. However, the
manner in which the advisory board
operates will be crucial in ensuring that
the Trust Company receives the full
potential benefit of this change. For
example, adopting the Federal
Depository Insurance Company’ s basic
principles of trust and forming atrust
committee could help bolster the Trust
Company’ s operations.

e TheTreasury should continue
strengthening itsinvestment expertise.
The Treasury’ s long-term investment
responsibilities expanded before it had
acquired the necessary investment
expertise. However, the recent and
proposed addition of key positions at the
Treasury should improve investment
results, reduce risk, and strengthen
controls and safeguards.

e TheTreasury'sinternal controlscould
be strengthened to better safeguard
the State' sassets. The Treasury could
bolster its operations by following the
three internal control objectives and the
nine internal control procedures
identified by the Federal Reserve Board
as necessary for providing adequate
safeguards. Although the Treasury is not
expressly obligated to adhere to these

standards, it could benefit from following
them.

* Theaccounting and information
system used by the Treasury and the
Trust Company should be improved to
meet financial industry standards. The
accounting and information system used
by the Treasury and the Trust Company
does not fully accommodate standards
for financia institutions. Although they
are not expressly required to adhere to
such standards, the Treasury and the
Trust Company should have an
accounting and information system that
provides management with the best
information on which to base investment
decisions. Complying with financial
industry standards would help to achieve
this.

e TheTreasury should consider
implementing the monitoring
standardsrequired of financial
institutions. The Treasury does not
adhere to some of the monitoring
requirements that are commonly applied
to financial ingtitutions. Such
requirements include ensuring regular
internal audit coverage based on the
standards applicable to financial
ingtitutions, obtaining unqualified auditor
opinions on the comprehensive annual
financial statements, and obtaining
periodic audits based on regulatory
examination standards. Althoughitis
not required, adhering to these
monitoring standards could help ensure
that management actsin adisciplined
fashion, operations are sound, and the
organization has adequate professional
knowledge.

Identify and Address Texas
Tomorrow Fund Financial Risks

As of August 31, 2000, the Texas Tomorrow
Fund remained actuarially sound and
provided the expected prepaid tuition
services. However, financial risks associated

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
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Executive Summary

with this $970 million financial institution
need to be clearly identified and addressed to
ensure the Fund’ s viability.

Improve Monitoring of TexPool
Contractors

The management of the Texas Local
Government Investment Pool (TexPool) has
restored confidence so that TexPool
continues to grow. However, there are till
opportunities for Treasury management to
improve operations. (The Comptroller of
Public Accounts manages TexPool through
the Comptroller’s Treasury Division.)
TexPool management needs to improve its
monitoring of the contractors who conduct
TexPool’s operations, consider increasing the
range of eligible investments, and enhance
therole of the TexPool Advisory Board. As
of August 31, 2000, TexPool managed

$8.3 hillion for 1,598 local governmental
entities.

Summary of Management
Responses

With certain exceptions, the Comptroller
generally agrees with our findings and
recommendations.

Summary of Audit Objectives

Treasury and Trust Company. Our first
objective was to determine whether the Trust
Company employs effective controls and
procedures when processing the State's
transactions and assess whether it effectively
and appropriately manages the funds under
its care.

Our second objective was to determine
whether the Treasury has implemented the
recommendations made in a previous State
Auditor’ s Office report (A Review of
Controls Over Investment Practices at Sx
Major Sate Investing Entities, SAO Report
No. 97-014, November 1996).

Texas Tomorrow Fund. Our objective was
to assess the Texas Prepaid Higher Education
Tuition Board' s oversight of the Texas
Tomorrow Fund’ s actuarial assumptions,
contracting decisions, benchmarking, and
risk assessment process.

TexPool. Our objective was to determine
whether the Texas Local Government
Investment Pool receives sufficient
monitoring.

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
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Overall Summary

Treasury Operations (Treasury), adivision within the Comptroller of Public Accounts
(Comptroller), handles more than $1 trillion in financial transactions and manages
more than $25 billion in investments directly and through its wholly owned Texas

Funds Managed By the Treasury as of
August 31, 2000

$1.1 billion long-term endowment funds
originating from the tobacco settlement

$295 million long-term Higher Education Fund
endowment

$199 million Texas Tomorrow Fund fixed income
portfolio

$8.3 billion TexPool portfolio

$2.4 billion in trust accounts on behalf of 21
state agency clients

$13.5 billion primarily in operating funds

Source: Treasury’s annual financial report

Banking Activities Performed
By the Treasury
Accepting and processing deposits
Receiving and sending wires
Clearing checks and drafts

Providing cash management services such as
lockbox processing

Settling securities transactions through the
Federal Reserve or the Depository Trust
Company

Keeping custody of securities

Safeguarding valuable items in a vault

Pooling and investing funds on behalf of others
Acting as an escrow agent or bond trustee
Managing endowment funds

Acting as a fiduciary

OCTOBER 2001

Treasury Safekeeping Trust Company (Trust
Company) without adhering to certain significant
financial industry standards followed by its
counterparts in the private sector.

While we saw no evidence of |oss or misappropriation
of state assets, the fact that the Treasury does not
adhere to these standards increases the risk that such
incidents could occur. No statute or regulation
expressly requires the Treasury to adhere to the
financial industry and regulatory standards that are
applicable to banks and trust companies, but doing so
could help it improve its operations and maximize
investment returns.

During the course of our audit work, we identified substantial opportunities for
improvement in organizationa structure, staffing, and internal controls, and brought
these to the attention of the Comptroller. The Comptroller has started to implement
the mgjority of the recommendations we made regarding these issues, and we
encourage the Comptroller to continue strengthening the operations of the Treasury
and the Trust Company. This effort will require firm commitment on the part of the
Comptroller, the Treasury, and the Trust Company.

Section 1:

Conduct Treasury Operations
According to Well-Established
Financial Industry and Regulatory
Standards

Although the Treasury is not expressly required to
follow most relevant banking, securities, and trust
standards and regulations, it could benefit from
adhering to these standards and regulations as a
matter of “good practice” for afiduciary and self-
governed financial institution. In many respects, the
Treasury’s activities are similar to those of abank or
trust company (see text box).

Adhering to standards and regulationsis of particular importance for the Treasury.
Unlike its counterparts in most other states that use an intermediary bank to provide
services, the Treasury performs many bank functionsitself. These self-performed
activitiesinclude directly accessing the Federal Reserve System and safekeeping the
State’ sinvestments. Normally, an intermediary bank provides these services, which
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reduces risk because the bank overlaysits own set of interna control procedures and
is potentialy liable for loss in the event of errors or irregularities.

Adhering to financial industry standards could help the Treasury ensure that
management and staff have appropriate investment expertise, operational safeguards
are adequate, and periodic monitoring occurs. In addition, following such standards
could help the Treasury adjust to an expanded role that now includes managing long-
term funds and providing trust services.

The fact that the Treasury was not required to adhere to industry standards may have
contributed to it not being prepared to assume the responsibility it was given during
the late 1990s to manage long-term investment funds. Specifically, when the
Treasury initially became responsible for managing the Higher Education Fund, the
Public Heath Fund, and the Tobacco Settlement Permanent Trust Fund, it lacked the
following fundamental investment elements:

. Asset allocation plans specifying how funds were to be invested and
corresponding performance benchmarks with which to compare the funds
actual investment returns to ensure optimum return from these
legidlatively-mandated investments.

. Investment consultants to verify performance and recommend a strategy to
properly diversify the investment portfolio and minimize risk.

. Staff with appropriate expertise to make investment decisions and supervise
the investment consultants.

. A network of experienced external money managers.

. An accounting and information system that met financial industry standards
and was capable of capturing and communicating all pertinent financia data.

. Independent internal investment performance measurement capability.

. An appropriate system of internal controls based on financial industry
standards.

. Thelevel of external and internal audit coverage suggested by financial
industry standards.

Because its operations initially did not encompass the investment elements listed
above, the Treasury held most of its long-term funds in cash investments until it hired
investment managers in October 2000. Thiswas nearly four years after theinitial
funding of the Higher Education Fund, 16 months after the authorizing legislation was
enrolled for the Public Health Fund, and 16 months after the authorizing legidation
was enrolled for the Tobacco Settlement Permanent Trust Fund. Because the value of
the stock market has risen over the long-term, it is prudent to invest fundsin long-
term investments as promptly as possible. (See Appendix 2 on page 51 for additional
detail regarding the timing of the investment of these funds.)

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
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Specifically, the Treasury:

Federal Depository Insurance Company
(FDIC) Guidelines for a Trust Committee

Meet at least quarterly, and more frequently if
considered necessary and prudent, to fulfill
committee supervisory responsibilities.

Approve and document the opening of all
new trust department accounts; all purchases,
sales, and changes in trust assets; and the
closing of trust accounts.

Provide for an annual review of each trust
department account. The scope, frequency,
and level of review should be addressed in
written policies. Account reviews should cover
both account administration and investment
suitability.

Keep comprehensive minutes of committee
meetings and actions.

Make periodic reports to the advisory board of
committee actions.

OCTOBER 2001

Source: FDIC Trust Examination Manual

The Treasury has started taking steps toward improving the weaknesses noted above.

. Established asset alocation plans for each long-term investment fund and
began investing according to these plans in October 2000.

. Hired investment consultants in the first quarter of calendar year 2000.

. Added key investment staff positionsin 2000 and 2001.

. Hired a network of experienced external money managersin
October 2000.

We encourage the Comptroller to continue to strengthen the Treasury’ s operations.

Section 1-A:

Aspects of Trust Company Oversight,
Policy, and Investment Practices Could
Be Strengthened

Before 2001 the Treasury’ s Trust Company operated
without the benefit of oversight provided by a
governing board or advisory board. However, the
77th Legidature, through the addition of Texas
Government Code, Section 404.108, authorized the
Comptroller to appoint an advisory board to advise the
Comptroller with respect to managing the assets held
by the Trust Company. The Trust Company provides
trust services for 21 state entities (fiduciary clients)
with $2.4 billion in assets.

The creation of an advisory board is one step toward
strengthening the Trust Company’ s operations.
However, the manner in which the advisory board will
operate will be crucial in ensuring that the Trust

Company receivesthe full potential benefit of this change.

While the Trust Company adjusts to its changing oversight structure, it also should
consider implementing the following fundamental trust department controls:

. The adoption of basic principles of trust and the formation of atrust

committee. The Federal Depository Insurance Company (FDIC) publishes a
trust company examination manual that sets out a detailed framework for the
proper administration of fiduciary activities. The Statement of Principles of
Trust Department Management (Statement) within this manual summarizes
the framework viewed as a minimum standard. A key element of the
Statement is the creation of atrust committee. The Statement recognizes that
it might not be practical for an ingtitution’ s governance structure to closely
monitor the conduct of trust activities. Therefore, it suggeststhe creation of a
specialized committee to oversee fiduciary activities to ensure that they are
properly conducted (see text box).
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. An independent investment policy, separate from the Treasury’s policy,
governing the conduct of activities on behalf of each fiduciary client. Such a
policy establishes guidance for all areas of the Trust Company’ s management
and operations.

In addition to operating without an independent investment policy, the Trust Company
exclusively invests discretionary cash (cash for which the client has not provided
specific investment instructions) in overnight repurchase agreements for many of its
fiduciary clients. The Trust Company does this so that its clients will have ready
access to short-term cash funds (liquidity) if needed. An alternative approach would
be to consider investing these funds in short-to intermediate-term government agency
securities or alocal government investment pool such asthe Treasury Pool or the
Texas Loca Government Investment Pool (TexPool). These alternatives provide the
same liquidity to the client and have greater diversification. These alternatives also
have longer average maturities (duration) that tend to provide higher returns.

Recommendation:

The Treasury should:

. Consider adopting the FDIC's Satement of Principles of Trust Department
Management and creating a trust committee that includes individuals with
relevant expertise and experience to monitor fiduciary activities asoutlined in
the FDIC's guidelines.

. Consider appointing Trust Company advisory board members to staggered
terms and soliciting the board’ s advice with respect to Trust Company
executive management recruitment and other financia institution matters.

. Consider establishing an investment policy specifically geared toward the
Trust Company.
. Consider having the Trust Company invest discretionary cash in short- to

intermediate-term government agency securities or alocal government
investment pool such as the Treasury Pool or TexPool.

Management’ s Response:

Although the entire implementation process took longer than we had anticipated and
the Sate Auditor deemed reasonable, we believe Treasury Operations performedin a
prudent manner as it assumed the role of endowment and trust fund manager. In
retrospect, perhaps timeliness was compromised in the pursuit of quality and long-
lasting results, however it isimportant to note that fund performance was not
negatively impacted by the delay. Thereis a three-step process that must be followed
when executing a start-up, long-term investment program:

. Establish the overall goals and objectives of the funds.

. Determine how the assets need to be allocated and the blend of investment
styles required that would historically achieve the return objectives.

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
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. Perform an extensive due diligence search and review process to select the
external investment managers that will best serve the needs of the fund.

As the above steps were being performed, investment and asset allocation consultants
and custodial agents were hired.

Treasury Operations accomplished all of the necessary tasks within a reasonable
amount of time considering the complexity of the fund objectives, the fact that
investment policies and asset all ocations had not yet been developed, and the number
of investment managersrequired. Itistypical for an asset allocation study followed
by an investment manager search to take up to a year from start to finish for a mature
pension or endowment fund. A prudent investor should never approach such a long-
term programwith a knee-jerk reaction to current market conditions. It would have
been irresponsible to make a less intensive due diligence effort.

With regard to your recommendations, we do share your view that there are indeed
opportunities for improvement in our operation.

. While we decline to unequivocally adopt the Federal Deposit Insurance
framework, we agree that Treasury Operations could benefit from adhering to
many of the banking, securities, and trust standards that are commonly
practiced in the private sector. We will review the standards developed by the
Federal Deposit Insurance Corporation, the Federal Reserve Bank, and the
Sate Banking Commission in order to determine the “ best practices’ for a
fiduciary and self-governed public financial institution. In the course of our
review we will consider and closely review the FDIC's Satement of
Principles of Trust Department Management.

. B 1547 authorizes the creation of an Investment Advisory Board for the
Comptroller’s office. The memberswill be appointed by the Comptroller and
serve at the will of the Comptroller.

. We agree that the Trust Company should have its own investment policy
specifically geared to its operation and will develop one with the
restructuring of the Safekeeping Trust Company under House Bill 2914.

. We agree that we should expand the options that are available for the
investing of discretionary cash managed by the Trust Company for its clients
and will make it a high priority with the restructuring of the Safekeeping Trust
Company under House Bill 2914.

Section 1-B:
The Treasury Should Continue Strengthening Its Investment
Expertise

The Treasury’ s long-term investment responsibilities expanded before it had acquired
the necessary investment expertise. However, the recent and proposed addition of key
positions at the Treasury has begun to address issues related to limited investment
expertise raised during this audit. The addition of these positions should improve
investment results, reduce risk, and strengthen controls and safeguards.

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
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expertise.

Recommendation:

1)
2
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Federal Reserve Board
Three Internal Control Objectives

Competent persons must perform internal control
procedures.

Internal control procedures must both exist and be
applied regularly.

Independent performance must be established.
Employees who have access to assets should not
also have access to accounting records, perform
related review of operations, orimmediately
supervise the activities of other employees who
maintain records or perform the review operations.

Nine Internal Control Procedures
Transactions and activities should be authorized.
Important duties should be segregated.

Assets should be under dual control.
Job descriptions should be well defined.

Adequate human resource polices should be
established, clearly understood, and consistently
followed.

A consecutive absence policy should be required.
Adequate documents and records should be kept.

Physical safeguards over access to assets should be
in place.

Independent checks on performance and proper
valuation of recorded amounts should be regularly
conducted.

PAGE 10

Source: Examination Manual for US Branches and

Agencies of Foreign Banking Operations. Federal
Reserve Board, Section 4020, Internal Control.

Prior to the hiring of a chief investment officer in 2001, Treasury personnel
responsible for investing $1.6 billion in long-term investment funds had no prior
professional experience allocating and supervising investments of this nature. In
addition, Treasury personnel had little to no prior professional experience hiring and
monitoring external money managers for long-term investments. In addition to hiring
achief investment officer, the Treasury hasfilled two other positions (a manager of
external managers and a compliance officer) that should help boost itsinvestment

The Treasury should:

. Continue to establish key positions with the knowledge and experience to
conduct operationsin a safe and sound manner.

. Fully inform the Legid ature about the resource requirements and possible

obstacles to implementation that could be associated with proposed additional
responsibilities. If the Treasury believesit is unprepared for additional

responsibilities, certain functions can be
outsourced if internal expertise does not exist.

Management’ s Response:

. The Comptroller’s office will continueits
practice of hiring competent, qualified
personnel for key positions.

. The Comptroller’s office will continueits
practice of fully informing the
Legidature about any and all issues
concerning pending legislation. Our
obligation isto comply in the most
prudent and effective manner possible.
Thisincludes ensuring that we have the
appropriate knowledge, experience, and
gualifications on board to carry out our
mission.

Section 1-C:

The Treasury’s Internal Controls Could
Be Strengthened to Better Safeguard
the State’s Assets

The Treasury could bolster its operations by
following the internal control objectives and
procedures identified by the Federal Reserve

| Board as necessary for providing adequate safeguards (see text box). Although the
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following them.

Treasury Management Is Responsible For:

Establishing and maintaining internal controls
over financial reporting.

Presenting the Treasury and Trust Company’s
financial position and the results of operations
in conformity with generally accepted
accounting principles.

Identifying errors, irregularities, or illegal acts
involving Treasury staff and taking appropriate
corrective action.

Maintaining compliance with state and
federal laws and regulations.

OCTOBER 2001

Treasury is not expressly obligated to adhere to these standards, it could benefit from

Shortly after the creation of the Trust Company in 1986 (before the Treasury was
transferred to the Comptroller) the State Auditor’ s Office issued A Report on the
Internal Control System Necessary to Safeguard the State’ s Use of the Federal
Reserve System Fedwire for Book-Entry Security Transfer and Safekeeping (SAO
Report No. 89-028, September 1988). In that report, we made similar
recommendations to strengthen internal controls.

The following examplesillustrate opportunities for improvement.

Internal Control Procedures Must Both Exist and Be Applied Regularly

The Treasury’ s investment policy requires that repurchase agreements bought after the
Federal Reserve System closes have collateral held by third-party custodians.
However, the Treasury did not have a procedure in place to verify the placement of
the required collateral with the independent custodians. In addition, there was no
procedure to periodicaly verify the counter-party’ s or the independent custodian’s
creditworthiness or to set transaction size limits. The Comptroller indicates that this
situation has been corrected.

The Treasury also could strengthen itsinternal controls by requiring the wire room
clerk to validate transactions over a specified amount by calling designated contact
persons at the agencies that originate these transactions. In addition, during our audit,

a Treasury wire room clerk could not visually validate
signatures for wire transfer requests because this
individual did not have immediate access to signature
lists. Although the wire room clerk was familiar with
the signatures, it is important that all authorized
employees have immediate access to the
documentation needed for signature verification.

Independent Performance Must Be Established

The Treasury’ sinvestment department has authority
over the acquisition and disposition of investment
assets and is responsible for the following duties that,

when performed or supervised together, violate the independent performance
objective. These responsibilitiesinclude:

. Investment performance reporting
. Internal administrative reporting
. Vendor procurement and contract management

A conflict of interest exists when those responsible for investment activities also
directly or indirectly measure or report on their own performance.
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Transactions and Activities Should Be Authorized

Certain activities that the Trust Company conducts through the Federal Reserve
System are not clearly authorized by the Federal Reserve' s agreement with the Trust
Company. These activities include the transmittal of non-repetitive wires and the
settlement of non-governmental securities transactions representing billions of dollars.

Thereasoisalack of clarity regarding whether the Trust Company is authorized to
retain accumulated earnings from sources other than capital stock or investments. The
Trust Company has accumulated capita of approximately $9.1 million ($1 million of

accumul ated earnings.

What Does a Wire Room Do?

The Trust Company’s wire room connects to the
Federal Reserve’s Fed Wire System. The Fed Wire
System provides for the electronic transfer of
immediate and irrevocable payments between
participating institutions. It functions as both a
clearing and settlement facility for funds and
securities transfers.

One of the Trust Company wire room’s duties is to
verify trade tickets prepared by investment traders
and to reconcile the transactions with Federal
Reserve Bank data. The wire room also performs
the reconciliation of investments held in the
Depository Trust Company, which holds non-
government bonds and stocks.

capital stock plus accumulated earnings primarily from fees charged to TexPool
customers prior to 1997). It isnot apparent that there is a purpose for these

Important Duties Should Be Segregated

Wire room activities have not always been appropriately segregated from the
investment function. Until 2000 the wire room, which serves as a*“checks and

balances’ mechanism for investment transactions (see
text box), was under the supervision of the manager of
investments. We identified this same control
weakness in Controls Over Investment Practices at
Sx Major Sate Investing Entities (SAO Report No.
97-014, November 1996).

The nature of the transactions and the magnitude of
business processed el ectronically by means of wire
transfers necessitates the implementation of strictly
imposed security measures and controls. Funds
transferred el ectronically are available immediately
and can be a source of large losses due to both fraud
and human error. Though we detected no fraud or
abuse, thereis potential for both.

In 2000 the Treasury began to address this weakness by moving the Fed
Wire/Depository Trust Company supervisory line of reporting from the manager of
investment to the director of treasury operations.

Assets Should Be Under Dual Control

The Treasury kept passwords to funds transfer equipment in alocked file cabinet,
rather than in avault. We observed that the key to the file cabinet was kept in a
nearby unlocked desk drawer. Using these passwords, an individual could gain
unauthorized access to the funds transfer system using a remote telephone.

Dual control also should be enforced in the unclaimed property vault where, on
occasion, a single employee has inventoried newly arrived items. Requiring two
people to perform sensitive tasks reduces the risk of loss. In addition, authorized
Treasury employees individually accessed the unclaimed property vault (individuals
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who access the vault are not required to sign vault logs). The vault holds hard-to-trace
valuables such as jewelry.

Adequate Human Resource Polices Should Be Established, Clearly Understood,
and Consistently Followed

The Treasury did not conduct employee background checks that extended beyond
simple employment verification. While an individual’ s past does not predict his or her
future actions, it would be to the Treasury’ s advantage to conduct thorough credit,
employment, and criminal background checks on prospective employees who may be
responsible for handling transactions and investing state funds.

The FDIC recommends that management check the credit and previous employment
references of prospective employees. The FDIC aso recommends that management
conduct criminal background checks. The FDIC notes that the facilities of the Federal
Bureau of Investigation (FBI) are available to check fingerprints of employees and
prospective employees of financia institutions. The FBI also can supply financial
ingtitutions with criminal records, if any, for individuals whose fingerprints are
submitted. Alternatively, the FDIC recommends using the services of an insurance
company that writes banker’ s bonds to obtain assistance in screening officers and
employees.

Recommendation:

The Comptroller should:

. Consider having the Treasury and Trust Company follow the internal control
objectives and procedures set forth by the Federal Reserve Board. Guidance
may be obtained from the Federal Reserve Board' s Examination Manuals.
These manuals outline specific industry practices that would mitigate the risks
that result from weaknesses in internal controls.

. Ensure that Treasury and Trust Company staff understand the importance of
internal control safeguards.
. Request an amendment to the agreement between the Trust Company and the

Federal Reserve so that all of the Trust Company’ s Federal Reserve System
activities are clearly authorized.

. Consider allocating the accumulated surplus from the Trust Company to funds
held and managed by the Comptroller, similar to Texas Government Code,
Section 404.071(a), unless there is a specific purpose for the continued
retention of the surplus.

Management’ s Response:

. We agree that Treasury Operations could benefit from adhering to many of
the banking, securities and trust standards that are commonly practiced in the
private sector. We will review the standards devel oped by the Federal
Deposit Insurance Corporation, the Federal Reserve Board and the State
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Banking Commission in order to determine the “ best practices’ for a
fiduciary and self-governed public financial institution. In the course of our
review we will consider and closely review the FDIC' s Satement of
Principles of Trust Department Management. It should be noted that the
FDIC Trust Examination Manual recognizes that the cost/benefit of internal
controls should be evaluated. It provides the following guidance to its
examiners. “ Examiners should realize that an effective system of personnel
policies designed to establish dual control, duty separation and rotation may
be costly. Examiners need to exercise judgment in assessing a department’s
control system. One or more basic points may have deficiencies, but the
system may be strengthened by bolstering others. Often thisis accomplished
by reliance upon a strong audit, whether by an external CPA firmor an
internal auditor.”

. On two separate occasions during fiscal year 2001, the Comptroller’s office
has engaged the services of an outside consultant to raise management’s
awareness of internal control safeguards and risk management. In addition,
we will be utilizing this consultant in fiscal year 2002 to hel p management
and staff at the Treasury to implement an on-going risk management
program. In addition, a number of Comptroller employees attended Federal
Reserve Bank training in San Antonio on the topic of internal controls and
Security.

. Under our current agreement with the Federal Reserve Bank of Dallas, the
Bank has the right to make periodic examinations of the Trust Company and
its activities. To date, the Trust Company has maintained a positive
relationship with the Federal Reserve Bank. However, because of the
upcoming restructuring of the Trust Company, we will bein contact with the
Federal Reserve Bank in order to update the agreements and resolutions.

. House Bill 2914, passed by the 77th Legislature, specifically addressed the
issue of accumulated surplus. The language now reads: “ The trust company
shall hold capital stock and reserve balances outside the treasury in an
amount required by applicable regulatory bodies for eligibility for federal
reserve services, for participation in a depository trust company, and as
necessary to achieve its purposes under section 404.103.” Retention of the
surplus was a management decision of the Comptroller’s Office. We believe
it was a prudent and proactive decision to ensure adequate start-up capital
for the new Safekeeping Trust Company

Section 1-D:

The Accounting and Information System Used by the Treasury and
the Trust Company Should Be Improved to Meet Financial Industry
Standards

The accounting and information system used by the Treasury and Trust Company
does not fully accommodate standards for financial institutions. Although they are not
expressly required to adhere to such standards, the Treasury and the Trust Company
should have an accounting and information system that provides management with the
best information on which to base decisions. Complying with financial industry
standards would help achieve this.
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The accounting and information system does not independently capture al of the
financial activity processed by the Trust Company. Asaresult, it is difficult to report

August 31, 1996.

on the Trust Company’ s overall financial condition including the

A national accounting firm results of operations (income statement) and a statement of cash
conducted the Trust

Company’s most recent audit.

flows, in conformity with generally accepted accounting

Its report, dated January 24, principles. Therefore, it would be difficult for an auditor to issue
1997, limited the accountant’s | an independent opinion, without qualifications, on the Trust
responsibility to expressing an Company’ s financial statements without auditing the entire
opinion on the balance sheet

of the Trust Company as of Treasury.

OCTOBER 2001

The Trust Company’ s previous independent auditor limited its
opinion to the Trust Company’ s balance sheet, rather than issuing an opinion on the
Trust Company’ s overall financial condition including the results of operations and a
statement of cash flows. Because the Trust Company’s bylaws require that all books
and records regarding the operation of the Trust Company shall be audited annualy,
an improved system is warranted.

Recommendation:

The Treasury and the Trust Company should:

. Consider improving the information system to meet financial industry
standards. The system should capture all financial activity so that pertinent
information is communicated to appropriate personnel on atimely basis.

. Ensure that the information system accommodates compl ete accounting
controls such as audit trails, transaction journals, trial balances, and frequent
reporting. Management should design methods to use this system to evaluate
strategies and detect errors or irregularities.

Management’ s Response:

The current Treasury systems can provide financial information and reporting, but we
recognize the need for improvement and modernization. Funding for a new treasury
management/accounting system has been approved. An RFP has been developed and
should beissued during October 2001.

Section 1-E:
The Treasury Should Consider Implementing the Monitoring
Standards Required of Financial Institutions

The Treasury does not adhere to some of the monitoring requirements commonly
applied to financia ingtitutions. Although not required, adhering to these monitoring
standards could help ensure that management acts in a disciplined fashion, operations
are sound, and the organization has adequate professional knowledge.

The following are areas in which monitoring could be improved.
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A More Regular Program of Internal Audits is Warranted

Until 2000 there had been very limited internal audit coverage of the Treasury.
According to management, since 1996 internal audit coverage of the Treasury
consisted of:

. Five 1997 follow-up reviews

. A 1997 Treasury quarterly collateral reconciliation

. A 1997 interna control review of the withdrawal of fundsfrom TexPool and
the Trust Company

. A 1997 money bag report

. A 2000 review of investment policies and procedures

. A 2001 audit of unclaimed property/wire room and stock claim

. A 2001 audit of electronic funds transfer

. Fifteen surprise cash counts

. Two audits that included indirect coverage of the Treasury

. Two projects in which the internal audit staff provided assistance to others

Examples of internal audit functions that are expected of afinancia institution, but
which have not been routinely performed at the Treasury, include but are not limited
to:

. Balance and proof of subsidiary ledgersto general ledgers
. Asset account confirmations
. Spot-checking and tracing of transactions for accuracy and validity

There are at |east fifteen additiona e ements of a comprehensive internal audit
program that may be applicable. These elements are specified in the FDIC Manual of
Examination Policies and the FDIC Trust Examination Manual. The audit function
for afinancial institution of the Treasury’s size should incorporate full-time,
continuous interna audit procedures coupled with periodic external audits. The
internal audit department should focus its efforts on control elements and record
keeping integrity. External auditors should evaluate fiduciary risk factors and perform
sufficient testing to render an audit opinion for the annual financial statements.

In 2001 the Comptroller began to address this issue by assigning an internal auditor to
audit Treasury operations on afull-time basis.

Annual Independent Financial Audits Should Be Conducted

Texas Government Code, Section 404.104(c), requires the Comptroller to submit an
audited report regarding the operations of the Trust Company to the Legidlative
Budget Board. Although Texas Government Code does not specify the type or
frequency of these audits, the Trust Company’s bylaws require annua financia audits.
Conducting annual financial audits also is consistent with standard financial industry
practice.

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
THE TEXAS TOMORROW FUND, AND TEXPOOL OCTOBER 2001



occurred.

be Beneficial

Control Requirements of the Trust Company’s
Agreement With the Federal Reserve
Bank of Dallas

“The Trust Company shall institute adequate
internal control procedures. The Federal Reserve
Bank reserves the right to make periodic
examinations of Trust Company to evaluate the
quality of management of Trust Company, and
to examine the books and records of Trust
Company. ... The Trust Company agrees to
conduct periodic audits and examinations to
determine compliance with internal controls and
procedures.”

Source: Section 4 of the Agreement with the Federal
Reserve Bank of Dallas

Recommendation:

However, since 1996 only TexPool and the Texas Tomorrow Fund, which are
segments of the Treasury, have received regular audits of their financial statements.
The Tobacco Settlement Permanent Trust Fund’ s December 31, 2000, financid
statements (for the period from inception) were recently audited for thefirst time. The
Treasury also received two consultant reports (not audit reports) during this time.
Because the financial audit coverage has been limited, it will be more difficult to
identify internal control weaknesses that help detect whether fraud or loss of funds has

A Regular Program of Examinations by a Competent Regulatory Agency Could

The Trust Company’ s agreement with the Federal
Reserve Bank of Dallas (Reserve Bank) grantsthe
Reserve Bank the right to examine the Trust
Company (see text box); however, the Reserve Bank
has never exercised thisright. The Reserve Bank
routingly examines a broad range of financia
institutions and can be presumed to be competent to
evaluate the quality of an ingtitution’ s management
and the sufficiency of itsinternal controls. Periodic
examinations by a competent regulatory agency can
provide assurance that an institution’ s bank and trust
activities are being managed in a safe and sound
manner. In addition, such examinations help ensure
that activities are managed consistently with
applicable and up-to-date industry standards.

The Treasury and the Trust Company should:

. Receive regular internal audit coverage based on the standards applicable to
financial ingtitutions. A comprehensive internal audit programis outlined in
the FDIC Manual of Examination Policies and the FDIC Trust Examination

Manual.

. Ensure that the Trust Company annually obtains an unqualified opinion on its
comprehensive annual financial statements from an independent auditor.

. Ensure that the Trust Company is examined periodically by a competent

regulatory authority according to applicable federal standards. Because the
Treasury has an agreement granting the Federal Reserve jurisdiction over
certain of its activities, it would be logical to request that the Federal Reserve
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perform these specific audits or examinations. Alternatively, an outside audit
firm on an annual basis could:

- Report on and describe the Trust Company’ s internal controls and
whether those controls are suitably designed to achieve specified
control objectives.

- Determine whether the controls were placed in operation during
the year.

- Test if the controls were operating with sufficient effectivenessto
provide reasonable, but not absolute, assurance that the related control
obj ectives were achieved during the year.

Management’ s Response:

Internal Audit will continue to provide regular audit coverage of the Treasury
and has assigned one auditor full-time to focus on the Treasury. In addition,
the Trust Company will have its own internal auditor/compliance officer.

On an annual basis, the Trust Company will obtain from an independent
auditor an unqualified opinion on its comprehensive annual financial
statements.

Jurisdiction granted to the Federal Reserve through our agreement allows
case specific audits only and not regulatory examinations. In addition, the
Federal Reserve does not have the requisite knowledge of Texas state law and
statutes. Therefore, the Trust Company will consider developing a plan for
contracting with an outside audit firm with the appropriate expertise to
conduct a compliance audit on a periodic basis.
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Section 2:

Status of the Treasury’s Implementation of Prior Audit
Recommendations and Related Additional Recommendations Based

on Expanded Responsibilities

Table 1 summarizes the status of the Treasury’simplementation of recommendations
from Controls Over Investment Practices at Sx Major Sate Investing Entities (SAO
Report No. 97-014, November 1996). Because the Treasury’sinvestment
responsibilities have expanded since 1996, we have included additional
recommendations where appropriate.

Table 1

Status of Recommendations For the Treasury From
Controls Over Investment Practices at Six Major State Investing Entities
(SAO Report No. 97-014, November 1996)

Recommendation From
SAO Report No. 97-014

Auditor Comments

Recommendation Not Yet Implemented By the Treasury

A written investment strategy should be prepared and reviewed
periodically to determine if adjustments to the portfolio are
needed in response to changing market conditions. Executive
management’s involvement in the monitoring process should
be documented.

The Treasury does not prepare and retain written strategies.
Carefully formulated strategies, particularly those for the Treasury
portfolio, are much more specific than policy objectives. Such
strategies are an important tool in achieving the intended results of
the investment policies. These strategies also can be used to
evaluate the performance of both internal and external portfolio
managers.

Recommendation Partially Implemented By the Treasury

We also recommend that the State Treasury revise its investment
policy to address portfolio diversification, acceptable risk levels,
expectations regarding portfolio performance, investment
maturity limitations, eligible collateral, and investment staff
quality and capability. The new investment policy should also
address Lottery investments.

Staff quality and capability have not been considered in the policy.
The investment policy should consider both the complexities of how
the funds are to be managed and the minimal internal or external
resources needed to enforce the policy. Specific investment policy
guidelines will help maintain hiring standards.

Recommendations Implemented By the Treasury During the 2000-2001 Audit By the State Auditor’s Office

We recommend that State Treasury management implement a
portfolio-monitoring process that includes comparisons to other
portfolios and indexes with similar composition, size, and
average maturity.

Additional Recommendation:

Those involved with or supervising the actual investing should not
prepare their own performance reports. Specifically, the Treasury
Pool’s performance should be calculated by someone outside of the
investment department.

We recommend that the internal audit function perform audits
relating to the State Treasury investment activity each year.
Controls over the acquisition, custody, performance, and
disposal of investments should be reviewed and monitored
periodically to ensure investments are properly accounted for
and transactions are executed in accordance with established
policies and procedures.

None.

We recommend the Investments Division ensure that
procedures are in place to review and approve transactions
executed by investment traders. We also recommend the
review process include procedures to ensure that supporting
documentation is included in documents that evidence the
execution of investment transactions.

None.

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,

OCTOBER 2001

THE TEXAS TOMORROW FUND, AND TEXPOOL

PAGE 19



Status of Recommendations For the Treasury From
Controls Over Investment Practices at Six Major State Investing Entities
(SAO Report No. 97-014, November 1996)

Recommendation From
SAO Report No. 97-014

Auditor Comments

Recommendations Implemented By the Treasury During the 2000-2001 Audit By the State Auditor’s Office

Executive management should establish procedures to ensure
that financial disclosure statements are completed at least
annually by key employees and that these statements are
reviewed in a timely manner. A process should also be
established to resolve any questions resulting from the review of
the financial disclosure statements.

Additional Recommendation:

Senior and/or executive management (depending on which
individual is making the disclosure) should have direct involvement in
the process that identifies and resolves questions resulting from the
review of financial disclosures.

Treasury Policy - We recommend that management review the None.
investment policy periodically to ensure that public funds are

invested prudently and in accordance with applicable statutes

and management’s decisions.

We recommend that the wire room activities be segregated None.

from the Investments Division so that errors can be detected
without intervention from the traders initiating the investment
transaction. Verification and reconciliation of investment
transactions should be performed independent of the
transaction initiation process.

Recommendations Implemented By the Treasury Before the 2000-2001 Audit By the State Auditor’s Office

We recommend that management segregate the
responsibilities to provide oversight and to enter into investment
transactions. Authorization to execute investment transactions
should be limited to the Director of Investments and the traders
in the Investment Division.

Additional Recommendation:

Because the investment department has undertaken the
management of multiple long-term investment portfolios,
management should also segregate discretionary authority over
investment management from record keeping, investment
accounting, and performance reporting.

We recommend the State Treasury complete the process of
updating the procedures manual for investments as soon as
possible.

Additional Recommendation:

Because of recent changes of responsibilities between the
investment department and the Trust Company, additional revisions
to the procedures manual reflecting the change of responsibilities
appears to be warranted.

We recommend that the State Treasury document the criteria,
policies, and procedures used in the selection and retention of
broker/dealers. Executive management, in consultation with
the Director of Investments, should make decisions relating to
the selection and retention of broker/dealers. In addition,
procedures should be established to ensure that the State
Treasury receives updated financial information from
broker/dealers in a timely manner. The Treasury should not use
broker/dealers for investment transactions if deadlines for
requested information are not met.

Additional Recommendation:

Management should consider assigning someone outside of the
investment department to review and approve broker and dealer
applications. Investment transaction activity with brokers and
dealers should be actively monitored to reduce the risk of abuse.

In addition, we recommend the State Treasury establish a
program that requires employees in the Investment Division to
maintain a certain level of continuing education related to their
job responsibilities. As the financial environment continuously
changes, investment personnel should ensure they have the
skills necessary to analyze and make decisions relating to
investment information presented from various sources.

Additional Recommendation:

The investment department now manages a broader range of
investments. Therefore, investment department staff should increase
their levels of proficiency by attending a structured selection of
courses overseen by senior management.

Recommendation:

The Treasury should implement outstanding recommendations from our prior audit
report and the additional recommendations specified above.
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Management’ s Response:

We disagree with your assertion that “ The Treasury does not prepare and retain
written strategies.” Our general portfolio strategy is specifically addressed in our
investment policy, however we acknowl edge the need to further document written
current strategy assessments. We will fulfill this need through updates within the
weekly status reports to executive management and prepare written documentation of
the investment strategy as presented at the Investment Advisory Committee quarterly
meetings.

. Recommendation Partially |mplemented:

The Comptroller has revised its investment policy to include all the areas
recommended except for staff quality which has been addressed in its written
job descriptions.

. Recommendations | mplemented During the Audit:

Additional Recommendations. The performance of the endowment funds are
calculated by an independent consultant while the Treasury pool’s
performance is calculated by an investment staff member who is not involved
in the actual investing function. With the implementation of the Texas
Treasury Trust Company, this staff member will no longer report to the Chief
Investment Officer but to the Director of Accounting.

Executive management has established a process to receive and review
financial disclosure statements. This process includes the how to handle any
guestions resulting from this review.

. Recommendations | mplemented Before the Audit:

Proper segregation of duties will be achieved in the reorganization of the
Trust Company.

As we continue to make changes in the structure of Treasury Operations and
the Trust Company, we will update the necessary procedure manuals.

The newly hired Compliance Officer will be in a position to review investment
transaction activity with broker dealers.

The Chief Investment Officer is currently evaluating training opportunities for
the staff that would be considered as advanced investment training. In fact,
several staff members have already attended some of the training classes. In
addition, all investment staff memberswill be encouraged to actively work to
pass Level 1 of the CFA exam.
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Overall Summary

Figure 1

| While the Texas Tomorrow Fund (Tomorrow Fund) remained actuarially sound" and
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the likelihood that a program will be able to meet its commitments. Inadequate
analysis and planning has, in all likelihood, prevented the accumulation of amore

What is the Texas Tomorrow Fund?

The Texas Tomorrow Fund (Tomorrow Fund) is
administered by the Texas Prepaid Higher
Education Tuition Board. The Tomorrow Fund acts
like an insurance company by allowing Texans to
prepay college tuition costs at fixed prices. A
prepaid tuition contract provides two main
benefits for families:

(1) itlocksin present-day tuition rates and

(2) creates a tax-deferred investment vehicle
similar to certain IRAs or tax-deferred
annuities.

A Tomorrow Fund contract transfers the risk of
rapidly rising tuition costs from families to the
Tomorrow Fund. The Tomorrow Fund manages
this risk over time by attempting to invest the
contract proceeds at a rate of return that
exceeds tuition’s rate of inflation. Regardless of
the Tomorrow Fund’s actual investment returns,
purchasers bear no financial risk because the
State of Texas unconditionally guarantees the
Tomorrow Fund’s obligations. As of August 31,
2000, the Tomorrow Fund’s obligations exceeded
$950 million.

substantia actuarial surplus and negatively affected the
number of participants. Additionally, the Texas
Prepaid Higher Education Tuition Board (Board) does
not appear to have access to sufficient and accurate
information required to support its supervisory and
decision-making processes. A board that operates
without adequate information cannot identify and
implement corrective actionsin atimely manner. The
responsibility for collecting and providing information
to the Board belongs to the Fund' s staff members, who
are supplied and supervised by the Office of the
Comptroller of Public Accounts (Comptroller).

In May 2000, the Comptroller retained a management
consultant to review the operations of the Tomorrow
Fund. The consultant’s report included

18 recommendations (see Appendix 3 on page 52 for a
copy of the consultant’s report). In June 2000, the
Comptroller reorganized the Tomorrow Fund “to make
it more efficient and consumer friendly.” The Fund’s
staffing was significantly reduced and organizational
reporting within the Comptroller’s office was shifted
from Treasury Operations to Specia Programs.

In the expectation that the operations of the Tomorrow Fund would be substantially
| reorganized, the scope of our review did not include testing internal controls and

! Based on the Tomorrow Fund’ s audited financial statements for the fiscal year ending August 31, 2000, dated

January 16, 2001.
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Section 1:

operating procedures. The Comptroller has started to improve the operations of the
Tomorrow Fund. Asapart of this process, the following recommendations should be
considered.

Strengthen the Actuarial Process

PAGE 24

The Tomorrow Fund' s actuarial process, critical to ensuring the program’ s solvency,
may not ensure that management and the Board have the information they need to
adequately assess and manage the Tomorrow Fund.

For aprepaid tuition program like the Tomorrow Fund, an actuarial study isrequired
in order to prepare the program’ s audited financial statements, determine the

program’ s price structure, and provide vital information. An actuarial study involves
estimating the timing and amount of future tuition payments. The study uses
assumptions about future conditions such as investment earnings, tuition costs,
operating costs, and participation in the program. The resulting estimates of future
liabilities are used to draw conclusions about the program’ s ability to meet its future
financial commitments. When a program'’s assets are greater than the present val ue of
its projected liabilities, it is considered to have an actuarial surplus. Thissurplusis
considered to be the program’s “retained earnings’ or “net worth.”

Section 1-A:
Clarify, Document, and Communicate the Process for
Determining Actuarial Assumptions

The Board' s process for setting actuarial assumptions may not consider a full range of
possihilities and is not clearly documented. The Board may not fully understand that
it, and not the actuary, is responsible for selecting the best assumptions to determine
the financial condition of the Tomorrow Fund. Asaresult, the best actuaria decisions
might not be made, the logic used in the decision-making process is not documented,
and it is difficult to analyze and learn from previous decisions. A comprehensive
actuarial process also decreases the likelihood that the Tomorrow Fund will be
exposed to unanticipated risks and circumstances that might result in the need for an
infusion of state General Revenue monies into the program.

The Board isresponsible for providing the assumptions to the actuarial consultant.
The actuary advises the Board but does not take responsibility for determining the
most appropriate assumptions, except for those related to mortality. While the actuary
will comment if he thinks an assumption is unreasonable and will opine that the
assumptions are “not unreasonable,” he does not believe that it iswithin his
professional scope to determine the best assumptions. This places specia importance
on the Board' s decision-making process as it selects the assumptions to be used in the
actuarial report.

The transcripts of the June 1999 through June 2000 Board meetings contain limited
evidence of detailed analysis and discussion relating to the selection of actuaria
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assumptions. The actuarial consultant provided the Board with some input on a one-
page handout and discussed actual tuition trends. The Board did not develop or
consider independent research or data.

However, the Board' s process for setting one key assumption, the expected returns for
the Tomorrow Fund’ sinvestment portfolio, isan exception. The Board allocated the
Tomorrow Fund' sinvestment portfolio and determined the portfolio’ s expected
returns using a study prepared by a firm expert in these matters. The Board asked the
consultant to determine an optimal allocation of the Tomorrow Fund’ s assets that
would support and justify the Board' s eight percent investment return assumption. A
detailed oral and written presentation was made to the Board' s Investment Committee
at the study’ s compl etion.

Recommendation:

When developing actuarial assumptions, Tomorrow Fund staff and Board members
should:

. Thoroughly research existing relevant trends.

. Seek expert opinions about likely future devel opments.

. Document the decision-making process in the Board minutes.

. Incorporate key trends and supporting information in the published actuarial

report so that interested public parties can better interpret the assumptions
used in the report.

. Consider establishing a Board committee to focus on actuarial issues or add
this responsibility to the Board's Investment Committee.
. Provide training opportunities on actuaria issues for Board members.

Management’ s Response:

In January 2001, the Board added an analysis of actuarial trends and issuesto the
scope of responsibilities of its Investment Committee. Further, in June 2001, the
Board's Investment Consultant, Watson Wyatt of Atlanta, conducted a daylong Board
seminar on current actuarial issues, trends, and methodol ogy.

Management directed the Research and Policy Development Division of the
Comptroller’s office to provide expert assistance in researching higher education
trends, projections of increasesin tuition and required fees, and actuarial analysis.
Saff also sought outside opinion on future developmentsin higher education from
academic authorities and the Texas Higher Education Coordinating Board. The
Research Division prepared and presented briefing papers on these topics to the
Board at an August 2001 meeting for its consideration in the decision-making
process.

Finally, official Board minutes and transcripts will reflect all actions related to
actuarial assumptions.
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Section 1-B:

Include More Sensitivity Testing in Actuarial Reports

What is Sensitivity Testing?

While an actuarial report is based on one set of
assumptions, it is good financial practice to
consider and document alternative scenarios. This
process is called sensitivity testing. Testing
quantifies the impact that different assumptions
have on a program’s liabilities and surplus. Ideally,
the results of many combinations of assumptions
should be analyzed using a statistical process that
can calculate the probability of a program staying
solvent in the future.

Table 2

The sensitivity testing conducted by the actuary needs
to be expanded. At present, only four modest
alternatives are considered. In comparison, Florida's
prepaid program looks at a more thorough range of
possibilities (see Table 2). More extensive sensitivity
testing might clearly identify potential risks so they
can be considered and corrective action taken, if
needed.

Comparison of Assumptions Used By Florida and Texas In Sensitivity Testing

Florida Scenarios

Texas Scenarios

thereafter.

thereafter.

thereafter.

earnings rate.

rate over 10 years.

« Inflation increases by 5% for 15 years, 6.8%

¢ Inflation increases by 7.2% in all future years.
¢ Inflation increases by 9.7% in all future years.

* Inflation increases by 10% for 10 years, then 6.8%

« Inflation increases by 13% for 1 year, then 6.8%

« Inflation increases by 15% for 2 years, then 6.8%

* Immediate 50 basis-point2 drop in investment

¢ Gradual 50 basis-point2 drop in investment earnings

* Immediate 25 basis-point2 increase in the

thereafter. tuition rate of inflation.
* Inflation increases by 5% for 10 years, then 6.8% ¢ Immediate 25 basis-point2 drop in
thereafter. investment earnings rate.

e Tuition is 25 basis-points? higher and
investment return 25 basis-points2 lower.

« Contract sales fall by 5,000 contracts each
year.

1/4 of 1 percent.

a A basis-pointis 1/100 of 1 percent. Fifty basis points would be 1/2 of 1 percent. Twenty-five basis points would be

Sources: 1999 actuarial report for the Florida Prepaid College Board, 1999 Texas Tomorrow Fund annual report.

Recommendation:;

approachesis considered.

The Tomorrow Fund should expand its sensitivity testing to include a more
comprehensive set of assumptions. Tomorrow Fund staff should collect, compare,
and contrast the assumptions used by other states employing different actuarial
consultants. Thiswould provide additional assurance that afull range of actuaria
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Management’ s Response:

The Board' s actuary has agreed to provide expanded sensitivity testing in the
soundness report for the Fund. At the January 9, 2001 Board meeting, the actuary
presented six additional actuary assumption options for the Board’s consideration. In
addition, as part of its ongoing responsibilities, the Board' s investment consultant will
collect and analyze examples of soundness reports from prepaid tuition programsin
other states.

Section 1-C:
Work With the Actuary to Improve the Accuracy of Interim
Financial Statements

The Tomorrow Fund’ s accounting staff members have difficulty incorporating
actuarial adjustments into the interim financial statements. This causes the financial
statements to become increasingly inaccurate as the fiscal year progresses. This
inaccuracy results from many factors, including hard-to-cal culate changes in the
Tomorrow Fund’s prepaid tuition liability as new contracts are sold, as payments are
collected, and as investment results change. This problem resultsin significant
adjustments between interim and year-end actuarially adjusted audited financial
Statements.

Since May 1999, Tomorrow Fund accounting staff members, in consultation with the
actuary, have been implementing procedures to improve their ability to estimate
actuarial adjustments in the preparation of interim financial statements. However, the
June 30, 1999, internally prepared interim financial statements, submitted to the Board
at its August 20, 1999, meeting, showed the Tomorrow Fund' s retained earnings
(surplus) to be $94.8 million. The actuarially adjusted audited financial statements for
the August 31, 1999, fiscal year end showed an actua retained earnings balance of
only $32.3 million.

Asagenera principle, it isimportant for the Board to receive the most accurate and
practical picture of the Tomorrow Fund’ sfiscal condition at each Board meeting. In
addition, in its efforts to ensure the program’ s viability, one of the few actions within
the Board' s direct control is the ability to set prepaid tuition contract prices. Pricesfor
the next year are customarily set in August, before the audited financial statements are
available. Thus, it is particularly important for the Board to have accurate financia
information when it sets contract prices.

Recommendation:

Working with the actuary, Tomorrow Fund accounting staff and the Board should:

. Review the effectiveness of the procedures designed to improve the accuracy
of interim financial statements after the preparation of the August 31, 2000,
audited financial statements. If necessary, modify the process so that it
presents interim period accounting information in a more accurate and
meaningful manner.
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. Consider postponing the Board’ s price-setting actions until audited financial
statements become available if the Tomorrow Fund cannot develop internal
statements of sufficient reliability.

Management’ s Response:

Since the State Auditor’ sfield work began, the Fund' s accounting staff has been
working with the actuary to ensure that interim financial statements presented to the
Board are as accurate as possible. Working with the actuary, staff will modify the
process for preparing interimfinancial statements to ensure they are reliable before
the Board takes any price-setting actions.

However, it would not be feasible to postpone price-setting actions until audited
financial statements are available because this practice would significantly shorten
the duration of the program'’ s enrollment periods, which typically run from November
through May.

Section 1-D:
Develop a Policy for Periodically Rotating Actuarial Consultants

The Tomorrow Fund does not have a process to consider the rotation of actuarial
consultants. Given the importance of the actuarial processin properly managing a
prepaid tuition program, it is prudent to consider the need for selecting a new actuarial
consultant periodically to get a fresh perspective and “second opinion.”

As an example, Texas Government Code, Section 825.206(c), requires the Teacher

Retirement System’ s Board of Trustees to re-designate its actuary at least once every
three years (there is not a prepaid tuition industry standard for rotating actuaries).

Recommendation:

The Board should adopt aformal policy that addresses rotating actuarial consultants.
In the absence of an industry standard, the Board should look to Texas Government
Code, Section 825.206(c). Absent any specific reasoning to the contrary, this may be
agood business standard to adopt.

Management’ s Response:

At its January 9, 2001 meeting, the Board approved an actuarial re-designation
policy that requires actuarial servicesto be put up for bid every three years. Inthe
event that the Board' s current actuary is re-designated for a new contract, a peer
review of hisor her work would berequired. Because of the limited number of
actuaries who have experience with prepaid tuition programs, the Board would be
ableto re-designate its current actuary if the proposals received so warrant.

A salutary effect of the Board' s re-designation policy isto enable the work of the
actuary to be reviewed periodically and to provide a “ second opinion” on actuarial
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Section 2:

conclusions. The Board's actuarial re-designation policy is similar to that used by
the Teacher Retirement System, but also allows the Board more flexibility than a fixed
rotation requirement would offer.

Improve the Contracting Process

OCTOBER 2001

The Board' s contracting decisions do not ensure that the Tomorrow Fund’'s
administrative tasks will continue if akey contractor |eaves the prepaid tuition
business, nor do they ensure that the Tomorrow Fund pays afair price for the services
it receives. In addition, the Tomorrow Fund's contracts are not alwaysfinalized in a
timely manner. By not having its contracts finalized promptly, the Tomorrow Fund
loses the benefits of those services during the contract finalization period.

Section 2-A:
Consider if Contracting for Fundamental Services Is a Sound
Decision

Tomorrow Fund staff members do not monitor the financial condition of the
administrative services vendor or other contractors on an ongoing basis. A financially
weak contractor that suddenly ceases business could interrupt the Tomorrow Fund's
operations and undermine public confidence. Monitoring the financia condition of
the administrative services vendor is especialy important given that there are limited
sources for these fundamental services and the implementation process for a new
provider could be complex and may require lengthy lead times.

The Tomorrow Fund contracts with an outside vendor for administrative tasks. This
vendor maintains participant records, bills participants, posts participant payments,
processes payments to colleges, tracks tuition credits in participant accounts, and
processes refunds.

Recommendation:

Management of the Tomorrow Fund should:

. Develop a contingency plan for providing critical servicesin the event that a
contractor can no longer provide them.
. Monitor the financia condition of key contractors, especially the

administrative services vendor, and share this information with the Board as
part of the contract renewal process.

. Consider therisks of contracting for fundamental services when few providers
offering the needed services are known to exist.
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Management’ s Response:

In February 2001, the Board directed staff to issue a request for proposals (RFP) to
test the marketplace for the best-qualified vendor to provide records administration
and management services for the Fund. The Board received three proposals from
experienced and qualified vendors, whose cost proposals offered competitive pricing
for the Fund’ s scope of records administration services. As part of the evaluation of
these proposals, staff examined the audited financial statements of each vendor to
determine financial soundness.

In May 2001, the Board awarded a new contract to a nationally recognized vendor for
state prepaid tuition programs. Finally, as part of the process of contract renewal,
staff will monitor the financial condition of key contractors and will share this
information with the Board.

Section 2-B:
Strengthen the Competitive Bidding Process

Contractors that are the only respondents, or one of only two respondents, to the
Tomorrow Fund’ s requests for proposals provide fundamental servicesfor the
Tomorrow Fund. Because, in situations where only one or two respondents bid, the
respondents’ prices might not be subject to sufficient competition and the Tomorrow
Fund may be overpaying for services.

Asidentified in Section 2-A, the administrative services vendor was one of only two
bidders. Its prices might not have been subject to sufficient competition, and its
services may not be the most cost-effective option. Another example is actuarial
services. Thelast request for proposal (RFP) issued in December 1999 had only one
respondent. In addition to concerns about effective price competition, actuarial
services represent a critical service area for which the qualifications and
methodologies of different providers should be considered. There are many actuarial
firmsin the United States and at least three are known to actively service the prepaid
tuition industry.

Recommendation:

The Tomorrow Fund should:

. Take advantage of the competitive bidding process to ensure that it is paying
the best prices.

. Make efforts to ensure that multiple qualified contractors respond to RFPs.

. Conduct and document detailed analyses to ensure that in situations where

thereis only one or two respondents, the selected services represent the most
cost-effective option.
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Management’ s Response:

We agree that thisis an important management issue. To strengthen the competitive
bidding process, we have worked with the Contracts Legal Section of the
Comptroller’s Office and have:

. Hired an additional half-time contracts attorney to monitor the process of
preparing and soliciting responses to the Fund’ s Requests for Proposals
(RFP) for vendor services,

. Developed an Access contracts database as a management tool to improve
monitoring of contract award, funding, and performance of services. The
database will track, among other key dates, the period between Board
approval and contract signature. TTF management, Executive management
and contracts section management will all have online accessto the database
for routine and ad hoc reporting capability.

. Redesigned the solicitation process, including rewriting and redirecting
Requests for Proposals and Invitations to Bid, to more effectively specify
program expectations and to target prospective marketplace vendors.

Section 2-C:
Finalize Contracts in a Timely Manner

Board-approved contracts were not finalized in atimely manner. More than once,
substantial amounts of time had passed between the Board' s approval of a contract
and the signing of the contract. In contrast, the Fund’ s investment consultant states
that most of its clients implement contracts with new investment advisersin less than
30 days. While waiting for contracts to be signed, the Tomorrow Fund does not
benefit from the contracted services.

For example, in April 1998 the Board approved an investment adviser to manage the
Tomorrow Fund’ sinternational stock portfolio. Staff turnover in the Contract Section
of the Comptroller’s General Counsel Division contributed to the delay. The contract
process was hot finalized and the adviser was not funded until August 1999. Pending
finalization of investment advisory contracts, the Tomorrow Fund holds the money to
be managed in short-term cash investments. Given that the Board expects a higher
rate of return from stock investments compared to cash investments, delaysin placing
money with investment advisers hurt the Fund’ s investment performance. Based on
the Board' s assumptions, the monetary cost of delay in funding the international
manager was $147,383 per month. In addition, on June 6, 2000, the Board approved
another investment adviser to manage part of the Fund’ s stock portfolio. This contract
was not finalized until August 30, 2000.

Recommendation:

The Comptroller should finalize the Tomorrow Fund’s contractsin atimely manner.
This could include having these contracts negotiated by the Tomorrow Fund’s outside
law firm.

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
THE TEXAS TOMORROW FUND, AND TEXPOOL PAGE 31



Section 3:

Management’ s Response:

We agree that contracts were not finalized in a timely manner after initial TTF Board
approval during the period from 1998 through end of FY1999. Finalizing contractsin
a timely manner after TTF Board approval requires coordination between the Board,
TTF management, the Comptroller’s contract section, and legal counsel for the
investment advisors.

Several factors contributed to the lengthy period in the 1998 example listed by SAO,
including additional Board discussion in open meetings throughout that period,
severe under staffing and lack of senior legal experiencein the contract section during
1998 and thefirst half of 1999, and turnover of key staff in that section in late 1998.
Over the period from June 24, 1999 to date, the section was reorganized with a
section manager and has added 4 attorneys and 3 support staff. One of the added
attorneys devotes one-half of his time to the Fund’ s contracts management.

In addition, the contracts section devel oped and prepares detailed weekly assignments
reports to agency and TTF Management with the status of all outstanding contracts.
The section works with TTF management on a daily basis to advise of the status of
and assist in finalizing outstanding contracts. With the assignment reportsin hand,
TTF management now advises the Board in open meetings of the detailed status of all
outstanding contracts.

Finally, the Contracts Section devel oped an Access contract management database,
which will track, among other key dates, the period between TTF Board approval and
contract signature. TTF management, Executive management and contracts section
management will all have online access to the database for routine and ad hoc
reporting capability.

Compare the Tomorrow Fund’s Expenses to Those of Other Prepaid
Tuition Programs

PAGE 32

The Tomorrow Fund does not compare the costs of its operations to those of other
prepaid tuition programs. Asaresult, the Tomorrow Fund may be missing an
opportunity to learn from others’ successes and mistakes. The Tomorrow Fund's
management should benchmark its costs, compare them to other programs, and
communicate the results to the Board.

Section 3-A:
Compare the Costs of Administering Participant Contracts to
Other States’ Costs

When the Tomorrow Fund' s administrative costs are compared to those incurred by
Ohio and Michigan, which operate similarly sized programs, the Tomorrow Fund's
costs are higher (see Table 3 on next page). Texas employs an administrative services
contractor to manage participant accounts. Ohio and Michigan perform these services
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Table 3

internally. We estimate that the Tomorrow Fund could save at |east $360,000
annudly if it could attain the levels of efficiency achieved by Ohio and Michigan. In
addition, administering participant contracts internally would mitigate some of the
concerns identified in Section 2.

Comparison of Prepaid College Tuition Programs

Category Ohio Michigan Texas
Fiscal Year 1999 Fiscal Year 1999 Fiscal Year 1999
7/1/98-6/30/99 10/1/1998-9/30/1999 | 9/1/1998-8/31/1999
Program Size

Total State Population 11,021,419 9,443,665 17,682,538

Authority FTEs 28.75 15.0 14.5

Total Participants 74,024 58,749 73,380

New Participants 1999 12,595 1,513 9,755
Total Assets $ 427,701,117 |$ 777,730,493 |$ 780,177,671
(as of 6/30/1999) (as of 9/30/1999) (as of 8/31/1999)

Program Expenditures

Total Expenditures $ 2,959,701.00 |$ 1,764,200.00 |$ 3,985,354.00
1999 Cost per Participant $ 39.98 |$ 30.03 |$ 54.31
Total Administrative Costsa $ 561,289.00 |$ 248,100.00 |$ 1,639,699.00
Administrative Costs per Participant $ 7.58|% 422 |$ 22.35
Total Program Overhead Costsb $ 1,376,351.00 |$ 1,262,425.00 |$ 628,643.00
Program Overhead Costs per Participant $ 18.59 |$ 2149 |$ 8.57
Combines pamnate snapogan s 2617 s s
Marketing Costs $ 1,022,061.00 |$ 253,675.00 |$ 1,717,011.00
Marketing Costs per New Participant $ 81.15|$ 167.66 |$ 176.01

a Administrative costs

expenses. Ohio’s an

fees.

represent participant account servicing expenses.

b program overhead costs include the cost of managing the program excluding participant account servicing

d Michigan’s investments are managed by state agencies at less-than-market rates. To make the

comparisons more meaningful, Texas’ program overhead total has been reduced by $814,579 of investment advisor

Sources: Texas data was provided by the Tomorrow Fund; Michigan and Ohio data were from an Ohio State
Performance Audit dated September 26, 2000. Population information for each state comes from 1990 U.S.

Census data

OCTOBER 2001

. Not all data may be directly comparable across states.

Recommendation:

Tomorrow Fund staff should analyze the Tomorrow Fund' s administrative costs and
compare them to those of other prepaid tuition programs. Staff should present this
information to the Board so that it can make the most informed decisions possible.

Management’ s Response:

While benchmarking and comparison to other state prepaid tuition programs can be
useful, thereis an inherent danger of drawing conclusions from too limited an amount
of information. We believe that the Ohio and Michigan programs have fundamental
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differences from the Texas Tomorrow Fund that prevent a simple comparison of cost
per participant. For example, Ohio sells units to purchasers with 100 units equaling
one year of tuition and fees at a public Ohio college or university.

Texas, on the other hand, sells semester hoursin one-year increments, totaling

32 semester hours. Given the large differencein total assets between the Ohio and
Texas programs, it appears that Ohio’ stotal participant figure must include a
significant number of individuals who purchased a small number of units. This
difference would distort cost-per-participant, marketing cost-per-participant, and
other such comparisons.

With respect to the Tomorrow Fund’ s administrative costs, the Board (as noted) in
February 2001 directed staff to issue a request for proposals (RFP) to identify a
vendor to provide records administration and management servicesto the Fund. The
Board received three proposals from experienced and qualified vendors, whose cost
proposals offered competitive pricing for the Fund’ s scope of records administration
services. In the course of the evaluating these proposals, management gave prime
consideration to cost and value for all alternatives.

Finally, staff has continued its ongoing discussions with prepaid tuition programsin
other statesto analyze administrative costs and to develop benchmarks. Saff will
present these findings to the Tomorrow Fund’s Board for its discussion, evaluation,
and possible management action.

Section 3-B:
Compare the Tomorrow Fund’s Marketing Costs and Results to
Those of Other States

The Tomorrow Fund’ s lack of benchmarking could keep it from learning about
effective marketing practices. For example, during 1999 Texas spent $176 per new
participant on marketing, while Ohio only spent $81 per new participant. Texas
gained 9,755 new clients; Ohio gained 12,595. (See Table 3 on previous page. The
results for Michigan are not relevant because Michigan is not actively seeking new
participants and has a minimal marketing budget.) More efficient marketing practices
might result in more potential customers learning about the Tomorrow Fund and |ead
to higher participation rates in the program.

While Ohio isamuch smaller state geographically, it is similar to Texas because it
has many media markets that make it difficult to reach a statewide audience.
However, Texas depends on mass media advertising (such as TV and radio) while
Ohio spends no money on mass media advertising. Instead, after testing the results of
using mass mediain previous years, Ohio now directs its budget toward direct mail
and community outreach.

This does not mean that Texas should avoid mass media advertising, but it shows that
benchmarking can highlight alternatives for consideration.
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Recommendation:

Management’ s Response:

program.

Section 4:

Tomorrow Fund staff should research other prepaid tuition programs’ marketing costs
and results and compare them to those of the Tomorrow Fund. Staff should present
thisinformation to the Board so that it can make the most informed decisions possible.

Again, management believes that fundamental differences between the Ohio and
Michigan programs and the Tomorrow Fund should be taken into account in any
benchmarking comparisons. With respect to marketing costs, for example, the Ohio
program employs a branding arrangement with a retailer who absorbs a portion of
Ohio’s marketing costs and thus lowers direct marketing expenses incurred by the

Saff will continue to research other prepaid tuition programs’ marketing costs and
results and compare them to those of the Tomorrow Fund. We will then present this
information to the Board so that it can make the most informed decisions possible.

Identify and Address Financial Risks and Opportunities, and Include

the Board in the Process

| The Tomorrow Fund does not adequately identify and address financial risks and

Why Risks Must Be Identified

Financial risk analysis helps decision-makers set priorities,
allocate resources, and seek opportunities. The strategic
planning process can help to accomplish this since it typically
includes:

The organization’s mission and role.

An analysis (current and projected) of the organization’s
Strengths and Weaknesses (usually internal) and
Opportunities and Threats (usually external), commonly
called a SWOT analysis.

3. The organization’s goals, objectives, and strategies for the
planning period.

4. Specific actions, with an explanation of how each fulffills
the organization’s mission, goals, and strategies.

5. Aschedule for accomplishing each action, the person
responsible, and the resources required.

6. A procedure and schedule for evaluating the plan and its
implementation.

7. Aschedule for the next iteration of the planning process.

opportunities to the degree expected of a
$970 million financial institution.
Addressing these risks will assure the
Fund’sviability. The current planning
process does not address many issues that
are critical to the Tomorrow Fund, such asa
target actuarial surplus, market penetration,
competitive analysis, benchmarking, or
contingency planning. In addition, thereis
no record of the Board’s participation in a
formal planning process in the June 1999
through June 2000 minutes and transcripts.
Inadequate planning reduces the likelihood
that the Tomorrow Fund will take full
advantage of opportunities and increases the
likelihood that the Tomorrow Fund will not
identify or plan for problemsin atimely
manner.

Tomorrow Fund staff developed the Texas
Tomorrow Fund Business Plan 2000

(Plan 2000) dated August 26, 1999. Plan 2000 sets forth a brief mission statement and
philosophy and then proceeds into a ten-page job description of the different
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organizational divisions of the Tomorrow Fund. The subsequent five pages respond
to seven agency goals, some relevant to the Tomorrow Fund, some not, set forth by
the Comptroller. Plan 2000 concludes with a table outlining seven “ Performance
Measures and Target Projections’ (see Table 4).

Table 4
Performance Measures and Targets from Texas Tomorrow Fund Business Plan 2000
Performance Measure Target

Annual rate of return on total funds invested 8%
Annual soundness report with a surplus Positive position
Percentage of management staff receiving 35 hours of training 100%
Percentage of employees receiving a minimum of 21 hours of training 100%
Number of Investment Analysis Reports presented to Board 4 annually
Number of new participants enrolled during FY 2000 15,000
Percentage favorable comments received in survey 80%

Source: Texas Tomorrow Fund Business Plan 2000
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While these are worthy objectives, Plan 2000 does not cover key related planning
information including:

Support for the devel opment of each measure.

Comparison to other states’ programs or to prior years' results.
Steps for achieving each measure.

Discussion of relative importance or how the issuesinter-relate.
Remedial actionsin the event a particular measure is not achieved.

Recommendation:

While the Tomorrow Fund Board and staff may be intuitively aware of the financial
risks, these need to be documented and comprehensively addressed. Tomorrow Fund
staff should develop an analysis of the financial risks and opportunities that sets forth
the critical issues facing the Tomorrow Fund and how these issues will be addressed.
In addition to incorporating the additional support for current objectives noted above,
the Tomorrow Fund should consider completing the following as part of its analysis:

Set atarget actuarial surplus. The surplus, or net worth of the program,
creates a starting point against which the Tomorrow Fund can establish
measures of tolerable risk.

Set atarget for penetrating the prepaid tuition market. The Tomorrow Fund

needs to assess who its customers are, how many customers exist in Texas,
and how many can reasonably be served over what timeframe.

Plan for contingencies. A financial institution of the Tomorrow Fund’'s size

needs to devel op contingency plansin the event of operating and financia
obstacles. Examplesinclude but are not limited to alegidative change in
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public university tuition levels, a bear market for stock investments, and an
interruption in the provision of important services by a key contractor.

. Benchmark performance. An active benchmarking process would allow the
Tomorrow Fund to create arising standard of performance and efficiency.

. Analyze the competition. The prepaid tuition industry is a competitive
market. The Tomorrow Fund should identify and prepare for changing
market trends. One example is the development of college savings plans.
Some states now market their savings plansin other states, creating
competition where there had been none.

It isthe responsibility of Tomorrow Fund management to analyze risks and
opportunities based on general parameters set by the Board. Once these risks and
opportunities are identified, the Board should thoroughly review them. The Board
should regularly monitor the Tomorrow Fund' s progress toward mitigating risks and
taking advantage of opportunities.

Management’ s Response:

In fiscal year 2002, we will develop an analysis of the financial risks and
opportunities facing the Fund, including identifying critical issues and how they will
be addressed. We will consider various key assumptions in determining actuarial
soundness; contingency planning; benchmarking performance; and analyzing
performance of prepaid tuition programsin other states.

Section 5:

Consolidate Safekeeping of the Fixed Income Portfolio With the
Equity Portfolio Held at the Custodian Bank

The Treasury Division of the Comptroller of Public Accounts, which manages and has
custody of the Tomorrow Fund' s fixed income portfolio, provided incorrect fixed
income portfolio investment results for the quarters ended December 31, 1999, and
March 31, 2000. Transcripts from the Board's and the Investment Committee’s
February and May 2000 meetings also indicate that the Treasury does not maintain
systems sufficient to correctly report the book value of the fixed income portfolio.

The department within the Treasury that invests the Tomorrow Fund' s fixed income
and cash investments also has asset custody, accounting, and performance
measurement responsibilities. Good internal control procedures commonly applied
within the investment industry dictate that these duties be segregated. Independent
performance of important duties reduces the likelihood of errors and fraud.

Additionally, as noted in the Treasury section of this report (see page 5), there are
internal control weaknesses in the operation of the Treasury. The Tomorrow Fund's
investment consultant also believes that the Treasury’ s process for pricing securities
does not meet industry standards because it is not independent of those who manage
the investments. The investment consultant has also stated that it has no way of
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ensuring that information from the Treasury is accurate. The fixed income portfolio
makes up approximately 40 percent of the Tomorrow Fund' sinvestments.

In contrast, the Board does receive independent investment return information about
the Tomorrow Fund' s equity investment portfolio, which isheld for safekeeping at a
custodian bank. According to the investment consultant, the bank also has good
systemsin place for valuing securities and providing the consultant with verifiable
information required to calculate investment returns. The equity investment portfolio
makes up approximately 60 percent of the Tomorrow Fund’ sinvestments.

At present, the Treasury does not charge the Tomorrow Fund for safekeeping the
fixed income securities. However, arider in the General Appropriations Act seemsto
indicate that the Comptroller should recover the costs of investing the assets of non-
Genera Revenue funds. Thiswould include costs related to the custody of assets as
well as accounting and investment performance cal culation.

Recommendation:

The Board should transfer the safekeeping of the Tomorrow Fund’s fixed income
portfolio to the custodian bank. This action will ensure that independent and
verifiable investment return information is provided to the Board and improve internal
control safeguards for the Fund’s assets. In addition, the Board may consider the
possihility of allowing the bank to structure a securities lending program for the
Tomorrow Fund. The revenue from a securities lending program could partially offset
any incremental bank custody fees.

Management’ s Response:

In February 2001, the Board transferred custodianship of the Texas Tomorrow

Fund' s fixed income investments to the Board' s custodian bank. Because the Board's
contract with its current custodian bank was due to expire with no renewal options,
the Board issued a Request for Proposals to select a custodian bank to provide
program servicesin the future. A new contract was subsegquently awarded to this
custodian to begin servicesin September 2001.
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Overall Summary

The management of the Texas Local Government Investment Pool (TexPool) has
restored confidence so that it continues to grow. However, there still are opportunities

What is TexPool?

The Texas Local Government Investment Pool’s
(TexPool) mission is to offer a safe, liquid, and
efficient investment alternative to Texas local
governments so that they may benefit from
economies of scale and investment expertise.

TexPool is organized to conform with Chapter 791
(Interlocal Cooperation Act) and Chapter 2256
(Public Funds Investment Act) of the Texas
Government Code. These acts provide for the
creation of public investment pools and permit
eligible governmental entities, such as cities,
counties, and school districts, to jointly invest their
funds. Public funds investment pools such as
TexPool are exempt from federal securities law and
U.S. Securities and Exchange Commission
regulation.

TexPool’s investment objectives in order of priority
are (1) preservation or safety of capital, (2) liquidity,
(3) diversification, and (4) yield. The State of Texas
and the Comptroller of Public Accounts do not
guarantee the principal or interest of any
investment in TexPool.

recognized rating agency.

for Treasury management to improve operations.
(The Comptroller of Public Accounts (Comptroller)
manages TexPool through the Comptroller’s Treasury
Division.) TexPool management needs to improveits
monitoring of the contractors who conduct TexPool’s
operations; it needsto consider increasing the range
of eigible investments; and it needs to enhanceits
agreements and communi cations with the local
governments that invest in TexPool. As of

August 31, 2000, TexPool managed $8.3 billion for
1,598 local governmental entities.

Despite the improvements needed, TexPool’ s recent
accomplishments are worth noting. Following a
liquidity crisisin December 1994 (prior to the merger
between the Treasury and the Comptroller) that
resulted in amulti-million dollar cash infusion of
state General Revenue monies, TexPool placed a
primary emphasis on the safety and liquidity of its
investments (see textbox and A Review of the State
Treasury's Management of TexPool, SAO Report
No. 96-053, March 1996). As aresult, the number of
participants has surpassed pre-1994 crisis levels. In

addition, asrequired by a 1997 amendment to the Public Funds Investment Act,
TexPool maintains a AAAmM rating, the highest possible rating, from a nationally

Compared to similar funds, TexPool operates efficiently. TexPool participants pay
5.5 basis points (0.00055) of total funds per year. According to the Standard & Poor’s
Loca Government Investment Pool Index, as of December 1999, the estimated
average cost to participants in similar funds was 23 basis points (0.0023). TexPool’s
rate of return for the first six months of 2000 also compares favorably to the returns of
TexPool’ sthree largest Texas competitors (see Table 5 below).

Table 5
Comparative Rates of Return: January Through June 2000
S TASB Liquidity
a
TexPool TASB Daily Liquidity Corporateb LOGIC
2000 Yield WAM Yield WAM Yield WAM Yield WAM
Average 6.00% 38 5.77% 24 5.96% 38 5.94% 42

a Maximum Allowed WAM is 60 days.
b Maximum Allowed WAM is 120 days.

Source:

Information drawn from TexPool, TASB, and LOGIC websites. TASB is the Texas Association of School Boards,

LOGIC is the Local Government Investment Cooperative. WAM is the Weighted Average Maturity in days.
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Section 1:

Improve Monitoring of the TexPool Subcontractors

| TexPool management (the Comptroller’s Treasury Division) should improve its

TexPool’s Investment Policy

TexPool’s investment policy is based on the
requirements established for regulated money
market funds to ensure the maintenance of a
stable net asset value (that is, safety of principal).
The requirements include:

A conservative limit on the weighted average
maturity of portfolio (less than 60 days).

A narrow allowable range for net asset value
per share ($0.995 - $1.005).

A limit on the maximum percentage of total
assets invested in certain types of investments
(diversification).

Prudent requirements for collateralizing
repurchase transactions (102 percent).

A prohibition against investing in volatile
derivative securities like collateral mortgage
obligations (CMOs).

PAGE 40

deposits and withdrawals.

Section 1-A:

monitoring of the contractorsthat provide all of
TexPool’ s operational duties. The Treasury should
ensure that the contractors meet all of the standards
set forth in their contracts with TexPool, TexPool’s
investment policy, the guidelinesfor AAAmM rated
funds, and applicable statutes. In addition, the
Treasury should select and pay the accounting firm
that audits TexPool. Currently, the contractors select
and pay the accounting firm, which reduces the
appearance of independence between the contractors
and the auditors.

Effective May 12, 1997, the day-to-day management
of TexPool was contracted out to external parties.
Although the Comptroller maintains oversight and
legal responsihility, contractors perform all of the
operational aspects of TexPool. These contracted
duties include investment management, custody of

assets, participant records administration, marketing, and processing of participant

Ensure Contractors Meet All Applicable Standards

The Treasury’s process for monitoring TexPool’ s contractors does not ensure that the
contractors meet all applicable standards set forth in the contract, the request for
proposals, the rating guidelines for AAAmM rated funds, or applicable statutes. The
process has the following weaknesses:

. The Treasury staff member who acts as TexPool Portfolio Manager does not
regularly monitor the prices of the securities held in the TexPool portfalio.
TexPool’ sinvestment policy requires that the contractors val ue the portfolio
based on information from pricing vendors. Rating agency guidelines require
that the Treasury check securities prices periodically for reasonableness and
validity. The Investment Policy also stipulates: “ As a further check, the
TexPool Portfolio Manager al'so monitors the prices of securitiesheldin
TexPool, in order to independently determine reasonableness and validity.”
Accurate pricing of securitiesisimportant in ensuring that the fund isfairly
valued and in compliance with requirements.

. Although the Treasury monitors the contractors compliance, the Treasury
monitoring process does not hold the contractors to the correct standards set
forth in the contract (see Table 6 on next page). These measures are critical in
order to check the safety of the fund' s investments.

. The Treasury does not monitor or analyze which broker-dealers the
contractors use to purchase investments for TexPool. Without monitoring, the
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Treasury does not know if contractors use approved brokers-dealers who meet
ethics, disclosure, and credit standards. In addition, Treasury staff members
do not analyze broker-dealer usage. Monitoring broker-dealer usage can
disclose the preferential use of certain broker-dealers and may pinpoint
potential problems in advance.

. On at |east three occasions, the TexPool contractor purchased prime rate-
based adjustable rate notes. TexPool’sinvestment policy does not authorize
the purchase of prime rate-based notes. The purchase of unauthorized
securities increases the possibility that TexPool participants might incur a
loss.

. TexPool’ sinvestment policy allows the purchase of Cost Of Funds Index
(COFI) adjustable rate notes. The purchase of COFI-based notesis expressy
prohibited by rating agency guidelines. In order to maintain its AAAm rating,
it isimportant that management ensure that TexPool’ s investment policy
conforms to rating agency guidelines.

Table 6
Standards Required By TexPool Contract Versus Standard Actually Measured
Safety Measures Required Standard Alc_:fjsa(lal;slt/la;:sirri d
Weighted Average Maturity of the Portfolio 60 days 90 days
Minimum Repurchase Agreements Collateral Coverage 102% 100%
Maximum Repurchase Agreements Maturity Limit 90 days 6 months
Minimum/Maximum Allowed Net Asset Value per Share 0.9975 -1.0025 0.9950 -1.0050

Source: State Auditor’s Office.

OCTOBER 2001

Recommendation:

TexPool management should improve its monitoring of TexPool’ s contractors by
researching and compiling all required standards from the TexPool contract and
related request for proposal (RFP), investment policy, rating agency guidelines for
AAAmM rated funds, the TexPool Participation Agreement, and applicable statutes.
These standards should be broken into daily, weekly, and monthly tasks and
summarized into checklists. TexPool activities should be promptly verified with the
appropriate checklist. This process should be documented and periodically reviewed
by the internal audit or compliance function. Summary results should be
communicated to the TexPool Advisory Board on aregular basis.

Management’ s Response:

We concur with the auditor’ s recommendation about Treasury Operations improving
its monitoring of the contractors. To this end, we will:

. Regularly monitor the reasonableness and validity of prices of the securities

held in the TexPool portfolio based on information from pricing vendors.
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Section 2:

. Hold contractors accountabl e to the standards set forth in their contracts. We
have already modified the compliance checklist, which will assist usin
holding contractors to the standards specified in the contract and the policy.

. Monitor and ensure that contractors only use approved broker-dealers.

. We will clarify the investment policy so that it specifically excludes the
purchase of COFI| adjustable rate notes. It should be noted that TexPool has
never purchased this type of note.

We will modify the investment policy to include prime rate notes based adjustable rate
notes.

Section 1-B:
Ensure Auditor Independence

TexPool’ s contractors select and pay the public accounting firm that conducts
TexPool’ s annual financial and compliance audits. Given that the responsibilities of
the contractors include the safekeeping, investment management, and bookkeeping for
TexPool, the contractors additional responsibility of selecting and paying the
independent auditors undermines the appearance of independence between the
contractors and the auditor.

Recommendation:

The Comptroller and/or the TexPool Advisory Board should select, enter into an
engagement |etter with, and pay the accounting firm conducting TexPool’s annual
audits. The audit fee could be paid from either a reimbursement arrangement with the
subcontractors and/or “ TexPool’ s Earnings on Management Fees Reserved for
Operating Expenses’ account.

Management’ s Response:

In the future, the Treasury will select and pay the independent public accounting firm
that performs TexPool’s annual financial and compliance audit.

Consider Broadening the Range of Eligible Investments

PAGE 42

TexPool’s narrow range of digible securities limitsits ability to diversify and may
limit its ability to increase the earnings of itsinvestments. TexPool restrictsits
eligible investments to a narrow range of securities. For thisreason, as of

June 30, 2000, approximately 98.4 percent of all TexPool assets were invested in U.S.
government agency securities and repurchase agreements, and the remaining

1.6 percent was invested in money market mutual funds. While government agency
securities are generally perceived to be risk-free, rating agency guidelines for AAAmM
funds identify a concentration of agency securities within a portfolio as a potential risk
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Section 3:

factor. Theflexibility to invest in a broader range of securities allows for greater
diversification of the portfolio, which reduces risk, and increases the opportunity to
earn a higher rate of return.

Recommendation:

TexPool should consider expanding the list of authorized investments into other
investment categories that are authorized under the Public Funds Investment Act and
conform to the requirements of the rating agency for an AAAm fund. One category to
consider would be highly-rated commercial paper. (Commercial paper refersto the
short-term notes issued by corporations.)

Some participants may want to maintain the present policy, while others would bein
favor of adding commercial paper or other investment classes. One solution would be
to institute the series fund structure used in the mutual fund industry. A seriesfund is
agroup of different funds, each with its own investment objective and policies, that is
structured as a single corporation or trust in order to reduce costs and ease
administrative burdens,

Management’ s Response:

We have surveyed the participantsin TexPool and while most favor expanding the list
of authorized investments to include commercial paper, a substantial number of them
are prohibited from making investmentsin a pool that contains commercial paper.
Until such time, that we establish a second fund to include commercial paper as an
investment option, we do not want to take any action that would force some
participants out of the fund. However, we will consider the possibility of starting a
second fund in the future to include commercial paper and other eligibleinvestments
as investment options.

Enhance the Role of the TexPool Advisory Board

OCTOBER 2001

TexPool’s Advisory Board does not provide meaningful oversight for TexPool’ s
activities. TexPool operates under the auspices of the Treasury Safekeeping Trust
Company, which in turn is under the sole control of the Comptroller. The Public
Funds Investment Act (Act) requires that an investment pool have an advisory board.
However, the Act does not specify any duties for an advisory board. The participation
agreement each participant signs provides that the TexPool Advisory Board “ shall
advise the Trust Company on the Investment Policy and on various other matters
affecting TexPool, and shall approve fee increases.”

Standard & Poor’s, aleading rating agency, sets forth the following expectations for
the board of a cash management fund:

A board should act as an independent body and demand that advisers
be able to clearly explain al investments and investment strategies. . . .

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,
THE TEXAS TOMORROW FUND, AND TEXPOOL PAGE 43



PAGE 44

boards should receive detailed reports regarding fund investments and
activities at least monthly. Boards should be active, questioning fund
advisers at any time during the year, not just at quarterly meetings.
Too often, boards are passive or lack the necessary independence to do
their jobs properly. This leads to rubber-stamp approval of investment
adviser activities. Such boards are not fulfilling their responsibility to
fund sharehol ders.

Since February 1998, the TexPool Advisory Board has only met four times —twice in
1998 (February and May), not at all in 1999, and twice during 2000. In addition,
director attendance at meetings has been low. At the May 1998 and October 2000
meetings, the TexPool Advisory Board failed to assemble a quorum of directors and
could not conduct business.

Effective board oversight isimportant for any organization, but particularly for a
financial institution that manages billions of dollars. In the absence of a TexPool
governing board, it is important for the TexPool Advisory Board to provide effective
oversight. However, aboard that does not meet regularly cannot provide effective
oversight.

Recommendation:

TexPool management should amend the TexPool Participation Agreement to provide
for an Advisory Board that meets regularly and is responsible for overseeing all
aspects of TexPool’ s operation. A board that comprises participants and qualified
independent members, as contemplated by the Act, can help ensure that TexPool is
managed in the best interests of the participants and at the least possible risk to the
State and TexPool participants.

Management’ s Response:

We concur that a strong advisory board is an essential component to the governance
of TexPool. To ensure an effective advisory board, we will:

. Continue appointing qualified membersto the advisory board

. Coordinate with the board members to schedule four board meetings annually
to coincide with the quarterly financial statements

. Encourage high attendance of board members by early publication of board
meetings
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Section 4:

Improve the Participation Agreement and the Participants’
Understanding of TexPool’s Relationship With the State

OCTOBER 2001

The agreement between the Comptroller and local governments that invest in TexPool
allows, and in some cases requires, participants to assign too many duties to one
person. In addition, some participants may not understand that the State does not
guarantee their investmentsin TexPool. TexPool management should address these
issues to ensure that participants are aware of the risks associated with investing in an
investment pool.

Section 4-A:
Allow Participants to Use Good Control Procedures

TexPool’ s Operating Procedures Manual allows each TexPool participant to
designate one person to establish the destination for repetitive fund transfers and to
receive al TexPool communications. As of July 2000, 41 participants had designated
only one Authorized Representative. Each participant must also designate an
Authorized Representative to be the Primary Contact to “facilitate the dissemination
of important account information.” This arrangement does not ensure that participants
separate duties, particularly in cases in which a participant has only one Authorized
Representative. An example of separation of duties is designating one employee or
person to make transactions and a different employee to receive al transaction
confirmations and account information. This structure can significantly increase the
likelihood that unauthorized activity would be discovered in atimely manner.

Recommendation:

TexPool management should, at a minimum, modify TexPool’s Operating Procedures
Manual to allow each participant to designate a primary contract who is not an
authorized representative. ldeally, TexPool management should consider
recommending that its participants use improved control procedures such as requiring
or recommending that a primary contact be aresponsibleindividua other than the
Authorized Representative.

Management’ s Response:

We will modify the Operating Procedures Manual to suggest to participants that they
should designate a primary contact for TexPool who is not an authorized
representative.

Section 4-B:
Determine if Participants Expect the State to Support TexPool

The perception may exist among many TexPool participants that investmentsin
TexPool arein some way backed or guaranteed by the State. Thisincorrect
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perception could result from participants' knowledge that TexPool is a state-
sponsored investment vehicle under the auspices of the Comptroller. Participants may
also recall when state funds were used to “rescue” TexPool. The legal and marketing
documents employed by TexPool explicitly state that the only source of payment to
the participants are the assets of TexPool and that there is no secondary source of
payment such as insurance or guarantees. TexPool management acknowledges that
some participants may perceive that a state guarantee exists. The degree of this
misperception is unknown.

Parti cipants who assume that the State guarantees TexPool are likely to assign a
reduced level of importance to TexPool governance issues, and they are likely to
pressure the State to bail out TexPool in the event of another crisis. A small 1 percent
error could equal an $83 million loss.

Recommendation:

TexPool management should determine the extent of any misunderstanding of the
state guarantee issue. If asubstantial misperception exists, TexPool management
should develop an action plan to resolve the issue. Possible actions include:

. Adding graphics on al communications similar to
those used by the banking industry for non-FDIC
insured investments sold by banks.

. Requiring participant boards to pass annual
resol utions acknowledging the lack of any
guarantees.

. Separating TexPool from the Comptroller and
establishing TexPool as a free-standing entity supervised by a governing
board.

Management’ s Response:

To help ensure that no participant misunderstands that the pool is not guaranteed by
the Sate of Texas, we will include a reminder in each newsletter that the pool is not
guaranteed by the Sate of Texas. As noted in the report text above, it should be
noted that the legal and marketing documents employed by TexPool explicitly state
that the only source of payment to the participants are the assets of TexPool and that
there is no secondary source of payments such asinsurance or guarantees.
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Appendix 1:

Objectives, Scope, and Methodology

Objectives

The objectives of the audit wereto:

. Determine whether the Texas Treasury Safekeeping Trust Company (Trust
Company) employs effective controls and procedures when processing the
State’ s transactions and assess whether it effectively and appropriately
manages the fundsiin its care.

. Determine whether the Comptroller’s Treasury Division (Treasury) had
implemented recommendations made in a previous State Auditor’s Office
report (A Review of Controls Over Investment Practices at Sx Major Sate
Investing Entities, SAO Report No. 97-014, November 1996).

. Assess the Texas Prepaid Higher Education Tuition Board's oversight of the
Texas Tomorrow Fund' s actuarial assumptions, contracting decisions,
benchmarking, and strategic planning.

. Determine whether the Texas Loca Government Investment Pool (TexPool)
receives sufficient monitoring.

Scope

Treasury and Trust Company:

Our scope included quantifying and gaining an understanding of the funds and client
relationships managed by the Trust Company as of March 31, 2000. Because the
responsibilities and operations of the Trust Company are not clearly delineated from
the responsibilities and operations of the Treasury, our review covered both the Trust
Company and the Treasury. Specifically, we evaluated whether the current
infrastructure is appropriate to handle the Treasury’ s expanded responsibilities. The
infrastructure components we examined included the following:

. Mission

. Governance

. Investment expertise

. Operational control structure
. Information systems

. Monitoring

Texas Tomorrow Fund:

We reviewed the Texas Tomorrow Fund's actuarial process, contract processes, and
performance as compared to other states. We also reviewed the fund’ s identification
of financial risks and the safekeeping of the fund’ s fixed income portfolio.
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TexPool:

We analyzed TexPool performance, TexPool’ s monitoring of subcontractors, and the
scope of digible TexPool investments. We aso reviewed the oversight provided by
the TexPool Advisory Board and TexPool’ s relationships with local governments.

Methodology

The methodology for this audit consisted of obtaining applicable criteria, conducting
interviews, performing audit tests and procedures, and analyzing and evaluating
results against established criteria. We conducted fieldwork from March 2000
through November 2000.

Information collected to accomplish the audit objectives included the following:

. Applicable constitutional and statutory provisions.

. Agency internal audit reports.

. Reports prepared by outside consultants.

. Texas Tomorrow Fund board minutes.

. Financial disclosure statements.

. Investment and operating policies and procedures manuals.

. Ethics palicies.

. Contracts with consultants, advisors, externa portfolio managers, and
investment custodians.

. Divisional organization charts.

. Personnel files.

. Personnel hiring procedures at other state agencies.

. Investment staff qualifications at other state investing entities.

. Investment reports.

. Annual financial statements.

Procedures and tests conducted:

. Conducted interviews with:
- Agency management and staff.

- Consultants who performed services for the Texas Tomorrow Fund,
TexPool, or the Treasury.

- Officiasfrom the Dallas and Washington, D.C. branches of the
Federal Reserve Bank.

- Officials from other states that have prepaid tuition programs.
. Reviewed prior external audits, interna audits, and other reviews.
. Reviewed the Trust Company’ s agreement with the Federal Reserve Board.
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. Determined the nature and extent of activities performed for or by the Trust
Company, how the Trust Company is governed, and how the Trust
Company’s activities relate to the Treasury’ s operations

. Compared the performance of the Treasury’ s long-term investment funds to
benchmarks.
. Performed steps specified in the Department and Trust Company Examination

Procedures published by the Texas Department of Banking. These steps
included reviewing:

- Operations, internal controls, and auditing.
- Fiduciary management.
- Trust Company management.

. Consulted procedures from the Branch and Agency and Commercial Bank
Examination manuals published by the Federal Reserve Board and the Federal
Deposit Insurance Corporation.

. Observed various phases of operations to gain additional understanding.

. Reviewed contractor selection and evaluation procedures.

. Compared selected contractor service fees with contractual rates.

. Reviewed investment reports.

. Reviewed financia disclosures.

Criteria used:

. Trust Department and Trust Company Examinations, Chapters F-1, F-2, F-5,
and C-3, Texas Department of Banking.

. Trust Examination Manual, Federal Deposit Insurance Corporation.

. Book-Entry Securities Account Maintenance and Transfer Services, Federa
Reserve Operating Circular 7, January 2, 1998.

. Title 12 USC, Chapter 3, Federa Reserve System.

. Texas Government Code, Section 404.101, Texas Treasury Safekeeping Trust
Company.

. Texas Government Code, Section 403.1041, Tobacco Settlement Permanent
Trust Account.

. Education Code, Chapter 63, Permanent Funds for Health-Related Institutions
of Higher Education.

. Comptroller’'s Investment Policy, February 2000.

. Investment policy for the Tobacco Settlement Permanent Trust Account,
April 5, 2000.

. Investment policy for the Permanent Fund for Higher Education Nursing,

Allied Health and other Health-Related Programs; the Permanent Fund for
Minority Health Research and Education; and Permanent Funds for Health-
Related Ingtitutions; effective August 30, 1999.

. Investment policy for the Permanent Fund for Tobacco Education and
Enforcement; the Permanent Fund for Children and Public Hedlth; the
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Permanent Fund for Emergency Medical Services and Trauma Care; the
Permanent Fund for Rural Health Facility Capital Improvement; and the
Community Hospital Capital Improvement Fund; effective August 31, 1999.

. Investment policy for the Permanent Higher Education Fund (HEF), effective
August 31, 1999.

. Agreement for Banking Services between the Texas Treasury Safekeeping
Trust Company and the Federal Reserve Bank of Dallas, October 17, 1989.

. Board of Governors of the Federal Reserve System, Supervisory Letter 2516,

regarding access to Federal Reserve services by limited purpose, non-member
trust companies established by states.

Statement of Compliance With Applicable Auditing Standards

The audit was conducted in accordance with generally accepted government auditing
standards.

The following members of the State Auditor’ s staff performed the audit work:

. Raobert Sahm, CPA (Project Manager)

. Mike Chandler

. CarlaKleinwachter

. Hugh Ohn, CPA

. Joe White, CFA

. William Wood, CPA

. Worth Ferguson, CPA (Quality Control Reviewer)
. Carol Smith, CPA (Audit Manager)

. Deborah L. Kerr, Ph.D (Audit Director)
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Appendix 2:

Timing of Treasury Endowment Fund Long-Term Investment

Timeline for Treasury Investment of Endowment Funds

Fund and Background
Information

Enrollment
Date for Bill
Creating
the Fund

Effective
Date for Bill
Creating
the Fund

Date the Treasury
Received Initial
Funding and
Subsequent
Funding (if any)

Date Treasury
Fully
Implemented
a Long-Term
Investment
Plan

Permanent Public Health Fund

The fund was established by House

Bill 1676 (76th Legislature). As of

May 31, 2000, 86 percent of the fund
remained in short-term cash investments.
Fullimplementation of a long-term
investment plan began in October 2000.

6/99

8/99

9/99

10/00

Tobacco Settlement Permanent Trust Fund

The fund was established by House

Bill 1161 (76th Legislature). As of

May 31, 2000, 86 percent of the fund
remained in short-term cash investments.
Fullimplementation of a long-term
investment plan began in October 2000.

6/99

8/99

12/99 and 12/00

10/00

Higher Education Fund (HEF)

The Texas Constitution specified that the
HEF “shall be invested in a manner
provided for the Permanent University
Fund.” The Permanent University Fund is
invested in a full range of long-term
investments. Effective September 1, 1995,
House Bill 1207 (73rd Legislature) gave the
Treasurer (Comptroller) the authority to
“administer the fund and invest the fund in
the same manner as the permanent
university fund.”

Senate Bill 805 (76th Legislature) further
specified the Comptroller’s clear legal
authority to invest the HEF in long-term
investments appropriate to an endowment
fund. The Treasury hired an investment
consultant in March 2000. As of

May 31, 2000, 87 percent of the fund
remained in short-term cash investments.
Fullimplementation of a long-term
investment plan began in October 2000.

6/93

9/95

12/96, 9/97,
9/98, 10/99,
and 9/00

10/00
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Appendix 3:
Management Audit of the Texas Tomorrow Fund

Texas Tomorrow Fund

Tomorrow's College at Today's Prices

Management Audit of
the Texas Tomorrow Fund

June 5, 2000

McConnell Jones Lanier & Murphy LLP
11 Greanway Plaza, Suite 2902

Houston, Texas TT046

Tael.: (T13) 622-T666

Fax: (T13) 622-TETY
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MICCONNELL JONES LANIER ¢MURPHY

June 5, J00H)

The Honorable Carole Koeion Foylander
T'exea Compireller ol Pubiio Acosdi
LA Suste OiTice Bailding

111 Eastt | ™ Stromi

Amat, Toxss TETTA

Dear Conspiraller Rylander

We are pleased o presem the Flaal Sepor for MeCosaell fonss Lanisr & Blurphy 11 Marapement fudil of the
Texas Prepaid Highes Edducation Tuition Progme:, commondy refered ioas (he Texas Tomorow Fund

The primary cbioctive of the mamgement audit wis o determine wheser e Texis Tomormw Fund i oporating al
maximum 2Hiceency and sflectivensss by reviswisg the ongessealion’s fallng, eoac pracices, opesatons
procsdeses, il e pebealiie

W revicwsd the Texss Tomomow Fund's orgenizmtios msd mansgemens, masheting, and sdsssiaration and
operaiioes functione, resuling in [H recomsserdntioss thar will belp sske insremental mprevemesis in
Blpralicanly enlance Cusiiner #rvios level md potentially inereads paricipation @ the program

W s graichul Tor e coopemtion of te Texes Tomomow Fund's management wam and sufl dering dhe
management pedil. We are sspeosally prateiul 1o S sanaper and mesian Samper of the Tund, whe mesiod us
with scheduling imerviews md colleacling des &iring the cagngemeni

Wy truly yours,

V77
ey

byl M. Lorriar
Partmer
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Texas Tomorrow Fund

Management Audit

Executive Summary

Background

In 1905, the Tenas legislrure creilod the Teuas
Prepasd Higher Educatios Tuiton Program (e
Program). The Taxas Frepaid Highe BEdocntion
Tuitson Benard {Baard) cparaios the Program,
commuonly known as the Texms Tomsormow Pl
(TTF}, which affers a zimple and affordable wwy for
families w0 save for fure coflege ex porees
associaied with tuition and required fees. The board
i chasred by the Tenas Comperolier of Pablic
Accourds (Compinoller) snd cludes fwo members
appainied by the {overnor and four members
pppoimed by the Lt Geovernor, fwo members e
submutied bey the Speaker of the House. The Board
commenced operaiions on Seprember 1, 1995, and, 1
of May 20, M, 92274 crdlzpe caitinn conrncis
have been sold. The cumem enroliment perind ended
Juste 3, BKK]

Prepasd paition cosirncis cas Be e hased Tor Senkor
Coalleged amd Universifies { R -yenr public schools),
Temior wrd Comminily Colleges {ran-year schoalsl,
Tustiiw-Sesiow Cinlleges [rwo vears of publes
comminily college commbingd with ren years of
i et callepe) and Privine Colleges., The
puiiEiaserd F peripild s on CoRired (= s pay an
wrlig] applicagion Tee and dessprene 4 beseliary and
the i icipuned dale the beneficlary Iniends o
meiiricakale il pesl-seoandary educalios
Benafcisries inus! be Texed residenis, oo, if hey are
pul, preagden| &, Bir pasests ol e e purchisers
and meside in Texas

Creer the pasl five years, e numbes of pedgdid
Peatismn cuntrmet purchasss kas sleadily dociined,
casing e Comptroller o exnomine both axiernad and
mbernal faciors that possibly comtribated 1o reduced
purchasee. The Comptroller eommissiosesd a
menagemend audit of the TTF amd hirsd MeCanrell
Tomazs Lanior & Merphy LLP (MILM ) b ditermiting
whether the TTF = operating o masimum effciensy
and effectivensss by mviewing the lkwing anees of
e TTF:

# (rganizational structure;
® Siaffing;

& Bosiness prectices, such ex contracting for
cuimace sETViCES;

& Ciperating procedunes: and
& DT procedscs,

MATLM wad hiread s pregung § pepodt, ineluding
mecoemrmend ations Toe clungss i any of the ubve
srcas, I enfanca the Comploalles eMicency and
effectiveness in armnieg oul e respossabililies. &=
the chicl Fiscal ofTice al the sieke and 10 s ppes
improverments [or the muss peseil and Tesncial
contruly of the Compensiler,

Methodology

The methodalogy sed 1 conduct o fianagemsni
pudin implesenied MILM & sanapemen and
CpEraLoT Fevierw Bl aksesament guidebines and

1 hniguss o analyes exisring dan sl sl ormacn
olniamned from inervisws wilth TTE &a nagement and
el MILM conducied setivilics necsssary i
compleio a comprehenerve managemesi audit of
TTF & orpaesration, marapemenl, aikl aperalioms al
the Thormas JefTersan Husk Bukhing in Awstin,
Texams, from May 22, 2000 through May 26, 2{HEL
MILM's revicw inghaded:

& Roviewing and analyeing oxisling bl
doame inls, | ndependin ol repos, polices
w) procedures, job desiviplnoss, canmracs with
mager venskers, al hislorical performancs data,

&  Cpnducting cunfidentiad inierviews with TTF
memmpemment and sl knowled geable aboul the
fand's npemmions;

& Reviewing markeling proposals, stralegi
merketing plers and pramaticnsl literatare,
statisiical repors, and available performance
deta;

®  [Developing recommendmtions to identify
nppomamities o improve the averal] effsciancy
pod effectivensss of TTF management antd
operations; and

® Providing & deiniled repon oalining all
recommendmions necessary in comect the
underlying causes of adminiserative,
mesapsment, markeiing, and opsratans
d=ficiencies soted during the managemerd aodii

MeConnell Jones Lanler & Murphy Loe
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Texas Tomorrow Fund

Management Awdit

Organization of Report

This repon provvides an exccutive summiary s thhee
BEparue seciions, ona for cach of dhe Todlorwing arens:

®  Drpanizalion ssd Marapamen {Secmon A
& Marketing {Secthin B}

& Admisssmation and Dperatlons {Seoion O}

Major Recommendations

This section includes a summary of magor

recommeme ndaliong resiliing Troes MILM's reviaw and
asscarmeent ol the TTF of ganizaion, misspemenl,
markcding, and operalions. A summary of
pecamimenditoss ecluded in the regort for ch
furciicnal area Tollivws

Orpanization and Wanagemei

Major Reconmenilitions:

* |mplement & comprehbensive managemenl
pccountabilaty system requiring e masager of
I7TT and wmt managers B enpags = plarnming.
direction, ouecatun, and fulliw-up ectivibdes.

® Endance olfice communication by esistishing o
strfand dule and fme for periodic saff
meelings i esoounge (nformenon sharimg wd
upes diakgoe beleesn uns

s Hire permasem employees i answer incaming
calls in e Cusiomer Servics unil

L] Mrpniz[ Tl dlivinioe, evaluate the skills of the
existing slall, consalidate gimilar sdministrailiee
and opeerations Nections, and transfer all records

adminisratios maks woihe reconds adminisration
CONIracioe.

Murkering
Wnjor Hecommsenidaibins:
& Ressuctse the Markeomg unit

& Develop an miernal marketing plan,

#  Be-hid the advertising conirect io detenmene if o
e effecsive campaigs can be developed amd

canseder increasing e bodget for tha advertising
pATadL

Aduripistration and (Rgeratiois
Major Recammeimlatlons:

®  Timmaler dim-emry process performed by
Admisizormtive Farvices to the reconds
alinintsrascs srd eliminese the femporary
eseployees within the unit

&  Consolidete the Administrative Services and
Cusinmer Servico units

& Expand the recoeds admnsiralion oosrec o
include masusl reconds ManEpement process
cueiilly performead Dy the Accounling unil,

®  Enrourage the records admimismakor i reduge
e lemgth of time authorizatioms for refund are
Eeld io 10 Eays o improse cuslnimes service.

Detailed Report

A. Organization and
Management

The Tosss Tomormes Fund (TTF i a divison
within the Compiroller’s Odfice thal is direciod by o
maraper and onganized into four szparste diils: (1)
Memesteng, [2) Cusromser Servicn, {3)
Administrative Services, and {4) Marksting. The
BN gEr reports io the direcsor of ghe OiTice of the
Treasury (also located within the Commparodler’s
Office] and is responzibile for the day-so-day
managoroent amal slmaminmaion of che T

Tha TTF ki an assiszan manager who s responsibile
fior eavuiract management ond sdministrabon,
aversght of the individual units, aml spevisl projects.
Lmin anegers direct 1he sctivities of esch won and
repan o the manegor of the TTF. Thimesn full-tme
esmplivpens and spvon Memporary emplopess mike up
the total stalfing complement of the TTF. Exhibiil
A+l preseaiy the curem TTF argasizsrion

McConnell Jones Lanier & Murphy L0
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Texas Tomorrow Fund

Mnagemenl Audif

Fakilin &-]
Tesss Tomarrow Fiiss

Curremd Cirgamimtion

=
=

Saanr: Tesm Tanawnar Fund

The manager & e primasily responsible for
developing and managing ihe TTF openmting budger
Eshihit A-E presenis tha TTF compemative budpeis
for FY 190R, FY ML, anil FY J0O00

Exchilssl %-2
Texns Tuitierow Fomnil
Compurative Hod gets
FY 1998, FY 1999, amed FY 3000

The TTF budpel increased 44 percene berween FY
1998wl FY D000, primarily because of mormal
EECiEd s bN CONE BsRocialed Witk recomls
admimiErElion aoiviles oucsourted B the priviie
secior and incresses in (ees poid 6o fund mansges.
The FY 2000 budgzei also incledes ircrezsed
marketing vosts associisd with paving commissicm
113 Ceralied Sales Orpanizbions v market pregmakd
TLIEE el 16

Eecommamenidlaliem §;

Elminate the assistani mamager posiiion nnd
repuire wnil managers b b pecoungahle foe
comirastl adiministradion assd mapagemen! in tseir
FEs[IEClive BFeks

Cime manager’s supervising four unit sanagers is 2
anapealili spein ol comiril (hat doss nerdl nageiso an
wlihinestal liyir of smnagemenl, Mormdaver, snil
mdnsgers diiild hive Basic oo adminaraieng
il mensgemeni skills a5 & prerequisie fon
managenal positions.

Recommmiendmtion 1

Dinipeleisnent & eniiprohinsive isngement
scoeaniahility svstem requiring the mansger of
TTF wnd umil mansgers io engege n planning.
direction, exeowtion, amd Toflew-up actividhes.

e Boadid shaild regess B masager of TTF
develop aenual gosls and object wes for e Givision
and communicate hem i e mansgers. Ui
managers should e required 1o develop specific
goals and obdeotives for thear respeclive aress ond
gl he held ascopmiable G schioving hem. The
managen bnid Unil messapers can uie weskly plannen,
deinaling priontired ek necigaasy 10 sedomplish
specific phjectves, as an effective plonning and
manapeman ol

Dhiscaghinary measurcs foe unil meragers who do ot
eampdy with TTF palicy inivzlives sned be an

i | companent af de comprehessve
moooanismality sysiems

Hecomunenlatinm X:

Emhanoy olfice commumsication by establishing o
slanilard dute sni e Tor periodie ST meings
to el ge blorimalion slakng and opei
diadegnme between nmiis.

[ ] Ty Iy jasi |
Sl awd Wa s !
Clamidisl Sulirks [BEETTE TR R T T3]
Sabiry hoinad 54m - 1081
- Thow bl ks rasr i ial §
g pmy " T’
i rrm = = =
= gy ] Lh ] LN ]
Bl Depbcuma My [ ] (] 1L
Pasprll ared Chiim T 104, 184 R -
Tl Bl iy dived Wigarn Boodiim B @ATIS B HRdT |
e wirg brperss g
Plm-E | ¥ Lapita] Dl bip LV AHT b
Truwd 7,387 hr -] I8 AT
okl ani Fordemsanl Frm AZIEE LSR4aE LREET
Hridalsel | pasking. 1, TR 2=
Tbrpiurmm. ard LiiRie LaY Exl LA Rl
‘Saprim ! Herrak 138,31 18, Ea e
Flnlaraazs exd Repak o 4 L.
Ll D sbag Eopsvuss | 31, 6l T i A
Todil iy B g b OREERTE B LR LR e
Froa i Bomas el L per BOlRin o RRE A B I ET
Farmred T | §ORSSENLL 0 RDELAS 3 ATMIN

LAaxmre Termm Toveorssss Vel Dperatey Belgam Lo &7 FHA

FF I¥% and' F¥F AW
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Peziodic stalf meeiings will allow eeic managers io
share information regarding probless they may have
imerfucing wilh each onker and sSenmily Eieninil
tunues. that may affect the ovemnll efficiescy of TTF
ind ihe effaccivansss of is cusiomer servic

Recommaendalion 4:

[hevelop Formal, writien policies end preccduares
fesr ench unit within TTF.

Formal, well-documeniod podicies and procalinds ine
el o provalesg cossisien| qualiry Cestommes
pervice. Policsss repressil coursss of aothon or
puiding principles of TTF that are approved by the
hoard, while procedures s the methods and sieps
necessary 1 implemend the polices. Procadunss sre
thee lardkes: thast allow an oiganitaon 0o Fansier
Erdrsladge Trom cee employes wo andather and
mesreain conslsiem levels of service io purchasemn of
prepaid uion costracts.

=
oy

Recommencati i
Hire persmanend employoes o answer incoming
calls in the Cusieamer Service anit

Hiring permasen mplipses i the Cunomer Service
unir will reduce cenover and allow TTE oo build »
compeient saff of well irninod employecs Lo saswer
oy calls from comtrsc] puncasers,

TTF is comracted iy spend $119003 for iemparary
employees in FY 3000, an average of 217,005 for
each of ihe seven positions. The division shoslid
evaluate its present worklosd and determing the
actaal member of full -ime smployees needed 10
anywer incomimg calle and reallicale resounces nm
e METHRpOATY BErvices COMIFRCT BS EPPIOpTIme.

Hecommendalinn 6:

Risrgainlae e division, evalusle the skills of the
existing sialf, consolidare similar sdministrative
end operatias fumctions, and transfer all recends
sdmimisiration tasks o the recanls adesiniscralion
funiracior.

T henme an efficien coganizaiion, TTF suff
meambers s be evalmied b determine il ey bave
the eppropeiste skill sets fo porform ther respictive
[unstions., Siselar adminisirative and operation
Tunctoss should be consolidmed. All reconds
adminisiraiion shookd Be transfemed in ihe privaie
recnnds pdmemmsTtion contracior

Roomgasizing TTE Basdid on fecaimimend s

el e §n ihes pesport waill result in s et redection of
one full-time position and el seven temporary
positions. Exhibil 4~ presenis TTF 8 resommendeal
orpanization hassl on recommesdatinis inzluded in
B PRI,

Exhibis A-8
Prugesed (rgasisation

Sowrry. MLALED

B. Marketing

The Marketing uri for the Texae Tomesros Fund
I'TTF is headed by a markiting sanager, Additionsl
slad¥ assigned 10 the unil inclale a sesihor marketing
represcniati ve aad & sarketing representatve, both of
whism report o e marketing manager. A senior
merkai devekopmeni specialing, who regorts e leadh
the masraper ansd asislam mansger of TTE and
Fematicms of a 52807 capaciy, is o nesigred 10 the
Ll

Bl g responsibilstics of the Markstmsg unil include
direcsing sdhverntsming. public relilicas, ssd outreach
wetivities T TTF. For exemgde, the TTF Marketing
unil is ¢harged with siralegec market planning.
crealing allEnees with the privese secior, developing
publications and grini maseriaks. and organizng and
execuiing direci mail amd prass nocds culrgsch

{ prosenisbcns i |,H||.|.'r|li:|| earnlless )i A iR

I 1996, whea TTF was initially rolled ot
appencimaiely 400K contracts were seld, Cn June 5,

MeConnell Jones Lanier & Murphy e
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Texas Tomorrow Fund Management Andif

2000, TTF will compleie ity [ifih enrcdimeni period Hecomimenclaiion 7;
ard the pumber ol comiracks sl s of June 7. 2HE] =

i Ha. Exhihil B-1 presents TTE s lHve. peai Resirmcbore ibe Muorieting unii.
enrmllment irend.

Treaataler all markenng planning and amplemesmtion

Digapiie TTF = doclining arallment irend, when functions and aciiviiles w a privas advertising
chimgrid b b B1akei Thil ofTer similer prepaid apency. eliminaie the three marketing stadf positions
Derann plans, the sumber of contracs sold (n'lexes and Mdentilly innovalies maws L e selecied 21807 in
wis (he second kighest. Exhibit B-3 presents the the Caovmpirller™s el GilTicds: Beroupoul the et
daies with the 10 keghest contract eerollmani prerfiim markeiing oureach functions. Compomnlis
murmhers an ol 1996 aiff locaied wiihin Tield oifees: Groughoul the sime
will prowiade sipaficantly e coverigs Bl grass
Exhibii B-1 frrHE (el efTors o poteniial enrodbsss (o the
Teas Tomarrow Fumd Prapaid Taizies Program
Five-%Ywir Enrallamend Trend
(Mumber ol Contracts Sold)y Fiekd ofTics emplopees cinikl b prowided Tinancisl

Incenlves in e Tirm of bomises oF COMITISSinns w0
panticipage in TTF'S prass roots marketing activities
Since TTF is sn enterprise fund and field oilies sl
are paid from the sleie"s gencea| Fusd, TTF will be
eguirad iy relimbusse the paneral fund for all payroll,
frings benedits, ravel ond rebried ooss associaed
with the cime Geld ofice stall spord performing
markeiing and culiesch Tt

Fai. il Coramacie pos Yaar

The wanager af the Mokezing unil will be
responsible for tho managemeni and avensght of e
et sl werlining agescy and conddinating e wsis
mirkeiing and cuirench eflons conducied by
designaied field office personmel.

154 IRk (1] [ hieii]
Faw
daanw Temn Jiwsrore Fos! | Year J180 s sews o oaforesral =
Recommeembating 5
Eskilifc 1B-2

States with the Ten Highest Develop on imiernal marketing plas.
Frepadd Tultlon Comtract Emrollmeni
e AL Benchetark sucoesslel prepasl natson plans (Florsda)
il i 1he dara in assist with develfoping an imernal
Totol Mumber of  Diaiw of Inlsial marketing plan. Exhibid B-3 presenss a schematic of
T (iTering the coesponaniy af s migmal marketing plan,
Flirradn 4K D0 Ol B8
[ Teaa — TR0 [ lan.
[ Thin T | Ko B8
| Michigan 56,113 1988
| Alstame | S0, i Pdar. 20
| Massackisens 42, Z00 Feb, 05
| Wirginia 22 459 'r D 9
Pernuylvania 22,09 Sep. 03
!_.l||.:|-\.t.:| |-I_§-i'.'. _ _-"uJII_'.Illl
M B B Fieh 97

Sy Conlege Saemnps Maw Soneed Cegdvsrnor daria, Aty A

McConnell Jones Lanier & Musphy Lo Page 3
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Mlanagemant Audil

Exhibid B-3
Schwmatic of Cosmpanents of
Enternal Markeding Plan

s § i am
Nmabrn wl ma
g Yl b By

Fisiechong Foar i bk Gl

[

Errvlneeed Limdohs

sand Dol i g B
i vl of
Fuibira Kyl bem

Nlarkn Audll
L TET

Drrri viad
oy el i

BRI AN T En]

Purbormmas dpatyeis &
[

1 e rrien dedue

[ ETEr

Sy RLULAF

Fecammsemnidmiin 9:

Increase the invalvement of key TTF slall
members im adveriisdng planming sessions gl
miprovd overaipht ol adverliving sgenciee.

Incremiing the involvement of key simlt members in
planning sessicns will lmprve the coordimion ol
ineerral merkening efforts. Emproving TTFs
meanagesment oversight of advertising apencies will
{acilimie belier contract administrabon,

Hecommendution 1k

Ke-bid ke podvertisimg confract o delermsins il 5
mure elfective campaign cun be developeid amd
vonsider morrasing (e bad ged Tor the advertisisg
wonkruc,

Hecariimmiadatmian §:

Enhnnee the TTF web she tu allow users s
complete the enrollment agreemend and pay the
reguired Fee via credil card directly over (ke
Imiernei.

Heoannsendlalisn 1213

Idemiily seadT ressaireds o dhe Isformation
Technaagy Department that can be used io
complede heckbgged programming requests in
Tacllitate more effecilve management reporis thai
gnn b used bo track marketing efforts,

C. Administration and
Dperations

Admibdzadive and opermlions functicas within the
TTF ang conducted by ihe Accounting,
Admimistrsdive Serviees, ind CusiosssT Sy ice unms.
Exhibial -1 deserilies tae promary Tunothin ol sach
atlministretive il operaliona uiil

MoConnell Jones Lander & Mirgeliig LLP

AN AUDIT REPORT ON THE STATE TREASURY AND ITS TRUST COMPANY,

OCTOBER 2001

THE TEXAS TOMORROW FUND, AND TEXPOOL

PAGE 59



Texas Tomorrow Fund

Management Andir

Exfsihie -1
Texss Temorrow Fumd
Administrative and Operatinns Unles anid Related Functiens

Arrnuniing = laveilmiesl mrusiling sl faencial sepuiding
s Cooinet menagemen
L] Comvirsd prsing spperd i acpary |
o Ciire codvesd
= Firl-Time-in-College Letleri anl slantificalins canl |
haiadligg
& Processag of mairoulgiion (lumon] peymens (o oolleges
Ml v |
s Procegimg of refindy fro conosBsaim of preped kilim
ol
Autmrirealnstr = Processiig of iscomlng meil. iscluding payinecrd o
Servieey COBTEcE, Purctiser Aocepianos Fom, ind coercpondoics

e e
LU SIaTEr SErvee ]

10 dorwTi gimde fiapines] Oplkaih, iy ooiias]
[(ornversiosa), adldices changes, and complaial lsnem
&  Dwim ey of cogired epplicaiioes {fmient in Bl fomms)
= Assigrong of corrsspombsns 10 TTF sall i appoprisis
& Proceesng of vendor mveios
®  Aciing as lissoa for peraiene] astioni (prepares Fenaomel
Action Forsa), cotrpules sebwotle, and igen reotmdh riguieiss
&« Coonlmion of ielephom service, mavel, and sogwsiiion of
seppiies
| & Backap for propesty mveniorg ||
Aprwveriay ol imsiren calls o pindisssss egiidlng Ser
colracts, iecluding cpprading, dowaginlisg, lae G Uypes
of pliin, il paymeen; opliobs
s  Hewcprhmg ol meoming cormespomdenss and responding as

L L —

Eeconds administraton activities am contracied o

e Tutroe Fodetions, Ing. (InTestion} in Jscksanville,
Floride InTention i premarily mesponsihle for
responding o comvespoidence Trown Pt pans in
tha prepaid tuition progras, foreerding speclal
petmions Tor walver af program nides i the board,
reparing cusinmer service repars, posing parchaser
paymonis, processing invaices from post-secondary
inslinutcms For payment. and processing melumnds for
paymend

IeTuilien pesfoami (B rmcinds adminisrstcm
activilied elecronically with & proprssiary cosspule
iy pominonly felemed 1o as PRIMA. The
PRIMA syslem aliows InTatiaon w0 electrnmcally
receive spplications from TTF, post fultion credies
parchased (o purchisers’ pooounis, misiste wnd
receive maaied clearing bouse paymeno. and
varily soccunt imformation, including avathhble
futlion srediss $o0 perciasers, benoiciaries, and
edtitiliogs, PRIMA dlus has the capatality o
elecironically penenns chrrespondenes Lo aolifly

matnculating beneficearies of provadures b Sallow
fewr exwplling in mn resilition, sl e |58 lclies
resullisg from delinguent pavenenis on prepesd
fuitice congracis. TTF hes “resd-only”™ access wall
acveens produced by the FRIMA sysiem, allowing
Accoanling. Adminisiratve Services, and Customer
Servipe o vigw the siates of purchasens' sooanis.
inclhudig oorrespondesce: recorved and action isken

Adminisirrive Services is the initial point of dats
iy Tor spplicatsnns for peepaid witsn camirmes
sl all ghinges W exisfing coniracis, Tuiinn
coqiracti and cBanpes e inikally entered inlo TTF s
maisTrame and elesroanically weiesninss i InToaion
ench night thicesgh s datn line. The acom| hardoopy
spplicamors froen which dain s entensd are =m0
[nTuition via overskght couner to creaie and file
permanens record conimmng purchasers” actsl
signaiures.

MeConnell Jones Lanler 8 Murphy e
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Texas Tomarrow Fiend

Monogement Audit

Recommicndstian 1.35;

Tramsfer dats-enlry process peclormed by
Mydmimisirutive Services o the records
administrator snd eliminate the temsparary
einijiliiyres wilhim the unii,

Restneriore the onrmrmst with the records
wiminestrstor lo allow for eniering original
appiicatio e prepaid uilion sommets afd changes
B0 EEERTINE comiracts, This will sllow TTF b raasled
daa-eniry funciions cumenily performed by
Adrrinisretive Servicas to InTimtion

TTF sbeiihil prepane a ooad wi. benghil isalysin Beling
restruciuneg the conrmct o deisrmins the e
financial impact io the divisson. The snalyss should
cemsider the cod oF femporary slall, aesocisted
irmiveer, and efficisacies 1 be realsied by @owing
the dema-eniry fusciinn back in ihe records
mdmunisiraior

Recommaemintion 14

Cosselidnic ihe Adminissrative Services amd
Customer Service units,

Commodsdaiing the Admisisrarive Seevices and
Custormer Service unite will impmose coondination of
renprmaes 1 punchases ingquines and ¢énhance

LS IHTIET 227 ValE

Recommelntion 152

[hevelnp warklond sististies ond geriorm e
mesassremend reports o monsor the productiviey
ol Cuslnemer Service represondalives,

Winkload smiisiics and perionnace mearenen
reporis are effeciive managemeni 1ools b maasun
e prodisztivily of Cesltster Fervics neprasaenlalives
These siarsrcs wad repornms can be used 10 project
galfing equeemens a5 well s the gealily and
timeliness of services provadiod

Keconvnendaibid 1z

Expamnd the records sdmindsiration ceniraci fo
inchedr manual records managamenl proceses
curresdly perfarmed by the Aotooslisg unil.

Preparing third-pariy bill letters, mailing Firsi-Time
iw-Lnllege packesy, and muiling malrizulsling rosers
are manual adsisicrative processes tha could be
performed more efficiently by [T uition.

Bedore malking e decison 1 e paid the pecdrds
admimstration contract, TTF should conducs a cosi
vi. besa it o owbsourcing. analyeas 4o disierming if
expanding Be commst will result in highsr quality
servioe bow B adual oF |oWer ool

Hecommenalaiisn 17:

Encoursge (ke records sdminksirator ta reduce
ihe length of fime swibarimations fer refussd are
held in 18 dagyx o impreve sustomer service.

Commenrial banks anly bold oui-od-staie checks for
10 days beforn making furds availabde in depositon
Redwsing the leagth of 1zma for withholding
aurthorieations for relunds w [0 deys will redecs the
mernarcand time for refunds (o foar wesks, impooe:
cugicmmar service and reduce the rumber of
cemplai ity ressived by Cuslomes Sietvice

The reooeds sdminisralor s comiric? dhailil he
amended 1w include a provison o reduce the holding
peried for authanzations for refands 4o 19 days

Recommondation 15:

Cross-irakm emphoees to pecform all fenctions
and roladod activigies b comlind
Ml i st rabve aed Cuslnmer Serehoe iiis.

Criiss-training permanenl erploavess i perlorm
mulnjle Tunstions sl sctivilles, coiplad with well-
documenied policies ard adminssnive procedures,
will inswre thail “imsbsuitomal knowledge™ wall be
appresd pmang several madividuile. A a resull, the
uill will opering ellicienly even IF key employess
leave ur become |ncapaciiansd.
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Copies of this report have been distributed to the following:

Legislative Audit Committee

The Honorable James E. “Pete” Laney, Speaker of the House,
Chair

The Honorable Bill Ratliff, Lieutenant Governor, Vice Chair

The Honorable Rodney Ellis, Senate Finance Committee

The Honorable Florence Shapiro, Senate State Affairs Committee
The Honorable Robert Junell, House Appropriations Committee
The Honorable Rene O. Oliveira, House Ways and Means
Committee

Governor of Texas

The Honorable Rick Perry, Governor

Comptroller of Public Accounts

The Honorable Carole Keeton Rylander, Comptroller of Public
Accounts
Mr. Billy Hamilton, Deputy Comptroller

Texas Tomorrow Fund Board Chair and
Members



This document is not copyrighted. Readers may make additional copies of this report
as needed. In addition, most State Auditor’s Office reports may be downloaded from
our website: www.sao .state.tx.us.

In compliance with the Americans with Disabilities Act, this document may also be
requested in alternative formats. To do so, contact Production Services at (512) 936-
9880 (Voice), (512) 936-9400 (FAX), 1-800-RELAY-TX (TDD), or visit the Robert E. Johnson
Building, 1501 North Congress Avenue, Suite 4.224, Austin, Texas 78701.

The State Auditor's Office is an equal opportunity employer and does not discriminate
on the basis of race, color, religion, sex, national origin, age, or disability in employment
or in the provision of services, programs, or activities.

To report waste, fraud, or abuse in state government call the SAO Hotline: 1-800-TX-
AUDIT.
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