John Keel, CPA
State Auditor

An Audit Report on

The Emerging Technology Fund
April 2011

Report No. 11-029

An Audit Report on

The Emerging Technology Fund
SAO Report No. 11-029
April 2011

Overall Conclusion
The Emerging Technology Fund (ETF) should make
significant improvements to promote greater
transparency and accountability.
Issues in a number of areas impair the ability to
administer the ETF in the best interests of the
State. It is important to hold recipients of funds
accountable. Auditors identified the following
weaknesses:

Background Information
The Legislature established the Emerging
Technology Fund (ETF) in 2005 and initially
funded it with:

 $100 million from the General Revenue
Fund.

 $100 million from the Economic

Stabilization Fund (Rainy Day Fund).

As of August 31, 2010, a total of 153 grants
and awards totaling $342,336,567 had been
awarded to recipients.
Recipients can receive funds in three ways:

Decision making related to the ETF and
recipients of funds is not open to the public.

 Commercialization awards are



The ETF conducts limited monitoring of
recipients’ performance and expenditures of
funds.

 Research matching grants create public-



The Office of the Governor does not report the
value of the State’s investments through the
ETF on its financial statements.

 Research superiority grants are awarded





investments that help companies take
ideas from concept to the marketplace.

private partnerships with higher
education institutions, federal
government grant programs, and
industry.

to higher education institutions to recruit
research talent.

The Governor, Lieutenant Governor, and
Speaker of the House of Representatives are
the trustees for the ETF. After receiving
recommendations from an Advisory
Committee, the trustees make the final
decision about which applicants will receive
funds.

The ETF does not administer its contracts with
the seven Regional Centers for Innovation and
Commercialization (RCICs) and the Texas Life
Science Center for Innovation and
Commercialization (Texas Life Science Center)
in a consistent manner. Both the RCICs and the
Texas Life Science Center evaluate and make recommendations to the ETF’s
Advisory Committee regarding applications for funds. The Advisory Committee
then makes its recommendations to the ETF’s trustees. Trustees make the final
approvals on ETF grants and awards.

The Office of the Governor, which administers the ETF, was cooperative and
provided all of the information the State Auditor’s Office requested during this
audit.

This audit was conducted in accordance with Texas Government Code, Section 321.0132.
For more information regarding this report, please contact John Young, Audit Manager, or John Keel, State Auditor, at (512) 936-9500.
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Key Points
The RCICs and the Texas Life Science Center do not have consistent processes, and
their board members were not required to sign conflict of interest disclosure
statements until 2010.
The RCICs and the Texas Life Science Center do not consistently record board
meeting minutes, votes, and recusals.
Board members for RCICs and the Texas Life Science Center were not required to
sign conflict of interest disclosure statements until 2010. Members of application
review committees are not required to sign conflict of interest disclosure
statements; those members are the first individuals to review a commercialization
award application to determine its viability.
Advisory Committee meetings, subcommittee
application review meetings, and teleconferences
are not open to the public.

Advisory Committee
The Governor appoints the members of the
Advisory Committee, which comprises up to
17 individuals who are industry leaders in
Texas or nationally recognized researchers
from higher education institutions.

Meetings of the ETF’s Advisory Committee are
not open to the public. Although the ETF is
The Advisory Committee reviews applications
required to follow the Texas Public Information
for commercialization awards, research
Act, under Texas Government Code, Section
matching grants, and research superiority
grants and makes recommendations to ETF
490.057, ETF application information is treated
trustees.
as confidential while an application is
considered for an award or a grant. Ten other
states with similar programs that auditors surveyed allowed significantly more
public access to meetings and documents related to the award of public funds.
The Advisory Committee does not record meeting minutes, member votes on
applications, members’ recusals, or milestones that applicants must achieve.
Because the Advisory Committee does not maintain minutes of its meetings, it is
not possible to evaluate how the Advisory Committee addresses disclosures of
conflicts of interest. For example, one Advisory Committee member had
consulting contracts with two recipients of ETF awards at the time that those
recipients received additional disbursements of funds approved by the Advisory
Committee. It is unclear whether the Advisory Committee member who had the
consulting contracts voted to approve those additional disbursements of funds
because the Advisory Committee does not maintain meeting minutes or record
member votes.
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The Advisory Committee does not follow consistent processes for accepting,
evaluating, and recommending applications to receive funds from the ETF.
The Advisory Committee has been inconsistent in terms of which applications it
will accept for review. The Advisory Committee recommended that the ETF
trustees provide a commercialization award for an application that had been
rejected twice by an RCIC and once by the Texas Life Science Center.
The code of ethics policy for the Advisory Committee should be strengthened.
The code of ethics policy for the Advisory Committee does not prohibit Advisory
Committee members from accepting compensation from or investing in ETF
recipients.
The ETF should improve its documentation related to research matching grants and
research superiority grants.
The grant agreement for the $50 million research matching grant provided to Texas
A&M University for the National Institute for Therapeutics Manufacturing specified
that $2 million in matching funds would be required. However, the application for
that grant specified that $125 million in matching funds would be required. There
is no documentation of the amount of matching funds included in the information
provided to the ETF trustees. In addition, the commitment letters that the trustees
send to recipients do not specify the total matching funds required.
The ETF did not ensure that ETF recipients consistently submitted required annual
reports.
ETF recipients did not submit the majority of the annual reports required in
calendar years 2007 through 2009. For a sample of 31 of those recipients, the ETF
had no evidence indicating that it followed up with the recipients regarding the
annual reports they did not submit in calendar years 2008 and 2009.
Although the sample of 31 recipients submitted annual reports in calendar year
2010, they submitted 81 percent of those reports after the due date.
The Office of the Governor did not report the value of all investments held by the
ETF on its annual financial report or on its annual report to the Legislature; the
only investment it reported was from the one award from which the ETF has
profited.
From fiscal year 2006 through fiscal year 2010, the Office of the Governor
disbursed $135,652,349 in funds from the ETF for commercialization awards.
However, the Office of the Governor reported $1,712,728 in ETF investments on its
fiscal year 2010 annual financial report.
The $1,712,728 amount was from the one award from which the ETF has profited.
In this case, ETF provided a $1,350,000 commercialization award to a company,
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and that company was later purchased by a publicly traded company. According to
the ETF’s January 2011 report to the Legislature, the ETF received $2,277,792 in
cash compensation and 77,499 shares of stock in the publicly traded company; as
of August 31, 2010, that stock was valued at $1,712,728.

Summary of Management’s Response
The Office of the Governor did not agree with certain conclusions and
recommendations in this report, and its detailed management’s response is
presented in Chapter 6 beginning on page 40. The State Auditor’s Office reviewed
the information in management’s response but did not modify the conclusions or
recommendations in this report as a result of that review.

Summary of Objectives, Scope, and Methodology
The objectives of this audit were to:


Determine whether the Office of the Governor disburses funds from the ETF in
accordance with Texas Government Code, Chapter 490.



Determine whether the Office of the Governor monitors ETF recipients to ensure
they comply with the terms of the grants and Texas Government Code, Chapter
490.



Determine whether the Office of the Governor and ETF recipients have controls
to ensure accountability for the use of funds from the ETF.

The scope of this audit covered June 14, 2005, through April 7, 2011.
The audit methodology included collecting information and documentation;
conducting interviews with ETF staff; analyzing and evaluating the results of
testing; observing processes; and reviewing policies, procedures, and statutes.
This audit did not include a review of information technology systems.
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Detailed Results
Chapter 1

The Legislature and the ETF Should Improve Transparency and
Accountability at All Levels of the ETF Grant and Award Processes
Improving transparency and accountability at all levels of the Emerging
Technology Fund’s (ETF) grant and award processes will help to ensure that
funds can be awarded in an impartial manner to applicants that have
demonstrated they meet all requirements.
Auditors identified specific issues that limit transparency and accountability at
the following levels:


The seven Regional Centers for Innovation and Commercialization
(RCICs), which contract with the ETF to evaluate applications for
commercialization awards and forward their recommendations to the
statewide Advisory Committee.



The statewide Texas Life Science Center for Innovation and
Commercialization (Texas Life Science Center), which contracts with the
ETF to evaluate applications for commercialization awards in a variety of
technical areas, such as medicine, biotechnology, and pharmaceuticals and
forwards its recommendations to the statewide Advisory Committee.



The Advisory Committee, which evaluates applications forwarded by the
RCICs and the Texas Life Science Center and makes funding
recommendations to the Governor, Lieutenant Governor, and Speaker of
the House of Representatives, who are the trustees for the ETF.



The ETF Office, which provides support to the Advisory Committee;
negotiates contracts with recipients; and performs other functions, such as
verifying information associated with applications for funds, providing
information to the trustees, and announcing awards.

The issues auditors identified primarily involve:


Meeting minutes that are either not kept or are not available to the public.



A failure to record votes, recusals, and conflicts of interest.



Inconsistencies in the processes for evaluating and approving applications.

This chapter makes recommendations to both the Legislature and the ETF to
address those issues.
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Figure 1 shows the key processes for review and approval of ETF
commercialization award applications.
Figure 1

Key Processes for Review and Approval of ETF Commercialization Award Applications

Regional Centers for Innovation
and Commercialization
(RCIC)

Texas Life Science Center
for Innovation and
Commercialization
(TLC)

Advisory Committee

ETF Staff

ETF Trustees
(Governor, Lieutenant
Governor, and Speaker
of the House of
Representatives)

START
No
Conduct
Due
Diligence

Advisory
Subcommittee
Review

Applicant

Approve?

Yes

No

Submit
Application to
RCIC

Negotiate
Contract

Recommend?

Issue Award
Letter

No
Yes

Advisory
Committee
Review

Selection
Committee
Review

No

Execute
Contract

Yes
Recommend?

Recommend?

Disburse Award

Yes

Send to TLC if
Deemed
Necessary

Review
Application and
Provide
Recommendation

(See Note A)

Announce Award

RCIC Board
Review

No
Recommend?
Yes

Note A: An RCIC can send an application to the TLC if the application involves a variety of technical areas, such as medicine, biotechnology, and
pharmaceuticals. If an RCIC sends an application to the TLC, the Advisory Committee can receive information from both the RCIC and the TLC.
Source: Prepared by auditors based on information from the ETF.
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Chapter 1-A

The ETF Should Improve Consistency, Transparency, and
Accountability at the RCICs and the Texas Life Science Center
The RCICs and the Texas Life Science Center do not always perform
processes consistently. For example, the RCICs and the Texas Life Science
Center do not consistently record board meeting minutes, votes, and recusals.
By improving consistency, the ETF can improve transparency and
accountability for the ETF.
The ETF also did not require board members for the RCICs and the Texas
Life Science Center to sign conflict of interest disclosure statements until
2010. The ETF does not require the members of application review
committees that perform initial reviews of the applications for the RCICs to
sign conflict of interest disclosure statements. Those members are the first
individuals to review an application to determine its viability. In addition, the
ETF does not require staff at the RCICs and staff other than the executive
director at the Texas Life Science Center to sign conflict of interest disclosure
statements.
The ETF also has not developed substantive criteria for the RCICs and the
Texas Life Science Center to use when receiving and evaluating applications.
RCICs and the Texas Life Science Center do not consistently record board
meeting minutes, board members’ votes on applications, or board members’
recusals.

Without consistent documentation of board members’ votes and recusals, it
cannot be determined whether board members appropriately addressed
conflicts of interest. Five of the seven RCICs and the Texas Life Science
Center maintain board meeting minutes. Six of the seven RCICs and the
Texas Life Science Center do not record individual board members’ votes on
applications for funds. In addition, five of the seven RCICs and the Texas
Life Science Center reported that they document board members’ recusals
from voting on applications when a member has a conflict of interest with the
application.
Because they are not public entities, six of the seven RCICs and the Texas
Life Science Center are not required to make their meeting minutes available
to the public. The exception is the West Texas RCIC, which considers itself a
public entity because of its affiliation with Texas Tech University.
The ETF did not require the RCICs and the Texas Life Science Center to comply with a
conflict of interest disclosure policy until 2010. However, the Texas Life Science

Center and four of the seven RCICs had their own internal conflict of interest
policies in fiscal years 2008 and 2009.
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In fiscal year 2010, the ETF added a conflict of interest disclosure policy to its
contracts with the RCICs and the Texas Life Science Center (see Appendix 3
for the policy). The policy:


Required board members for the RCICs and the Texas Life Science Center
to sign conflict of interest disclosure statements. (Auditors confirmed that
all board members signed the required statements.)



Restricted board members for the RCICs and the Texas Life Science
Center from investing in or receiving compensation from ETF recipients.
Specifically, board members cannot make investments in or receive
compensation from ETF recipients until the earlier of (1) the 90th day
after the public announcement of an ETF award, (2) the closing of an ETF
recipient’s initial public offering, or (3) the closing of a qualifying
liquidation event. 1

The conflict of interest disclosure policy applies to conflicts involving ETF
applicants, recipients, and “affected organizations,” which were defined as
organizations that either compete directly with or whose business would be
materially affected by the success or failure of an ETF applicant or recipient.
The conflict of interest disclosure policy also established guidelines for
financial relationships between board members and ETF applicants and
recipients. Specifically, it required disclosure:


If a board member has an equity or debt investment in an ETF applicant or
recipient.



If a board member has at least a 2 percent equity or debt investment in an
affected organization.



If a board member has a direct financial interest or material indirect
financial interest in an ETF applicant, recipient, or affected organization.



If a board member’s spouse or any other immediate family member has
any of the above-described relationships with an ETF applicant, recipient,
or affected organization.

By signing the conflict of interest disclosure statement, a board member
agrees to (1) disclose situations listed above in writing to the RCIC board or
the Texas Life Science Center board and (2) abide by the decision of the
RCIC board or the Texas Life Science Center board regarding the board
member’s recusal from participation in the consideration of a grant or award
or any other action.
1

According to the contract template for ETF commercialization awards, a qualifying liquidation event occurs when substantially
all of an ETF recipient’s assets are sold to external parties or when more than 50 percent of the voting power for the recipient is
transferred to external parties due to the sale of equity or merger with another entity.
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Neither the conflict of interest disclosure policy nor the RCICs’ and Texas
Life Science Center’s contracts with the ETF requires the board members to
submit information to the ETF regarding how conflicts were resolved. In
addition, the conflict of interest disclosure policy does not require board
members to report any investments they make in or compensation they receive
from ETF recipients after the conflict of interest disclosure policy allows them
to make such investments or receive such compensation.
It is important for the ETF to monitor conflict of interest disclosure statements
from the RCICs and the Texas Life Science Center to ensure consistent
implementation of the conflict of interest disclosure policy. For example,
several members of the Texas Life Science Center had financial relationships
with ETF recipients prior to the implementation of the conflict of interest
disclosure policy in 2010. Those conflicts were never reported to the ETF.
The executive director of the Texas Life Science Center asserted that the
conflict of interest disclosure policy applied to relationships between board
members and new ETF applicants after the conflict of interest disclosure
policy was implemented in 2010.
The application review committee members, RCIC staff, and Texas Life Science Center
staff are not required to sign conflict of interest disclosure statements. Only RCIC

and Texas Life Science Center board members are required to sign those
statements. Six of the seven RCICs have volunteer application review
committees that perform a key initial evaluation of applications. Four of those
six RCICs do not require volunteer application review committee members to
sign conflict of interest disclosure statements. Volunteer application review
committee members at two RCICs sign the RCICs’ internal conflict of interest
disclosure statements. The volunteer application review committees play a
significant role in the RCIC boards’ evaluation of applications.
Although it is not a requirement, staff members for six of the seven RCICs
signed the ETF’s conflict of interest disclosure statements; however, staff at
one RCIC did not. The Texas Life Science Center executive director
complied with a requirement to sign a conflict of interest disclosure statement
(see Chapter 4 for additional details).
RCICs and the Texas Life Science Center do not follow consistent processes for
evaluating and receiving applications. For example, the RCICs and the Texas

Life
Science Center do not have a scoring system for board members to use when
evaluating applications for commercialization awards. However, four RCICs
have developed guidance for the qualitative review process that their
volunteer application review committees follow. The processes that the
RCICs follow vary widely in areas such as the questions to ask an applicant,
grading an applicant, documenting why an applicant was recommended for an
award, and documenting an applicant’s perceived weaknesses.
In addition, the ETF has an informal process through which an applicant can
apply to RCICs outside the applicant’s home region, including applicants
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whose applications were not approved in their home regions (see Appendix 2
for a map showing the RCIC locations). However, when auditors asked
RCICs if they understood that an applicant could apply at another RCIC, three
RCICs responded yes, two RCICs responded no, and two RCICs responded
that they would not inform an applicant that it could apply outside the region.
On October 28, 2010, the ETF instituted a conflict of interest escalation and
resolution policy that advises ETF applicants of their options if they perceive
a conflict of interest related to an RCIC’s or the Texas Life Science Center’s
review of its application. However, the ETF did not publicly disseminate that
policy and does not provide that policy to applicants when they apply for
funds.
Recommendations

The ETF should:


Establish a contractual requirement that the RCICs and the Texas Life
Science Center:


Maintain minutes from board meetings. At a minimum, the minutes
should document which applicants were recommended to the Advisory
Committee for funding. In addition, the minutes should be published
on the RCICs’ and Texas Life Science Center’s Web sites and
submitted to the ETF.



Maintain records that document how individual board members and
application review committee members vote on each application,
including their recusals and the reasons for the recusals.



Clarify with RCICs and the Texas Life Science Center that the
contractually required conflict of interest disclosure policy applies to both
ETF applicants and recipients.



Contractually require RCIC board members and Texas Life Science
Center board members to report any investments they make in or
compensation they receive from ETF recipients after the conflict of
interest disclosure policy allows them to make such investments or receive
such compensation.



Contractually require RCIC staff, Texas Life Science Center staff, and
RCIC application review committee members to sign conflict of interest
disclosure statements.



Contractually require the RCICs and the Texas Life Science Center to
immediately report in writing to the ETF any disclosed conflicts of interest
and how those conflicts were resolved.
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Make its conflict of interest escalation and resolution policy available to
applicants on the RCICs’ Web sites, the Texas Life Science Center’s Web
site, and the ETF’s Web site.



Develop substantive criteria for all RCICs and the Texas Life Science
Center to follow when evaluating applications and make those criteria
available to the public.

Chapter 1-B

The Legislature and the ETF Should Improve Transparency and
Accountability for the Advisory Committee
Meetings of the Advisory Committee for the ETF are not open to the public,
and the Advisory Committee does not formally document its
decisions in meeting minutes. Although the ETF is required to
Advisory Committee
follow the Texas Public Information Act, under Texas
The Governor appoints the members of the
Government Code, Section 490.057, ETF application information
Advisory Committee, which comprises up to
17 individuals who are industry leaders in
is treated as confidential while an application is considered for an
Texas or nationally recognized researchers
award or a grant. Ten other states with similar programs that
from higher education institutions.
auditors surveyed allowed significantly more public access to
The Advisory Committee reviews applications
for commercialization awards, research
meetings and documents related to the award of public funds (see
matching grants, and research superiority
Chapter 5 for additional information on other states’ programs).
grants and makes recommendations to ETF

trustees. The trustees are the Governor, the
Lieutenant Governor, and the Speaker of the
House of Representatives.

ETF awards and grants have been approved
through various funding rounds, which take
place approximately every three months. As
of February 2011, the Advisory Committee had
met for 20 funding rounds to consider
applications.

Because the Advisory Committee does not maintain minutes of
its meetings or record how Advisory Committee members vote
on applications, it is not possible to evaluate how the Advisory
Committee addresses potential conflicts of interest. In addition,
the Advisory Committee has been inconsistent in terms of which
applications it will accept for review.

Prior to funding round 17 held on October 29-30, 2009, the Advisory
Committee also did not formally communicate to the ETF trustees which
applications it recommended for funding (see text box for additional
information about the Advisory Committee’s funding rounds).
In addition, the selection of Advisory Committee members does not ensure
adequate legislative representation on the Advisory Committee.
Advisory Committee meetings, subcommittee application review meetings, and
teleconferences are not open to the public. In contrast, the meetings of similar

boards in 10 other states that auditors surveyed are open to the public. In
some cases, the other states surveyed allow their boards to go into executive
session for discussion of items such as proprietary information, trade secrets,
and company financial information. In addition, each of the 10 states that
auditors surveyed makes its program information available to the public, with
some exceptions. See Chapter 5 for additional details.
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The Advisory Committee does not record meeting minutes, member votes on
applications, members’ recusals, or milestones that applicants must achieve.

The
Advisory Committee does not formally document its decisions, the decisions
of its subcommittees, and teleconferences in meeting minutes. Therefore,
there is no documentation of how members voted, members’ recusals, and
members’ disclosures and resolutions of conflicts of interest.
Without this documentation, it cannot be determined whether Advisory
Committee members who had conflicts of interest voted on applications or
recused themselves from voting on applications. For example, auditors
identified one Advisory Committee member who had consulting contracts
with two ETF recipients. The Advisory Committee member was not on the
Advisory Committee when it initially recommended the recipients for an
award. Both recipients signed contracts to receive ETF awards in June 2009,
approximately three months before the individual joined the Advisory
Committee. The Advisory Committee member signed a consulting agreement
with one recipient in July 2009 and signed a consulting agreement with the
other recipient in January 2010. The Advisory Committee member was on the
Advisory Committee when these two recipients were approved for subsequent
disbursements of ETF funds. Milestones in the two recipients’ contracts with
the ETF required them to hire a regulatory consultant as a condition for
receiving a second disbursement of funds. The recipients’ consulting
agreements with the Advisory Committee member satisfied that milestone.
The Advisory Committee member discussed above disclosed the relationship
with one recipient through an email, but the committee member did not
disclose the consulting agreement with the other recipient. Auditors identified
the consulting agreements by reviewing the compliance reports the two
recipients submitted to the ETF. (See Chapter 2 for additional details on the
ETF’s review of compliance reports.) Additionally, auditors could not
determine whether the Advisory Committee member discussed above
abstained from deliberations and voting on the subsequent disbursements of
funds to those two recipients because there is no documentation of whether
the Advisory Committee member recused himself. However, ETF staff assert
that the Advisory Committee member abstained from voting on subsequent
disbursements to both of those recipients. The Advisory Committee member
never signed a statement of compliance with the code of ethics, which was
implemented in October 2010, (the code of ethics is discussed in more detail
below) and resigned from the Advisory Committee in February 2011.
The 10 other states that auditors surveyed maintain board meeting minutes
that record board member attendance, motions considered, votes, and recusals.
Those states also require that meeting minutes be open to the public, with
exceptions allowed for proprietary information, trade secrets, and company
financial information. Five of those 10 states require that board meeting
minutes be posted on fund Web sites; the remainder make the minutes
available only through open records requests.
An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 8

In addition, because the Advisory Committee does not record its meeting
minutes, there is no formal documentation of the milestones the Advisory
Committee stipulates are conditions for approval of an application.
The Advisory Committee does not follow consistent processes for accepting, evaluating,
and recommending applications to receive funds from the ETF. The Advisory

Committee has no written policies and procedures for how it receives,
reviews, and recommends applications for funding. As a result, there is a lack
of consistency in the consideration of applications, which could create the
perception that the Advisory Committee is not impartial when choosing
applications to review. For example, the Advisory Committee recommended
a commercialization award for an application that had not been approved by
an RCIC, and it did not formally vote on a research matching grant application
that was later approved by the trustees. Specifically:


The former ETF director intervened to forward an application for a
commercialization award to the Advisory Committee after an RCIC had
rejected that application twice and the Texas Life Science Center had not
approved the application. The Advisory Committee approved the
application to receive a $4.5 million commercialization award.



The Advisory Committee did not vote on a $50 million research matching
grant that the trustees approved for Texas A&M University (see Chapter
1-C for additional information on that grant).

In addition, Texas Government Code, Chapter 490, specifies that the Advisory
Committee will recommend proposals eligible for funding to the ETF trustees.
However, prior to funding round 17 held on October 29-30, 2009, the
Advisory Committee did not provide written documentation to the trustees
regarding which applications the Advisory Committee recommended for
funding. Prior to funding round 17, the Advisory Committee relied on ETF
staff to communicate to the trustees which proposals the Advisory Committee
recommended for funding.
The absence of a formal notification from the Advisory Committee to the
trustees created the risk that (1) the trustees could approve funding for an
application that was not recommended or (2) an application that was
recommended for funding would not be considered by the trustees. In
September 2010, the Chair of the Advisory Committee began sending a letter
to the trustees listing the applications that the Advisory Committee had
recommended for funding.
In October 2010, the director of the ETF also began sending a letter to the
trustees to confirm the applications that the Advisory Committee had
approved for funding.
The code of ethics policy for the Advisory Committee should be strengthened.

In
October 2010, the ETF implemented a written code of ethics policy that
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requires Advisory Committee members to disclose conflicts of interest
involving an applicant (see Appendix 4 for that policy). There was no written
code of ethics policy for the Advisory Committee prior to that date. The code
of ethics policy addresses conflicts of interest and creates a conflict of interest
group to review potential conflicts of interest. However, the code of ethics
policy does not clearly prohibit activities such as Advisory Committee
members investing in or accepting compensation from ETF applicants or
recipients.
Auditors compared the Advisory Committee code of ethics policy to the
policies of the University of Texas Investment Management Company
(UTIMCO) and the Teacher Retirement System (TRS) and identified several
areas in which the code of ethics policy should be strengthened. Specifically:

2



Accepting Compensation from ETF Applicants and Recipients. The code
of ethics policy requires Advisory Committee members to disclose
employment with ETF applicants and recipients to the chairman of the
Advisory Committee, but it does not specifically prohibit such
employment. One Advisory Committee member was offered a position as
a compensated advisor to an ETF applicant. In February 2011, the conflict
of interest group determined that this Advisory Committee member would
need to recuse himself from all actions regarding the applicant, but that he
could accept the position. In contrast, the UTIMCO and TRS policies
prohibit board members and trustees from accepting employment or
compensation from companies in which their entities have invested. For
example, TRS prohibits a trustee or a trustee’s spouse from being
employed by an entity receiving funds from TRS.



Investments. The code of ethics policy does not explicitly prohibit
Advisory Committee members from making investments in ETF
recipients. It specifies only that, in certain circumstances, an Advisory
Committee member must disclose such an investment to the conflict of
interest group. An Advisory Committee member submitted a statement of
compliance with the code of ethics policy that disclosed investments in
two ETF recipients that the Advisory Committee member had made prior
to the implementation of the code of ethics policy. 2 The UTIMCO and
TRS policies prohibit board members and trustees from investing in
companies in which their respective entity has an ownership interest. For
example, UTIMCO prohibits its board members from entering into an
agreement with a private entity in which UTIMCO has an ownership
interest, or is in the process of acquiring, as a private investment.

According to the Advisory Committee member’s statement of compliance with the code of ethics policy, both investments were
made before the Advisory Committee member joined the Advisory Committee. In addition, the Advisory Committee member
joined the board of directors of one of the ETF recipients after receiving approval from the ETF Office and the chairman of the
Advisory Committee. The Advisory Committee member asserted that he had recused himself from all deliberations and votes
pertaining to that ETF recipient
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Written Disclosure of Conflicts of Interest. The code of ethics policy
requires Advisory Committee members to disclose potential conflicts of
interest to the chairman of the Advisory Committee, but it does not require
them to disclose potential conflicts of interest in writing and it does not
require that those disclosures be documented in meeting minutes. The
UTIMCO and TRS policies require that such disclosures be made in
writing to the general counsel (for UTIMCO) or the executive director (for
TRS) or in board meeting minutes. Additionally, at UTIMCO, when a
conflict is discussed at a board meeting, the minutes describe the nature of
the conflict.



Financial Disclosure. The conflict of interest policy does not require
members of the Advisory Committee to file annual financial disclosure
statements. The UTIMCO and TRS policies require board members and
trustees to file annual financial disclosures with the compliance officer
(for UTIMCO) or the executive director (for TRS).



Disclosure of Financial Interest in Applicants Prior to Voting on
Applications. The conflict of interest policy does not require Advisory
Committee members to disclose whether they have a financial interest in
an applicant prior to voting on an application. UTIMCO’s policy requires
that, before UTIMCO makes an investment in an entity, board members
must certify that they do not have a pecuniary interest in that entity.



Required Training. The code of ethics policy does not outline specific
training requirements for the Advisory Committee members. TRS’s
policy requires trustees to obtain training on the Texas Government Code
before voting, obtain open government training within 90 days of
appointment, and obtain annual ethics training.

The code of ethics policy requires Advisory Committee members to sign a
statement of compliance with the code of ethics policy within 10 days of
appointment and on an annual basis thereafter. However, there was no
requirement to sign a compliance statement when the code of ethics policy
was first adopted. As a result, as of January 20, 2011, 6 of the 16 Advisory
Committee members had not signed a compliance statement.
The process to appoint members to the Advisory Committee does not ensure adequate
legislative representation. Although the Speaker of the House of

Representatives and Lieutenant Governor are ETF trustees and approve
applications for funding, they have comparatively little input on the
composition of the Advisory Committee. The Texas Government Code
permits the Lieutenant Governor and the Speaker of the House of
Representatives to nominate individuals for the Advisory Committee.
However, the Governor makes final determinations regarding all
appointments to the Advisory Committee. There are no positions on the
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Advisory Committee specifically reserved for the individuals nominated by
the Lieutenant Governor and the Speaker of the House of Representatives.
As of March 2011, one member of the Advisory Committee was nominated
by the Speaker of the House of Representatives. A member of the Advisory
Committee who had been appointed by the Lieutenant Governor resigned in
January 2011. Four of the 10 other states that auditors surveyed require their
governors to appoint members with the consent of the Senate.
Recommendations

The Legislature should consider amending Texas Government Code, Section
490, to:


Require the Advisory Committee to follow the Open Meetings Act or
selected provisions of the Open Meetings Act, such as posting agendas
and notices of meetings and recording meeting minutes.



Require the Advisory Committee and its subcommittees to document and
retain a record of each member’s votes, recusals, and the specific nature of
any disclosed conflicts of interest and the resolution to those conflicts of
interest.



Change the composition of the Advisory Committee to include two
senators and two representatives appointed by the Lieutenant Governor
and the Speaker of the House of Representatives, respectively.



Require Advisory Committee members to file annual financial disclosure
statements with the ETF.

The ETF should:


Work with the Advisory Committee to develop written policies and
procedures for accepting, evaluating, and recommending applications for
the ETF. The policies and procedures should ensure that the Advisory
Committee votes on all applications before applications are sent to the
trustees for consideration for funding.



Revise the Advisory Committee code of ethics policy to:


Prohibit Advisory Committee members from investing in or receiving
compensation from ETF recipients.



Require that all Advisory Committee members sign required conflict
of interest statements prior to participating in Advisory Committee
deliberations and voting on applications.
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Require Advisory Committee members to disclose conflicts of interest
in writing, and require the Advisory Committee to record any
disclosures and associated resolutions in the meeting minutes.



Require Advisory Committee members to disclose whether they have
a financial interest in an applicant prior to voting on an application.



Require Advisory Committee members to receive training on conflicts
of interest, open meetings requirements, and open records
requirements.

Chapter 1-C

Accountability Should Be Improved Within the ETF Office
The ETF Office has not developed comprehensive, documented policies and
procedures for the ETF (see text box for additional information about the ETF
Office). For example, there are no policies for the ETF application process.
This had led to uncertainty in areas such as the amount of matching funds that
the ETF trustees should require recipients to provide.

The ETF Office

The six full-time staff in the ETF Office:

 Coordinate with the RCICs and the Texas Life
Science Center.

 Provide support to the ETF Advisory
Committee and trustees.

Other issues involving the ETF Office underscore the need to
strengthen that unit’s processes. Specifically:


The ETF Office’s due diligence reviews do not include a
credit check or criminal history background check on
commercialization award applicants’ officers and
investors.



The ETF Office has announced 90 commercialization
awards an average of 55 days after contracts were
executed.

 Conduct due diligence on ETF applications.
The ETF Office provides the trustees with a brief
description of the applicants that the Advisory
Committee has recommended should receive an
ETF grant or award.
The ETF Office also oversees the contract writing
and compliance functions with the help of other
staff within the Office of the Governor.



ETF Office staff do not consistently sign statements of compliance with
the required ethics and fraud policy or complete outside employment
forms.

Auditors confirmed that amounts in 71 ETF contracts tested did not exceed
the amounts on the commitment letters that the trustees sent to ETF recipients.
The ETF Office has not developed comprehensive and documented policies and
procedures.

The ETF Office does not have a complete set of policies and procedures for
the ETF. The policies and procedures that have been developed are not all
signed and do not have effective dates. For example, neither the conflict of
interest escalation and resolution policy (which was not signed) nor the
qualified financial transaction extension request policy (which was signed by
the director of the ETF) has effective dates. In addition, there are no
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documented policies and procedures that outline the ETF application process
from the initial submission of an application to an RCIC, to approval by the
Advisory Committee and the trustees, and through the final contracting
process.
Having documented, approved policies and procedures helps to ensure that all
processes are performed in a consistent manner.
The ETF Office should improve the documentation and approval of research matching
and research superiority grants. For two of the four research matching grants

auditors tested, there was no documentation of what information the ETF
Office sent to the trustees for their decision making. In addition, as discussed
in Chapter 1-B, because the Advisory Committee does not maintain meeting
minutes, there is a lack of documentation regarding which applications the
Advisory Committee recommended to the trustees.
The commitment letters the trustees send to recipients also do not specify the
total matching funds required. As a result:


The grant agreement for the $50 million research matching grant provided
to Texas A&M University for the National Institute for Therapeutics
Manufacturing specified that $2 million in matching funds would be
required from another source. However, the application, which was
included as an exhibit in the grant agreement, specified that $125 million
in matching funds would be required. Including conflicting matching
requirements in a grant agreement makes it difficult to require a recipient
to provide a specific amount of matching funds. As of December 31,
2010, Texas A&M University reported to the ETF that it had received $3
million in matching funds.



For 5 (25 percent) of 20 research superiority grants, the amounts of
matching funds included in the final contracts were less than the matching
fund amounts in the information that the ETF Office provided to the
trustees. The difference between the amount of matching funds specified
in the five final contracts and the amount of matching funds in the
information provided to the trustees ranged from $500,000 to $42 million
per contract. The trustees do not specify a matching requirement in the
commitment letters sent to recipients.
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The ETF Office should improve its due diligence reviews.

The ETF Office maintained
complete due diligence documentation for all but 1 of the 21
commercialization award applications tested (see text box for additional
information on the due diligence process). For the one
Due Diligence Process
commercialization award with incomplete due diligence
The ETF Office’s due diligence process
documentation, the assessment by the Advisory Committee was not
includes:
documented.
 Review of the application.
 Preparation of the assessment by the
Advisory Committee.

 Review of a technology and industry
assessment.

 Preparation of a company and
management assessment.

 Review of intellectual property and

collaboration with higher education
institutions.

 Review of financial sources and use of
funds.

 Review of agreement terms.
 Review of the business strategy and
milestone analysis.

Auditors were unable to determine from the documentation
available for the 21 applications tested whether the ETF Office
performed due diligence steps and independently verified the
information provided by the applicant, such as intellectual property
or financial information. One way to document the verification
would be to use a checklist to document that it performed due
diligence, who performed the due diligence, and the date the due
diligence was performed. Conducting due diligence helps to ensure
that the information that applicants submit is complete and accurate.

In addition, the ETF Office’s due diligence process does not include
requiring a criminal history background check or conducting a
credit check for the officers of or investors in applicants for
commercialization awards. The due diligence process also does not include
(1) obtaining photo identification for commercialization award applicants’
officers and investors or (2) research into any U. S. Securities and Exchange
Commission penalties levied against commercialization award applicants,
their officers, and their investors.

 Preparation of an investment synopsis.

The ETF Office does not publically announce commercialization awards when contracts
are signed. On average, for the 90 commercialization awards auditors tested,

the ETF Office announced the awards 55 calendar days after contracts were
executed. The ETF disbursed a total of $39,973,000 to commercialization
award recipients before the awards were announced. Announcing the awards
when contracts are signed is important to inform the public and the
Legislature of how public funds will be utilized. The announcement date is
also important because the conflict of interest policy allows RCIC and Texas
Life Science Center board members to invest in or receive compensation from
ETF recipients on the 90th day after the awards have been publicly
announced.
ETF Office staff should consistently maintain current, signed ethics and fraud policy
statements and outside employment forms. Two ETF staff did not sign an ethics

and fraud policy statement within the past three years. The current ETF
director did not sign an ethics and fraud policy statement for fiscal year 2010
or fiscal year 2011 but did sign a statement for a prior year. Another staff
member signed an ethics and fraud policy statement for fiscal year 2011 but
not for fiscal year 2010. Employees are required to sign an ethics and fraud
policy statement annually.
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In addition, the former ETF director did not submit an outside employment
form. However, the former director received stock as compensation from an
Advisory Committee member for work the former director performed related
to a company that did not receive funds from the ETF.
It is important to ensure that all employees sign and submit ethics and fraud
policy statements and outside employment forms when required to ensure that
the employees have read, understand, and agree to follow ethics and outside
employment policies.
Commitment letters were sent consistently, and contract amounts did not exceed
amounts in those letters. Auditors confirmed that the contracts for 71

commercialization awards, research matching grants, and research and
superiority grants tested had a corresponding commitment letter from the
trustees approving the grant or award and the amount. The amounts on the
contracts also did not exceed the amounts in the commitment letters.
However, as discussed above, for the research matching grants and research
superiority grants, the required amounts of matching funds were not
documented in the commitment letters.
Recommendations

The ETF should:


Develop written policies and procedures for the ETF.



Provide consistent and complete documentation to the trustees, including
the amount of matching funds recipients must provide.



Clarify the amount of matching funds recipients must provide in both (1)
trustee commitment letters and (2) contracts for research matching grants
and research superiority grants.



Ensure that all ETF staff sign a statement of compliance with the ethics
and fraud policy and complete outside employment forms when required.



Prior to submitting applications to the ETF trustees:


Require applicants to obtain federal and state criminal history
background checks on their officers and investors and send the results
of those checks to the ETF Office.



Conduct credit checks on applicants’ officers and investors.



Obtain photo identification for commercialization award applicants’
officers and investors, and research any U. S. Securities and Exchange
Commission penalties levied against commercialization award
applicants, their officers, and their investors.
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Send a list of commercialization award applicants’ officers and investors
to the ETF trustees.



Announce all ETF grants and awards in a timely manner.
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Chapter 2

The ETF Should Improve Its Reviews of ETF Recipients, RCICs, and the
Texas Life Science Center to Ensure That They Comply with
Requirements and Spend Funds Appropriately
The ETF has not ensured that ETF recipients comply with requirements to
submit reports. Contracts for commercialization awards, research matching
grants, and research superiority grants require the recipients to submit annual
compliance verification reports (annual reports). In addition, the contracts for
commercialization awards require recipients to submit interim reports when
they request additional funds.
ETF recipients did not submit the majority of the annual reports required in
calendar years 2007 through 2009. For a sample of 31 of those recipients, the
ETF had no evidence indicating that it followed up with the recipients
regarding the annual reports they did not submit in calendar years 2008 and
2009. Although the sample of 31 recipients submitted annual reports in
calendar year 2010, they submitted 81 percent of those reports after the due
date.
Three commercialization award recipients that either declared bankruptcy or
ceased operations in 2010 did not submit at least one annual report required
prior to 2010; a fourth commercialization award recipient ceased operations
before an annual report was due.
In addition, as of March 17, 2011, the ETF had not reviewed 25 (81 percent)
of a sample of 31 recipients’ annual reports that auditors tested. It also did not
consistently verify that recipients met required milestones before it disbursed
additional funds to recipients. Further, the ETF did not ensure that the RCICs
and the Texas Life Science Center submitted required reports.
The ETF did not ensure that recipients consistently submitted required annual
reports, and it did not review reports in a timely manner.
Recipients did not always submit annual reports, and they submitted some annual
reports late. Auditors reviewed whether recipients submitted annual reports

due in calendar years 2007 through 2009 for all commercialization awards,
research matching grants, and research superiority grants and identified the
following:


Recipients did not submit 9 (60 percent) of the 15 annual reports due in
calendar year 2007.



Recipients did not submit 31 (67 percent) of the 46 annual reports due in
calendar year 2008.



Recipients did not submit 47 (59 percent) of the 80 annual reports due in
calendar year 2009.
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Auditors reviewed the contract files for a sample of 31 commercialization
awards, research matching grants, and research superiority grants. The
contract files contained no documentation indicating that the ETF contacted
the recipients of those grants and awards to inquire about the annual reports
they did not submit in calendar years 2008 and 2009.
The 31 recipients in the sample submitted all of the required annual reports for
calendar year 2010, but they submitted 25 (81 percent) of those 31 reports
after the due date. The improvement in recipients’ compliance with annual
report submission requirements in calendar year 2010 was due to improved
communication and correspondence between the ETF and the recipients.
Commercialization awards recipients submitted 86 percent of the required interim
reports. Contracts for commercialization awards also require recipients to

submit an interim report on the earlier of (1) six months after the contract
effective date or (2) the date on which a recipient requests additional funds.
Recipients submitted 97 (86 percent) of the 113 reports required under those
contract terms in calendar years 2007 through 2010.
The ETF does not always review recipients’ annual reports in a timely manner.

Only

one individual conducts all monitoring activities for the ETF.
As of March 9, 2011, the ETF had not completed reviewing all of the annual
reports that recipients of commercialization awards, research matching grants,
and research superiority grants had submitted. For example:


The ETF had not completed its review of 19 (83 percent) of a sample of
23 annual reports that recipients of commercialization awards submitted
for calendar year 2010. For the four reports the ETF did review, one of
the recipients did not submit supporting documentation showing that it
achieved the required milestones in its contract.



The ETF had not completed its review of 2 (50 percent) of a sample of 4
annual reports that recipients of research matching grants submitted in
calendar year 2010.



The ETF had not completed its review of any of the 4 sampled annual
reports that recipients of research superiority grants submitted in calendar
year 2010.
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In addition, the ETF does not have a standard format for the annual reports
that recipients must submit. As a result, it does not receive all information
necessary to ensure that recipients comply with requirements, which could
delay its review process. Commercialization award recipients are inconsistent
in the type and amount of information they submit in annual reports. For
example:


Some recipients provided only a general report specifying whether they
had achieved required milestones, but they did not provide supporting
documentation as evidence that they had achieved those milestones.



Some recipients provided financial information such as invoices or
financial statements as evidence of their financial status and use of state
funds.



Some recipients provided pictures and diagrams of their products as
evidence that they had achieved required milestones.

Although ETF contracts with recipients allows the ETF to access recipients’
financial information, the ETF does not require recipients to submit (1)
financial information in their annual reports or (2) supporting documentation
for expenditures of funds. Therefore, it cannot consistently verify whether
recipients make expenditures only for authorized purposes. The ETF also
does not routinely conduct on-site visits at recipients.
The ETF does not consistently verify that recipients meet required milestones before it
disburses funds. Recipients must achieve certain milestones before they can

receive their subsequent disbursements of funds from the ETF. However,
auditors were unable to verify that 4 (17 percent) of 23 commercialization
award recipients tested met required milestones before receiving their
subsequent disbursement of funds because information was insufficient or
incomplete. In addition, for 1 (25 percent) of those 4 commercialization
award recipients, the ETF did not complete its compliance verification
worksheet—which it uses to verify a recipient’s achievement of required
milestones—before it disbursed funds to the recipient. The ETF approved and
made the subsequent disbursements to the 23 commercialization award
recipients tested.
Auditors verified that all six recipients of research matching grants and
research superiority grants tested submitted the required reports before the
ETF disbursed additional funds to them. However, the ETF did not review
one of those six reports before approving the additional disbursement. The
ETF maintained internal routing and approval documentation for all of those
six disbursements.
Auditors’ review of a judgmental sample of four commercialization award
recipients that either went bankrupt or ceased operations identified
weaknesses in ETF monitoring. ETF recipients StarVision Technologies, Inc.
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and ThromboVision, Inc. were awarded contracts in 2007 and went bankrupt
in 2010. Neither recipient submitted required annual reports for calendar
years 2008 through 2010. The ETF provided second disbursements of funds
to StarVision Technologies, Inc. in June 2008 and to ThromboVision, Inc. in
February 2008. The ETF had no documentation indicating that it followed up
with those recipients until March 2010. The ETF was unaware of
ThromboVision, Inc.’s bankruptcy until after the bankruptcy had been
reported in a newspaper.
Ensuring that these two recipients had submitted their required annual reports,
or following up with those recipients when they did not submit their required
annual reports, could have enabled the ETF to recognize early warning signs
that these recipients were in financial distress. Table 1 summarizes events
involving those two recipients.
Table 1

Summary of Compliance with Reporting Requirements
For Two ETF Recipients That Went Bankrupt

Recipient
StarVision
Technologies,
Inc.
ThromboVision,
Inc.

Total
Amount of
Award
$750,000

$1, 500,000

Contract
Effective Date

Annual
Report
Required
for
Calendar
Year 2008

Annual
Report
Required
for
Calendar
Year 2009

Annual
Report
Required
for
Calendar
Year 2010

Date Recipient
Filed for
Bankruptcy

Date Recipient
Notified ETF of
Its Bankruptcy

October 30, 2007

Not
Submitted

Not
Submitted

Not
Submitted

October 4, 2010

November 4, 2010

July 5, 2007

Not
Submitted

Not
Submitted

Not
Submitted

September 2, 2010

October 5, 2010

Source: Prepared by auditors from documentation from the ETF.

ETF recipients Bauhaus Software, Inc. and Nanocoolers, Inc. ceased
operations after they were awarded contracts. Specifically:


Bauhaus Software, Inc. (which changed its name to MyToons Holding,
Inc. in July 2008) received funds in 2006; it submitted annual reports for
2007 and 2008, but not for 2009 and 2010. The ETF provided a second
disbursement of funds to Bauhaus Software, Inc. in December 2006. The
ETF had no documentation indicating that it followed up with this
recipient until March 2010.



Nanocoolers, Inc. received funds in March 2007; because it ceased
operations nine months later in December 2007, it was not required to
submit an annual report. The ETF provided a second disbursement of
funds to Nanocoolers, Inc. in July 2007.
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Table 2 summarizes events involving those two recipients.
Table 2

Summary of Compliance with Reporting Requirements
For Two Recipients That Ceased Operations

Recipient
Bauhaus
Software,
Inc.
Nanocoolers,
Inc.

Total
Amount
of Award
$500,000

$3,000,000

Annual
Report
Required for
Calendar
Year 2007

Annual
Report
Required for
Calendar
Year 2008

Annual
Report
Required for
Calendar
Year 2009

Annual
Report
Required for
Calendar
Year 2010

Date Recipient
Notified ETF That
It Ceased
Operations

July 5, 2006

Submitted

Submitted

Not Submitted

Not Submitted

September 2, 2010

March 5, 2007

No Report Due

No Report Due

No Report Due

No Report Due

December 10, 2007

Contract
Effective
Date

Source: Prepared by auditors from documentation from the ETF.

Although three of the four recipients discussed above did not submit all of the
required annual reports, all four recipients submitted other reports required in
order to receive funds after the first disbursement. However, auditors were
unable to verify from three of the four other reports whether the recipients had
met the milestones required for receiving these disbursements because the
information in those reports was incomplete or unavailable. The ETF asserted
it had verified that those recipients met the milestones.
The ETF did not ensure that RCICs and the Texas Life Science Center
consistently submitted required reports.

RCICs and the Texas Life Science Center did not submit all reports required
by their ETF contracts. Specifically:


In fiscal year 2008, the RCICs and the Texas Life Science Center were
required to submit four reports each, but none of the RCICs submitted all
four reports. One RCIC submitted its report for fiscal year 2008 more
than one year after the contract expiration date.



In fiscal year 2009, the RCICs and the Texas Life Science Center were not
required to submit any reports, but each entity submitted a report.



In fiscal year 2010, the RCICs were required to submit two reports each.
RCICs submitted all of the 14 reports required. However, they submitted
10 of those 14 reports after the due date.
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Ensuring that RCICs and the Texas Life Science Center comply with contract
requirements is complicated by the fact that requirements in their contracts
differ (see Chapter 4 for additional details on the differing contract
requirements).
The ETF also did not review the majority of the reports that the RCICs and
the Texas Life Science Center submitted for fiscal years 2008 and 2009.
Specifically, it reviewed only the reports they submitted prior to the ETF
making the second disbursement of funds to the RCICs and the Texas Life
Science Center. The ETF did not review within 30 days of receipt 11 (79
percent) of the 14 biannual reports that the RCICs had submitted for fiscal
year 2010.
Auditors verified that the RCICs and the Texas Life Science Center met the
fund matching requirements before the ETF made the second disbursement of
funds to the RCICs and the Texas Life Science Center. In addition, the ETF
paid less than the contracted amount to one RCIC for the time period from
March 30, 2010, to August 31, 2010, because that RCIC did not have a fulltime executive director as required.
Recommendations

The ETF should:


Ensure that recipients submit all required reports in a timely manner.



Review recipients’ reports in a timely manner.



Track when recipients’ reports are due and received so that it can promptly
follow up on reports not submitted and review in a timely manner the
reports that are submitted.



Evaluate the resources it needs to review recipients’ reports.



Conduct on-site visits at recipients.



Include in recipients’ contracts a standard format for reports that recipients
must submit. At a minimum, the contracts should specify the detailed
supporting documentation that recipients must submit to (1) demonstrate
that they achieved required milestones, (2) report their financial status, and
(3) support their expenditures of state funds.



Retain the documentation it uses to verify recipients’ achievement of
milestones before making second disbursements of funds to recipients.



Ensure that RCICs and the Texas Life Science Center submit reports
required by their contracts in a timely manner.
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Review in a timely manner the reports that the RCICs and the Texas Life
Science Center submit.
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Chapter 3

The Office of the Governor Should Ensure That It Correctly Accounts
for and Reports Financial Information Related to the ETF
The Office of the Governor did not report the value of ETF investments on its
annual Report to the Texas State Legislature on the Texas Emerging
Technology Fund dated January 2011. It also did not accurately report the
value of those investments on its annual financial report for fiscal year 2010.
In addition, the Office of the Governor understated encumbrances by at least
$6 million on its annual financial report for fiscal year 2010, and it did not
transfer appropriated funds into a dedicated account for the ETF as required
by statute and the General Appropriations Act.
The Office of the Governor did not report the value of investments held by the ETF in its
report to the Legislature. In its January 2011 report to the Legislature, the Office

of the Governor reported that it had awarded $170,047,349 in ETF
commercialization awards, as of August 31, 2010. Although the
Commercialization Awards and
Office of the Governor listed the shares of stock for which it had
Investments
taken ownership, with one exception discussed in more detail
In the ETF contracts with companies that
below, the Office of the Governor did not list the value of
receive commercialization awards, the ETF
has historically received the rights to
investments associated with commercialization awards in its report
purchase stock in those companies. Those
to the Legislature. (As discussed below, the Office of the
rights allow the ETF to purchase stock issued
Governor used a similar accounting practice in its annual financial
by the companies in an amount that is
proportionate to the amount of the
report for fiscal year 2010.) It is important for the Legislature to be
commercialization award and at a time and
aware of the value of those investments so that it can readily view
price specified in the contract.
In recent years, the ETF also has included in
the value of the State’s investments (see text box for additional
commercialization award contracts a
information about investments related to commercialization
promissory note (a written promise to pay a
specified sum of money to a designated
awards).
party) that is equal to the amount of the
award and that is payable by the company
under certain conditions defined in the
contract.

If it does not determine the value of its investments, the Office of
the Governor lacks a basis for measuring the performance of the
ETF.

The Office of the Governor did not comply with applicable accounting guidance when
reporting the value of investments held by the ETF on its annual financial report. From

fiscal year 2006 through fiscal year 2010, the Office of the Governor
disbursed $135,652,349 in funds from the ETF for commercialization awards.
However, the Office of the Governor reported $1,712,728 in ETF investments
on its fiscal year 2010 annual financial report. That amount was from the one
award from which the ETF has profited. In this case, ETF provided a
$1,350,000 commercialization award to a company, and that company was
later purchased by a publicly traded company. According to the ETF’s
January 2011 report to the Legislature, the ETF received $2,277,792 in cash
compensation and 77,499 shares of stock in the publicly traded company; as
of August 31, 2010, that stock was valued at $1,712,728.
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Codification of Statement of Auditing
Standards
AU Section 328.04
“Management is responsible for making the fair
value measurements and disclosures included in
the financial statements. As part of fulfilling its
responsibility, management needs to establish an
accounting and financial reporting process for
determining the fair value measurements and
disclosures, select appropriate valuation methods,
identify and adequately support any significant
assumptions used, prepare the valuation, and
ensure that the presentation and disclosure of the
fair value measurement are in accordance with
GAAP [generally accepted accounting principles].”

Auditing standards specify that an investor’s management is
responsible for making the value measurements and
disclosures that are to be included in the financial statements
(see text box for additional details). The Office of the
Governor is not reporting the value of the ETF investments
as assets, and it is not reporting the net increase or decrease
in the value of these investments on its annual financial
reports. The Office of the Governor also has not disclosed
the existence of those investments in the notes to its annual
financial reports.

Not reporting the value of investments as assets on its
Source: American Institute of Certified Public
annual financial reports results in an understatement of the
Accountants.
total assets that the Office of the Governor holds through the
ETF. In addition, not reporting any applicable net increase
or decrease in the value of those investments in a given year could result in an
understatement or overstatement of the Office of the Governor’s revenues for
the reporting period.
Auditors surveyed 10 other states with similar programs to determine whether
they value their programs’ investments. Three states have internal staff or
venture capital investors who value their investments. Information was
unavailable for five states. The remaining two states do not have investments
(see Chapter 5 for more information on other states’ programs).
The Office of the Governor understated the amount encumbered
for the ETF on its fiscal year 2010 annual financial report by at
least $6 million. This occurred because the Office of the

Requirements in the Office of the
Comptroller of Public Accounts’
Accounting Policy Statement 018
State agencies and institutions of higher education
must report binding encumbrances and payables
for the current appropriation year within 30 days
following each of the first three quarters of the
fiscal year.
Annually, binding encumbrances and payables
must be reported to the Office of the Comptroller
of Public Accounts, the State Auditor’s Office, and
the Legislative Budget Board by October 30 for all
appropriation years. On November 1 of each fiscal
year, the Office of the Comptroller of Public
Accounts lapses all unencumbered appropriation
balances based on the binding encumbrances and
payables reported. Certifications are required
when binding encumbrances and payables are
reported.
An encumbrance is for actual contracts awarded,
not anticipated contracts or contracts under
negotiation.
Source: Texas Comptroller of Public Accounts,
Accounting Policy Statement 018 at
https://fmx.cpa.state.tx.us/fm/pubs/aps/18/ind
ex.php.

Governor did not encumber funds for one ETF contract. In
this case, the trustees’ commitment letter for that contract,
which communicates to the applicant that it has been
awarded funds, was dated July 1, 2009. The contract was
signed on July 12, 2010.
The Office of the Governor does not consistently encumber
funds. The Office of the Governor informed auditors that it
encumbers funds when the trustees’ commitment letter is
sent to an ETF recipient, which is before contracts are
negotiated and signed. This process does not comply with
the Office of the Comptroller of Public Accounts’
Accounting Policy Statement 018 (APS 018, see text box).
However, information in the Office of the Governor’s
internal accounting system indicated that funds were not
encumbered on the date of the commitment letter or on the
contract execution date. In one instance, the Office of the
Governor encumbered funds more than 2.5 years before
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signing a contract. Encumbering funds appropriately and consistently is
important in ensuring that obligations do not exceed budgeted amounts.
The Office of the Governor’s internal accounting system indicated that, as of
January 31, 2011, the total amount encumbered for the ETF was $76,033,238.
As of that same date, the ETF had unobligated balances totaling $82,457,258
in the ETF and in the General Revenue Fund.
The Office of the Governor has not complied with requirements to transfer funds for the
ETF into a dedicated account. Texas Government Code, Section 490.101, and

Rider 15, page I-55, the General Appropriations Act (81st Legislature),
required the Office of the Governor to transfer any funds appropriated by the
Legislature for the ETF into a dedicated account in the General Revenue
Fund. The ETF was appropriated $24,000,000 for appropriation year 2010.
However, the Office of the Governor did not transfer those funds from the
General Revenue Fund into the ETF dedicated account. In addition, it
disbursed $4,675,000 for commercialization awards from General Revenue
for appropriation year 2010. Complying with the requirement to transfer
funds into a dedicated account is important because it would help enable the
Legislature to determine that funds were spent as intended and it would make
fund balances more easily identifiable.
Recommendations

The Office of the Governor should:


Determine the appropriate value calculation methodology for the
investments held by the ETF and report those investments correctly on its
reports to the Legislature and on its annual financial reports.



Record encumbrances in a consistent manner in its internal accounting
system by following the Office of the Comptroller of Public Accounts’
APS 018 and accounting standards.



Comply with statutory and General Appropriations Act requirements to
transfer ETF appropriations into a dedicated account.
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Chapter 4

The ETF Should Improve Its Administration of Contracts with RCICs,
the Texas Life Science Center, and ETF Recipients
Auditors identified significant omissions and inconsistencies in the ETF’s
contracts with the RCICs and the Texas Life Science Center. The ETF also
did not consistently enforce the requirements in its contracts with the RCICs
and the Texas Life Science Center. In addition, auditors identified weaknesses
in the ETF’s administration of its contracts with ETF recipients.
Auditors identified significant omissions and inconsistencies in the ETF’s contracts with
the RCICs and the Texas Life Science Center. Specifically:



The ETF did not have contracts with the RCICs prior to fiscal year 2008.
In addition, the ETF did not have contracts with 6 of the 7 RCICs for
various time periods during fiscal years 2008, 2009, and 2010; the time
periods during which there were no contracts ranged from 3 weeks to
almost 13 months. The ETF paid the Texas Life Science Center $110,000
for expenditures that organization incurred during a time period when it
did not have a contract with the ETF. In addition, the ETF paid one RCIC
$47,000 for expenditures that the RCIC may have incurred during a time
period when it did not have a contract with the ETF.



Requirements in the contracts between the ETF and the RCICs and the
Texas Life Science Center were not consistent. For example, the contracts
for fiscal year 2009 required the RCICs to conduct some type of
monitoring of recipients and submit quarterly reports to the ETF “to the
extent that information is available” to the RCICs. The contracts with the
RCICs for fiscal year 2010 did not include that requirement; however, the
contract with the Texas Life Science Center included that requirement. In
addition, the fiscal year 2010 contract with the Texas Life Science Center
required that organization’s executive director to sign a conflict of interest
statement, but the fiscal year 2010 contracts with the RCICs did not
include a similar requirement for RCIC executive directors.



The contracts between the ETF and the RCICs prohibit the use of contract
funds for the repayment of debt, but they do not contain any other
restrictions on RCICs’ expenditures of funds. One RCIC reported to the
ETF that it spent $59,731 on “Meals and Entertainment” in fiscal year
2010. In addition, the contracts with the RCICs do not require the RCICs
to segregate funds received from the ETF in a separate account, which
makes it difficult to determine how RCICs spend funds they receive from
the ETF.

The ETF did not consistently enforce the requirements in its contracts with the RCICs
and the Texas Life Science Center. For example, two RCICs and the Texas Life

Science Center follow internal record retention policies that conflict with the
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record retention requirements in their contracts with the ETF. Specifically,
those two RCICs and the Texas Life Science Center did not retain certain
documentation for seven years as required by their contracts. In 2008, the
former ETF director approved one RCIC’s record retention policy when that
policy conflicted with the contract requirements. As a result, auditors were
unable to view past applications for commercialization awards that this RCIC
did not approve.
The ETF also did not enforce contract requirements that (1) RCICs must
submit a request for the first disbursement of funds within three months of the
effective date of the contract and (2) RCICs must submit a request for the
second disbursement of funds within nine months of the effective date of the
contract. If it had enforced those contract requirements, this could have
resulted in the cancellation of an RCIC contract and no disbursal of funds to
an RCIC. Enforcing those contract requirements also could have reduced the
amount disbursed to an RCIC to only the amount of the first disbursement.
Auditors identified weaknesses in the ETF’s administration of its contracts with ETF
recipients. Specifically, the ETF has signed contracts with ETF recipients after

the contract effective date. Auditors identified 62 instances in which contracts
were signed after the effective date specified in the contract:


Contracts for 53 (54 percent) of 98 commercialization awards tested were
signed after the contract effective date. The number of calendar days
between effective dates and signature dates ranged from 1 to 50 days.



Contracts for 4 (31 percent) of 13 research matching grants tested were
signed after the contract effective date. The number of calendar days
between effective dates and signature dates ranged from 3 to 63 days.



Contracts for 5 (25 percent) of 20 research superiority awards tested were
signed after the contract effective date. The number of calendar days
between effective dates and signature dates ranged from 49 to 192 days.

By signing contracts after the effective date, the ETF cannot ensure that
contract requirements are in effect throughout the entire time frame of the
contract.
Recommendations

The ETF should:


Obtain signatures on its contracts with RCICs and Texas Life Science
Center in a timely manner.



Pay RCICs and the Texas Life Science Center only for expenditures they
incur during the contract period.
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Re-evaluate the responsibilities specified in its contracts with RCICs and
the Texas Life Science Center.



Clarify and enforce the record retention requirements in its contracts with
RCICs and the Texas Life Science Center.



Clearly define allowable expenditures in its contracts with RCICs and the
Texas Life Science Center.



Require RCICs and the Texas Life Science Center to have separate
accounts for expenditures related to the ETF.



Sign contracts with ETF recipients on or before the contract effective date.
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Chapter 5

Information Regarding Similar Programs in 10 Other States
Auditors researched how 10 other states have established and manage
programs that are similar to the ETF in Texas. Those 10 states and their
programs included:


Florida – The Florida Opportunity Fund.



Indiana – The Indiana 21st Century Research and Technology Fund.



Kansas – The Bioscience Program.



Maine – The Maine Technology Institute.



Michigan – The Michigan 21st Century Jobs Fund.



New York – The New York State Foundation for Science, Technology and
Innovation.



Oklahoma – The Oklahoma Center for the Advancement of Science and
Technology.



Ohio – The Third Frontier Project.



Pennsylvania – The Ben Franklin Technology Partners.



Washington – The Life Sciences Discovery Fund.

Tables 3 through 5 on the following pages compare the establishment and
management of the ETF in Texas with programs in the other 10 states.
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Table 3 presents information on program governance, appointments, conflicts
of interest, and disclosure.
Table 3

Comparison of the ETF with Similar Programs in Other States

Governance, Appointments, Conflicts of Interest, and Disclosure

State

Entity
Responsible for
Program

Program
Governance and
Oversight
Structure

Who Appoints
Advisory
Committee or
Board Members?

Is There a
Conflict of
Interest Policy
for the Advisory
Committee or
Board?

Texas

State agency

Trustees, advisory
committee, and
regional centers

Governor

Yes

Florida

Public-private
partnership

Board of directors

Governor and
House with consent
of the Senate;
Senate leaders also
make
appointments

No

Indiana

State agency
operating as a
public-private
partnership

Board of directors

Governor

Kansas

Independent
instrumentality of
the state

Board of directors

Maine

Publicly funded
non-profit
corporation

Michigan

New York

Are Advisory
Committee
Members or
Board Members
Required to
Disclose
Conflicts of
Interest?

Are Advisory
Committee
Members or
Board Members
Required to File
Personal
Financial
Disclosure
Statements?

Yes

No

Yes

Yes

Yes

Yes

No

Governor; Senate,
and House leaders
and Kansas
Technology
Enterprise
Corporation also
make
appointments;
Board of Regents
appoints two nonvoting members;
voting members
are confirmed by
the Senate

Yes

Yes

No

Board of directors

Governor (board of
directors also
includes heads of
certain state
agencies)

Yes

Yes

No

Public-private
partnership

Board of directors

Governor

No, but board
members must
recuse themselves
if there is a
conflict

Yes

No

Public authority

Board of directors

Governor with
consent of the
Senate; Senate and
State Assembly
leaders also make
appointments

Yes

Yes

Yes

a
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Comparison of the ETF with Similar Programs in Other States

Governance, Appointments, Conflicts of Interest, and Disclosure

State

Entity
Responsible for
Program

Program
Governance and
Oversight
Structure

Who Appoints
Advisory
Committee or
Board Members?

Is There a
Conflict of
Interest Policy
for the Advisory
Committee or
Board?

Are Advisory
Committee
Members or
Board Members
Required to
Disclose
Conflicts of
Interest?

Are Advisory
Committee
Members or
Board Members
Required to File
Personal
Financial
Disclosure
Statements?

Oklahoma

State agency

Board of directors

Governor, House,
and Senate make
appointments

Yes

Yes

Yes

Ohio

State agency

Commission and
advisory board

Governor with
consent of the
Senate; Senate and
House leaders also
make
appointments

Yes

Yes

Yes

Pennsylvania

State agency

Board of directors

Governor; four
members are
appointed by
legislative
members; several
cabinet members
are appointed
through statute

Information not
available

Information not
available

Yes

Washington

Independent
instrumentality
and agency of the
state

Board of trustees

Governor with
consent of the
Senate; Senate and
House leaders also
make
appointments

Yes

Yes

Yes

a

Members are required by statute to file a financial interest disclosure.

Sources: Information from the ETF and auditors’ survey of other states.

Responsible Entity.

The ETF Office within the Office of the Governor, a state
agency, is the entity responsible for the ETF. For the 10 other states surveyed:



Three states’ responsible entities are state agencies.



Two states’ responsible entities are independent instrumentalities of the
state.



Three states’ responsible entities are public-private partnerships.



One state is a publicly funded non-profit corporation.



One state’s responsible entity operates as a public authority.

Governance and Oversight.

The ETF is governed by three trustees, and the
Governor appoints a 17-member Advisory Committee. Programs in the 10
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other states surveyed are governed by a board of directors, a board of trustees,
or a commission.
Board or Advisory Committee Appointments.

The Governor appoints the members
of the ETF Advisory Committee. For the other 10 states surveyed:



Three states’ programs have boards appointed by the governor.



Four states’ programs have boards that are appointed by the governor with
the advice and consent of the Senate. The Senate president and Speaker of
the House also appoint members.



Three states’ programs have boards that are appointed by the governor and
include other members who are appointed by state legislatures or other
members who are the heads of certain state agencies or higher education
institutions.

Conflict of Interest Policies.

As of October 1, 2010, the members of the ETF
Advisory Committee were required to sign a statement of compliance with the
code of ethics policy, which includes information on conflicts of interest. For
the other 10 states surveyed:


Seven states’ programs require board members to sign conflict of interest
statements.



Two states’ programs do not require board members to sign conflict of
interest statements. One of those state’s program requires board members
to recuse themselves if they have conflicts; the other state’s program
requires board members to file financial interest disclosures.



Information was not available for one state.

Disclosure of Conflicts of Interest.

The code of ethics policy requires members of
the ETF Advisory Committee to disclose conflicts of interest. For the other
10 states surveyed:


Nine states’ programs require board members to disclose conflicts of
interest prior to a vote.



Information was not available for one state.

Personal Financial Disclosure Statements.

ETF Advisory Committee members are
not required to file personal financial disclosure statements. For the other 10
states surveyed:


Six states’ programs require board members to file personal financial
disclosure statements.
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Four states’ programs do not require board members to file personal
financial disclosure statements.

Table 4 presents information on open meetings and open records
requirements.
Table 4

Comparison of the ETF with Similar Programs in Other States

Requirements for Open Meetings and Open Records

State

Are Advisory
Committee Meeting
Minutes or Board of
Directors Meeting
Minutes Made Open to
the Public?
a

Do Advisory
Committee Meeting
Minutes or Board of
Directors Meeting
Minutes Record
Attendance, Motions
Considered, Votes, and
Recusals?
a

Are Advisory
Committee Meetings or
Board of Directors
Meetings Open to the
Public?

Is Program Required to
Follow Open Records
Laws?

No

Yes, with exceptions

Texas

Not applicable

Florida

Yes, upon request

Yes

Yes, with exceptions

Yes, with exceptions

Indiana

Yes, upon request

Yes

Yes, with exceptions

Yes, with exceptions

Kansas

Yes, online

Yes

Yes, with exceptions

Yes, with exceptions

Maine

Yes, upon request

Yes

Yes, with exceptions

Yes, with exceptions

Michigan

Yes, online

Yes

Yes, with exceptions

Yes, with exceptions

New York

Yes, online

Yes

Yes, with exceptions

Yes, with exceptions

Oklahoma

Yes, upon request

Yes

Yes, with exceptions

Yes, with exceptions

Ohio

Yes, upon request

Yes

Yes, with exceptions

Yes, with exceptions

Pennsylvania

Yes, online

Yes

Yes, with exceptions

Yes, with exceptions

Washington

Yes, online

Yes

Yes, with exceptions

Yes, with exceptions

a

Not applicable

Not applicable because the Advisory Committee does not record meeting minutes.

Sources: Information from the ETF and auditors’ survey or other states.

Public Availability of Advisory Committee or Board Meeting Minutes.

The ETF
Advisory Committee does not keep minutes of its meetings; therefore,
minutes are not available to the public. For the other 10 states surveyed:


Five states’ programs make board meeting minutes available to the public
and publish the minutes on the program Web site.



Five states’ programs make board meeting minutes available only through
open records requests.

Contents of Advisory Committee or Board Meeting Minutes.

The ETF Advisory
Committee is not required to maintain meeting minutes; therefore, attendance,
motions considered, votes, and recusals are not recorded. For the other 10
states surveyed:
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All 10 states’ programs have board meeting minutes that contain records
of attendance, motions considered, votes, and recusals.



The five states whose programs post minutes on a Web site record votes as
follows:


Three states’ programs record whether the vote was unanimous, as
well as recusals and absences.



One state’s program listed the vote counts for ayes, nays, recusals, and
absences (one set of minutes listed the members’ names, but that was
not recorded consistently).



One state’s program documented in the minutes how each board
member voted, as well as which members were absent or did not vote.

Public Access to Advisory Committee or Board Meetings.

ETF Advisory Committee
meetings are not open to the public. Meetings for the boards in the 10 other
states surveyed are open to the public. However, some of the boards are
allowed to go into executive session for discussion of items such as
proprietary information, trade secrets, and company financial information.
Public Availability of Program Information.

The ETF is required to follow open
records laws, with certain exceptions. Texas Government Code, Section
490.057, specifies that certain information related to an ETF applicant is
confidential.
Programs in all 10 states surveyed are required to follow open records laws,
with exceptions or restrictions for items such as proprietary information, trade
secrets, and company financial information. However, portions of an
application are kept confidential unless an applicant consents to disclosure of
the information. For the 10 states surveyed:


Four states’ programs never make the application publicly available
because it is exempt from public records or the program is allowed to
withhold the application on the grounds that it contains proprietary
information.



Five states’ programs publish parts of the application, but not all
application information is publicly available. Generally, those states’
programs post the abstract and a title page but keep other information
confidential.



Information was not available for one state.
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Table 5 presents information on grant and award approvals, financial
requirements, and annual reporting.
Table 5

Comparison of the ETF with Similar Programs in Other States

Grant and Award Approvals, Financial Requirements, and Annual Reporting

State

Position or
Group
Responsible for
Approval of
Grant
Agreement or
Contract

Position or
Group
Responsible for
Approval of
Awards of
Funds

Is Recipient
Required to
Provide
Matching
Funds?
a

Does the
Program
Determine
Value of
Investments
Held by the
Program?

Does the
Program
Require
Recipients to
Repay Funds?

Does the
Program
Prepare an
Annual Report?

No

Contract specifies
default terms

Yes

Yes

Information not
available

No

Yes

Indiana State
Budget
Committee

Yes

Information not
available

If company
relocates

Yes

Board of directors

Board of directors

Yes

Yes

If company
relocates

Yes

Maine

Approved by
board of directors
and signed by
president of the
Maine Technology
Institute

Board of directors

Yes

Information not
available

Yes

Yes

Michigan

Board of directors

Board of directors

Yes

Information not
available

Yes

Yes

Texas

Chief of staff at
the Office of the
Governor

Governor with
prior approval
from the
Lieutenant
Governor and the
Speaker of the
House

Yes

Florida

Board of directors

Board of directors

Indiana

Chief executive
officer of the
Indiana Economic
Development
Corporation and
secretary of state

Kansas

New York

Board of directors

Board of directors

Yes

Yes

No

Yes

Oklahoma

Executive director

Chief financial
officer and
director of
administration

Yes

Information not
available

Yes

Yes

Ohio

Commission

State's controlling
board

Yes

Not applicable

Contract specifies
default terms

Yes

Pennsylvania

Information not
available

Board of directors

Yes

Yes

Contract specifies
default terms

Yes

Washington

Executive director

Board of trustees

No

Not applicable

No

Not after the
program’s first
two years

a

The two types of ETF grants require matching funds. The ETF commercialization awards do not require matching funds.

Sources: Information from the ETF and auditors’ survey of other states.
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Approval of contracts or grant agreement.

The chief of staff for the Office of the
Governor signs the final contracts and grant agreements for the ETF. For the
other 10 states surveyed:


Six states’ programs require a board or commission quorum to approve the
contracts or grant agreements.



Three states’ programs require the chief executive officer and the secretary
of state to approve or require the executive director to approve contracts or
grant agreements.



Information was not available for one state.

Approval of the Award of Funds.

With prior approval from the Lieutenant
Governor and the Speaker of the House of Representatives, the Governor
approves awards from the ETF. For the other 10 states surveyed:


Seven states’ programs authorize their boards to approve the award of
funds.



Two states’ programs require some type of legislative body or a state
budget committee to approve the award of funds.



One state’s program requires the chief financial officer and the director of
administration to approve the award of funds.

Matching Requirements.

The ETF requires recipients to provide matching funds
for research matching grants and research superiority grants; the ETF does not
require recipients to provide matching funds for commercialization awards.
For the other 10 states surveyed:



Nine states’ programs require matching funds for at least one program.



One state’s program does not require matching funds.

Valuation of Program Investments.

The ETF determines the value of investments
only in public companies and has done this for only one investment. For the
other 10 states surveyed:



Three states’ programs determine the value of investments:


Two states determine the value of the investments internally.



One state relies on venture capital investors to determine the value of
the investments.



Five states have not responded.



Two states do not have investments.
An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 38

Recipient Repayment.

The ETF has repayment requirements for certain default
events defined in the contract. For the other 10 states surveyed:


Five states’ programs include repayment terms or default terms in their
agreements and contracts.



Two states’ programs require repayment if the recipient moves out of the
state within a certain time frame.



Three states’ programs have no repayment requirements.

Annual Report Requirements.

The ETF is required to prepare an annual report.
For the other 10 states surveyed:


Nine states’ programs are required to prepare annual reports.



One state’s program is not required to prepare an annual report. A report
was required only for the first two years of that state’s program.
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Chapter 6

Management’s Response
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Appendices
Appendix 1

Objectives, Scope, and Methodology
Objectives
The objectives of this audit were to:


Determine whether the Office of the Governor disburses funds from the
Emerging Technology Fund (ETF) in accordance with Texas Government
Code, Chapter 490.



Determine whether the Office of the Governor monitors ETF recipients to
ensure they comply with the terms of the grants and Texas Government
Code, Chapter 490.



Determine whether the Office of the Governor and ETF recipients have
controls to ensure accountability for the use of funds from the ETF.

Scope
The scope of this audit covered June 14, 2005, through April 7, 2011.
Methodology
The audit methodology included collecting information and documentation;
conducting interviews with ETF staff; analyzing and evaluating the results of
testing; observing processes; and reviewing policies, procedures, and statutes.
This audit did not include a review of information technology systems.
Information collected and reviewed included the following:


Contracts between the ETF and the Regional Centers for Innovation and
Commercialization (RCICs) and the Texas Life Science Center for
Innovation and Commercialization (Texas Life Science Center).



Contracts between the ETF and recipients of ETF commercialization
awards, research matching grants, and research superiority grants.



Expenditures, appropriations, and encumbrances related to the ETF.



Annual financial reports.



Policies and procedures related to the ETF.



Compliance reports and other information the RCICs, the Texas Life
Science Center, and recipients prepared.
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Advisory Committee code of ethics policy and signed statements.



Signed conflict of interest statements for the RCICs and the Texas Life
Science Center for fiscal year 2010.



RCIC and Texas Life Science Center conflict of interest policies for fiscal
years 2008 and 2009.



Conflict of interest statements and outside employment forms signed by
ETF staff.



ETF due diligence documents.



Application scoring and evaluation documents from the RCICs, the Texas
Life Science Center, and the Advisory Committee.



ETF Advisory Committee conflict of interest group meeting memo.



RCIC and Texas Life Science Center selected board minutes.



Code of ethics policies from the University of Texas Investment
Management Company and the Teacher Retirement System.

Procedures and tests conducted included the following:


Interviewed ETF staff.



Interviewed RCIC and Texas Life Science Center staff.



Interviewed ETF Advisory Committee members.



Reviewed Advisory Committee, Texas Life Science Center, and RCIC
application scoring documents.



Reviewed ETF, Advisory Committee, Texas Life Science Center, and
RCIC conflict of interest statements and code of ethics policies.



Reviewed ETF due diligence policies and procedures.



Reviewed Advisory Committee and trustee award approval
documentation.



Reviewed RCICs’, the Texas Life Science Center’s, and recipients’ grant
and award amounts contained in commitment letters and contracts.



Compared ETF contracts to the State of Texas Contract Management
Guide.



Compared the dates on which the ETF announced grants and awards to
contract execution dates and fund disbursement dates.
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Reviewed amounts allocated for commercialization awards, research
matching grants, and research superiority grants with requirements in
Texas Government Code, Chapter 490.



Reviewed ETF contracts with the RCICs and the Texas Life Science
Center.



Reviewed the RCICs’ and the Texas Life Science Center’s compliance
with contractual record retention periods.



Reviewed the RCICs’ and the Texas Life Science Center’s contracts for
requirements related to reviews of applicants’ intellectual property.



Reviewed compliance reports that the RCICs, the Texas Life Science
Center, and recipients prepared.



Reviewed the valuation of ETF investments.



Reviewed ETF total appropriations and total awards amounts.



Reviewed ETF job descriptions and staff qualifications.



Reviewed ETF encumbrances.



Surveyed 10 states with programs similar to the ETF.

Criteria used included the following:


Texas Government Code, Chapter 490.



The Office of the Governor’s contracts with the RCICs and the Texas Life
Science Center.



The Office of the Governor’s contracts with ETF recipients.



Results from a survey of 10 states with programs similar to the ETF.



Teacher Retirement System’s and the University of Texas Investment
Management Company’s code of ethics policies.



General Appropriations Acts (79th, 80th, and 81st Legislatures).



State of Texas Contract Management Guide.

Project Information
Audit fieldwork was conducted from February 2011 through April 2011. We
conducted this performance audit in accordance with generally accepted
government auditing standards. Those standards require that we plan and
perform the audit to obtain sufficient, appropriate evidence to provide a
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reasonable basis for our findings and conclusions based on our audit
objectives. We believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objectives.
The following members of the State Auditor’s staff performed the audit:


Cesar Saldivar, CGAP, CICA (Project Manager)



Ann E. Karnes, CPA (Assistant Project Manager)



Robert H. (Rob) Bollinger, CPA, CFE



John Boyd, CIDA



Jennifer D. Brantley, CPA



Robert Burg, CPA



Matt Byrnes, CIDA



Ben Carter



Michael O. Clayton, CPA, CISA, CIDA, CFE



Lisa R. Collier, CPA



Scott Ela, CPA, CIA



Jennifer R. Logston



Kimberly Teague, MS



Kenneth F. Wade, CIA, CGAP



Charles Wilson, MPAFF



Mary Ann Wise, CPA, CFE



Michael C. Apperley, CPA (Quality Control Reviewer)



John Young, MPAff (Audit Manager)
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Appendix 2

Location of Emerging Technology Fund RCICs
Figure 2 shows the locations of the Regional Centers for Innovation and
Commercialization (RCICs) for the Emerging Technology Fund.
Figure 2

Locations of RCICs

Source: Office of the Governor Web site at http://www.governor.state.tx.us/files/ecodev/etf_regional_map.pdf.
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Appendix 3

Conflict of Interest Policy for RCICs and the Texas Life Science Center
Below is the conflict of interest policy added to the Emerging Technology
Fund (ETF) contracts with the Regional Centers for Innovation and
Commercialization (RCICs) and the Texas Life Science Center for Innovation
and Commercialization in fiscal year 2010.
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Appendix 4

Advisory Committee Code of Ethics Policy
Below is the code of ethics policy that the Office of the Governor developed
for the Emerging Technology Fund Advisory Committee in October 2010.

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 67

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 68

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 69

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 70

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 71

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 72

An Audit Report on the Emerging Technology Fund
SAO Report No. 11-029
April 2011
Page 73

Copies of this report have been distributed to the following:

Legislative Audit Committee
The Honorable David Dewhurst, Lieutenant Governor, Joint Chair
The Honorable Joe Straus III, Speaker of the House, Joint Chair
The Honorable Steve Ogden, Senate Finance Committee
The Honorable Thomas “Tommy” Williams, Member, Texas Senate
The Honorable Jim Pitts, House Appropriations Committee
The Honorable Harvey Hilderbran, House Ways and Means Committee

Office of the Governor
The Honorable Rick Perry, Governor

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 Web
site: 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 our report request line at (512) 936-9500 (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.

