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Audit Scope 

We have completed a financial and compliance audit of the State Board of 
Investment for the year ended June 30, 1985. Our audit was made in accord­
ance with generally accepted auditing standards, and the standards for 
financial and compliance audits contained in the U.S. General Accounting 
Office Standards for Audit of Governmental Organizations, Programs, 
Activities, and Functions, and accordingly, included such audit procedures 
as we considered necessary in the circumstances. Field work was completed 
on November 22, 1985. 

The objectives of the audit were to: 

• express an op~n~on on the financial statements of the State Board 
of Investment (SBI) for the year ended June 30, 1985; 

• study and evaluate major SBI internal control systems, including 
a review of investment transactions and administrative disburse­
ments; and 

• verify that financial transactions were made in accordance with 
applicable laws, regulations, and policies, including Minnesota 
Statute Chapter llA and other finance-related laws and regula­
tions. 

The management of SBI is responsible for establishing and maintaining a 
system of internal accounting control. In fulfilling this responsibility, 
estimates and judgments by management are required to assess the expected 
benefits and related costs of control procedures. The objectives of a sys­
tem are to provide management with reasonable, but not absolute, assurance 
that assets are safeguarded against loss from unauthorized use or disposi­
tion, and that transactions are executed in accordance with management's 
authorization and recorded properly. 
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Because of inherent limitations in any system of internal accounting 
control, errors or irregularities may occur and not be detected. Also, 
projection of any evaluation of the system to future periods is subject to 
the risk that procedures may become inadequate because of changes in con­
ditions, or that the degree of compliance with the procedures may de­
teriorate. 

The management of SBI is also responsible for the agency's compliance with 
laws and regulations. In connection with our audit, we selected and 
tested transactions and records from the programs administered by SBI. 
The purpose of our testing of transactions was to obtain reasonable 
assurance that SBI had, in all material respects, administered their 
programs in compliance with applicable laws and regulations. 

Conclusions 

We have issued an unqualified opinion on the SBI financial statements for 
the year ended June 30, 1985. Our audit opinion, dated November 22, 1985, 
is included within the 1985 SBI Annual Report. 

In our opinion, except for the issues raised in Section I, the SBI system 
of internal accounting control in effect on June 30, 1985, taken as a 
whole, was sufficient to provide management with reasonable, but not abso­
lute assurance that assets are safeguarded against loss from unauthorized 
use or disposition, and that transactions are executed in accordance with 
management's authorization and recorded properly. 

In our opinion, for the year ended June 30, 1985, SBI administered its' 
programs in compliance, in all material respects, with applicable finance­
related laws and regulations. 

Section I of this Audit Report contains the recommendations we developed 
during this audit. It is presented to assist you in improving accounting 
procedures and controls. Progress on implementing these recommendations 
will be reviewed during our audit next year. Section II of this report 
includes a summary of the progress on all recommendations developed during 
our fiscal year 1984 audit. 

We would like to thank the State Board of Investment staff for the 
cooperation extended to us during this audit. 

~~ 
James R. Nobles 
Legislative Auditor 

February 21, 1986 

John Asmussen, CPA 
Deputy Legislative Auditor 
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SECTION I. CURRENT FINDINGS AND RECOMMENDATIONS 

Certain securities loaned out by SBI were backed by insufficient col­
lateral from the borrower. 

As a method of earning additional income, SBI loans out U.S. government 
and government agency securities to banks and brokers. During fiscal 
1985, there were approximately 1400 loans initiated which earned 
$1,736,000 in additional income. Internal guidelines developed by SBI 
specify that collateral in the amount of 102-105 percent of the market 
value of the loaned security is required from the borrower. 

We tested the collateral for a sample of 37 loaned securities outstanding 
on June 30, 1985. Seventeen of the loans tested were backed by collateral 
with a market value of less than 102 percent of the market value of the 
security loaned. Of these 17, six were backed by collateral valued at 
less than 100 percent of the value of the security loaned, including one 
loan collateralized at only 86 percent. The insufficient collateral on 
some loans is due to fluctuations in the market value of both the secu­
rities loaned and the collateral. Failure to monitor market value may 
expose the loaned securities to excess risk. 

RECOMMENDATION: 

1. SBI should more closely monitor the market value of securities 
loaned and the collateral on loans. Additional collateral should 
be required from the borrower if the market value of the collat­
eral falls below 102 percent of the market value of the security 
loaned. 

SBI does not have a current policy on reimbursement of travel and other ex­
penses of board members and their staffs. 

The State Board of Investment is a policy-making board composed of five 
Constitutional Officers. The board is supported by a staff under the 
direction of an Executive Director. SBI receives a General Fund appropri­
ation to fund its' activities. A portion of the costs incurred by the 
board are subsequently reimbursed by the various retirement funds for 
which SBI provides investment services. Each of the Constitutional 
Officers who serve on the board also receive General Fund appropriations 
to fund the activities of their respective offices. 

Generally, members of policy-making boards are entitled to reimbursement 
for expenses incurred in performing their duties in these positions. This 
may include attendance at meetings, as well as participation in other job­
related activities such as training seminars and conferences. The ex­
penses are paid from the various funding sources which support the differ­
ent boards. In most cases, the board members are not state employees. 
The State Board of Investment is somewhat unique in that its membership, 
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as established in the Constitution, is composed entirely of state 
officials. A question then arises as to whether the expenses of board 
members should be paid from their individual appropriations or from 
the appropriation made to SBI to administer its' activities. 

At its meeting in June 1982, the board adopted a motion to allocate $5,000 
of the SBI appropriation for fiscal year 1983 to out-of-state travel for 
the board members and their deputies. We found no evidence that such an 
allocation was formally adopted by the board for subsequent years. How­
ever, certain board members, as well as members of their staffs, have 
traveled out-of-state and had their expenses paid by SBI. 

During the period July 1984 through November 1985, approximately $6,400 
was expended by SBI on out-of-state travel by board members and their 
staffs. In some instances, the purpose of the travel was to attend annual 
conferences of professional organizations. In other cases, it was to 
attend special meetings of investment related organizations. Two board 
members and their deputies, and a representative of a third board member 
were the only ones to take advantage of the arrangement to have SBI 
finance their travel to various locations. The travel included conferences 
or meetings in Alabama, Puerto Rico, Illinois, Massachusetts, Hawaii, New 
York and Georgia. We are not questioning whether the trips served a pub­
lic purpose. However, we do question whether the current system provides 
equity among board members or a proper accountability over the travel of 
these elected officials. Since the expenditures are not charged to their 
individual budgets, the board members are not individually held 
accountable for the type or location of their travel. 

It may be argued that this travel by board members and their staffs re­
lated specifically to their duties and responsibilities in establishing 
investment policy for the state, rather than to their individual duties as 
Constitutional Officers. If this is the philosophy of the board, we 
believe that they should formally adopt a policy on allowable travel by 
board members and their staffs and the procedures to be followed in 
obtaining approval for such travel. This information is needed in order 
for SBI to monitor its budget each year. In addition, without formal 
authorization, the Executive Director is placed in the difficult position 
of approving or disapproving such travel. 

RECOMMENDATION: 

2. The State Board of Investment should establish a formal policy on 
reimbursement of out-of-state travel by board members and their 
staffs. In addition, they should annually establish a budgeted 
amount for such travel and the procedures for approving expendi­
tures for this purpose. 
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SECTION II. STATUS OF PRIOR AUDIT RECOMMENDATIONS 
AND 

PROGRESS TOWARD IMPLEMENTATION 

Documentation provided to user agencies for SBI's computerized investment 
accounting system is inadequate. 

1. SBI should develop and provide each user agency with a user's 
manual for the computerized accounting system. In addition, 
information should be provided for the retirement systems on the 
data included in the master custodian reports identifying any 
differences from the accounting system reports. 

Recommendation Implemented. 

SBI does not adequately process and monitor the billings for reimbursement 
of their administrative expenditures. 

2. SBI should calculate and process billings for their administra­
tive costs by the end of the first month following each quarter. 

3. SBI should establish a system to record the amounts billed and 
paid each quarter for all retirement funds. SBI should monitor 
payments for both the funds they administer and the basic retire­
ment funds to ensure that the General Fund receives the reimburse­
ments in a timely manner. 

Recommendations Implemented. 

SBI has not complied with guidelines concerning disposition of airline 
benefits rceived by state employees. 

4. SBI should inform staff of the state requirement concerning dis­
position of airline benefits received when traveling at state 
expense. 

5. Airline benefits received by SBI staff while traveling at state 
expense should be returned to SBI and used for departmental 
travel. Any airline tickets used for personal travel should be 
refunded to the state. 

Recommendations Implemented. 
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There is inadequate documentation and control over certain fixed assets at 
SBI. 

6. SBI should formally document all agreements with outside vendors 
to properly identify ownership rights relating to all fixed 
assets in the possession of SBI. All fixed assets should either 
be recorded on the statewide fixed asset inventory system or 
maintained on other records and marked to distinguish them from 
state-owned property. 

Recommendation Implemented. 

SBI has inadequate segregation of duties in the administrative disburse­
ment area. 

7. The functions of approving and processing payments should be 
segregated so that one individual does not perform both pro­
cedures. 

Recommendation Implemented. 
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Mr. James R. Nobles 
Legislative Auditor 
Veterans Service Building 
st. Paul, Mn. 55155 

Dear Mr. Nobles 

Room 1 05, MEA Building 
55 Sherburne Avenue 

Saint Paul55155 
296-3328 February 21, 1986 

In response to your draft management letter and the 
recommendations contained therein we would like to make the following 
conunents. 

Recommendation number 1 deals with the rnoni toring of collateral on 
security loans. 

1). Staff is currently working on developing a new computer 
system which will more efficiently track the market value of 
securities on loan and the collateral backing those loans. 

2) • until this new system is completed, staff will manually 
check the market value of loaned securities and collateral. 

Recommendation number 2 relates to the reimbursement of travel 
expenses for board members and their staffs. 

1). The Administrative and Asset Allocation Committees of the 
Investment Advisory council will recommend that the Board 
adopt the following policy: 

For fi~cal year 1986 and 1987, each Board member 
andjor ~taff may utilize up to $2,000 of the SBI,s 
budget for travel. All travel shall be for 
SBI-related aCtivities. Reimbursements shall comply 
with qeneral state guidelines adopted by the 
Commissioner of Employee Relations. 

The responsibility for implementing these recommendations rests 
with the Administrative Director. 
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Sincerely, 

~8~ 
Howard Bicker 
Executive Director 

AN EQUAL OPPORTUNITY EMPLOYER 


