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BACKGROUND

DEFINITIONS

Ensure that public investmerstie properly managed so that returns frondé are
maximized while capital iséeguarded and investmeats in corpliance with laws,
regulations and other contractual obligations.

Investments allow entities to use idle funds toegete dditionalrevenue. These
additionalrevenues may allowgovernmentstoreducetax burdens ereisiimg the
resources available toguide goods and services to thegmhcomnanity. For the
fiscal year ended dgust 31, 1993, approximately $97 million or Ogbgent of the
State's general fund revenue was generated through its investment activities.

The management of investments is an important part of ensuring that public funds are
used effetively andefficiently. Investmats must be protected against theft and
fraud as well as non-systematic decision-making. The process of investment management
should be linked to strategic planning. Returns should be used as specified by law or
organizational policy.

The function of managing public investments in Texas is delegatectialsstate
agencies. The State Treasurer is charggdie investment of the geral revenue

fund. Colleges and universities, as welt@gain state agencies, arehenrized to

invest funds not deposited with the StateaBury. In addition, merous retement
systems in Texaare aithorized to invest funds to ensure the setént of existing

and future pensierelated bends. As of August 31, 1993, investments represented
over 70 percent of the State$al asset base. Of this amount, @8cpnt were held
inpensiontrustfunds. The Texas State Pension Review Board provides state and local
retiremensystems in Texas with iafmation and technical assistance regarding
administration and investment of the funds.

An investmentis any asset or property right acquired or held for the purpesensig
income. Typical investmenisclude U.S. treasury bills and notes, bond issues,
corporate securities, and real estate. A group of investments is referred to as a
portfolio .

Portfoliomanagemenincludes afeguarding principal and maximizing return while
maintaining sufficient liquidity toneet current financiabligations. Income can

be generated in the form of dividends, interest or capital appreciation (i.e. the
asset's value increases over the timiegéeld).Bookinginrealized gains or losses
matches performance of investments with the proper period.

Safety of capitalrefers to onducting investment transactions so that publcs
arenot lost. Theafety of capital involveghe reduction of various types of risk,
such as interest rate risk, default risk, and market ri3iersification is a
strategy often used to reduce these types of risk. A reduction in overall risk is
achieved by placing funds in various instrumesrish heing a dfferent sk level.
Low-risk investmentare used to offsétigh-risk investment activity. Inadequate
portfolio diversification could result from lack of controls over the investing
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function, investment personnel's excessive reliance on brokers or dealers in making
investment decisions, or pressures on investment personnel to produce more inco

Therisk associated with an investment represents the chance deett@uiy, that
intended objectives will not be attained. Risk isclly proportional to investment
returns. That is, investmentilding higher returns will also carry greater risk.
The tradeoff between risk and return must be assessed by the investinRisktitsin

be categorized in several ways.

. Capital risk refers to the risk that an investor may not recover all or a
portion of his other original capital at the time an investment has been
liquidated.

. Contraction risk is the risk that a security will shorten ireaage life due

to faster than expected prepayments. This type of riskizatly associated
with mortgage securities.

. Credit risk refers to thdikelihood that a party involved in anvestment
transactionwill not fulfill its obligations. This type of risk is often
associated with the issuer of the investment security afiiétted by the
concentration of deposits or investments girgle instrument or with a
single institution (GASB, April 1986, p.44).

. Custodial credit risk is the risk that a governmeniinot be able (a) to
recover deposits if the depository financial institution fails or (b) to
recover the value of investment or collateral securities that are in the
possession of an outside party if the counterparty to the investment or
deposit transaction fails. (GASB, December 1991, p.2)

. Extension risk is the risk that a security will lengthendmerage life due
to slower prepayment speeds. This type of risk isrgdip associated with
mortgage securities.

. Interest rate risk refers to theisk thatlonger-term fixed income stocks
will drop in market value if general interest rates climb or the risk that
interest rates will change aboveremt levels on a locked-in or fixed rate

instrument.

. Legal risk is the risk that action by a court or by a regulatory or legislative
body could invalidate a financial contract (GAO, May 1994, p. 9).

. Market risk refers to the risk that the market value of an investment,

collateral protecting a deposit, or securities underlying a repurchase
agreementvill decline. This type of risk is affected by the length to
maturity of a security, the need to liquidate a security beforerityatilne
extent that coll&ral ecceeds the amount invested, and the frequency at
which the amount of colletal is adjusted for changing market values (GASB,
April 1986, p.45).

. Prepaymentis payment in excess of the scheduled principal repayment of a
mortgage loan. Uncertaintipeut the amount and timing of prepayments results
in prepayment risk.
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Tolerable risk represents the level of risk an entity is willing to accept without
regards to the potential returns. Only investment activity below this threshold will
be undertaken. Tolerable risk should be established when the entity outlines its
investment objectives.

Returnoninvestment(ROI)measuresthe amountgained by placing furcdstain types

of investments. ROI is often used synonymously veité of return andreturn on
assetsThe two most widely used and acceptedouistare thedollar weighted rate of

return and théime weightedrate of return (Texas Pension Review Board, p. 89).

Thedollar weighted rate ofreturn on investmentreflects the cotminedeffects of
additions to and withdrawals from the fund. An example of dollar weighted rate of
return is investment income (e.g. divideneteived andhterest earnedjivided by

the cost of the investment (e.g. acquisition costs including broker fees and
commissions).

Thetime weighted rate of return,theBank Administration Institute (BAI) return , and
theunit value return are allsynonymous. This is another way to compute the return on
investment in a way that screens out the effects of cash flows. The formula for
computing the time weighted rate of return is ROl = (M - 0.5x C)/ (M + 0.5 x C)-1)
where M = Ending Market Value,M =Beginning Market Value, and C = Net Cash Flow
(Contribution - Withdrawals) (Texas Pension Review Board, p. 89).

Yield is the annual return on an investm@am dividends or ingrest) expressed as

a percentage ofther cost or crrent price.Yield to maturity refers to the yield of

a bond also taking inxcount the premium or discount of the bond (Little and Rhodes,
p. 20).

A strategy is an approach used to acgish predetrmined goals and objectives.
Investment strategies can be active or passive, structured or wrstlug-abozzi
and Fabozzi, p. 3).

Investment irequitiesrepresents an ownershipdrast, principally the portion of

a corporation's assets that is owned by the holders of its common sttcick is
defined as a share the ownership of a corporation, representing a claim on its
earnings and asseBomesticequitiesare commostocks and securities convertible
to common stocknternational equitiesare secuties of non-U.S. companies traded
on foreign security exchanges and denominated in foreigengies or in American
Depository Rceipts ADRSs) traded and custodied in the U.S. (in dollars) (Texas
Pension Review Board, p. 25).

Equity portfolio managment is normally classified as either active or pasiotive

portfolio management consists of the purchase and sale of stocks based on industry and
market research by thatéy and its investment advisor(dextensive research is
performed to determine expectedire earnings and thaticipated increase in a
particular stock's valueRassiveportfolio managment does not requiextensive
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research of specifindustries or stocks. Stks are purchased and sold based on
activity in a specified market index.

Some common examplesoéirket indicesare the Standard & Poor's 588.500), Dow

Jones Industrial Aerage, and the EAFE (Europe, Australia, and the Far Eas§&Fhe
500represents the aggregate market value of the common equity of 500 stocks primarily
traded onthe New York Stock Exchange. Db Jones Industial Averageis based onthe
average market price of 30 of the largeststividely held stocks traded on the New
York Stock Exchange. TH&AFE is an index of all country markets exclusive of North
America (Texas Pension Review Board, pp. 29 and 35).

Two of the best knowstock exchangeare the New York Stock Exchan$@/SE) and the
American Stock Exchang&®IEX ). These exchanges make up whatis commonly referred to

as Wall Street. The two major furaris of these exchangee to provide a primary and
secondary market for trading stocks in a two-way auction process. Thropigmémng

market corporations sell their stocks and bonds directly to the public thereby
obtaining the money needed for expansion. The process of bringing a stock issue to the
market for the first time is callegdingpublic." After a company has gone public,

its shares are traded in tlsecondary marketwhich provides the investevith an
adequate number of bids to buy affférs to sell, as well as an pgrtunity to sell

shares at any time (Little and Rhodes, p.24).

Another well-known system forading securities is the National Association of
Securities Dealers Automatic Quotation (NDXE) system. ThEIASDAQ system provides

brokers and dealers with price quotations of securities tragedtm+counter (OTC).

OTC refers to the nationwide network of brokers/dealers engabesliing and selling

securities that, for the most patenot listed on exchanges. One majdfedtience

between the exchanges (NYSE and AMEX) and the OTC market is the method of order
execution. Trading on an exchange is accomplished by a two-way auction process while
OTC trading is by negotiation (Little afrhodes, p. 17). OTC stocks tend to be
smaller, newer companies. The major exchanges have capital and size requireme

Animportant federal entity is the Securities and Exchange Commission (SESECThe
was established by Congress to administerthe Securities Act of 193 3eratbteer
investment-related acts (Little and Rhodes, p. 19).

Fixed incomesecuritiegarn a fixed return, in the formioterest or dividends, over
a specified period of time and include government and corpooatgs, preferred
stocks, and mortgage investments. This asset class is expectadde pegular,
predictable income and greateslity of market value than available frorgugty
investments (Texas Pension Review Board, p. 25).

Cash and cash equivalentare highly liquid investment instruments with a maturity of
less than one year imvestments in a custodian bank's STIF (skoninvestment
fund) or similar fund. Such securities help to damduring volatile market
periods as well as provide cash flow (Texas Pension Review Board, p. 25).
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OVERVIEW OF THE
PROCESS

An entity which has large investment haolgs will often obtain the services of a
custodian bankto hold securities, record transactions, and collect interest or
dividends from the investments. The custodian bank is sometfaged to as the
primary or masterustodian lcause it obtains therwices of subcontractors and
agencies to actually hold and trade the securities. Examples of thesersigtumsnt
areDgository TrustCorporatiob{TC), Bankers Trust Compar§TC), Participant Trust
Company PTC), and the Federal Reserve Bank. Services provided by these
subcontactors include acceptance of deposits of eligible securities for custody,
execution of book-entry deliveries of securitiesoding of book-entry pledges of
securities through accounting entries, and collection of dividends and interest.

Book entry is a system that eliminates the need for physicallyfeairsy bearer-
form paper or registering securities by using a central depository facility.

The date on which a transaction takegelis referred to as ttrade date The date
on which money or securitiese due once sedties have been purchased or sold is
referred to as theettlement date(Little and Rhodes, p.19). The settlent date is
normally five days after the trade date.

Derivatives are any one of a number of financiabgucts thaare created from, or
whosevalue dependson (is"derived" from) grfgpmance afther assets, including
securities, rates, or indexesrétent nonths, therdas been increased interest in
thiscomplex class of investments. See AppendiPenvativesfor additional
definitions and information.

Afactor is adecimal number representing teepntage of theutstanding principal
balance toits origindhce. his term is primaity used in connection with mortgage
securities.

Spreadrefers tathe yield differential in basis points that one security will earn
over another.

The basic phases of an investment management process are:

. Identify investment constraints and preferences.

. Establish written objectives and investment polices.

. Develop and document administrative systems and internal controls.
. Select an investment outlook and strategy.

. Select investment instruments.

. Record and report investment transactions.

. Monitor the portfolio and the environment.

. Reevaluate the investment management process. This may include revising the

investment policies.
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PROCEDURES

Review criteria:
General criteria

Specific criteria

Suggested procedures, organiaedoding to the edments of a fiding, are listed
below. They should be expanded or tailored to fit the specific entity being reviewed.

Note: Thefollowing procedures andthe process describedaieam@meve, rather

than prescriptive. That is, they representtage" or badi@e thinking $nce they
assemble information which repeatedly eqmed in thevarious resources used to
preparehis module. Do not be too hasty oetl in gplying a givercriterion or
procedural step to a specific entity. While omissions or variations may be qbvious
judgement must still be used to dehine whether such omissions or variations are
material

General criteria applicable to the investment management process are as follo

Keyelementsintheinvestmentmanagementprocess can be summarized into the followin

components:

1. identification and documentation of investment opportunities, constraints,
preferences, and capabilities (Miller, p. 2)

2. formulation and im@mentation of strategies to acquire investments (Miller,
p. 2)

3. monitoring of general enomic conditions and specific portfoliefformance
(Miller, p. 2)

4. adjustment of investment portfolios in response to changing conditions or
circumstances (Miller, p. 2)

5. recoding and reporting of investments imfmation inconformance with

Generally Accepted Actinting Principles (GAAP) and professional standards

Management control objectives for a structured investment management process includ

(Miller, p. 19):

1. Ensure proper authorization

2 discourage unsystematic or haphazard action

3. ensure appropriate research and documentation

4. explore all available opportunities

5 provide sufficient infomation for plarrevisions and serve as a basis for
improved policies and investment returns

6. prevent or detect errors aimcegularities in the recording and reporting
process

There are four primary causes of less thgiimal investment result§hey are 1)
speculation, 2) abrogation of responsibility, 3) lack of internal controls dadkd)
of supervision (Davis, p. 30).

The criteria related to the basic phases of the investment emeagprocess are as
follows:

Identify investment constraints and preferences

Investments - 6
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Because public investment activiteze often limited by state statutes and other
contractual obligations, these constragiteuld be considered. The table below

describes several key stes which limit the investment scope and authority of state
entities.

Title of Legislation General Description Legal Cite
State Treasurer Describes the power and duties of the state treasprer. Governme
Chap.404

State Funds Reform Act

Discusses certain requirements pertaining to the

deposit of Governmer|

funds into the treasury and electronic transfers of certain ~ 404.91
payments.

Public Funds Investment Act Identifies authorized investments for cities, countjes, Government
school districts, institutions of higher education and Title 10, Chap.
other political districts; provides guidance in
establishment of investment policies and expected
investment returns. requires the submission of repgrts to
management at least annually.

Public Funds Collateral Act Provides guidance in assessing the adequacy of Governmen
collateralized public funds and related disclosures. Title 10, Chap.

Public Retirement Systems

Establishes the power and duties of the State Pe

nsidbdvemement Code,

Board. outlines general administrative requirements for  Title 8, Chap. §
all public retirement systems. 855
Pension System for Police Officer Outlines provisions for municipal pension systems for V.T.C.S,
and Fire-fighters in Certain Cities police officers and fire-fighters in cities with Art. 6243a-1
populations greater than 432,000.
Investment of the Permanent Uniyersity Provides description of authorized investments. Constitution
Fund Art. 7,8 11a

t Code,

I Code,

Code,
P256

Code,
P257

01-

In addition to statutory regq@mentddentified above, investment activities
may be constrained by riders usually discusséadrgeneral provisions (i.e.
Section V) ofthe appropriations bill. There may also be additional legal
constraints. Otheractical constraints will come from the historic need for
liquidity for a specific fund, and needs of the primary customer base.
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The prefeences of boards, legislators, customers, and the public should be
consicered (Mller, p.4). Preferences maydicate investment stegies to be
pursued, or risk levels, or added constraints over future investments. (For
example, there may be aostg customerneference on investing in compaines that
engage in animal testing.)

Establish written investment objectives and policies

An investment policy with clearly defined goals and objectives should be
established by the governing board. The policy should include:

. the board's expectations for portfolio diversification
. allowable investments

. acceptable risk levels

. expected rates of return

The scope ofthe investment policy should be specifiarigidesigned to govern
all investment transactions (Miller, p. 24).

Every investment policy should contain a concise arait statement of objectives
(Miller, p. 24).

Investment objectives can be short or lengthy, but they should be detailed. Some

examples of possible objectives follow:

. The performancebjective of the fixed income portfolio is to achieve a
total time-weighted rate of return over rolling five-year periods in
excess ofthe Shearson Lehman Aggregate Index aiegeddeplatility
no greater than the index. Volatility is measured as the standard
deviation of the quarterly returns.

. The performanaebjective ofthe shoretm portblioisto achieve above
median performance on a timeiglged bais over rolling five-year
periods relative tone-defineduniverse of actively managed short-term
portfolios.

. The capital preservation objective pertaining to all portfolios is to
minimize risks of loss by complying with the diversification and quality
constraintsoutlinedintheinvestmentpolicy and using prudentjudgment
in all investment decisions.

The investment policy should include constraints relating to divesdit of
the portfolio(s). For example, a policy may contain some of the following
constraints:

. Total investments in any one corporation may not exceed X%lufdte
value of the total portfolio.

. Investment in the stock of any one corporation may not exceed X% of the
voting stock of that corporation.

. To be eligible for purchase, debt of U.S. corporations must be rated "A-"

or better by a nationally recognized bond rating service.

Investments - 8
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. To be eligible for purchase,mmnercial paper st have an A-1 or P-1
rating. The amountinvested in any oame shalhot exceed X% ofthe
credit line of the issuer.

. To be eligible for purchase, Certificates of Deposits must be fully
insured or 100% collatalized with U.S. Treasury or Government Agency
Securities backed by the full faith apiekdit of the U.S. Government.

. No less than X% of the book value of the fund must be invested in
government securities.

. No more than X% of the book value of the total assets of the fund will be
invested in any one mortgage.

. No more than X% of the book value of the portfolio will be invested in
direct mortgages.

. No more than X% of the total book value of all assets of the fund will be

invested in non-U.S. securities or shares of trusts invested therein.

Constraints such as these will most likelyegan thenvestmenpolicies of
entities with large investment assets such as the pension funds and higher
education funds. Smaller entities may face additional legal restrictions;
however, constraints such as those abovequbly necessary for small entities.

An entity's investment policyiwusually contain asset allocation targets or
parameters which are approved by the Board of Directors. For exampliyan e
may determine, after much research antsaltation with investment advisors,
that the assets will be allocated within the following parameters:

. U.S. Government securities 25-35%
. U.S. corporate debt 20-30%

. Domestic (U.S.) stocks 30-40%

. International stocks 5-10%

An entity's policy should list the types of investment instruments that the entity
will purchase taneet its objectives. This is especially recommended if the
entity is considering investment in derivatives products. The policy should be
clear as to the ppose of derivativesrpducts in the portfolio, what types of
products the entity can purchase, quality constraints, and cash flow
requirements/restrictions associated with the products.

An investment policy should requirgerim and annual reports to provide a
mechaism for monitoring investment activities (Miller, p. 33). Interim reports
serve to keep policymakers and portfolio managers informed of on-going
transactions and decisions; they should be used faauthe supose as annual
reports. The annual report shouldsnarize prior peods' activity asell as
discuss directions for the future.

The investment policy should requiteat a formal process be used to select
depositories, brokers/dealers, and otheestment managers (Miller, p. 36).
The entity should have writterthical guidelines pertaining to relationships
with brokers, banks, and investment managers/advisors. Thesbrggsdare

Texas State Auditor's Office, Methodology Manual, rev. 2/95 Investments - 9



Investments

Accountability Modules

often included in the investment policy. éfashould also be an ethicslizy
addressing conflict of ietest issues and requiring annual finardistlosure
ofkeyemployeesandboardmembers. Implementation shouldinclude documentation

of potential conflicts of irdrest for board members and keyptagees involved
withinvestmentdecisions. Thefinancial disclosurestants carently required

for board members (Article 6252-9b) could also be completed by key employee

Theinvestment policy should provide fonfwal evalugion of performance and
periodic review (Miller, p. 43).

Develop and document administrative systems and internal controls

When developing internal controls, the entity should identify those risks which
are nost applicable. Internal controls should be used to reduce or peecest

(i.e. technical and judgement errors) and irregularities (i.e. fraud and
embezzlement) (Miller, p. 65).

Risks that should be consieéd by an entity's management when designing internal
controls over the investments function follow (Miller, p. 66):

. Embezzlement/conversion

- Cash

- Securities

- Dealings with outside parties (kickbacks)
. Mechanical transactional errors

- Incorrect transaction amounts
- Incorrect payees
- Wire transfer failures
. Judgmental errors
- Inappropriate or misguided securities selection
- Poor market timing
- Selection of insolvent dealer, depository
. Cover-ups
- Fraud
- Delaying or avoiding recognition of losses

Internal controls over investmentsined rastimportantinclude (Miller, p. 31):
. Control of collusion

. Separation of functions

. Separation of transaction authority from accounting and recordkeeping
. Custodial safekeeping

. Avoidance of bearer-form securities

. Clear delegation of authority to subordinate staff members

. Specific limitations regarding securities losses and remedial action

. Written confirmation of telephone transactions

. Supervisory control of employee actions

. Minimizing the number of authorized investment officials

Investments - 10
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. Documentation of transactions and strategies

Transactionand systemdocumentati@important elenmts ofinternal control.
Transactiondocumentatioreatesamecham for monitoring ancilitatesthe
training of personnel for assigned tasks. System documentation allows the entity
to verify that the system has been iempented and operated asidgaed (Miller,

pp. 65-71).

Select an investment outlook and strategy

An investment outlook refers to an entity's expectations about future
opportunitiesbased onexistinginfmation. The outlook should be broad enough
toencompass stock and bomarkets and financiastruments, as well as geral
economic conditions, both domestic and abroad (Miller, p. 219).

Two of the most common methods of obtaining informatmessary to developing
an investment outlook are:

. forming an investment advisory committee

. hiring investment consultants

Aninvestmentadvisory committegs composed of the entity's investment manager
and individuals selected from the gesipublic who have extensive investments
knowledge and experience. The committee reports to the entity's Board of
Directors.

The committee should meet with the entity’'s investment advisors and staff
periodically, but no less than once a geiartThe advisors present economic
information such as expected changes in interest rates, current and future
national economic growth, and otlfectors that may affect the@womy in the

future. Theinvestmentadvisors also present industmiafiion that magffect

future decisions in selecting specific sétes. The advisors present lists of
securities thaére recommended for purchase aisd ghose securities that the
entity should consider removing from the Board approved list.

The committee should have discussions with the advisors and other members of the
committee to obtain additional information. The committee then votes on proposed
changes to the lists of securities recommended for purchase or sale. The
committee also votes on proposed changes to the investment policy, investment
strategy, and changes in accounting principles tappdéied in recording and
reporting investments information.

All proposals approved by the investment advisory committee should be taken to the
Board of Directors for approval. The Board's decisions regarding the proposals
should bethefinalapproval. The investment manager and advisors should inform
the Board regarding aent and expected future economic conditions, industry
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information, and any other information that might affect their decisions on
proposals.

All of the information presented by the investmh advisors and manager are
normally in written form. Each Board memisrould receive the written
information prior to Boartheetings so that the infoation can be reviewed. The
discussions in the investment advisory committeeting and Boamheeting
regarding investments should also be found in the Boaeting minutes and the
investment advisory committee meeting minutes.

Large entities, such dke pension funds, obtain the servicesogstment
advisors. Information provided by the advisors sugpknt in-house rearch
related to investment outlook.

The entity's investment manager araffsthould stay in constant contact with
theirinvestmentadvisors. The advisors providemétion and coespondence

that affects diéy decision-making, such as the timing of purchases or sales.
Someoftheinformation provided by the investmentadvisorsinthese regards may
not be available in written form. This type of infation could be misused by
anyoneinside or outside of the entity for personal gain. Misuse of the
information could also jeopardize an entity's investment decisions.

Small entities probably will not have investment advisory committees or
investment advisors that can be consulteahgttime. The small entity may
contractvith an advisor on an as-needed basis, rely on their bank for investment
information, obtain information from brokers/dealers, or conduct in-house
research for an investment outlook.

In any case, a small entity should ensure that the investment manager is highly
qualified in developing investment strategies and managing the portfolio. The
manager should have the expertise to scrutinize investmentinstruments proposed
for purchase and economic information provided by brokers/dealers. The manager
should obtain investment related training on a regular basis.

Any entity's board of dectors should have one or more members who have
sufficient knowledge/training in investments to make prudent investment policy
decisions. Boamhembershould also be able to scrutinize actions proposed by
the investment manager or outside parties (i.e. brokers/dealers, banks, etc.).

Formalinvestment outlooks allow #&ties to identify major factors likely to
influence the markets, record presemdseand developments, athocument
expected future scenarios (Miller, p. 229).

An investment strategy should berdped which considers the risk/return
relationship of the dferenttypes of investments available @k p. 60). The
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strategy must also consider the investment outlook to ensure that the entity will
meet its investment objectives.

Select investment instruments

The invesment selection process is critical for any entity to meet its
objectives. Thre are numeus investment instruments in the finanniakket,
many of which are complex. Eadlstrument has varying yields, maturities, and
risks associated with it.

Commontypes ofinvestmentinstruments found in state agencies and universities
include:

. U.S. bonds and notes

. U.S. Treasury bills

. Corporate bonds

. Domestic stocks

. International stocks

. Mortgage-backed securities (MBS)

. Collateralized mortgage obligations (CMO)

Mortgage-backed securities and CMOs fit the broad definition of derivatives and
are traded in the form of a seityr Theyare curreatly in the potfolios of the

pension agencies (ERS and TRS), Texas Education Agency (i.e., Permanent School
Fund), the University of Texas (i.eefanent Wiversity Fund), and other state
agencies and universities. See appendiRervativesfor more information.

Ifan entity detrminesthatitneeds MBSs, CMOs, or other derivatives products to
balanceits portfolio, managent mustbe particularly cautious in the investment
selection process. An entity's management must have a very good understanding of
the derivative products thate béng consiered for purchase. The different
types ofrisk (i.e., prepayment risk, credit risk, extension risk, contraction
risk, etc.) and theffect that these risks can have on yield and cash flow are
especially important for management to understand.

Key elements common to the investment instrument selection process are:

. Investment advizr's assist in the selection of both equity and fixed
income securities.
. The investment division employs highly qualified personnel to monitor

advisors, for in-house investment selection, and to execute investment
decisions (See thiduman Resourcemodule).

. Specific dollar limits (dollars/share of stock) should be set for the
purchase of stocks in active portfolios. These liar¢sisually based
on recommendations from investment advisors.

. Purchase and sale of equities in a passive portfolio are based on
activity in a specified financial market index (i.e. S&P 500, EAFE).
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The purchase/sale of equities or fixed income instruments should be in
alignment with the entity's investment strateapgceptableisk levels,

and diversification guidelines.

Specific yields and maturities of fixed income securities should be
aligned with the investment strategy.

Facts and research materitilat lead to a decision to purchase/sale
investment(s) should be documented.

After the selection process has been completed, an entity must execute the
transaction(s). Key elements in the transaction execution process are:

Authorization by appropriate investment magagnt to purchase/sale
investments should be documented on the entity's approved transaction
forms.

A process should be ingale for selgn of stockrokers to execute
purchase/sale transactions. This includes a procedure to spread the
business among seralstockbrokersto avoideferantial reatment and
ethics issues (also to prevent possible irregularities). Entities will
often develop an approved stockbroker eligibility list. The stockbroker

is licensed to trade investment instruments in the financial markets
(NYSE,AMEX, OTC, etc). He/she makes the trade and also ensuresthatthe
transaction is elared to protedhe entities' rights to the investment
instument. Stockbrokers may perform services (full service
stockbroker) in addition to merely executing a trade. Full service
stockbrokers offer information and advice on specific investments.
An ethics policy should be documented that encompasses relationships
between the entity's investment personnel (including the regreagl
stockbrokers. The policshould be specific regarding acceptable
relationships and @eceptable practices. Thiies policy should be
approved by the Board of Directors and is often found in the investment
policy.

Especially forcomplexinvestmentinstruments, various pricingcesu
should be used in makingnaases. When competing bids are not
obtained, theeasons should be documented. Documentation related to
potential investments should be reviewed and analyzed, including
prospectuses, Bloomberg data, volatildjimgs, and other available
information.

Authorization to release funds for purchase of investmghould be
documented (signatures of appropriate officials on a purchasearhuch
The investment department should communicate withdteunting and

cash management departments dutfirggexecution of transactions.
Accounting needs infaation on transactions to initiate tieeoding
process. Cash management must be notified any time there is going to be
a cash withdrawal (investment purchase) or cash coming émttg
(investment sale).

The accounting department must notify the custodial bank to expect a
transaction. The custodial bank will handle the exchange of cash and
securities during execution of the transaction.

Investments - 14
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. DTC, BTC, or the Federal Resenlgibility of the security must be
established.
. Investment stafhouldreceive and check all inforriian on the broker

confirmation and investigate any problems noted. (Did the entity get what
they ordered at the correctq®i quantity, interest rates, conditions,
maturity, et?) The entity's staff normally places an order over the
phone or by fax with the stockbroker. The broker cordtion should
confirmthe specifics ofthe transaction thatecommnicated over the
phone or fax.

. Theentity shouldeceive and documentthe DTC, BTC, Federal Reserve
affirmation on investment purchases. Thisdetines that book entry
ownership was changed to the entity.

. Copies of documentation (broker confation, transaction ticket, etc.)
should be sent to accounting for proper recording.

Record and report investment transactions

Entities that have investment portfolios mhiate qualified accounting staff
that are capable of dealing with complex investmeLetting issues. Investment
accounting stff mustbe knowledgeableinthe applicatioB8#AP and repding
standards pertaining to investments recording and reporting.

The entity mustecordinvestment transdions in accordance with generally
accepted aaunting principles. The entity must have a processirefb report
invesment activity and balances in accordance with reporting standards
established by albritative accounting pronouncements. This requires the
accumul#éon, classifcation, and summarization of investment transactions
through:
. Maintenance of general ledger accounts which:
- track investments by classes
- capture investment related expenses such as broker commissions,
SEC fees, professional services provided by advisors
- trackincome derived from investments including interest,
dividends, gains/losses by investment classes
. Maintenance of subsidiary ledgers for investment classes which:
- track data such as transen type and dates, maturitytds,
par value, premium, discount, book value, yield, coupon
interest rate, interest payment dates, certificate numbers,
stock ticker symbol, etc.
- anticipate interest and dividends from investments on a
specified date or range of dates
- track amortization of discount or premium of each investment
- accumulate data peiting to bond exchanges (prarily for
pension funds which may defer gains/losses)
. Maintenance of an investment cash management systemwhich, at a minimum,
is capable of:
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- anticipating proeeds from the sale of investments that will be
available for reinvestment

- anticipating cash contributions into the inweett portfolio
from various sources that will be available for investment

- anticipating investment income payments such as dividends and
interest that will be available for reinvestment

- anticipating cash withdrawals from the @stment portfolio
that will no longer be available for investment

Seeth€ash Managememtodule for more in-depth information pertaining
to cash management systems and controls.

Specialized recding and reporting procedura® necessary for sonypes of
investment transactions. For example, public employee retirement systems (PERS)
may defer gainsgbses resulting from a bond exchange. An exchange is the sale of
one debt security for another debt security with the following additional
characteristics (Bailey, P. 26.10):

Both the sale and the purchase must be planned simultaneously, that is,
each haltindertaken in contemplation of the other and each half executed
conditioned upon execution of the other.

Both the sale and the purchase must be made amtieadgy, though
settlement of the two transactions may occur on different dates.
The sale and purchase must result in an increase in the net yield to
maturity and/or an improvement in the quality of the bond held.

The purchase must involve an investment graded bond that is better rated,
equallyrated, or noworse than one investment grade lower than the bond
sold.

Theaccounting standards (NCGA Statement No. 6, which was adopted by GASB) provide
PERSs with tree acceptable rifeods forecoding bond exchanges. Two of the
three méhods @fer gans/losses and speciégrtain recating conditions. The
acceptable mkbdsthat may be usedésordoond exchanges by PERSs (Bailey,

p. 26.1

0 et. seq.):

Completed transaction method - When the completed transaction method is
used to account for gains and losses from the exchange of fixed-income
investments, gains and losses are recognized at the exchange date
(gains/losses are not deferred).

Deferral/amortizaon method - Undertheterral/amortizaon method,

the gain or loss on the exchangedfedred at the date of the exchange.
Subsequently, theeferred gain oloss is amortized over the lesser of
the (1) maturity date of the debt instrument sold or (2) maturity date of
the debt instrument purchased. If tiededral/amortizéon method is
adopted, it must be used consistently from period to period. Also, NCGA-
6 notes that transactions should not be dddilely timed in a nrener

that results in themmediate recognition @fains and the deferral of
losses.
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. Cost pass-through method - If the cost pass-through method is used to
accountfor gains and losses arising from the exchange of debt
investments, the book value of the old debt invesins used as the
basis forecoding the new debt investment. To avoid the more or less
permanent deferral édsses arisinfrom exchanges (and to a lesser
extent, gains arising from exchangesyréhis a limit on the number of
times aninvestment base (old investment) can be passed to a subsequent
investment. NCGA-6 states that only two exchanges in the same investment
stream may be deferred. Iftard exchange takesaite, the deferred
gain or loss must be accounted for by using either the completed
transaction method or the deferral/amortization method.

Theexample aboveillustrates the need facaounting system thatis capable of
accumuléing the data ecessary to apply one of thefelral méhods if a PRS
decides to defer gas/losses resulting from bond exchangeshdfcost pass-
through method is selected bPRS, it nust have some process iag# that is
capable of tracking exchange transactions over a long period of time.

The PRS magoon be required to usarent value (market value) ammnting for
investments. The changes are a result of GAGB%tire aft No.107, parts a, b,

and c. Itwillbe issued as GASB Statent No. 25. If the GASB standard setting
process remains on schedule, this statement will be effective for periods
beginning after December 1996. Early implementation will be permitted. This
will require changes in theccounting systems at tR®S becausavestment
transactionare now accumulated, slksified, and smmarized on thhistorical

cost basis. GASB Stnent No. 25 will also eliminate the ability to usésdral

of gains/losses resulting from bond exchanges. GASB Technical Bulletin 94-1
requires full disclosure on all derivatives, including mortgage derivatives,
purchased during the year.

Accounting for and reporting on derivatives transactions also requires
specialized accounting and reporting procesBesivatives transactions are
usually more complex than traditional investment transactions. Végoard
changes in the way that derivatives transactoasported and disclosed in
futurefinancial statements. These changes will likely require changes in
entitiesaccounting and reporting processes Agendixfor more information

on derivatives.

The entity must establish a value for all investments. Acawebeds mst be
maintained. This process includes:

. determinationofacquiredvalueincluding brokercommissions and other
fees

. determination of accrued interest paid during acquisition

. determination of acquired value of stock rigletseived in onnection
with stock purchases

. determination of discount or premium at acquisition date

. amortization of discount or premium
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. determination of market value at least annyeigorting date) for GASB
Statement No. 3 disclosure, tqoaplower of cost or market (LCM)
accounting principles, and forvestment performance evaluations;
market valueshould bedetermined at least monthly for monitoring
purposes

Documents common to investment activity include (Note that this is only a list of
documents. An entity may not use or receive all of these documents, depending on
its operations):

. Transaction ticket

. Broker confirmation

. Custodian affirmation or statement

. Trade advice

. Purchase voucher

. Deposit voucher

. Trust receipt

. Copy of certificate, note, etc.

. Safekeeping receipt

. Deposit warrant or other Comptroller or State Treasury documentation
. Correspondence/appraisals

. Other items, depending on entity operations

General criteria@plicable to financial reporting on investment balarscesas

follows:

. Investments reported on thalance sheet actually exist at that date
(Existence Assertion).

. Investment accounts that should be included in the financiethstats
are induded and there are no undisclosed accounts (Completeness
Assertion).

. Investments represent assets to which the entity hagiglyed or, if

held in a fiduciary fund type, then the third party for which the
investments are held has legal rights (Rights Assertion).

. Investments are included in the financial statements at appropriate
amounts; investmendse properly measured anlbeated to the proper
period (Valuation or Allocation Assertions).

. Investmentsre poperly classified, described, and disclosed in the
financial statements (Presentation and Disclosure Assertions).

Monitor the portfolio and the environment

The financial markets and factors affieg themarkets areanstantly changing.

The investment management process should include systems to monitor the financial
markets and thewironment whiclaffects the markets. Theomitoring system
should consider the following factors:
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. Investment management and staffuld communicate on a regular basis
with investment advisors pertaining to issues or events thataffedt
the entity's portfolio.

. Performanceofthevestmentadvisorsshouldbeevaluated periodically.
. Activity in both the national and international financrerketshould

be monitored daily by the investment manager and staff.
. Investmentpersonnelshoultfiormongoing monitoring ofinvestment

performance via vitten reports. This includes the use of indegfent
pricing sources to determine the market value of investments.

. The investments manager astdff should be aware of national and
international events that may have a positive or negaltieet on the
financial markets.

. Aperson(s) should be responsible for identifying new or changing laws
and regulations that govern the financial markets.

. A person(sshould be responsible for identifying new or changing
generally accepted accounting principles and reporting standards.

. A person(s) should be responsible for monitoring changes in state laws

that may affect investment of the portfolio and state reporting
requirements.

. A person(s) should be responsible for monitoring the portfolio to
determine compliance with allocation/diversification requirements
established by the entity and state law.

. Managementshouldperiodicallyreviewandassessinvestmentportfolios
to identify whether liquidity needsre met and to ensure that the
appropriate investment mix is maintained. This should help ensure that
investment strategiese bllowed and that investment decisions align
with established goals and objectives.

. The monitoring system should include a mechanism for obtaining at least
one independent pricing source to determine market values of investments
in the portfolio.

. Portfolios should be independently analyzed to ensure that investments
meet acceptablésk levels and expected rates of return established in
the investment policy. This analysis should edgrmed by someone
independent of the investment decision-making process.

. A person(s) should be responsible for periodically evaluatingske
level of the portfolio and comparing that to the investmerdathjes
and policies.

. Periodically, written reports should be submitted to the governing board

for review to determine if goals and objectives are being met.

The Governmental Accounting Standards Board (GASB) provides guidance for the
disclosure ofleposits with financial institutions and other investments in
financial reports. This information is stated in GASB Statement No. 3.

Statement No. 3 disclosura® particularly concernedtvinforming financial
statement users about the potential for losses associiteti@custody of a
government's deposits and investment securities (GASB, December 1991, p.2]
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Statement No. 3 requires deposits and investments to be classified in three
"categories of credit risk." The purposetios classification is to inform
financial statement users about the extent to which a government's deposits and
invesments are exposed to custodial credit risk. For purposes of applying
Statement No. 3, custodiaedit risk is the risk that a geknment will not be

able (a) to recover gesits ifthe depository financial institution fails or (b)

to recwver the value of investment or collateral securities that are in the
possession of an outside party if the counterparty to the investmaepasit
transaction fails. lassification in category 1 indicates that the exposure of
deposits orinvestments to potential custodial risk is low. The level of
potential custodiatredit risk is higher for deposits and investmetassified

in category 2, and highest for those in category 3 (GASB, December 1991, p.2

The paragnphs above present very basic mfiation pertaining to Statnent No.

3. An entity's investment management process should include a thorough
understanding of Senent No. 3 for reporting purposes and also for assessing
custodiatredit risk. GASB has issued an imyplentation guide callé€uide to
Implementation of GASB Statement 3 on Deposits with Finandiglitirens,
Investments (including Repurchase Agreements), and Reverse Repurchase
AgreementsThis guide is very useful in applying the Statement.

Entitieswith large investment portfolios often link to one or more of the
national financial networks, such Blbomberg Financial Market Reporting
Service, Stock Val, and First Call. Investment managers and staff use these
services as an aid to monitor@nt holdings, activity in the financialarkets,

and daily financial news that maffectinvestment decisions. These networks
provide the ability to quickly price stocks, bonds, and other investment
instruments. They also have the capability to perform complex financial
calculations.The Stock Val network will create charts, graphs, eifr
analytical tools that facilitate investment decision-making. The First Call
financial service has on-line, in-depttaily news pertaining to the financial
markets similar to what appears in the Wall Street Journal.

Reevaluate the investment management process

Investment performance is the returnimrested capital over a specific period

of time (monthly, quarterly, year to date, annual, etc.). It is the total return
ofthe fund or segment of the fund (including income, capital gains and losses, and
unrealized gains and losses) and is calculated on the basimafket value at

the end of each time interval (Texas Pension Review Board, p. 84).

The results of the calculation, however, should never be used as easdore
comparing the investment results of one portfoliotkeers. Each has unique
charactestics, and itsprformancehould be viewed within the context of (Texas
Pension Review Board, p. 84):
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. the type of retirement plan

. the funded status of the metinent plan(for other funds, the type of
funds -- long-term vs. short-term, operating vs. nonoperating)

. the achievement of investment goals consistentaggiropriate risk
parameters

. the comparison of the results to those generally available in the
marketplace, and achieved by other similarly structured funds,

. and the recognition thatférentinvestment philosophies may produce

significantly different results at any given point in time

Obviously, the information provided above is applicabletfbpnance of pension
investment portfolios. However, thest three points are applicable to other
types of investment portfolios. The main point in evaluatinggHepnance of
an investment portfolio is that te@aluator cannot ignore the entity's goals,
risk parameters, anidvestmenphilosophies during the evaluation process.
Appropriate benchmarks and similarly structured iesstimust be used in the
evaluation process.

Some examples of measures that could be used in the monitoring process are

. Dollar weighted rate of return
. Time weighted rate of return
. Comparison of return on investments to market indé&8%00, Dow Jones

Industrial Average, etc.)

Thereturn on investment (ROI) on the total account is an analytical tool which is
vital to interpreting investmenegformance.The two most widely used and
accepted mhbdsare thedollar weighted rate of return and thiene weightedrate

of return (Texas Pension Review Board, p. 89).

Thedollar weighted rate ofreturn is also known as ttiéscounted cash flovor
internal rate of return. This methodeflects the colmnedeffect of alditions to

and withdrawals from the fund. A drawback to the dollar weighted method is that
it will be equal to the time weighted method only #riis no cash flow during

the interval beingneasured. Since cash flows are different for each pension
plan, and since the effect of cash flows are eliminated from nmiadiegs, it is
inappropriate to use the dollar weighted rate of return for comparisons to other
pension plans and to market indices (Texas Pension Review Board, p. 89).

Thetime weighted rate of returneliminates the effect of cash flowsppiding a
uniform technique for comparing investment performance results between pension
plans and to markétdices. This is why the Financial Analysts Federation
requires time weighted return calculations fprmance compaons between
investment managers. (Texas Pension Review Board, p. 89).

Evaluation of the investment marmggent process is difficult in entities that have
multiple investment classes and high volume cash flows during a period. Many
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Assess Condition:
Determine the actual
process used

Determine the strengths
and weaknesses of the
actual process

entities obtain the services otansultant who specializes in evaluating the
performance ahvestment portfolios. Somafiies, such as the Employees
Retirement $stem of Texas and the Teacher Retiremgste®n of Texas, are
required by statute to obtain an independent consultant to evaluateienest
performance.

Conduct interviews, observe operations, and identify and collect available
documentation in orderto gain an understanding of the entity's actual investment
process and controls. Included in the actual praebsth official/famal and
unofficial/informal processes andmtrols. A process may exist even if it is not
documented. Possible procedures include, but are not limited to:

. Determine where the investment management process resides in the entity,
who participates in the process, and how the participaatseleted.
. Obtain and reviewany manuals, policies, and formsthat could document

any phase of the investment management process, including its
relationship to entity goals, objectives, strategies, and plans.

. Determine ifand how management consciously selects and employs the
assumptions, criteria, methods, processes, and techuisgesn the
investment management process. Obtain and review available
documentation on the assessment of risks, costs, and benefits.

. Determine howthe entity develops its investment management process and
identify the relationship of the process to the strategic plan.

. Review agreements with the custodian bank and information relating to the
custodian's subcontractors (DTC, BTC, etc.).

. Review the securities lending agreement, if applicable.

. Reviewand documentthe processforvaluation ofinvestments (both cost
and market values).

. Obtain information on the process the entity uses to review and evaluate

its investment management process.

As part of gaining an understanding of the investment management process, consider
the need to question investment policgactices. A specific example of this
might be an entity's policy on the purchase of derivatives.

In addition to gaining an understanding of the actual investmanagement
process, also try to find out:

. how the participants view the actual process
. what parts of the process they see as successful ccesstul, and why
. what they think is important about the process, and why

This information may help identify causes and barriers.

Usingthe tailored criteria, the understanding of the entity's process gained
above, and the procedures in this section, analyze the actual procemsrimdet
if it:
. is designed to accomplish the management objective(s) @tiidenpage
1)
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. has controls that provideasonable assurance that the process will work
as intended

. is implemented and functioning as designed

. is actually achieving the desired management objective(s)

Suggested procedureséach of these four alyais stepare detailed below. In
executing these procedunesnember to idatify and analyze both strengths and
weaknesses.

Identify and review the steps in the actual process &ordite if the process is
designed to accomplish the management objective(ssitie procedures include,
but are not limited to:

. Determine if all major steps in the criteria are included in the actual
process. If steps are missing, determine if their absence is likely to
have amaterially negatieéfect on thénvestment managnent process
at the entity you are reviewing.

. Determine if all the steps in the process appeadtbvalue. If there
are steps that do not appear to add value, try to get additional
information on why they are included in the process.

. Review the order of the steps in the process to determine if it promotes
productivity.
. Review the level of technology used in the process eymete if it is

up-to-date and appropriate to the task. Besides dempmlectronic,
communications, and otherechanicaléchnology, you should also
consider what kinds of managent technologgre used (G#t charts,
process maps, decision matrices, etc.).

See thappendixo the module on Problem-Solving and Decision-Making for more
information.

Identify the controls over the process toedetine if they provide reasonable
assurance that the process will work as intended. These controls should be
appropriate, placed at the right point(s) in the process, timely, and cost
effective. Possible procedures include, but are not limited to:
. Draw a picture of the process, the controls, and the cotijettives
(see the graphic of the procurement process iintheductionfor an
example). Flowcharts of the investment mamagnt process can help
identify inputs, processes, and outputs.

. Determine if the control objectivese inalignment with the overall
management objective(s) (this module, page 1).
. Identify the critical points of the procefise., those parts of the

process most likely to daimine its success or failure or expose the
entity to high levels of risk) and the controls related to them. Consider
whether the controls are:

- in the right location within the process (inppyerations, output)

- timely (real time, same day, weekly, etc.)
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Compare the cost of the control(s) to the risk being controlled to
determine if the cost is worth the benefit.

Determine what controbe in place for imnitoring and evaluating the
overall effetiveness ofthe investment maeagent process and making
sure that changes are made in the process if indbgield the desired
results.

Review contractual agreements between investment manager(s) and entity
for compliance.

Review and monitor investment portfolienformance tensure that
agreed-upon results and benchmarks are met.

Determine and evaluate safeguards over investments held by the custodian
or the custodian's subcontractors (DTC, BTC, etc.).

Reviewthe reconciliation process between the entitytsds anthose
maintained by financial institutions, theegsury, the Comptroller, or
other custodians. Determine who prepares and reviews the
reconciliations anevhether reconciling items are investigated on a
timely basis.

Determine if separation of duties between persons having the authority
to initiate transactions, approval of purchases and sales of assets,
custody of assetsgcord keping, and peparation of reconciliations
exist.

If electronic data processing is useded®ine whether segregation of
duties is maintained within processing activities.

Reviewobservations, interviews, documentation, and other evidence, and design
specific audit procedures as needed to determine if the process and/or the
controls have been implemented and are functioning as designed. Deppaoding

the objectives of the project, these procedures may include both tests of controls
and substantive tests. Possible procedures include, but are not limited to:

Tests of Controls

Determine if any evidence of management override exists.

Walk through the actual process, i.e., follow a transaction through the
people and documents involved, and compare to the official process.
Assess whether the separation of duties between the selection of
investment managers and the evaluatiorraodiding ofinvestment
results is adequate.

Select a sample of reconciliations anckdeine that they are prepared
and reviewed by appropriate personreffgrmed on atimely ls#s, and
reconciling items are investigated adequately.

Obtain and document independent audit reports on the condition of the
custodian's internal control structure.

Select a sample of investment transactions and trace to supporting
documentation. Note the following:
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- registration in the name of the entity, commission/board, or
authorized nominee
- proper approval by the designated, responsible agency officials
- proper documentatiaibee thé'Record and Report Investment
Transactions'specific criteria in this module)
- agreement between transaction data (propmuat;/account number,
name of security, issue and maturity dates, interest rates, etc.)
- math accuracy of all computed amounts
- proper posting to ledgers
- proper inclusion on income anticipation ledgers
- proper allocation of proceeds to correct fund in sale transactions
- reasonableness
- investment is authorized and in compliance with applie state
laws and is on list of approved investments
- disposition of proceeds from sales are in accordance with any
applicable statutes or agency policies
- write-offs are properly authorized and disposed of
Reviewthe achieved rate of return, and compare that to the expected rate
of return in the investment policy. If returarehigher than expéed,
consider whether additional risk has been assumed.

Substantive TestgTests of management's assertions)

Existence:can be tested by physical inspen and count when the
securities are located at the entity. When the securities are in the
custody ofoutside parties such as a custodian bank, a written
confirmation can be obtained. When a aonéition is used, the auditor
should obtain infomation regarding the custodian's responsibility and
financial stability.

Completenesscan be tested by physical inspection endnt or by
confirmation with outside custodians. A test of year-end
reconciliations of bank balancesg@sury balances, or other custodian
balances to the year-end general ledger balances is an effective
procedure. Anotheafficient means of &ing is to rform anétical
procedures on the invesént accounts/classes. Trend analysis and
reasonableness tests based on expectations and relationships with other
financial statement accounts are effective procedures.

The mainidea of these tests is to camghenvestment assets/custody
to the entity'saccountingecords or calcutens of dollar amounts that
should be reported.

Rights and obligations: can be tested by inspection of securities that
are in the astody of the entity. If the securitiase in the custody of
outside par#s, the auditor should verify that they are registered in
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the name of thengity or its authorized nominee. This can be done by
examining custodian affirmations and statements.

It is important that all interested parties, including the auditor,
understand the terms/charaisttcs/cash flows of new or unusual types
of securities. An example of this would be the addition of derivatives
to a portfolio. The financiaharkets offer many deritiges products

to investors. Derivatives transactiare complex. &ch derivatives
product has its own uniguearacteistics andpayment rules (which
affects cash flow and yield).

Anentity's managmentmay be unaware of certagts, obligations, or

risks pertaining to new or unusual investment productssffart was

not taken to fully understand the investment transaction.atitizor
should understand new or unusual transactions well enough to identify
issues that could affect the financial statements,
liabilities/obligations thaare not disclosed, or matters ticauld
significantly affect the operations of the entity.

Valuationandallocation: can be tested by vouching investment costto
broker confirmations or other evidence of castis may be done in
conjunction with internal control tesg of investment transactions.
Other evidence can be gained by verifyihg accuracy of balances,
schedules, and subsidiary ledgers. The use of analytical procedures is
an efficient way to gain assurance that valuation is reasonable. If
premium and discount amortization is significant, test a sample of
calculations for accuracy and verify that the entity is using the
interest method of amortization in accordance with GAAP.

Market valueshould be tested to @einine if investments should be
written down (apply the lower of costraarket pringle). Marketvalue

of many investments such as domestic stacksU.S. securities are
guoted in local newspapers, WallsttJournal, and other soxes. The
market value of somavestment classesenot as eadily available.
These include corporate bonds, mortgage pass-through securities,
international stocks and ADRs, codedllized mortgage obligations, and
derivatives products.

In cases whermguotations ofmarket value areotreadily available, the
auditor will have to use other soes. Asource foobtainingmarket
values is one of the national financial networks such as Bloomberg
Financial Market Repting Service, Stock Val, First Call, or other well-
known networks. Another sme may be brokerage firms if the auditor is
able to find a reputable firm that is willing to help valweestments.
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If fair value has been determined in good faith by the entity's board of

trustees or other designated party, thetaudoes not substitute his

or her judgment for that of the trustees or other designated party

because the auditor is not an appraiser or investment banker. In

establishing the scope of the work and when selecting transactions for
testing,the auditor should take into consideration the increased
complexity inkerent in valuing many of the new forms of investments.

Proceduresthatthe auditor should consider applying include (AICPA, p.

7.12):

- Reviewing and evaluating the entity's methods and procedures for
estimating the fair value of investments.

- Determining whether the plan's methods and procedures for
estimating fair value were followed.

- Testing the underlying documentation supporting the estimates.

- Applying the procedures iIBAS No. 11Using the Work of a
Specialist With entities making significantly more investments in
nonreadilynarketable, specialized \migue investments, the need
to engage a valuation specialist isreesing. The auditor should
follow the requirements of SAS No. 11.

- Inquiring if the entity's board of trustees, administrative
committee, or other designated party has reviewe@pptbved
estimates of the fair value of the entity's investmentsteating
supporting minutes or other documentation.

. Presentation and disclosurecan be achieved by using a systeimapfiry
todeterminethe nature ofinvestmentsiélasons for holding them, and
management's expressed intention as to the classification of securities
as shortérm orlong-term. This infomaion can be compared to the
investment policy and investment strategies. The financiehstits
and notes to the financial statements should be compared to all
authoritative lierature that comprise generally accepted accounting
principles.

Review all significant reclassifications and adjustments related to
investnents. Review the investments note and determine that all
requiremats of GASB Staament No. 3 are met. Market valuations
disclosed in the investment note sltbbe tested (see valuation and
allocation assertion above). This can be done by selecting a sample of
specific investment holdings (stocks, bonds, @tied comparing the
market price reported by thetéy to quotednarket values in financial
publications (Wall Street Journal, Standard & Poor's, etc.).

Many of the audit procedures listed above for tests of controls and substantive
tests can be prmed efficiently and effectively with the use of Computer
Assisted Audit Technigues (CAATS). Some ofthe CAATs swthaudit capabilities

are:
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computations

data extraction and reformatting
data analysis

sampling

summarization

stratification

sorting

file comparison

file creation

statistical analysis

Some specific examples of how CAASigport is used in auditing investments

follows:

An index of stock holdings that lists all of the stooksorded by the

entity and includes the stock market ticker symbol and company name
A report that stratifies stock and bond traigms by amount, using

several strata levels

A report which lists all bond transactions and identifies each
transaction as a purchase, sale, or redemption

A list of all bond exchange transactions

Areportwhich lists all stock transactions and includesmmdédion such

astotal cost, cost peraie, number of shares transacted, company name,

and type of transaction (sale, purchase, etc.)

A report that stratifies bond transactions by transaction type and
several levels of book value amount

A report that lists all material bond and stock transactions
(transactions that are less than a pre-determined amount are excluded
A report which totals investment income for each investment class

A Dollar-Unit Record-Based sample of investment revenues

A report which stratifies short-term investments by type and amount

A list of all short-term investment transactions

Some examples of ways that the reports above could be used are to:

identify large or unusual transactions

identify unusual stratifications

summarize transactions by investment class and perform trend analysi
select non-statistical samples for testing

select statistical samples for testing

verify completeness of investment class populations

summarizéotal purchases and sales by investment class whichis helpful

in performing analytical procedures

identify transactions that require specialized accounting treatment

(i.e. bond exchanges, derivatives transactions, etc.)

Review and analyze any reports used by the entity to monitor the outcome(s) of the
investment management process and/or any other information available to determine
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if the process is actually achieving the desired gament objective(s) (this
module, page 1). Possible procedures include, but are not limited to:

Analyze these process reports over time for trends.

Discuss any apparently material negative or positive trends with
management.

Determine if and how management acts upon these trend reports and what
changes, if any, were made in the processmtrals as a result. Some
process refinements, especially thaleding entity mission, goals,

and outcomeneasures, may need to wait until the next@ppation

cycle.

Determine causes Determine what circumstances, if any, caused the identified weaknesses in the
investmentmanagmnent process. Possible procedures includardngt limited

to:

Determine if the participants in thevestment management process
understand the entity's raisn, goals, and values and support them
through their management of the investment management process.
Determine if the participants understand both the purpose of and their
role in the investment management process.

Determine if the relationship between the investment management process
and other entity processes is clear.

If the process occurs at multigtcations, determine the nature and
scope of the communication and coordination among them.
Determine if the investment maremgent process has adequate human,
dollar, time, information, and asset resources. If they appear
inadequate, determine if the entity resources have been allocated
accoding to the mateality of the investment management process
relative to other entity processes.

Determine if the entity has consigdusing alternative resoces such

as trade groups, non-profit organizations, academic institutions, or
other governmental entities to meet its resource needs.

Determine ifresources available toitheestment managnent process

have been allocated and usedin a manner consistent with theimportance
of that resource to the investment management process.

If there are negative trends in the reports used to monitor the
outcame(s) of thenvestment managnent process, determine if these
reports are communicated to and used by the appropriate parties to modify
the process.

Determine what internal or external constraints or barriers, if any, must be
removed in order to overcome thesantifeed weaknesses. Possible procedures
include, but are not limited to:

Review the applicable entitgtate, or federal laws or regulations to
determine if any of them prevent the necessary changes from being made in
the process.
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Determine effect

Develop
recommendations

Articles

. Determine ifany key employeae unvilling to change the process and
why they are unwilling.

Compare the actuahtty process to ecommended altertize process(es) and
determine if each weakness in théty process is material. Alternatives can be
developed by using the criteria contained in this module, applying general
management principalstothe process, using the processesatatamgntities,

etc. Materiality can bmeasured by comparing the dollar cost, impact on services

(either quantity or quality), impact on citizens, impacttoe economy, risks,

etc. of the actual process to the recommended alternative process(es).

Measuremets can be quantitative, ditative, or both. Possible procedures

include, but are not limited to:

. Identify performance benchmarks (industry standards, historical
internal data, other comparable entities, etc.) for the process in
guestion and congpe to actual performance. Measure the difference, if
possible. Include the cost of the additional controls or changes in the

process.
. Estimate the cost of the actual process and the alterpativess(es)
and compare.
. Estimate the quantity and/or quality of services provided by the actual
process and by the alternative process(es) and compare.
. Identify the risks associated with the actual process and with the

alternative process(es). Measure and compare the risks.

Develop specific recommendats to caect the weaknesses identified as material

in the previous section. In ddgping these recommendations, consider the
tailored criteria, kind of process and control weaknesses identified, causes and
barriers, effects, andliditional resotceslisted atthe end of the this module.
Possible procedures include, but are not limited to:

. Identify alternative solutions used by other entities.

. Identify solutions for removing barriers.

. Provide gearalguidelines as to thebjectives each solution should
meet. Themtity can then tailor the sdion to its specific situation.

. Provide specificinfomation, ifavailable, on hogach recommentan

can be implemented.

RESOURCES

AICPA. "AICPA Encourages Better Understanding of Derivativides' CPA Letter
74.6:1-3, July/August994. Location: SAO Library; Methodology Project
Information Folder.

Investments - 30

Texas State Auditor's Office, Methodology Manual, rev. 2/95



Accountability Modules

Investments

Books

Davis, Henry. "Portfolio Risk - Staying Out of Harm's Wag8vernment Finance
Review30-31, February 1992. Lation: Methodology Project Information
Resources Folder.

Governmental Accounting Standards Board. "GASB Technical Bulletin No. 94-1."
Governmental Accounting Standards Series, No. 117-C. December 1994.

Reed, Roy E., Jr. "Auditing Pension Plan Investmelmigfnal Auditor60-63,
October 1993. Location: Methodology Project Information Folder.

Bailey, Larry P1994 Miller Government&@AAP Guide New York, New York:
Harcourt Brace & Company, 1994. Location: SAO Library.

Banks, ErikComplex Derivatives - Understanding and Managing the Risks of Exotic
Options, Complex Swaps, Warrants and Other Synthetic Derivafésago,
lllinois: Probus Publishing Company, 1993.

Fabozzi, Frank J. and T. Dessa Fabdairent Topics in Investment Management
New York, New York: Harper & Row Publishers, 1983. Location: Methodology Project
Information Resources Folder.

Fabozzi, Frank J., et &ollateralized Mortgage Obligations: Structs and
Analysis USA: Frank J. Fabozzi & Associates, 1993. Location: SAO Library.

Government Accounting Standards Bo&tdtement No. 3 - Deposits with Financial
Institutions, Investments (including Repurchase Agreements), and Reverse
Repurchase Agreement&nancial Accounting Foundation, April 1986. Location:
SAO Library.

___. Guide to Implementation of GASB Statement 3 on Deposits with Financial
Institutions, Investments (including Repurchase Agreements), and Reverse
Repurchase AgreementsSinancial Accounting FoundationePember 1991.
Location: SAO permanent files for the Employees Retirement System and Teacher
Retirement System.

Little, Jeffrey B. and Rodes, LucienUnderstanding Wall Stredtiberty House,
1987. Location: Methodology Project Information Resources Folder.

Miller, Girard. Investing Public Fund€hicago, IL: Government Finance Officers
Association, 1986. Location: SAO Library.

Rosenberg, Jerry Ml'he Investor's DictionaryJohn Wiley & Sons Inc., 1986.
Location: The University of Texas, Perry Castafieda Library (HG 4513 R67 1986 REF)

Texas Pension ReviewBodENNIAL REPORT, VOLUME II, Assetivhigementand
PerformanceMeasurement--Reviewand Guidefor Texas Public Pensiom&tass
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PensionReviewBoard,1990. Location: Methodology Project InformationBesou
Folder.
Data Bases Uniform Statewide Accounting System (USAS)

Human Resources

Periodicals

State Real Property Inventory Data Base
Statewide Consolidation

Cash Management System

Statewide Property Inventory Data Base

The following saff members have specializeditring or ongoing interest in

investments:
SAO Employee Title/Function
Roger Ferris, CPA Points of Contact

David Gaines, CPA
Terry Harris, CPA
Karl Johnson, CPA
Diane Oldroyd, CPA
Carol Smith, CPA
Bill Wood, CPA

Terry Harris, CPA Module Writers/Editor
Rachel Cohen, CPA

Bill Wood, CPA Reviewer(s)
Karl Johnson, CPA
Diane Oldroyd, CPA
Charlie Hrncir, CPA
Barbara Hankins, CPA

Will Hirsch, CPA Upper Reviewers
Charles Hrncir, CPA
Catheryn Smock, CPA

Note: Indexes andoatracts of periodicals in befdcedtypeare available in the
SAO Library via ABI/INFORM.

Accounting Review
Published monthly by the American Accounting Association
Location: The University of Texas, Perry-Castafieda Library (HF 5601 A6)

Accounting Today
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Published biweekly by Lebhar Friedman, Incorporated
Location: SAQO Library

American Banker
Published daily by American Banker
Location: The University of Texas, Perry-Castafieda Library (FILM 4070)

Appraisal Journal
Published monthly by the American Institute of Real Estate Appraisers
Location: The University of Texas, Perry-Castafieda Library (333.3 AM3)

Barron's National Business and Financial Weekly
W. Barron, Incorporated
Location: The University of Texas, Perry Castafieda Library (332.05 B278)

Black Enterprise
Published monthly by E.G. Graves Publishing Company of New York
Location: The University of Texas, Perry-Castafieda Library (MCFICHE 8443)

Business Insurance
Published weekly by Crain Communications of Chicago
Location: The University of Texas, Perry-Castafieda Library (HG 8001 B87)

Business Week
Published weekly by McGraw-Hill, Incorporated
Location: SAQO Library

CPA Journal
Published monthly by the New York Society of Certified Public Accountants
Location: The University of Texas, Perry-Castafieda Library (HF 5601 N54)

Euromoney
Published monthly by Euromoney Publications of London, England
Location: The University of Texas, Perry-Castafieda Library (HG 3881 E665)

Financial Analysts Journal
Published bimonthly by the Financial Analysts Federation
Location: The University of Texas, Perry-Castafieda Library (332.605 AN13)

Financial Management
Published quarterly by the Financial Management Association
Location: The University of Texas, Perry-Castafieda Library (HG4001 F55)

Financial World
Published biweekly by Macro Communication of New York
Location: The University of Texas, Perry-Castafieda Library (332.05 F49)
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Forbes
Published monthly by Forbes, Incorporated
Location: The University of Texas, Perry-Castafieda Library (HF 5001 F6)

Fortune
Published biweekly by Time, Incorporated
Location: SAQO Library

Government Finance Review
Published bimonthly by the Government Finance Officers Association
Location: SAQO Library

Institutional Investor
Published monthly by Institutional Investor, Incorporated
Location: SAQO Library

Journal of Accountancy
Published monthly by the American Institute of Certified Public Accountants
Location: SAQO Library

Journal of Accounting, Auditing, and Finance
Published quarterly by Warren, Gotham, and Lamont
Location: The University of Texas, Perry-Castafieda Library (HF 5601 J6873)

Journal of Finance
Published monthly by the American Finance Association
Location: The University of Texas, Perry-Castafieda Library (332.05 J827)

Journal of Financial Research
Publishedquarterlybythe School of Business Administration, Georgetown University
Location: The University of Texas, Perry-Castafieda Library (HG 1 J683)

Journal of Futures Markets

Published quarterly by J. Wileyaffiliation with the Center for the Study of Futures
Markets, Columbia University

Location: The University of Texas, Perry-Castafieda Library (HG 6001 J68)

Journal of Money, Credit, and Banking
Published monthly by Ohio State University Press
Location: The University of Texas, Perry-Castafieda Library (332.05 J829)

Journal of Portfolio Management
Published quarterly by Institutional Investor Systems of New York
Location: The University of Texas, Perry-Castafieda Library (HG 4501 J6)

Management Accounting
Published monthly by Straker Brothers, Limited (UK)
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Professional Associations

Location: The University of Texas, Perry-Castafieda Library (HF 5686 C8 C684)

Management Science
Published monthly by the Institute of Management Sciences
Location: The University of Texas, Perry-Castafieda Library (658.05 M312)

Money
Published monthly by Time, Incorporated
Location: The University of Texas, Perry-Castafieda Library (MCFICHE 8074)

Mortgage Banking
Published monthly by the Mortgage Bankers Association of America
Location: The University of Texas, Perry-Castafieda Library (HG 2051 U5 M8)

Pension and Benefits Update
Published bimonthly by the Government Financial Officers Association
Location: SAQO Library

Pensions & Investments
Published monthly by Crain Communications of Chicago
Location: The University of Texas, Perry-Castafieda Library (HD 7106 U5 P425)

Pension World
Published monthly by Communication Channels, Incorporated of Chicago
Location: The University of Texas, Perry-Castafieda Library (HD 7106 U5 P39)

Wall Street Journal
Published daily by Dow Jones & Company
Location: SAQO Library

Association For Investment Management and Research
Charlottesville, Virginia
(804) 977-6600

Association For International Investment
Washington, D.C.
(202) 659-1903

Financial Management Association
Tampa, Florida
(813) 974-2084

Financial Managers Society
Chicago, lllinois
(312) 578-1300

Texas State Auditor's Office, Methodology Manual, rev. 2/95 Investments - 35



Investments

Accountability Modules

Governmental Accounting Standards Board
Norwalk, Connecticut
(203) 847-0700

Government Finance Officers Association of U.S. and Canada
Chicago, lllinois
(312) 977-9700

Investment Company Institute
Washington, D.C.
(202) 293-7700

Investment Counsel Association of America
New York, New York
(212) 344-0999

Investment Management Consultants Association
Denver, Colorado
(303) 770-3377

Investment Education Institute
Royal Oak, Michigan
(313) 543-0612

National Association of Real Estate Investment
Washington, D.C.
(202) 785-8717

National Association of Investment Companies
Washington, D.C.
(202) 289-4336

National Association of Government Deferred Compensation Administrators
Montgomery, Alabama
(205) 265-0959

National Association of Investors Corporation
Royal Oak, Michigan
(313) 543-0612

National Institute of Business Management
New York, New York
(800) 543-2053

Securities Industry Association
New York, New York
(212) 608-1500
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Treasury Management Association
Bethesda, Maryland
(301) 907-2862

Related Modules and Cash Management

Reports Human Resources
Organization Structure
Problem Solving and Decision Making
Procurement

SAO Report 2-171DTC Conversion Monitoring

SAO Report 2-172DTC - Master Trust Agreements

SAO Report 3-025A Management Audit of the Teacher Retirement System of Texa
SAO Report 4-061Texas Education Agency, FY 93 Statewide

SAO Report 95-028Review of Odessa College Investments

SAO Report 95-03Terivative Investments by Texas State Entities

TexasComptrollerofPublic Account&93 Comprehensive Annual Financial Report
(CAFR)

Teacher Retirement System of Texd893 Comprehensive Annual Financial Report
Employees Retirement System of TexB8393 Comprehensive Annual Financial Repc

Office of the Attorney General (State of Texasjter Opinion No. 94-052, June 9,1994
Office ofthe Attorney General (State of Tex&@ginion No. DM-274, Bcember 110,993

U.S. General Aaounting Office GAO): Financial Derivatives - Actions Needed to
Protect the Financial System, May 1994

Training External seminars arequided by the Center for Professional Education, Inc. (C.P.E.,
Inc.) and other similar professional education entities.
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