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AUDITOR’S TRANSMITTAL 

The Honorable Michael F. Easley, Governor 
The Members of the North Carolina General Assembly 
The Honorable Richard H. Moore, State Treasurer 

This report presents the results of our financial statement audit of the Investment Pool of the 
North Carolina Department of State Treasurer (the Department) for the year ended  
June 30, 2002.  Our audit was made by authority of Article 5A of Chapter 147 of the General 
Statutes. 

The accounts and operations of the Investment Pool are an integral part of the State’s 
reporting entity represented in the State’s Comprehensive Annual Financial Report (CAFR) 
and the State’s Single Audit Report.  In those reports the State Auditor expresses an opinion 
on the State’s financial statements.  In the Single Audit Report, the State Auditor also presents 
the audit results on the State’s internal control and on the State’s compliance with laws, 
regulations, contracts, and grants applicable to the State’s financial statements and to its 
federal financial assistance programs.   

As part of the audit work necessary for the CAFR and the Single Audit Report, the accounts 
and operations of the Investment Pool were subject to audit procedures as we considered 
necessary.  In addition, we performed auditing procedures that we considered necessary for us 
to report on the accompanying financial statements that relate solely to the Investment Pool.  
The audit procedures were conducted in accordance with auditing standards generally 
accepted in the United States of America and Government Auditing Standards issued by the 
Comptroller General of the United States. 

The purpose of this report is to present the results of our audit on the accompanying financial 
statements.  A summary of our reporting objectives and audit results are: 

1. Objective – To express an opinion on the financial statements that relate solely to the 
Investment Pool of the North Carolina Department of State Treasurer. 

Results - The financial statements present fairly the amounts and disclosures made in 
accordance with accounting principles generally accepted in the United States of America.  
These matters are more fully described in the Independent Auditor’s Report on the 
Financial Statements. 



 

AUDITOR’S TRANSMITTAL (CONCLUDED) 

2. Objective – To present significant deficiencies, if any, in internal control which could 
adversely affect the Department’s ability to record, process, summarize, and report 
financial data in the financial statements of the Investment Pool and present instances of 
noncompliance, if any, with laws, regulations, contracts or grants. 

Results - The following significant deficiencies in internal control over financial 
reporting and instances of noncompliance were noted as a result of our audit: 

Finding 

1. Internal Control with a Service Organization Needs Improvement 

2. Internal Control Related to Contracted Investment Services Needs Improvement 

3. Membership on the Investment Advisory Committee Does Not Comply with 
Statutory Requirements 

4. Violation of the North Carolina Administrative Code 

These matters are described in the Independent Auditor’s Report on Compliance and on 
Internal Control over Financial Reporting and the Audit Findings and Recommendations 
section of this report. 

North Carolina General Statutes require the State Auditor to make audit reports available to 
the public.  Copies of audit reports issued by the Office of the State Auditor may be obtained 
through one of the options listed in the back of this report. 

 
Ralph Campbell, Jr. 
State Auditor 
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INDEPENDENT AUDITOR’S REPORT ON THE FINANCIAL STATEMENTS 

The Honorable Richard H. Moore, State Treasurer 
Raleigh, North Carolina 

We have audited the accompanying Statement of Net Assets of the Investment Pool of the 
North Carolina Department of State Treasurer (the Department), as of June 30, 2002 and the 
related Statement of Operations and Changes in Net Assets for the year then ended.  These 
financial statements are the responsibility of the Department’s management.  Our 
responsibility is to express an opinion on these financial statements based on our audit. 

We conducted our audit in accordance with auditing standards generally accepted in the 
United States of America and the standards applicable to financial audits contained in 
Government Auditing Standards issued by the Comptroller General of the United States. 
Those standards require that we plan and perform the audit to obtain reasonable assurance 
about whether the financial statements are free of material misstatement.  An audit includes 
examining, on a test basis, evidence supporting the amounts and disclosures in the financial 
statements.  An audit also includes assessing the accounting principles used and significant 
estimates made by management, as well as evaluating the overall financial statement 
presentation.  We believe that our audit provides a reasonable basis for our opinion. 

In our opinion, the financial statements referred to above present fairly, in all material 
respects, the financial position of the Investment Pool as of June 30, 2002, and the results of 
its operations and changes in net assets for the year then ended in conformity with accounting 
principles generally accepted in the United States of America. 

In accordance with Government Auditing Standards, we have also issued our report dated 
October 31, 2002 on our consideration of the Department’s internal control over financial 
reporting and our tests of its compliance with certain provisions of laws, regulations, 
contracts, and grants.  That report is an integral part of an audit performed in accordance with 
Government Auditing Standards and should be read in conjunction with this report in 
considering the results of our audit. 



 

INDEPENDENT AUDITOR’S REPORT ON THE FINANCIAL STATEMENTS 
(CONCLUDED) 

Our audit was conducted for the purpose of forming an opinion on the basic financial 
statements taken as a whole.  Schedules 1 and 2 are presented for purposes of additional 
analysis and are not a required part of the basic financial statements.  Such information has 
been subjected to the auditing procedures applied in the audit of the basic financial statements 
and, in our opinion, is fairly stated in all material respects in relation to the basic financial 
statements taken as a whole. 

 
Ralph Campbell, Jr. 
State Auditor 

October 31, 2002 
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THE INVESTMENT POOL 
NOTES TO THE FINANCIAL STATEMENTS 

JUNE 30, 2002 

NOTE 1 - SIGNIFICANT ACCOUNTING POLICIES 

A. Organization - The North Carolina Department of the State Treasurer is 
an organizational unit established by the State to manage the people’s 
money.  The State Treasurer, an elected official, serves as the State’s 
Chief Investment Officer.  As such, the Treasurer is directed by statute to 
“establish, maintain, administer, manage and operate” investment 
programs for all funds on deposit, pursuant to the guidance provided in 
applicable general statutes.  The Treasurer “shall have full power as a 
fiduciary.” 

In establishing a comprehensive investment management program, the 
State Treasurer, by utilizing a professional investment staff, has 
developed an investment strategy for each investment portfolio that 
recognizes the guidelines of the governing General Statutes while 
providing diversification as appropriate for its participants.  The overall 
investment objective for the State Treasurer’s Investment Pool is to 
generate maximum income consistent with safety of principal. 

B. Financial Reporting Entity - The State Treasurer’s Investment Pool is 
an external investment pool sponsored by the Department of the State 
Treasurer on the State’s behalf.  The external portion of the Investment 
Pool, consisting of funds belonging to entities outside of the State of 
North Carolina’s financial reporting entity, has been included as a 
separate Investment Trust Fund in the State of North Carolina’s 
Comprehensive Annual Financial Report.  The internal portion, 
consisting of funds belonging to the State and its component units, has 
been included in the various participating funds in the State of North 
Carolina’s Comprehensive Annual Financial Report. 

C. Description of the Investment Pool - The Investment Pool is composed 
primarily of the holdings of the various North Carolina retirement 
systems.  Of all Pool assets under management by the State Treasurer, 
approximately 86% belong to the various retirement systems.  The 
retirement funds by statute may not be used “for any purpose other than 
retirement system benefits and purposes, administrative expenses, and 
refunds.”  Further, such funds “shall not be applied, diverted, loaned to or 
used by the State, any State agency, State officer, public officer or public 
employee.” 
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

The State Treasurer, pursuant to North Carolina General  
Statute 147-69.3(a), operates various investment programs (portfolios) as 
components of the Investment Pool.  The State Treasurer’s Investment 
Pool is not registered with the Securities and Exchange Commission 
(SEC) and is not subject to any formal oversight beyond the legislative 
controls established through statutes.  This Pool, a governmental external 
investment pool, consists of the following individual investment 
portfolios: 

Short-term Investment Portfolio – This portfolio provides the State with a 
primary cash management program.  Invested funds are primarily those of 
the General and Highway Funds.  Other participants include the portfolios 
listed below and various boards, commissions, community colleges, and 
school administrative units that make voluntary deposits with the State 
Treasurer.  Net excess balances are invested in short-term securities as 
authorized by statute and in accordance with the projected future cash 
flow needs.  Because the cash balances are ultimately subject to 
disbursement upon presentation of valid warrants, the primary 
considerations in making investments are safety and liquidity while the 
secondary consideration is income. 

Long-term Investment Portfolio – This portfolio provides investments in 
intermediate and long-term treasury, agency, and corporate bonds.  Since 
the deposits in this portfolio are typically not needed for day-to-day 
operations, the investment securities used generally have a longer term 
and higher return than those held in the short-term portfolio.  The primary 
participants of the portfolio are the State’s retirement funds, other 
employee benefit funds, other special funds and component units. 

Equity Investment Portfolio – This portfolio provides investments in an 
equity-based trust that is administered by a third-party professional.  The 
trust invests primarily in common stock and other equities.  For these 
investments the State Treasurer does not own the individual securities but 
rather has ownership of the trust.  The State’s various retirement funds are 
the sole participants in the portfolio. 

Real Estate Investment Portfolio – This portfolio provides investments in 
real estate trusts and group annuity contracts administered by third-party 
professionals.  The State’s various retirement funds are the sole 
participants in the portfolio. 

Venture Capital Investment Portfolio – This portfolio provides 
investments in venture capital limited partnerships, the Long-term 
Investment Portfolio, and equities received in the form of distributions 
from its limited partnership investments.  The State’s various retirement 
funds are the sole participants in the portfolio. 
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

D. Measurement Focus and Basis of Accounting - The accompanying 
financial statements have been prepared in conformity with generally 
accepted accounting principles as prescribed by the Governmental 
Accounting Standards Board (GASB).  The Investment Pool follows all 
applicable GASB pronouncements, as well as applicable private sector 
pronouncements issued on or before November 30, 1989.  The financial 
statements have been prepared using the economic resources 
measurement focus and the accrual basis of accounting.  Under this basis, 
revenues are recorded when earned and expenses are recorded at the time 
liabilities are incurred. 

E. Cash in Bank – This classification includes deposits received less 
warrants cleared as of the date recorded on the bank’s depository books. 

F. Cash Equivalents – This classification includes short-term investments 
of the Short-term Investment Portfolio.  Types of investments are 
certificates of deposit and saving certificates with a maturity date of six 
months or less and overnight repurchase agreements. 

G. Obligations Under Securities Lending Transactions – This liability 
arises from obligations to return collateral that has been received for 
securities lent.   

H. Net Assets – This classification represents the total net ownership of the 
participants for moneys deposited and invested by the Investment Pool. 

I. Revenues - Income from Investments is comprised of the gross income 
recorded on the accrual basis of accounting.  Gains and losses as 
recorded, including the increase in fair value of investments, are included 
in this classification.  It also includes the interest on fixed income 
securities, which is accrued and recorded daily.  Because the investments 
in the Short-term Investment Portfolio are reported at amortized cost, 
which approximates fair value, the interest earned by this portfolio is 
amortized daily using the scientific method.  Income from the Equity, 
Real Estate, and Venture Capital Investment Portfolios is recognized in 
the period in which it becomes susceptible to accrual.  

Income from Securities Lending represents gross income earned from 
securities lending transactions whereby the Investment Pool’s custody 
bank lends securities to broker-dealers and banks.  

J. Operating Expenses - Treasurer’s Allocated Cost covers all indirect 
expenses, such as salary and fringe benefit costs, of the Investment Pool 
that are paid from the State’s General Fund.  Periodically, each 
investment portfolio reimburses the General Fund for its applicable share 

7 



NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

of those expenses based on each portfolio’s percentage of the Pool’s total 
net assets. 

External Managers’ Fees are expenses paid directly out of earnings of the 
Investment Pool to third party professionals for investment management 
services.  

Costs associated with securities lending transactions are paid from the 
gross income earned and are reported separately as securities lending 
expenses. 

Other expenses include other separately stated expenses paid directly out 
of earnings of the Real Estate and Venture Capital Investment Portfolios 
and State Treasurer administrative costs that are directly chargeable to a 
given portfolio. 

K. Method Used to Report Investments and Participant Shares – 
Investments in nonparticipating contracts, such as nonnegotiable 
certificates of deposit, are reported at cost.  Other investments within the 
Short-term Investment Portfolio are reported at amortized cost, which 
approximates fair value.  The investments held by all other portfolios are 
reported at fair value, the amount at which a financial instrument could 
be exchanged in a current transaction between willing parties.  The fair 
values of the Long-term Investment Portfolio are determined daily based 
on commercial third-party pricing sources.  Other third-party 
professionals supply the fair values of the Equity, Real Estate and 
Venture Capital portfolios.  The Equity Investment Portfolio is priced 
monthly, and the Real Estate and Venture Capital Investment Portfolios 
are priced quarterly.  

Share prices are determined at the end of the month based on the net asset 
value of the portfolios divided by the total shares outstanding.  Values 
assigned to individual positions in the Investment Pool are determined by 
the number of shares owned within the portfolios multiplied by the fair 
value per share of the portfolios.  Participant additions and redemptions 
are reported at net asset value.  Even though the State Treasurer manages 
and/or monitors the above-mentioned portfolios to protect against losses 
from credit and market changes, the State Treasurer cannot provide any 
guarantees or assurances to support the participant share values.  

L. Distribution of Income - Net realized income is allocated monthly by 
the Short-term, Long-term and Equity portfolios and quarterly by the 
Real Estate and Venture Capital portfolios to Pool participants based on 
their ownership percentages.  Pursuant to North Carolina General  
Statute 147-69.1(d), moneys received from agency accounts, which are 
permitted or required to earn interest, must receive allocations of 
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

earnings on a pro-rata basis.  However, this same statute requires all 
earnings attributed to agency accounts, which are not permitted or 
required to earn interest, to be automatically deposited to the State’s 
General Fund.  For the fiscal year ended June 30, 2002, $47,684,043 of 
investment income associated with other Pool participants was credited 
to the General Fund. 

M. Investment Policy - The State Treasurer is authorized by North Carolina 
General Statutes 147-69.1(c) and 147-69.2(b) to invest in the following:  

1. Obligations of or fully guaranteed by the United States and the 
obligations of certain federal agencies; 

2. Repurchase agreements; 

3. Obligations of the State of North Carolina; 

4. Time deposits of North Carolina financial institutions with a 
physical presence in the State; 

5. Prime quality commercial paper bearing specified ratings; 

6. Bills of exchange or time drafts drawn on and accepted by specified 
commercial banks and eligible for use as collateral by member banks 
in borrowing from a Federal Reserve Bank; 

7. General obligations of other states in the United States; 

8. General obligations of cities, counties and special districts in North 
Carolina; 

9. Asset-backed securities (whether considered debt or equity) bearing 
specific ratings; 

10. Obligations of any company incorporated within or outside the 
United States bearing specified ratings; 

11. In addition to all of the above, the Retirement Systems’ assets may 
also be invested in following:  

(a) Insurance contracts that provide for participation in 1) 
individual or pooled separate accounts of insurance companies, 
2) group trusts, 3) individual, common, or collective trust funds 
of banks and trust companies, 4) real estate investment trusts, 
and 5) limited partnerships, whether described as limited 
liability partnerships or limited liability companies; provided 
such investment assets are managed primarily for the purpose 

9 



NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

of investing in or owning real estate or related debt financing 
located within or outside the United States. 

(b) Certain mutual funds and specified preferred or common stocks 
issued by a company created or located within or outside the 
United States.  The assets authorized under this subdivision can 
be invested through individual, common, or collective trust 
funds of banks, trust companies, and group trust funds of 
investment advisory companies. 

(c) Limited partnership interests in a partnership or interests in a 
limited liability company where the primary purpose of the 
partnership or limited liability company is to invest in public or 
private debt, public or private equity, or corporate buyout 
transactions, within or outside the United States. 

NOTE 2 - DEPOSITS 

Unless specifically exempt, every officer and agency of the State is required by 
North Carolina General Statute 147-77 to deposit daily, moneys received, 
either with the State Treasurer or in an account with a depository institution in 
the name of the State Treasurer, with a daily report to the State Treasurer.  

The State Treasurer maintains numerous deposit accounts for collecting and 
disbursing funds.  Expenditures for the primary government and certain 
component units are made by warrant, both paper and electronic, drawn on the 
State Treasurer, which are issued by the agency obligated to make the 
disbursement.  On a daily basis, the State Treasurer processes the paper 
warrants when presented by the Federal Reserve Bank and the electronic 
warrants when initiated by the issuing agency to fund electronic payments.  
The deposits in the Short-term Investment Portfolio are immediately available 
to the depositor, subject only to compliance with the State’s budgetary laws.  
These deposits are reported in the North Carolina Comprehensive Annual 
Financial Report as cash and cash equivalents.  Typically, the Short-term 
Investment Portfolio balances are larger than the cash balances by the amount 
of warrants issued by the agencies but not yet presented for payment through 
the banking system.  

Agency deposits to the accounts of the State Treasurer and deposits by the 
State Treasurer may be made in any bank, savings and loan association, or trust 
company in the State, as approved by the State Treasurer.  Depositories are 
required, in accordance with the rules in the North Carolina Administrative 
Code, codified as Chapter 20 NCAC 7, to collateralize all balances of the State 
Treasurer, which are not insured.  Basically, these rules require that the bank 
maintains, as collateral in an escrow account established by the State Treasurer 
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

with a third-party bank, securities of a type enumerated in the rules, in an 
amount whose fair value is not less than the amount of the time deposits and 
the average balance of demand deposits for the preceding quarter or other 
approved averaging calculation less the allowable deposit insurance on the 
deposits.  Generally, rules require the securities collateral to be governmental 
in origin (e.g., U.S. Treasury and U.S. agency obligations, or State and local 
government obligations) or the highest grade commercial paper and bankers’ 
acceptances.  Surety bonds and letters of credit issued by the Federal Home 
Loan Bank are also permitted.  Financial institutions generally may elect to 
collateralize State deposits separately (dedicated method) or to include the 
deposits of North Carolina local government units in the same collateral pool 
with the State (pooling method).  Financial institutions report quarterly on 
bank balances and amounts deposited in escrow as collateralization of deposits.  
Financial institutions also report on amounts secured by insurance and amounts 
protected by securities.  The State maintains no records of the amount of local 
government deposits that are held by the financial institutions and pooled for 
collateralization purposes with the State deposits.  Since the amounts of local 
government deposits in the pooling method banks are not known, the State’s 
risk of being under collateralized at any given time is increased.  An 
institution’s financial condition may cause the State Treasurer to require that a 
particular institution utilize the dedicated method exclusively for the protection 
of public deposits.  

At June 30, 2002, the deposits maintained by the State Treasurer consisted of 
(expressed in thousands): 

Carrying Bank
Value Balance

Cash in bank $ 83,167 $ 87,240
Certificates of deposit 159,746 159,746

Total Deposits              $ 242,913 $ 246,986
 

As of June 30, 2002, 94% of the balances in financial institutions were 
deposited under the pooling method.  Since institutions are required to comply 
with the State’s collateralization policies and procedures, the State Treasurer 
considers all of its deposits to be either insured or covered by collateral held by 
the State’s agent.  
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

NOTE 3 - INVESTMENTS 

The State’s investments are categorized to give an indication of the level of 
risk assumed by the entity at year-end.  Category 1 includes investments that 
are insured or registered or for which the securities are held by the State or its 
agent in the State’s name.  Category 2 includes uninsured and unregistered 
investments for which the securities are held by the selling financial 
institution’s trust department or agent in the State’s name.  Category 3 includes 
uninsured and unregistered investments for which the securities are held by the 
broker or dealer, or by the dealer’s trust department or agent, but not in the 
State’s name. 

Investments held by the State Treasurer at June 30, 2002 are expressed in 
thousands: 

Carrying Amount (Fair Value) 
Category    

1 3   Total
Investments Categorized:    
U. S. Government and Agency Securities:    
   Not on Loan $ 1,603,620 $ 746,727  $ 2,350,347
   On Loan for Securities Collateral 279,484    279,484
Corporate Bonds and Notes Not on Loan 9,252,485 1,234,909   10,487,394
Asset Backed Securities 5,178,829 10,314,880   15,493,709
Repurchase Agreements 264,463 3,280,736   3,545,199
International Bonds Not on Loan 359,706    359,706
Domestic Equities 2,255    2,255
    
Total Investments Categorized $ 16,940,842 $ 15,577,252   32,518,094

Investments Not Categorized:    
Equity-based Trust    27,032,435
Venture Capital Investments    39,978
Real Estate Trust Funds    1,510,996
Investments Held by Broker/Dealers under    
  Securities Loans with Cash Collateral:    
     U.S. Government and Agency Securities    14,696,855
     Corporate Bonds and Notes    528,205
     International Bonds    38,994

   
Total Investments Not Categorized    43,847,463

   
Total Pooled Investments   $ 76,365,557
    

 

Investments at year-end incorporated all material categories and types of 
investments held during the year.  The certificates of deposit, which are 
presented as a cash equivalent in the Statement of Net Assets, are not listed 
here but, instead, are a component of the deposit total reported in the deposit 
section of the notes. 
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

The Investment Pool has four major investment classifications:  
U.S. government securities, equity-based trust, corporate bonds and notes, and 
asset backed securities.  At June 30, 2002, these investment classifications had 
the following attributes (dollars expressed in thousands):  

 

  
Carrying 
Amount   Principal  Range of  Range of 

  (Fair Value)   Amount  Interest Rates  Maturity Dates  
         
U.S. Government and Agency Securities $ 16,579,959  $ 15,325,162  0 - 9.125%  1 day - 29 years 
Corporate Bonds and Notes  9,780,690   9,578,323  5 - 8.875%  4 – 41 years 
Asset Backed Securities  5,178,829   5,042,999  6 - 9%  15 – 30 years 
Securities Purchased with Cash Collateral        
  Under Securities Lending Program:        
     Asset Backed Securities  10,314,880   not applicable  1.88 - 7.15%  15 days – 3 years
     Corporate Bonds and Notes  1,234,909   not applicable  1.86 - 2.00%  46 days – 1 year 
     U.S. Government and Agency Securities  746,727   not applicable  1.77 - 2.08%  122 – 241 days 
Equity-based Trust  27,032,435   not applicable  not applicable  not applicable 
         

 

NOTE 4 - SECURITIES LENDING TRANSACTIONS 

Based on the authority provided in General Statute 147-69.3(e), the State 
Treasurer lends securities from its Investment Pool to broker-dealers and other 
entities (borrowers) for collateral that will be returned for the same securities 
in the future.  The Treasurer’s securities custodian manages the securities 
lending program.  During the year the custodian lent U.S. government and 
agency securities and corporate bonds and notes for collateral.  The custodian 
is permitted to receive cash, U.S. government and agency securities, or 
irrevocable letters of credit as collateral for the securities lent.  The collateral is 
initially pledged at 102 percent of the market value of the securities lent, and 
additional collateral is required if its value falls to less than 100 percent of the 
market value of the securities lent.  There are no restrictions on the amount of 
loans that can be made.  Substantially all securities loans can be terminated on 
demand by either the State Treasurer or the borrower.  Securities lent at year-
end for cash collateral are presented as unclassified in the preceding schedule 
of custodial credit risk; securities lent for securities collateral are classified 
according to the category for the collateral.  The State Treasurer cannot pledge 
or sell the collateral securities received unless the borrower defaults.  

The cash collateral received is invested by the custodian agent and held in a 
separate account in the name of the State Treasurer for the benefit of the State 
Treasurer and/or the borrowers.  The average maturities of the cash collateral 
investments are less than the average maturities of the securities lent.  While 
cash can be invested in securities ranging from overnight up to two years, the 
custodian agent is not permitted to make investments where the weighted 
average maturity of all investments exceeds 90 days.  At June 30, 2002, the 
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NOTES TO THE FINANCIAL STATEMENTS (CONTINUED) 

weighted average maturity of unmatched investments was approximately  
22 days.  

At year-end the State Treasurer has no credit risk exposure to borrowers 
because the amounts owed to the borrowers exceed the amounts the borrowers 
owe on the securities borrowed.  The securities custodian is contractually 
obligated to indemnify the Treasurer for certain conditions, the two most 
important of which are default on the part of the borrowers and failure to 
maintain the daily mark-to-market on the loans.  

The custodian for the equity investment trust has been given the authority to 
lend the trust’s equity securities to broker-dealers for collateral that will be 
returned to the trust for the same securities in the future.  Neither the securities 
lent nor the collateral received are owned or under the direct control of the 
State Treasurer.  

NOTE 5 - DERIVATIVES AND OTHER SIMILAR TRANSACTIONS 

Included in the equity-based trust are stock futures and foreign exchange 
forward contracts.  The trust has entered into these and similar contracts to 
deliver returns similar to the appropriate industry benchmarks.  Derivative 
positions are accounted for both by the custodian and the investment manger 
on separate accounting platforms.  Both total exposure and realized and 
unrealized gains and losses are calculated on a daily basis.  The positions are 
reconciled daily with the clearing brokers.   

The trust enters into these transactions with industry standard brokerage 
account forms that are binding by all affected parties.  The futures exchanges 
mediate counterparty credit risk with daily mark-to-market valuations of all 
futures positions.  The money movements are handled by a clearing 
corporation affiliated with each exchange.  Market risks associated with these 
transactions are the same as the underlying securities.  

Third-party professional managers that are used by the various investment 
portfolios may on occasion invest short-term cash reserves in mutual funds that 
utilize collateralized mortgage obligations, financial futures, forwards, options, 
swaps, and other derivative instruments.  The State Treasurer does not have 
direct control over these transactions and does not consider them to be 
significant transactions in the Investment Pool’s operations. 

Certain venture capital partnerships in which the State Treasurer invests have 
the authority to invest in warrants for the purchase of common and preferred 
stock.  These warrants do not imply any requirements for future action and 
have a minimal value. 
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NOTES TO THE FINANCIAL STATEMENTS (CONCLUDED) 

Asset backed securities in Note 3, category 1, are mortgage-backed securities 
issued by an agency of the United States government, the Government 
National Mortgage Association (GNMA).  The State Treasurer invests in these 
securities to maximize yield while maintaining a high degree of safety.  The 
securities are based on cash flows from payments on underlying mortgages.  
Therefore, the investment values are sensitive to mortgage prepayments that 
tend to occur during periods of declining interest rates. 

Asset backed securities in Note 3, category 3, include securities purchased with 
securities lending cash collateral.  The State Treasurer’s securities lending 
agent invests in these to maximize yield.  The weighted average maturity of 
these investments is short-term in nature and, as a result, the market risk is 
reduced.  

15 



 

16 

 



 

17 

 



 

[ This Page Left Blank Intentionally ] 
 

18 



 

 
Ralph Campbell, Jr. 

State Auditor 

STATE OF NORTH CAROLINA 

Office of the State Auditor
 

2 S. Salisbury Street 
20601 Mail Service Center 
Raleigh, NC  27699-0601 

Telephone: (919) 807-7500 
Fax: (919) 807-7647 

Internet http://www.osa.state.nc.us 
INDEPENDENT AUDITOR’S REPORT 

ON COMPLIANCE AND ON INTERNAL CONTROL 
OVER FINANCIAL REPORTING BASED ON AN AUDIT OF 

FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH 
GOVERNMENT AUDITING STANDARDS 

The Honorable Richard H. Moore, State Treasurer 
Raleigh, North Carolina 

We have audited the financial statements of the Investment Pool of the North Carolina 
Department of State Treasurer as of and for the year ended June 30, 2002, and have issued our 
report thereon dated October 31, 2002.  We conducted our audit in accordance with auditing 
standards generally accepted in the United States of America and the standards applicable to 
financial audits contained in Government Auditing Standards issued by the Comptroller 
General of the United States.  

Compliance 
As part of obtaining reasonable assurance about whether the Investment Pool’s financial 
statements are free of material misstatement, we performed tests of the Department’s 
compliance with certain provisions of laws, regulations, and contracts, noncompliance with 
which could have a direct and material effect on the determination of financial statement 
amounts.  However, providing an opinion on compliance with those provisions was not an 
objective of our audit and, accordingly, we do not express such an opinion.  The results of our 
tests, which are reported in the Audit Findings and Recommendations section of this report, 
disclosed instances of noncompliance that are required to be reported under Government 
Auditing Standards. 

Finding 
3. Membership on the Investment Advisory Committee Does Not Comply with Statutory 

Requirements 

4. Violation of the North Carolina Administrative Code 
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INDEPENDENT AUDITOR’S REPORT 
ON COMPLIANCE AND ON INTERNAL CONTROL 

OVER FINANCIAL REPORTING BASED ON AN AUDIT OF 
FINANCIAL STATEMENTS PERFORMED IN ACCORDANCE WITH 

GOVERNMENT AUDITING STANDARDS (CONCLUDED) 

Internal Control Over Financial Reporting 
In planning and performing our audit, we considered the Department’s internal control over 
financial reporting in order to determine our auditing procedures for the purpose of expressing 
our opinion on the financial statements and not to provide assurance on the internal control 
over financial reporting.  However, we noted certain matters involving the internal control 
over financial reporting and its operation that we consider to be reportable conditions.  
Reportable conditions involve matters coming to our attention relating to significant 
deficiencies in the design or operation of the internal control over financial reporting that, in 
our judgment, could adversely affect the Department’s ability to record, process, summarize 
and report financial data consistent with the assertions of management in the financial 
statements.  The reportable conditions noted as a result of our audit are described in the Audit 
Findings and Recommendations section of this report. 

Finding 

1. Internal Control with a Service Organization Needs Improvement 

2. Internal Control Related to Contracted Investment Services Needs Improvement 

A material weakness is a condition in which the design or operation of one or more of the 
internal control components does not reduce to a relatively low level the risk that 
misstatements in amounts that would be material in relation to the financial statements being 
audited may occur and not be detected within a timely period by employees in the normal 
course of performing their assigned functions.  Our consideration of the internal control over 
financial reporting would not necessarily disclose all matters in the internal control that might 
be reportable conditions and, accordingly, would not necessarily disclose all reportable 
conditions that are also considered to be material weaknesses.  However, of the reportable 
conditions described above, we consider Finding 2 to be a material weakness. 

This report is intended solely for the information and use of the management of the 
Department, the Governor, the Office of State Budget and Management, the Office of the 
State Controller, and the General Assembly and is not intended to be, and should not be, used 
by anyone other than these specified parties. 

 
Ralph Campbell, Jr. 
State Auditor 

October 31, 2002 
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AUDIT FINDINGS AND RECOMMENDATIONS 

Current Year Findings and Recommendations - The following findings and recommendations 
were identified during the current audit and represent significant deficiencies in internal 
control or noncompliance with laws, regulations, contracts, or grants. 

1. INTERNAL CONTROL WITH A SERVICE ORGANIZATION NEEDS IMPROVEMENT 

The Department placed reliance on the internal control of an investment banking 
company without adequate evidence that controls were suitably designed, placed in 
operation, and operating with sufficient effectiveness.  This investment banking company 
provides critical investment accounting and custody services to the Department.  Without 
evidence of the controls related to such services, the Department increased the risk of 
significant deficiencies in its ability to initiate, record, process and report financial data 
that is subject to the internal control of this service organization. 

• Audit reports necessary for the Department to determine whether the service 
organization’s internal control is adequate are not required by the contract between 
the Department and the service organization.  However, in absence of the contract 
provision, the service organization contracted with a public accounting firm to 
prepare these reports semi-annually. 

• Some controls of the service organization upon which the Department relies were not 
included within the scope of these audit reports. 

• These audit reports indicate a number of expected user controls that the Department 
had not yet implemented. 

• Evidence was not available to indicate that the Department had reviewed these audit 
reports to identify relevant risks, and as necessary, to establish compensating 
Departmental controls. 

Recommendation:  Contracts between the Department and any service organization 
should include the requirement for a report on controls placed in operation and tests of 
operating effectiveness as described in Statement on Auditing Standards No. 70, Service 
Organizations, promulgated by the American Institute of Certified Public Accountants.  
The Department should review these reports in detail for the purposes of assessing 
control risks, monitoring the effectiveness of current controls, and designing any 
additional procedures that are needed. 

Agency’s Response:  The State Treasurer’s staff takes very seriously its responsibility for 
the adequacy of internal control, including the internal control of contracted service 
organizations.  Prior to contracting with the current equity master custodian the Financial 
Operations Division staff and the Investment Division staff spent several months  

21 



AUDIT FINDINGS AND RECOMMENDATIONS (CONTINUED) 

assessing the operations of the bank and the internal control provided over the processing 
and recording of investment transactions.  As a result of our change in internal 
procedures and the efforts of the master custodian, it is the opinion of our staff that the 
internal control over investment transactions in this Department is stronger than it has 
been at any time in the history of this agency.  Nonetheless, we will continue ongoing 
efforts to determine ways we can make it even better.  We agree with your 
recommendation that contracts between the Department and a service agency, such as our 
equity master custodian, should include the requirement for a report on controls as 
described in the Statement on Auditing Standards No. 70, Service Organizations, 
promulgated by the American Institute of Certified Public Accountants, and we have 
already taken steps toward that end.  We also agree that the Department should review 
these reports in detail for the purposes of assessing control risks and monitoring the 
effectiveness of current controls, and this is now also a standard operational procedure for 
our staff.  These steps, as much as our limited resources will allow us to apply them, 
certainly put us in position to improve even more on the internal controls that are 
necessary in this area. 

2. INTERNAL CONTROL RELATED TO CONTRACTED INVESTMENT SERVICES NEEDS 
IMPROVEMENT 

The Department had internal control weaknesses related to investment buy and sell 
activities made by investment managers on contract with the Department.  Without 
adequate control, there is an increased risk that the Department may have significant 
deficiencies in its ability to properly initiate, record, process and report certain financial 
data.   

• Prior to the creation of a single equity trust, the Department had accepted financial 
information reported by investment managers without reviewing the underlying 
supporting details.  Consequently, when numerous equity trusts were recently 
transferred to a single trust, the Department discovered a $4.4 billion error in prior 
year reporting of realized gains/losses.  While this error did not affect the net earnings 
of the Investment Pool, it did impact the timing of distributions made to participants 
of the State Treasurer’s Investment Pool. 

• Because the Department did not receive or review investment manager prepared 
reconciliations, errors in the custodian prepared summary report went undetected. 
After the creation of the single trust, investment managers were required to prepare a 
reconciliation of their net asset values with those recorded by the custodian.  The 
custodian then prepared a summary reconciliation and provided it to the Department.  
However, during our audit, we obtained investment manager reconciliations and 
determined that some were not properly prepared.  The Department’s control was to 
only review the summary reconciliation prepared by the custodian.  

Recommendation:  The Department should expand its internal control related to critical 
investment services provided by external organizations.  The Department should review 
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AUDIT FINDINGS AND RECOMMENDATIONS (CONTINUED) 

closely the equity trust transaction process, monitor the effectiveness of current controls, 
and design any additional procedures that are needed. 

Agency’s Response:  The Department staff had already detected the weakness noted, and 
taken corrective action during the audit year in question.  Additional controls were 
implemented in March 2002 before the audit of the Pool began, and while the 
Department agrees a weakness existed, it was corrected by year-end. 

3. MEMBERSHIP ON THE INVESTMENT ADVISORY COMMITTEE DOES NOT COMPLY WITH 
STATUTORY REQUIREMENTS  

The present membership of the Investment Advisory Committee does not comply with 
the technical wording of the General Statutes.  Consequently, the Retirement Systems 
were underrepresented.  

Under General Statute 147-69.2 (b1), the State Treasurer shall appoint an Investment 
Advisory Committee, which shall consist of five members:  the State Treasurer; two 
members selected from among the members of the boards of trustees of the Retirement 
Systems; and two members selected from the general public.  

For the period from January 2002 through June 2002, the Investment Advisory 
Committee contained only one member from among the boards of trustees of the 
Retirement Systems. The Department indicated that the Treasurer was in the process of 
securing another retirement system board member, however this was not done by the 
completion of our field work. 

In addition, since taking office in January 2001, the State Treasurer has increased the 
Committee’s membership to seven as of June 30, 2002.  Although, the General Statutes 
specifically outline the makeup of the Committee, including its size, the Department 
stated that the Treasurer wanted to add a fuller representation of perspectives to the 
committee.  Since the language in the law is, “shall consist of five members”, not, “shall 
consist of no more than five,” they felt the additional members did not violate the spirit of 
the law.  

Recommendation:  The State Treasurer should review the statutes and take necessary 
actions to ensure compliance.  If additional members or a different membership 
composition is deemed necessary, then the Department should obtain legislative 
authorization from the General Assembly by changing the existing law. 

Agency’s Response:  We have reviewed the audit finding and acknowledge the issue 
raised.  The State Treasurer concurs that two retirement system board members must 
serve on the Investment Advisory Committee (IAC) to comply with the law.  Regarding 
the question of the number of members of the IAC, it is stated correctly in your narrative 
on the finding that the State Treasurer is of the opinion that there is flexibility implied in 
the existing statutes regarding this committee, which is a purely advisory body, and 
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AUDIT FINDINGS AND RECOMMENDATIONS (CONCLUDED) 

directly stated in North Carolina General Statute 147-69.3(g) which gives the State 
Treasurer the authority to “retain the services of independent appraisers, auditors, 
actuaries, attorneys, investment counseling firms, statisticians, custodians, or other 
persons or firms possessing specialized skills or knowledge necessary for the proper 
administration of investment programs…”  The State Treasurer, in his management of 
increasingly complex and diverse investment programs, wants to ensure that he receives 
the best possible counsel from a full compliment of those with appropriate expertise and 
professional experience, and has indeed asked some individuals in addition to the five 
members referenced in North Carolina General Statute 147-69.2(b1) to attend and take 
part in the discussions at meetings of the IAC.  

4. VIOLATION OF THE NORTH CAROLINA ADMINISTRATIVE CODE   

Ten checks were written out of the Equity Investment Fund (EIF) commission recapture 
program for expenditures that benefited other funds, such as the Real Estate Investment 
Fund (REIF), Long-term Investment Fund (LTIF), and Venture Capital Investment Fund.  
The total amount of checks written that related to those other funds was $34,028.94, or 
61% of the total commission recapture expenditures incurred during the year.  Having the 
EIF pay for expenditures of other funds is a violation of the North Carolina 
Administrative Code (NCAC). 

NCAC Title 20, Subchapter 1G, Section .0101 states that there shall be separate 
investment funds for Short-term Investments (STIF), (LTIF), (EIF) and (REIF).   
Section .0105 states that costs directly applicable to an investment fund shall be allocated 
to that fund.  In addition, Sections .0304, .0404, and .0504 state that all income earned 
less the investment fund’s share of the investment management expenses shall be 
distributed pro rata to each participant with ownership units. 

Recommendation:  Revenues from the EIF should only be used to pay for management 
expenses that are applicable to the EIF.  As required by the NCAC, management costs 
directly applicable to an investment fund should be allocated to that fund.  All indirect 
costs should be allocated so that each investment fund bears its proportionate share of the 
costs. 

Agency’s Response:  We have reviewed the audit finding and agree with your 
recommendation.  The amount in question of $34,028.94 was certainly not material to the 
total investment management and banking costs allocated to the Long-term Investment 
Fund, the Real Estate Investment Fund and the Venture Capital Investment Fund for the 
fiscal year under audit.  The total cost allocated for the year under audit was $3,840,509.  
Also, it is important to recognize the fact that the total investment income distributed to 
the Pension Funds during the year under audit was correct and not impacted by this audit 
finding. 
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DISTRIBUTION OF AUDIT REPORT 

In accordance with General Statutes 147-64.5 and 147-64.6(c)(14), copies of this report have 
been distributed to the public officials listed below.  Additional copies are provided to other 
legislators, state officials, the press, and the general public upon request. 

EXECUTIVE BRANCH 

The Honorable Michael F. Easley 
The Honorable Beverly M. Perdue 
The Honorable Richard H. Moore 
The Honorable Roy A. Cooper, III 
Mr. David T. McCoy 
Mr. Robert L. Powell 
Mr. J. Michael Barham 

Governor of North Carolina 
Lieutenant Governor of North Carolina 
State Treasurer 
Attorney General 
State Budget Officer 
State Controller 
Deputy Treasurer, Financial Operations Division 
Department of State Treasurer 

LEGISLATIVE BRANCH 
Appointees to the Joint Legislative Commission on Governmental Operations 

Senator Marc Basnight, Co-Chairman 
Senator Charlie Albertson 
Senator Kever M. Clark 
Senator Daniel G. Clodfelter 
Senator Walter H. Dalton 
Senator James Forrester 
Senator Linda Garrou 
Senator Wilbur P. Gulley 
Senator Kay R. Hagan 
Senator David W. Hoyle 
Senator Ellie Kinnaird 
Senator Jeanne H. Lucas 
Senator William N. Martin 
Senator Stephen M. Metcalf 
Senator Eric M. Reeves 
Senator Larry Shaw 
Senator R. C. Soles, Jr. 
Senator David F. Weinstein 

Representative James B. Black, Co-Chairman 
Representative Martha B. Alexander 
Representative E. Nelson Cole 
Representative James W. Crawford, Jr. 
Representative William T. Culpepper, III 
Representative W. Pete Cunningham 
Representative Beverly M. Earle 
Representative Stanley H. Fox 
Representative R. Phillip Haire 
Representative Dewey L. Hill 
Representative Maggie Jeffus 
Representative Edd Nye 
Representative William C. Owens, Jr. 
Representative Drew P. Saunders 
Representative Wilma M. Sherrill 
Representative Joe P. Tolson 
Representative Thomas E. Wright 
Representative Douglas Y. Yongue 

Other Legislative Officials 

Senator Anthony E. Rand 
Senator Patrick J. Ballantine 
Representative N. Leo Daughtry 
Representative Joe Hackney 
Mr. James D. Johnson 

Majority Leader of the N. C. Senate  
Minority Leader of the N. C. Senate 
Minority Leader of the N. C. House of Representatives 
N. C. House Speaker Pro-Tem 
Director, Fiscal Research Division 

 

April 2, 2003 
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ORDERING INFORMATION 

Copies of this report may be obtained by contacting the: 
 

Office of the State Auditor 
State of North Carolina 
2 South Salisbury Street 
20601 Mail Service Center 
Raleigh, North Carolina 27699-0601 

Internet: http://www.ncauditor.net 

Telephone: 919/807-7500 

Facsimile: 919/807-7647 

 

 

http://www.ncauditor.net/
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