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Executive Director & CIO
State Board of Administration
1801 Hermitage Boulevard
Tallahassee, Florida 32308

Dear Ash:

We have completed the second follow-up audit of the recommendations made to the State Board of
Administration (SBA) contained in OIA Report # 2007-03, Fixed Income-Securities Lending Follow-Up
Audit and OIA Report # 2006-01, Fixed Income Operational Audit-Securities Lending. The results of the

follow-up audit, which include information as of September 30, 2008, are presented in the attached report.

Prior Recommendations:

Our follow-up audit disclosed that Fixed Income (FI) has partially completed the implementation of the
recommendations. As of July 31, 2008, the status of the 15 recommendations is as follows:

Report No. Status No. of Recommendations
2007-03 Implemented 2
Partially implemented 1
Total 3
2006-01 Implemented 7
Partially implemented 1
Ongoing 2
Cannot be implemented until a related
recommendation is implemented 2
Total 12
Grand Total 15

Appendix A lists the 15 recommendations and our conclusion as to their status.

Additional Recommendations:

Our follow-up audit also disclosed the following additional areas where improvements could be made to
further strengthen internal controls and risk management.

Comment # 1 — The current financial crisis highlighted the significant reinvestment risk in what is
supposed to be a low risk securities lending (SL) program of the SBA. We recommend that the
SBA review the structure of the SL program.
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Comment # 2 — The SL monthly compliance reports are completed at least a couple of months late which
substantially diminish their value. We recommend that the entire compliance process be
completed within 10 business days after receiving the monthly reports from the lending agents.
We also recommend that the SBA assess the adequacy of compliance resources and determine if
there are opportunities to automate some of the other activities.

The responses to our additional recommendations are included in the body of this report.

We thank you, the Deputy Executive Director, the Senior Investment Officer-Fixed Income, and Fixed
Income operations staff for the cooperation and courtesies extended to us during the audit.

Sincerely,

Flefida D. Rivera- I;Q

Chief of Internal Audit

Office of Internal Audit
cc! Kevin SigRist, Deputy Executive Directorwﬁ»kﬁ / ﬂ

Robert Smith, Senior Investment Officer-Fixed Income




Memo # 200803 FI-Securities Lending Second Follow-Up

Scope, Objectives, and Methodology

Scope and Objectives

This follow-up audit entailed the review of the status as of July 31, 2008, and the progress of
management efforts in implementing the 15 recommendations accepted by the SBA contained in
the following reports:

Report Report Title Report Date No. of
No. Recommendations
2007-03 Fixed Income-Securities June 19, 2007 3
Lending Follow-Up Audit
2006-01 Fixed Income Operational July 27, 2006 12
Audit-Securities Lending
15

In certain cases, we reviewed information subsequent to our cut—off date of July 31, 2008, to
provide updated information.

The purpose of this follow-up audit was to evaluate whether the recommendations made and
accepted were effectively implemented. Specifically, to determine whether:

o Each recommendation was implemented to address identified risks/conditions raised or
that alternatives to the recommendations were used to address the risks/conditions.

o The changes implemented were effective in addressing risks/conditions raised.

B Other issues have developed that need management’s attention.

Methodology

This audit was conducted in accordance with the International Standards for the Professional
Practice of Internal Auditing published by The Institute of Internal Auditors, Inc., and
accordingly included such tests of records and other auditing procedures deemed necessary.
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Audit Comments and Recommendations

Comment # 1 — The SBA needs to review the structure of the SL program.

As of September 30, 2008, the SBA had about $15.6 billion securities on loan and 99
percent of the loaned securities are secured by cash. Cash collateral is reinvested by the
lending agents in accordance with the agreed-upon investment guidelines with the SBA
bearing the cash collateral reinvestment risk.

The current financial crisis negatively affected all short-term portfolios, including the
cash collateral reinvestment portfolios. The crisis highlighted the significant
reinvestment risk in what is supposed to be a low risk securities lending program. As of
September 30, 2008, the SBA cash collateral investments portfolios have unrealized
losses of about $453 million. We understand that the cash collateral portfolios have a 20
percent cushion from repos. However, as borrowers’ appetite for securities is reduced,
securities lending may fall. If many borrowers were to return the loaned securities, the
SBA has to return the cash collateral and the associated borrower rebates. The SBA may
be forced to liquidate the securities in the cash collateral portfolios at a discount because
of tight liquidity. If this happens, the SBA (or the participants to the SL program) may
have to inject additional cash.

We reviewed the SL portion of the trust agreements between the SBA and SL participants
and noted that the participants did not acknowledge the risks associated with the program
which include the possibility that investments purchased with cash collateral will provide
insufficient return to cover the rebate payments owed to the borrower and/or that the
value of the investments in the collateral pool may decrease to an extent that there is
insufficient value to return the cash collateral owed to the borrower at the end of the term
of the loan.

Recommendations:

We recommend that the SBA:
la. Revisit the structure of the program to determine whether having cash collateral in
almost all loaned securities is appropriate for the desired risk/reward tradeoff.

1b. Review the SL portion of the trust agreements and incorporate some language to
adequately communicate to the participants the risks associated with the program,
particularly those with cash collateral.

le. Review the cash collateral investment guidelines to make sure that they are
appropriate.

1d. Perform more comprehensive compliance activities on the cash collateral
investment portfolios at least weekly.
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Audit Comments and Recommendations

Management Responses:

la. Management agrees to initiate a comprehensive structural review of the SL program
by January 31, 2009. The review will be conducted with an independent expert to
develop recommendations on:
e  Program objectives
a Implementation alternatives
e  Vendor capabilities
e  Monitoring practices

1b. Management agrees to promptly communicate with trust clients regarding the
current status of SL exposure within their portfolios managed by the SBA. Trust
agreements will be amended, as necessary, after the comprehensive structural
review of the SL program is completed.

Ic. Management is currently reviewing cash collateral investment guidelines and will
make changes, as are appropriate given circumstances, by November 30, 2008. The
comprehensive structural review of the SL program indicated above will include
recommended model guidelines.

1d. Management has been conducting data requests and interacting with securities
lenders on an increasingly frequent basis over the last year and will continue to
pursue enhanced monitoring. Management is reconsidering the frequency,
resourcing and other aspects of compliance activities as part of the Deloitte and
Touché compliance review.

Comment # 2 — The SBA needs to complete SL compliance timely.

The SL monthly compliance reports are not completed until six weeks to a few months
after the month-end, and the supervisory review of the compliance results is not
completed until two to three months later. For example, as of May 7, 2008, completed SL
compliance reports are only through February 2008. The June 30, 2008, compliance
reports were not reviewed until September 17, 2008.

The value of the compliance review is substantially diminished when it is not done timely
because noncompliance issues are not identified and corrected immediately.

Recommendations:

2a. We recommend that the entire compliance process be completed within 10 business
days after receiving the monthly reports from the lending agents.
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Audit Comments and Recommendations

2b. The SBA needs to review the workload of the staff involved in the compliance
function to assess the adequacy of resources available and determine if there are
opportunities to automate some of the other activities. The SBA may consider
asking Deloitte & Touché to review these recommendations as part of the ongoing
compliance review.

Management Responses:

2a. Management is reconsidering the frequency, resourcing and other aspects of
compliance activities as part of the Deloitte and Touché compliance review.

2b. Management is reconsidering the frequency, resourcing and other aspects of
compliance activities as part of the Deloitte and Touché compliance review.






