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Transmittal Letter

February 23, 2010

The Honorable John Hoeven, Governor
Members of the North Dakota Legislative Assembly

The Honorable Kelly Schmidt, State Treasurer

We are pleased to submit this audit of the Office of State Treasurer for the biennium ended
June 30, 2009. This audit resulted from the statutory responsibility of the State Auditor to audit
or review each state agency once every two years. The same statute gives the State Auditor
the responsibility to determine the contents of these audits.

In determining the contents of the audits of state agencies, the primary consideration was to
determine how we could best serve the citizens of the state of North Dakota. Naturally we
determined financial accountability should play an important part of these audits. Additionally,
operational accountability is addressed whenever possible to increase efficiency and
effectiveness of state government.

The in-charge auditor for this audit was Michael W. Schmitcke, CPA. Cindi Pedersen, CPA,
was the audit supervisor and Paul Welk, CPA, was the audit manager. Inquiries or comments
relating to this audit may be directed to the audit manager by calling (701) 328-2241. We wish
to express our appreciation to Treasurer Schmidt and her staff for the courtesy, cooperation,
and assistance they provided to us during this audit.

Respectfully submitted,

Al Do

Robert R. Peterson
State Auditor
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Executive Summary

Introduction

The Office of State Treasurer receives and keeps all monies belonging to the state not required
to be received or kept by another state entity. The Office of State Treasurer is responsible for
the investment of certain special funds, as well as several trust funds, including the Veteran’s
Postwar Trust Fund.

Responses to LAFRC Audit Questions

1.

What type of opinion was issued on the financial statements?

Financial statements were not prepared by the Office of State Treasurer in accordance with
generally accepted accounting principles so an opinion is not applicable. The agency’s
transactions were tested and included in the state’s basic financial statements on which an
unqualified opinion was issued.

2. Was there compliance with statutes, laws, rules, and regulations under which the agency

was created and is functioning?
Other than our finding addressing "coal severance tax distribution errors" (page 16), the
Office of State Treasurer was in compliance with significant statutes, laws, rules, and
regulations under which it was created and is functioning. However, we were unable to
determine if legislative intent was followed in our finding addressing “ambiguity in coal
conversion tax law” (page 17).

3. Was internal control adequate and functioning effectively?

Other than our findings addressing the "bank reconciliations” (page 12) and “closing
package errors” (page 14), we determined internal control was adequate.

4. Were there any indications of lack of efficiency in financial operations and management of
the agency?

No.

5. Has action been taken on findings and recommendations included in prior audit reports?
The Office of State Treasurer has implemented all recommendations included in the prior
audit report.

6. Was a management letter issued? If so, provide a summary below, including any
recommendations and the management responses.

Yes, a management letter was issued and is included on page 19 of this report, along with
management's response.
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LAFRC Audit Communications

7. ldentify any significant changes in accounting policies, any management conflicts of interest,
any contingent liabilities, or any significant unusual transactions.

There were no significant changes in accounting policies, no management conflicts of
interest were noted, no contingent liabilities were identified or significant unusual
transactions.

8. Identify any significant accounting estimates, the process used by management to formulate
the accounting estimates, and the basis for the auditor's conclusions regarding the
reasonableness of those estimates.

The Office of State Treasurer's financial statements do not include any significant
accounting estimates.

9. Identify any significant audit adjustments.

Significant audit adjustments were not necessary.

10. Identify any disagreements with management, whether or not resolved to the auditor’s
satisfaction relating to a financial accounting, reporting, or auditing matter that could be
significant to the financial statements.

None.
11. Identify any serious difficulties encountered in performing the audit.
None.

12. Identify any major issues discussed with management prior to retention.
This is not applicable for audits conducted by the Office of the State Auditor.

13. Identify any management consultations with other accountants about auditing and
accounting matters.
None.

14. Identify any high-risk information technology systems critical to operations based on the
auditor’s overall assessment of the importance of the system to the agency and its mission,
or whether any exceptions identified in the six audit report questions to be addressed by the
auditors are directly related to the operations of an information technology system.
ConnectND Finance, Human Resource Management System (HRMS), TDOC Distribution
System, and the Estate Tax Distribution System are high-risk information technology
systems critical to the Office of State Treasurer.
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Audit Objectives, Scope, and Methodology

Audit Objectives

The objectives of this audit of the Office of State Treasurer for the biennium ended
June 30, 2009 were to provide reliable, audited financial statements and to answer the following
questions:

1. What are the highest risk areas of the Office of State Treasurer's operations and is
internal control adequate in these areas?

2. What are the significant and high-risk areas of legislative intent applicable to the Office
of State Treasurer and are they in compliance with these laws?

3. Are there areas of the Office of State Treasurer’'s operations where we can help to
improve efficiency or effectiveness?

Audit Scope

This audit of the Office of State Treasurer is for the biennium ended June 30, 2009. We
conducted this performance audit in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and conclusions based on
our audit objectives. We believe that the evidence obtained provides a reasonable basis for our
findings and conclusions based on our audit objectives.

The Office of State Treasurer’s sole location is in the Capitol building, which was included in the
audit scope.

Audit Methodology

To meet the objectives outlined above, we:

o Prepared financial statements from the legal balances on the state’s accounting system
tested as part of this audit and the audit of the state's Comprehensive Annual Financial
Report and reviewed management’s discussion and analysis of the financial statements.

o Performed detailed analytical procedures including computer assisted auditing techniques.
These procedures were used to identify high risk transactions and potential problem areas
for additional testing.

e Tested internal control and compliance with laws and regulations which included selecting
representative samples to determine if controls were operating effectively and to determine
if laws were being followed consistently. Nonstatistical sampling was used and the results
were projected to the population. Where applicable, populations were stratified to ensure
that particular groups within a population were adequately represented in the sample, and to
improve efficiency by gaining greater control on the composition of the sample.

Interviewed appropriate agency personnel.

o Queried the ConnectND (PeopleSoft) system. Significant evidence was obtained from
ConnectND.

o Observed the Office of State Treasurer’s processes and procedures.
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In aggregate there were no significant limitations or uncertainties related to our overall
assessment of the sufficiency and appropriateness of audit evidence.
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Management’s Discussion and Analysis

The accompanying financial statements have been prepared to present the Office of State
Treasurer's revenues and expenditures on the legal (budget) basis. The accompanying
financial statements are not intended to be presented in accordance with generally accepted
accounting principles (GAAP).

The following management discussion and analysis was prepared by the Office of State
Treasurer's management. We have applied certain limited procedures, which consisted
primarily of inquiries of management regarding the methods of measurement and presentation
of this supplementary information to ensure it does not conflict with the knowledge we gained as
part of our audit.

For the biennium ended June 30, 2009, operations of the Office of State Treasurer were funded
by appropriations from the state’s general fund.

Financial Summary:

Revenues consisted primarily of “transfers in” of tax dollars collected by the state and then
distributed by the Office of State Treasurer. Other revenues include the Bank of North Dakota
profits, flood control, royalties, fees, and interest income. The most significant increases in
revenue from fiscal year 2008 and 2009 were from flood control, royalties, transfers in, and
interest earnings. Similar to last biennium, the part of the increase in transfers in is attributed to
increased oil drilling operations in North Dakota, as well as the increased value of oil. Further,
increased revenues reflect an increase in federal dollars for flood control and other grant
programs. Interest and investment income to the state were up due to improved cash
management practices, increases in interest rates, and the growing cash balance due to the
strong economic position North Dakota has experienced in the last several years. Total
revenues were $850,009,928 for the year ended June 30, 2009, as compared to $487,414,906
for the year ended June 30, 2008.

Expenditures represent the distribution of state dollars to political subdivisions and transfers out.
Total expenditures for the Office of State Treasurer were $1,191,363,908 for the year ended
June 30, 2009, as compared to $847,696,996 for the year ended June 30, 2008.

Funds Used to Account for Assets Held by the State in a Trustee Capacity:

In accordance with NDCC 57-39.2., the Office of State Treasurer, upon certification of the State
Tax Commissioner, distributes money collected for sales, use, or gross receipts taxes in
accordance with NDCC 57-01-02.1 for any incorporated city or county that has adopted the
home rule provisions of NDCC 40-05.1 or NDCC 11-09.1. These monies are remitted pursuant
to the applicable contract with the city or county. City lodging, lodging and restaurant, and
motor vehicle rental taxes are collected by the state pursuant to NDCC 40-57.3. Sales, lodging,
lodging and restaurant, and motor vehicle rental taxes collected pursuant to these sections were
$114,192,435 for the year ended June 30, 2009 as compared to $101,796,214 for the prior
year.
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Analysis of Significant Variances between Final Budgeted
and Actual Expenditures:

The Office of State Treasurer shows a substantial variance between its original appropriated
biennial budget and actual expenditures. The variance stems from a turn back of approximately
$345,000 relating to the Tax Distribution System re-write project, which was under budget at the
completion of the biennium.

Analysis of Significant Changes in Operation:
Tax Distribution System Re-write

During the 2007 session, funding was secured to re-write the software with which the Office of
State Treasurer distributes its various tax distributions to the political subdivisions of North
Dakota. The first of these tax distributions to be implemented on the new system was the oil
and gas distribution. The weather-related distribution was also written into this software. The
remaining distributions will be written, tested, and implemented during the 2009-2011 biennium.

One of the major challenges relating to the tax distribution and outstanding check system re-
write came in the form of an emergency provision in Senate Bill 2012 of the 2009 legislative
session. This bill provided for the development of a disaster relief fund in the state treasury and
an emergency weather related distribution of $59,900,000 to counties, cities, and townships for
emergency related purposes related to the weather conditions of the 2009 winter snowfall and
spring flood conditions. The bill also provided for $43,000,000 in emergency funds to be
transferred to the Adjutant General upon demand. The amendment to include these provisions
was introduced, passed through both chambers and signed by the governor within a two-day
period without allowing technical input from the Office of State Treasurer regarding the ability to
distribute funds according to the bill. Thus, an amendment was added to House Bill 1015 to
make corrections so that the Office of State Treasurer could carryout the legislature’s wishes.

With the emergency provision added to this amendment, the State Treasurer's deadline for
completing the distribution was within the 2007-2009 biennium. The State Treasurer, with
cooperation from the BND, ITD, and the State Treasurer’s Office staff, was able to distribute the
funds ahead of the deadline. We also credit the North Dakota Association of Counties, and
county treasurers and auditors in assisting our office during the distribution. Collectively, we
were able to communicate quickly with the political subdivisions affected by the legislation.

Accomplishments with Ongoing Projects:
Continued Growth of BidND

Certificates of deposit (CD’s) are purchased from North Dakota community financial institutions
which lend these dollars back into their communities, fostering economic growth. Millions of
dollars have been invested in CD’s throughout the state. Implemented in the previous
biennium, this program has continued to grow through 2007-2009 and is putting dollars back to
work in North Dakota communities.
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Website Development and Usage

Tax distributions and BidND investments were made available on our website in the previous
biennium. We have continued to expand the content of the website throughout the current
biennium. This tool has helped those we serve: auditors, state agencies, legislators, and the
general public, by giving them access to information without delay. It has brought transparency
to the distribution process, as well as efficiencies in time and resources. We receive frequent
accolades for the site and the information we have made available.

Outreach and Cooperation with Political Subdivisions

The Office of State Treasurer directed more attention to its relationship with political
subdivisions throughout the 2007-2009 biennium. Since our office works closely with political
subdivisions through our tax distributions, it is crucial that we have a good working relationship
with each of the subdivisions we serve. Further, as distributions become more convoluted and
as the new tax distribution software changes the process and reports available to political
subdivisions, outreach and communication is crucial to ensure quality customer service.

Investment Returns

During the 2007-09 biennium, North Dakota continued to experience incredible revenue growth.
Our office is proud to have participated in this growth by carefully managing cash flow to earn
nearly $50,000,000 in interest income for the general fund. This exceeded the legislative
forecast for interest income by 35.6%.

We have also weathered the uncertain investment climate for trust funds we manage. With
market conditions hurting investments nationally, we have been able to buffer loss and maintain
positive income stream to the beneficiaries of these funds through carefully managed
investment portfolios.

Financial Literacy

The Office of the State Treasurer continued its efforts to expand financial literacy. Toward that
end, the Office facilitated the statewide rollout of an effort to improve the money management
skills of high school students through the distributing free copies of “Financial Football” — an
interactive money management video game with an NFL theme — to every high school and
public library in North Dakota. This was accomplished without the use of state funds. The Office
of State Treasurer continues to represent North Dakota and promote financial literacy nationally.

Other Significant Activities during the 2007-2009 Biennium:

¢ Cash Management achievements
We have maintained and strengthened the line of communication with financial officers
throughout state government to address the daily cash needs and expenditures of their
agency. This communication is critical in aiding our agency’s ability to provide and
forecast cash flow.

Upgraded office hardware and software applications to current technology.

Developed new database and report systems.

Continued policy and procedure development.

Continued cross training of staff.

Eliminated any unnecessary printing for data available electronically.
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Financial Statements

Statement of Revenues and Expenditures

Revenues and Other Sources:
Bank of North Dakota Profits
Flood Control

Royalties

Interest and Investment Earnings
Fines and Fees

Miscellaneous Revenue
Transfers In

Total Revenues and Other Sources

Expenditures and Other Uses:
Salaries and Benefits
Tax Distributions to Government Units
Jobs Training Expense
Inheritance Tax Refunds
Major Operating Expenses:
IT-Data Processing
Edward Jones Management Fees
Travel
IT-Communications
Office Equipment and Furniture
Other Operating Expenses
Transfers Out

Total Expenditures and Other Uses

June 30, 2009

June 30, 2008

$ 60,000,000
33,841,718
30,787,295
24,909,884

8,085,093
3,826,537
688,649,402

$ 126,895
18,802,614
21,288,450

8,408,594
3,697,387
435,090,967

$ 850,099,928

$ 487,414,906

$ 399,145
438,276,195
3,199,235
1,234

264,367
33,301
6,620

4,649

4,031
35,619
749,139,512

$ 397,974
340,184,242
2,118,078
15,052

231,650
47,519
4,210

4,434

1,272
30,142
504,662,423

$1,191,363,908

$ 847,696,996
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Statement of Appropriations

For The Biennium Ended June 30, 2009

Expenditures by Original Final Unexpended

Line ltem: Appropriation  Adjustments  Appropriation Expenditures  Appropriation
Salaries and

Benefits $ 825,455 $ 616 $ 826,071 $ 797,119 $ 28,952
Operating

Expenses 903,015 903,015 557,086 345,929
In Lieu of Tax

Payments 1,365,000 1,365,000 1,182,565 182,435
Weather — Cost

Sharing

Program 59,900,000 59,900,000 59,900,000
Totals $ 3,093,470 $59,900,616 $ 62,994,086 $ 62,436,770 $ 557,316
Expenditures by

Source:
General Fund $ 3,093,470 $59,900,616 $ 62,994,086 $ 62,436,770 $ 557,316
Totals $ 3,093,470 $59,900,616 $ 62,994,086 $ 62,436,770 $ 557,316

Appropriation Adjustments:

The $616 increase in the Salaries and Benefits line item was authorized by Senate Bill 2189 of
the 2007 Session Laws for market equity increases for classified employees.

The $59,900,000 increase in the Weather — Cost Sharing Program line item was authorized by
Senate Bill 2012, section 3 of the 2009 Session Laws for the purpose of providing weather
related cost-sharing funds to counties.

Expenditures Without Appropriations Of Specific Amounts:

Distributions from the General Fund of the Minerals Management Tax,
authorized by NDCC 15.1-28-03 $ 24,368,792

Transfers from the General Fund to the Senior Citizens Services and
Programs Fund and the distribution from that fund, authorized by

NDCC 57-39.2-26.2 (fund 255) 2,407,214

Jobs Training Fund has a continuing appropriation authorized by

NDCC 52-02.1-03 (fund 384) 5,317,313

Highway Tax Distribution Fund, the activity is authorized by NDCC

54-27-19 (fund 400). 434,693,566
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State Aid Distribution Fund, the activity is authorized by NDCC
57-39.2-26.1 (fund 401).

Financial Tax Distribution Fund, has a continuing appropriation authorized

$103,543,817

by NDCC 57-35.3-09 (fund 405). 25,489,446
Veterans Postwar Trust Fund, the activity is authorized by NDCC

37-14-14 (fund 410). 85,283
Coal Severance Tax Fund, the activity is authorized by NDCC 57-61-01

(fund 412). 23,701,831
Federal Tax Replacement Fund, the activity is authorized by NDCC

15.1-27-24 (fund 416). 33,979,024
Cigarette Tax Distribution Fund, has a continuing appropriation authorized

by NDCC 57-36-31 (fund 420). 2,979,883
Telecommunications Tax Distribution Fund, has a continuing appropriation

authorized by NDCC 57-34-05 (fund 424). 16,800,000
Oil and Gas Production Tax Distribution Fund, the activity is authorized by

NDCC 57-51-15 (fund 427). 434,204,893
Transmission Line Tax Distribution Fund, the activity is authorized by

NDCC 57-33.1-08 (fund 431). 885,539
Township Highway Aid Fund, the activity is authorized by NDCC

54-27-19.1 (fund 444). 21,257,248
Coal Conversion Tax Fund, has a continuing appropriation authorized

by NDCC 57-60-14 (fund 454). 56,932,369
Oil Extraction Tax Development Trust Fund, the activity is authorized by

NDCC 57-51.1-07 (fund 458). 368,095,171
Estate Tax Fund, the activity is authorized by NDCC 57-37.1-08 (fund 468). 1,073,643
Air Transportation Fee Fund, the activity is authorized by NDCC

57-32-04 (fund 494). 582,083
State Taxes Distribution Fund, has a continuing appropriation authorized

By Article X, subsection 10, of the Constitution (fund 430). 3,853,543
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Internal Control

In our audit for the biennium ended June 30, 2009, we identified the following areas of the Office
of State Treasurer’s internal control as being the highest risk:

Internal Controls Subjected to Testing:

Controls surrounding the processing of revenues.

Controls surrounding the processing of expenditures.

Controls relating to compliance with legislative intent.

Controls surrounding the ConnectND (PeopleSoft) system.

Controls surrounding the TDOC Distribution System, Estate Tax Distribution System, and
the Access Tax Distribution System.

The criteria used to evaluate internal control is published in the publication Internal Control —
Integrated Framework from the Committee of Sponsoring Organizations (COSO) of the
Treadway Commission.

We gained an understanding of internal control surrounding these areas and concluded as to
the adequacy of their design. We also tested the operating effectiveness of those controls we
considered necessary based on our assessment of audit risk. We concluded that internal
control was not adequate noting certain matters involving internal control and its operation that
we consider to be significant deficiencies.

Auditors are required to report deficiencies in internal control that are significant within the
context of the objectives of the audit. A deficiency in internal control exists when the design or
operation of a control does not allow management or employees, in the normal course of
performing their assigned functions, to prevent or detect (1) misstatements in financial or
performance information, (2) violations of laws and regulations, or (3) impairments of
effectiveness or efficiency of operations, on a timely basis. Considering both qualitative and
guantitative factors, we identified the following significant deficiencies in internal control. We
also noted other matters involving internal control that we have reported to management of the
Office of State Treasurer in a management letter dated February 23, 2010

Bank Reconciliations (Finding 09-1)

Beginning April 29, 2009, the Office of State Treasurer did not perform the daily cash
reconciliation of cash at the Bank of North Dakota to the ConnectND ledger. The daily cash
reconciliation for the end of the biennium (June 30, 2009) was not completed until October 30,
2009.

Without a daily reconciliation of cash, there is a high risk of material errors and fraud.
The Office of State Treasurer experienced turn-over in the positions that had the ConnectND

knowledge necessary to perform the reconciliation. A contributing factor was that the process
was not adequately documented.
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Internal Control—Integrated Framework, published by the Committee of Sponsoring
Organizations of the Treadway Commission , indicates an adequate control environment is only
effective when control activities, such as reconciliations, are performed correctly and in a timely
manner.

Recommendation:
We recommend the Office of State Treasurer:
e Ensure that the individuals responsible for reconciling the ConnectND cash balance to
the cash balance at the Bank of North Dakota have adequate knowledge and training

relating to ConnectND to ensure reconciliations are properly completed;

¢ Reconcile the ConnectND cash balances to the cash balance at the Bank of North
Dakota on a daily basis; and

e Cross train personnel and document procedures so others have the ability to perform the
reconciliation and other critical functions of the office.

Office of State Treasurer Response:

The Office of the State Treasurer agrees that a portion of our cash reconciliation was delayed.
The Office of the State Treasurer reconciled to the Bank of North Dakota daily. However, there
are several reconciliations within the overall cash reconciliation process, and the PeopleSoft
portion of the reconciliation process was delayed. While some of the delay in reconciliation was
caused by turnover, the major challenge stemmed from a series of PeopleSoft system errors
occurring April 29, 30, and May 1st. In working through the system errors, it was discovered
that the Office of the State Treasurer did not have access to the proper PeopleSoft queries
necessary for reconciliation when PeopleSoft system errors occur. Additional queries have
been made available by the Office of Management and Budget to ensure that the Office of the
State Treasurer will have the necessary data needed to reconcile cash when PeopleSoft
experiences problems. Further, the Office of the State Treasurer has cross-trained employees
on cash reconciliation and is working to develop a more efficient cash reconciliation process.
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Closing Package Errors (Finding 09-2)

At the end of each fiscal year, all state agencies are required to report financial information to
the Office of Management and Budget in closing packages. Errors were noted in information
prepared by the Office of State Treasurer for the Office of Management and Budget. Errors
included:

e The distribution list prepared for the Office of Management and Budget contained an
error for the Highway Tax Distribution Fund in the amount of $1,230,000;

e The accounts payable closing package for the State Aid Distribution Fund did not include
payables equaling $5,542,358;

e The accounts payable closing package for the Qil and Gas Production Distribution Fund
did not include payables equaling $2,070,252;

e $1,469,354 was incorrectly reported on the payments to other state agencies closing
package for the Oil and Gas Production Distribution Fund,;

o The accounts payable closing package for the City Sales Tax Fund did not include
payables equaling $12,260,018; and

e The accounts payable closing package for the Coal Conversion Tax Trust Fund did not
include payables equaling $736,289. This amount was incorrectly reported on the
payments to other state agencies closing package.

Fixing these errors caused unnecessary complications for the Office of Management and
Budget and introduced the risk of additional errors occurring during a period of peak work.

Turn-over in the key positions responsible for preparing and approving these closing packages
required employees who did not understand the closing package process and the requirements
of generally accepted accounting principles (GAAP) to prepare and approve them.

Recommendation:

We recommend the Office of State Treasurer ensure that individuals responsible for preparing
and approving the closing packages have adequate knowledge and training to ensure closing
packages are properly completed.

Office of State Treasurer Response:

The Office of the State Treasurer acknowledges that errors were made in the completion of
these closing packages. We have strengthened our procedures and guidelines and the
preparing and approving employees have received additional instruction. In the future, the
Office of State Treasurer will ensure that employees preparing and approving the closing
packages follow clearly established guidelines consistent with the direction of the Office of
Management and Budget.

OFFICE OF STATE TREASURER Audit Report 14
Biennium ended June 30, 2009




Compliance With Legislative Intent

In our audit for the biennium ended June 30, 2009, we identified and tested the Office of State
Treasurer's compliance with legislative intent for the following areas that we determined to be
significant and of higher risk of noncompliance:

Proper transfer of oil tax revenue to the permanent oil tax trust fund (NDCC 57-51.1-07.2).
Proper allocation of investment income earned on the agricultural commodity assessment
funds and Veterans Postwar Trust Fund (NDCC 4-24-09 and NDCC 37-14-14).

Proper distribution of mineral lease royalties to counties (NDCC 15.1-27-25).

Proper deposit of civil filing fees (NDCC 27-05.2-03).

Proper deposits into the Court Facilities Improvement Fund and Indigent Defense
Administrative Fund (NDCC 29-26-22).

Proper transfer of funds into the Ethanol Production Incentive Fund (NDCC 39-04-39).
Proper payments in lieu of taxes on carbon dioxide pipeline property (NDCC 57-06-17.2).
Proper transfers made from the General Fund to the Budget Stabilization Fund (NDCC
54-27.2-02).

Proper deposit of oil and gas production tax and oil extraction tax into the Oil and Gas
Research Fund (NDCC 57-51.1-07.3).

Proper allocation of interest revenue in accordance with various sections of NDCC.

Proper investment of Credit-sale Contract Indemnity Fund (NDCC 60-10-02).

Proper use of principle and interest of the Resources Trust Fund (NDCC 57-51.1-07 (1)).
Compliance with appropriations (Chapter 32 of the 2007 Session Laws).

Compliance with OMB’s Purchasing Procedures Manual.

Proper authority for investments outside the Bank of North Dakota.

Adequate blanket bond coverage of employees (NDCC 26.1-21-08).

Compliance with payroll related laws including statutory salaries for applicable elected and
appointed positions, and certification of payroll.

Proper distributions from the following funds:

Highway Tax Distribution Fund (NDCC 20.1-02-16.6 and 54-27-19);

State Aid Distribution Fund (NDCC 57-39.2-26.1);

Coal Severance Tax Distribution Fund (NDCC 57-62-02 and NDCC 57-61-01.5);
Cigarette Tax Distribution Fund (NDCC 57-36-31);

Oil and Gas Gross Production Tax Distribution Fund (NDCC 57-51-15);

Township Road and Bridge Fund (NDCC 54-27-19.1);

Coal Conversion Tax Trust Fund (NDCC 57-60-14 and 57-60-15);

Oil Extraction Tax Development Trust Fund (NDCC 57-51.1-07);

Estate Tax Distribution Fund (NDCC 57-37.1-08);

Federal Tax Replacement Fund (NDCC 21-06-10); and

Distributions from the following funds in accordance with amounts certified by the State Tax
Commission:

Financial Institutions Tax Distribution Fund (NDCC 57-35.3-09);

Telecommunication Carriers Tax Fund (NDCC 57-34-05);

Transmission Line Tax Distribution Fund (NDCC 57-33.1-08);

City Sales Tax Suspense Fund (NDCC 57-01-02.1);

City Restaurant and Lodging Tax Suspense Fund (NDCC 57-01-02.1); and

Air Transportation Fund (NDCC 57-32-04).

VVVVVVYVYVYVYYVYVY

YVVVYYYVY
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The criteria used to evaluate legislative intent are the laws as published in the North Dakota
Century Code and the North Dakota Session Laws.

Government Auditing Standards requires auditors to report all instances of fraud and illegal acts
unless they are inconsequential within the context of the audit objectives. Further, auditors are
required to report significant violations of provisions of contracts or grant agreements, and
significant abuse that has occurred or is likely to have occurred.

The results of our tests disclosed two instances of noncompliance that is required to be reported
under Government Auditing Standards. These findings are described below. Other than those
findings, we concluded there was compliance with the legislative intent identified above. We
also noted certain inconsequential instances of noncompliance that we have reported to
management of the Office of State Treasurer in a management letter dated February 23, 2010.

Coal Severance Tax Distribution Errors (Finding 09-3)

Distributions of coal severance taxes were made incorrectly in 22 of the 24 months during the
audit period. There were three different types of errors that resulted in the improper distribution
amounts.

In the November 2008 distribution, the Office of State Treasurer mistakenly withheld $18,613
from the city of Beulah that was to be withheld from the Beulah Public School District's
allocation for the repayment of principle and interest related to a loan made pursuant to North
Dakota Century Code (NDCC) 57-62-03.

Distributions made from August 2007 through July 2008 did not withhold at least 10% of Oliver
County’s allocations for the repayment of loans made pursuant to NDCC 57-62-03. The error
resulted in Oliver County receiving additional allocations totaling $26,824 that should have been
applied to the repayment of the county’s loan.

The Office of State Treasurer did not properly update the number of school children in the
distribution system, in accordance with NDCC 57-62-02, to allocate amounts between coal
producing and non-coal producing counties when any portion of the latter county lies within 15
miles of the tipple (initial place where the coal is unloaded after being severed from the mine).
The error totaled approximately $4,900 and affected 21 of the 24 distributions made during the
audit period.

Recommendation:
We recommend the Office of State Treasurer:
1. Strengthen internal controls surrounding the coal severance tax distribution to ensure
coal severance taxes are distributed in accordance with NDCC sections 57-62-02 and
57-62-03; and

2. Work with the political subdivisions affected to correct the erroneous payments made.
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Office of State Treasurer Response:

The Office of the State Treasurer acknowledges that errors were made in the coal severance
tax distributions. These distributions are processed manually through multiple Microsoft Excel
spreadsheets, and the errors were a result of human error. All of the errors have been
corrected, and the funds are being properly collected and distributed.

It is a priority of the Office of the State Treasurer to include Coal Severance distributions in our
new Tax Distribution Outstanding Check (TDOC) system when funding becomes
available. Inclusion into the system would reduce the chance of human error by streamlining
the way in which data is integrated to process the distribution.

Ambiguity in Coal Conversion Tax Law (Finding 09-4)

It is unclear if coal conversion shortfall payments to counties are being made in accordance with
legislative intent. Coal conversion tax collections are allocated to the state general fund, certain
counties, and the lignite research fund according to state law.

Per North Dakota Century Code (NDCC) section 57-60-14, subsection 2, the amounts paid to
the counties in each calendar year may not be less than the amount paid in the previous
calendar year. A shortfall payment is made if the payments to a county were less than the
previous calendar year. NDCC section 57-60-14, subsection 2, also states the shortfall
payments are to be made “...from collections received under section 57-60-02..." The
“collections” under that section are the coal conversion taxes. However, the State Treasurer is
making the shortfall payments to the counties solely from the state general fund. Since the
“collections” are allocated to the state general fund, certain counties, and the lignite research
fund, it is unclear if the shortfall payments should be made only from the general fund.

Recommendation:

We recommend the Office of State Treasurer introduce legislation to clarify NDCC section
57-60-14, subsection 2, regarding the funding source used to make shortfall payments to
counties.

Office of State Treasurer Response:

The Office of the State Treasurer does not agree with this finding. We have sought and are
awaiting a formal Attorney General’s opinion.
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Operations

This audit did not identify areas of the Office of State Treasurer's operations where we
determined it was practical at this time to help to improve efficiency or effectiveness.
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(701) 328 - 1406

STATE OF NORTH DAKOTA

OFFICE OF THE STATE AUDITOR
STATE CAPITOL
600 E. BOULEVARD AVENUE - DEPT. 117
BISMARCK, NORTH DAKOTA 58505

Management Letter (Informal Recommendations)

February 23, 2010

The Honorable Kelly Schmidt
State Treasurer

Office of State Treasurer

600 E. Boulevard Avenue
Bismarck, ND 58505

Dear Treasurer Schmidt:

We have performed an audit of the Office of State Treasurer for the biennium ended
June 30, 2009, and have issued a report thereon. As part of our audit, we gained an
understanding of the Office of State Treasurer's internal control structure to the extent we
considered necessary to achieve our audit objectives. We also performed tests of compliance
as described in the same report.

Our audit procedures are designed primarily to enable us to report on our objectives including
those related to internal control and compliance with laws and regulations and may not bring to
light all weaknesses in systems and procedures or noncompliance with laws and regulations
which may exist. We aim, however, to use our knowledge of your organization gained during
our work to make comments and suggestions which we hope will be useful to you.

In connection with the audit, gaining an understanding of the internal control structure, and tests
of compliance with laws and regulations referred to above, we noted certain conditions we did
not consider reportable within the context of your audit report. These conditions relate to areas
of general business practice or control issues that have no significant bearing on the
administration of federal funds. We do, however, want to present our recommendations to you
for your consideration and whatever follow-up action you consider appropriate. During the next
audit we will determine if these recommendations have been implemented, and if not, we will
reconsider their status.

The following present our informal recommendations.
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ACCOUNTS PAYABLE/EXPENDITURES

Informal Recommendation 09-1: We recommend the Office of State Treasurer comply with the
reconciliation process for purchase cards as outlined in OMB policy 300 and also ensure the
state is not charged sales tax.

LEGISLATIVE INTENT

Informal Recommendation 09-2: We recommend the Office of State Treasurer establish
policies and procedures to ensure all general ledger entries are reviewed and properly approved
after the entries have been posted to ConnectND and ensure all journals are coded with the
proper source code on PeopleSoft.

Informal Recommendation 09-3: We recommend the Office of State Treasurer update NDCC
54-27-19 to ensure that the law includes a distribution formula for cities with a population of less
than 10,000.

Informal Recommendation 09-4;: We recommend the Office of State Treasurer work with DOT
to develop a method to verify the vehicle registration numbers downloaded by TDOC are
correct.

Informal Recommendation 09-5: We recommend the Office of State Treasurer use the most
current township road mileage, as certified by the county commissioners, known to the Office of
State Treasurer when allocating moneys in the township highway aid fund to the counties or
propose legislation to clarify NDCC 54-27-19.1 as to when all certifications become effective.

CASH

Informal Recommendation 09-6: We recommend the Office of State Treasurer establish a
process to ensure that all interest earned on state funds is allocated to the proper fund in
accordance with NDCC and consult with the Office of Attorney General regarding the proper
remedy for the erroneous interest allocations to different funds.

Management of the Office of State Treasurer agree with these recommendations.

Sincerely,
- ;‘ y A AN

Lt

Michael W. Schmitcke, CPA
Auditor in-charge
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You may obtain audit reports on the internet at:

www.nd.gov/auditor/

or by contacting the
Division of State Audit

Office of the State Auditor
600 East Boulevard Avenue — Department 117
Bismarck, ND 58505-0060

(701) 328-2241
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