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Executive Summary

Overview

Texas Water Development Board (TWDB) has established debt portfolio management processes
that provide reasonable assurance that its goals are achieved and managed in compliance with
federal, state, and agency requirements. Without a director, the Debt Portfolio Management
(DPM) team has handled sizeable workloads while maintaining high levels of accuracy and
consistency—a good testament to the division’s well-documented procedures and practices. The
recent change in the Board’s debt management policy resulted in a significant increase in HUB
participation.

The DPM function is critical to the success of the agency’s financial assistance programs. While
communication and collaboration has improved between DPM and the financial assistance
program areas (i.e., Water Supply and Infrastructure Office), further improvements could be
facilitated by more frequent exchange of information on prepayments, upcoming loan
commitments, closings, and other topics of mutual interest. Because information in all these
areas changes often, frequent updates and exchanges are needed.

Background

The Annual Audit Plan for fiscal year 2014 includes a review of DPM. DPM aims to “obtain
money at the most economical cost to fund TWDB programs and provide comprehensive
financial management of the Debt and Investment Portfolios.” The division’s key functions
include coordinating the issuance of debt, preparing periodic reports to regulatory and reporting
entities related to debt issuance, maintaining historical bond documents, performing cash flow
analyses, and performing interest rate and settlement calculations for bond sales.

As of August 31, 2013, the agency had loan, debt, and investment portfolios totaling
approximately $4.3 billion, $2 billion, and $590 million, respectively. For the period September
1, 2011, to August 31, 2013, DPM coordinated/processed 15 bond calls, 8 new money bond
issues, and 3 refinancing transactions.

Summary of Management’s Response

Management appreciates Internal Audit’s efforts to identify issues for improvement.
Implementation of the recommendations will enhance administrative processes and controls with
regard to Debt Portfolio Management. Additional detail is provided within the individual audit
response.

Closing

We would like to thank the Debt Portfolio Management team for the cooperation and assistance
provided to the audit staff during this audit. For questions or additional information concerning
this audit report, please contact Amanda Jenami at 512-463-7978.
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Objectives and Conclusions

The overall objective of this audit was to determine the extent to which DPM processes ensure
that strategic and operational results and outcomes are achieved efficiently, effectively, and in a
manner that ensures compliance with relevant laws, policies, and procedures. Further, the audit
aimed to determine the extent to which (i) relevant reporting is performed in an accurate and
timely manner and (ii) bond records are maintained in accordance with the agency’s records
retention policy.

The audit focused primarily on activities from September 1, 2010, to December 31, 2013.
Fieldwork was conducted from February through March 2014. The detailed audit objectives and
conclusions are briefly described next.

Objective 1 - Regulatory Compliance

Determine the extent to which debt management processes ensure
compliance with relevant federal, state, and agency requirements
(including SEC’s and IRS’s arbitrage requirements).

DPM processes and controls provide reasonable assurance that federal, state, and agency
requirements are met. The review found evidence that staff works closely with the agency’s
bond counsel who, for each issuance, delivers an approving legal opinion addressing the validity
of the issuance of the debt under Texas law and matters relating to the Internal Revenue Code of
1986. The review found evidence of Bond Review Board approval for all debt issuances tested,
as required under Texas Administrative Code 34, Part 9, Chapter 181. The review also found
evidence of the agency’s General Counsel’s certificate and the Texas Attorney General’s
opinion, both of which are key requirements in ensuring the agency does not exceed its bond
authorization limit.

The review included testing the timeliness and accuracy of reporting under SEC’s Rule 15¢2-12
and IRS’s arbitrage requirements. In addition, the review found evidence of DPM’s tracking of
the utilization of proceeds from tax-exempt debt for compliance with the IRS’s Tax Increase
Prevention and Reconciliation Act of 2005 (TIPRA) 1-year/3-year redemption provision.
TIPRA requires 30% of the proceeds to be loaned within 1 year and 95% of the proceeds to be
loaned to eligible borrowers and closed within 3 years. In addition, a review of five bond calls,
two new money issues, and one refunding found the transactions to have been executed in
accordance with state and agency requirements. This included testing for evidence of key
requirements and controls, including Preliminary Official Statement (POS), pricing wires, final
allotments, final cash flows, and regulatory filings and approvals (including BRB and LBB).
The review found no exceptions.
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Determine the extent to which DPM processes for bond issuances
(including the RFQ process) ensure compliance with the BRB’s debt
management guidelines and agency’s debt management policy.

The agency’s debt management policy is aligned with BRB guidelines. The policy provides
guidelines and parameters for the issuance and management of TWDB debt, and ongoing
monitoring and reporting of all debt obligations issued by the TWDB, allowing agency staff to
make informed debt management decisions. The review found that the process to select the
agency’s underwriters complied with the agency’s debt management policy.

Objective 2 - Operational Efficiency

Determine the extent to which the processes for issuing debt ensure
it is issued at the most cost-effective interest rates.

The agency’s bond issuance process is a coordinated effort (among DPM staff, the agency’s
financial and legal advisors, and the underwriting team) to structure, market, and time the sale in
a manner that ensures program objectives are met at the most cost-effective rates. The agency’s
financial consultants advise staff on the cost effectiveness of the interest rates. In addition, the
review found evidence of a coordinated effort to increase the cost effectiveness of each debt
issuance by accommodating multiple projects in a single borrowing. The audit reviewed five
bond calls, two new money issues, and one refunding.

Determine the extent to which proceeds from loan prepayments are
utilized in a timely manner.

With the exception of one loan prepayment, the proceeds from the prepayments tested had been
utilized within 180 days.

Determine the extent to which DPM processes ensure refunding
and/or interest rate management transactions are performed in
manner that maximizes returns.

DPM procedures provide reasonable assurance that interest rate management transactions
provide cost savings exceeding the agency’s debt management policy minimum threshold of
2.0%, based on projected market rates. The two most recent refunding deals (which took place
in December and July 2013) generated NPV savings of $13.8 million (9.5%) and $7.2 million
(19.4%), respectively. In addition, the review found the agency’s bond issuance process to be
transparent, with Board approval and briefings before and after each transaction, respectively.

Determine the extent to which DPM’s cash-flow analytical processes
ensure the agency maintains sufficient cash balances at all times.

Current cash-flow analytical processes and tools provide reasonable assurance that the agency
maintains sufficient cash balances. Prepayments continue to cause challenges for the process.
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Staff indicated it monitors potential prepayments, including entities whose bonds will become
callable in the near future.

Objective 3 - Operational Effectiveness

Determine the extent to which DPM processes ensure goals are
accomplished in an effective manner.

Employee performance plans and the division’s list of assignments help ensure DPM’s key
deliverables are met.

Determine the extent to which DPM has the knowledge, skills, and
abilities necessary for optimal goal accomplishment.

The current DPM team has the knowledge, skills, and abilities to maintain the basic day-to-day
operations. For the more strategic tasks, the agency’s financial advisors provide the Board and
management with active support during the time that DPM has not had a director.

Determine the extent to which management has developed and
implemented written policies and procedures sufficient to guide staff
in carrying out its day-to-day duties.

DPM management has developed and implemented a good system of written procedures and
practices to guide such processes as bond issuance. The review found evidence of checklists,
process-specific written procedures, flowcharts, and routing sheets.
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Detailed Issues with Management
Responses

Communication and Collaboration

The DPM function is critical to, and thus has to work closely with, the agency’s financial
assistance programs. However, communication and collaboration between these functions have
been hampered by the vacancies in the DPM Director and Chief Financial Officer positions. An
opportunity exists to increase the exchange of information on prepayments, upcoming loan
commitments and closings, and other topics of mutual interest. The information in all these
areas changes often, so frequent updates are needed. Some of the communication used to be
through the Financial Assistance Coordination monthly meetings, which have been discontinued.
Staff informed the audit that DPM and the program areas have agreed to a bi-weekly meeting
focused on discussing upcoming prepayments. This initiative will help ensure that funds from
prepayments are utilized in a timely manner. However, discussions with staff from both the
Water Supply and Infrastructure (WSI) Office and DPM indicate that more needs to be done.

Recommendation

Consider further improving communication and collaboration between DPM and WSI with more
frequent exchanges and updates on loan commitments, closings, prepayments, and other issues
of interest to both areas. In addition, consider reinstituting the Financial Assistance Coordination
meetings.

Management Action Planned:

Management agrees that close coordination between Finance and WSI is critical to Agency
business. As mentioned in the audit report, pre-payment meetings are crucial and are already
occurring on a bi-weekly basis as needed. As soon as possible, management will reinstitute the
Financial Assistance Coordination meetings to help ensure open communication and greater
collaboration between the respective areas. The Deputy Executive Administrator for WSI and the
Chief Financial Officer will work together to determine frequency and agenda items for these
meetings.

Responsible Parties:
Deputy Executive Administrator for WSI, Chief Financial Officer, and Debt Portfolio Manager

Estimated Completion Date:
May 31, 2014
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Appendix:
Scope and Methodology

The overall objective of this audit is to determine the extent to which DPM processes ensure that
strategic and operational results and outcomes are achieved efficiently and effectively and in a
manner that ensures compliance with relevant laws, policies, and procedures. Further, the audit
aimed to determine the extent to which (i) relevant reporting is performed in an accurate and
timely manner and (ii) bond records are maintained in accordance with the agency’s records
retention policy.

The audit focused primarily on activities from September 1, 2010, to December 31, 2013.
Fieldwork was conducted from February through March 2014. The detailed audit objectives and
conclusions are briefly described next.

Our audit was based upon standards as set forth in the Security and Exchange Commission’s
(SEC) continuing disclosure Rule 15c¢2-12, Tax Increase Prevention and Reconciliation Act
(TIPRA) of 2005, Internal Revenue Code of 1986, the Texas Administrative Code, TWDB’s
rules, and other sound administrative practices. The audit was performed in compliance with the
institute of Internal Auditors’ “International Standards for Professional Practice of Internal
Auditing.”

Additionally, 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. Our evidence-
gathering methods included the following:

e We reviewed applicable laws, rules, and established procedures.

e We reviewed key approval documents including Board resolutions and those from the Bond
Review Board.

e We reviewed the process of selecting the agency’s legal and financial advisors and
underwriters.

e We reviewed various opinions issued as part of a bond issue (including those by the Attorney
General, the agency’s bond counsel, and General Counsel).

e We reviewed various required filings (including those under SEC) continuing disclosure
Rule 15¢2-12 and the Texas Bond Review Board.

e We reviewed the cost of issuing debt.

e We reviewed various operational reports for tracking prepayments and compliance with
TIPRA.

e \We conducted interviews with staff.
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Report Distribution

Internal Distribution

Board Members’ Office
Carlos Rubinstein, Chairman
Bech Bruun, Board Member
Kathleen Jackson, Board Member
Curtis Seaton, Chief of Staff to Chairman Rubinstein
Lauren Graber, Chief of Staff to Board Member Bruun
Jennifer White, Chief of Staff to Board Member Jackson

Executive Director’s Office
Kevin Patteson, Executive Administrator
Jonathan Stinson, Special Assistant

Program Area
Debt Portfolio Manager
Amanda Landry, Chief Financial Officer
Jeff Walker, Deputy Executive Administrator, Water Supply & Infrastructure

External Distribution

Legislative Budget Board
Ed.Osner@Ibb.state.tx.us
Governor’s Office Email Drop Box
internalaudits@governor.state.tx.us
State Auditor’s Office
iacoordinator@sao.state.tx.us

Sunset Advisory Commission
sunset@sunset.state.tx.us
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TWDB Mission Statement

The Texas Water Development Board's (TWDB) mission is to provide leadership, planning,
financial assistance, information, and education for the conservation and responsible
development of water for Texas.

Internal Audit Division’s Mission Statement

Our mission is to assist all members of management and the Board with objective reports,
recommendations, counsel, and information on the adequacy and effectiveness of TWDB's
system of internal controls and the quality of performance in carrying out assigned
responsibilities.

To obtain a hard copy of this TWDB Audit Report, please e-mail
Amanda.jenami@twdb.texas.gov or call 512-463-7978.
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