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We audited the financid statements of the Employees Retirement System of the State of Rhode
Idand (the System) for the year ended June 30, 1999 and have issued our report thereon dated
February 1, 2000. In accordance with Government Auditing Standards, we have also issued a
report dated February 1, 2000 on our consideration of the System’sinternal control over financia
reporting and our tests of its compliance with certain provisons of laws, regulations, and contracts.

Our report on the System’s compliance and internd control over financid reporting indicated no
matters that we considered to be reportable conditions or materia instances of noncompliance.
However, during our audit, we noted certain matters involving compliance, interna controls, and other
operationa matters that are presented herein. These comments and recommendations are intended to
enhance compliance with laws, regulations and contracts, improve internd control, or result in other
operationd efficiencies.

Ernest A. Almonte, CPA, CFE
Auditor Generd
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EMPLOYEES RETIREMENT SYSTEM INVESTMENTS

FAIRVALUE OF INVESTMENTS

Investment balances reported on the Employees Retirement System (System) financidl
gsatements are derived from the custodian’ srecords. Audit adjustments of $14.9 million were required
at June 30, 1999 to reflect certain of the System’sinvestments (principally red estate and aternative
investments) at fair value. These audit adjustments are required because the custodian does not receive
the fourth quarter financia statements from the managers until after the fisca year dloses. The
manager’ s financid statements include information which affects the fair value of these investments.
Because of these timing differences, the investment balances, as reported by the custodian at June 30,
will dways require adjustment. The Treasurer’ s Office should caculate this net
appreciation/depreciion in fair vaue of invesments from the managers  quarterly financia statements
S0 that the investment balances are reflected at fair vaue in the System’ s financia statements at June 30.

Smilarly, the System’ s investment custodian recorded adjustments to cash, investments, and
income after June 30, 1999 that related to June 30 and prior activity. Asaresult, audit adjustments of
$3.1 million were made to adjust the balances reported for investments and net gppreciation in net
asHtsin thefinancid statements. The Treasurer’ s Office should review the custodian’s Cash
Transaction Statement Reports and Base Equivaent Cash Statements of al managers for prior period
adjusments that are made in the succeeding fiscal year so that the adjusted amounts, if materid, will be
reflected in the System’ s financid satements.

RECOMMENDATIONS

1. Cdculate the net appreciaion/depreciation in fair vaue of investments from quarterly
manager’ s reports not booked by the custodian as of the fiscal year end.

2. Review the custodian’s Cash Transaction Statement Reports and/or Base Equivaent Cash
Statements for the first two months of the succeeding fiscd year to identify any meaterid
prior period adjustments that should be made to the financid statements.

Auditee Views

Treasury concurs with these recommendations.

INCOME AND RETURN OF CAPITAL TRANSACTIONS

Aswe reported in prior years, the State’ s investment custodian did not properly classify certain
cash digributions from the red estate and dternative investment managers. Both the Treasurer’s Office
and the cugtodian receive letters and quarterly reports from the managers to identify distributions as
either income or return of capital. 1n some ingtances, the custodian recorded returns of capital as
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income and vice versa. If the Treasurer’ s Office reconciled the managers quarterly reports to the
custodian’ s reports, they would be able to identify these discrepancies.

RECOMMENDATION

3. Reconcile, on aquarterly bass, the investment mangers quarterly reportsto the custodian’s
report to verify that investment transactions are properly reported.

Auditee Views

Treasury concurs with this recommendation.

RECONCILIATION OF TRANSFERS TO/FROM INVESTMENT CUSTODIAN

The trandfer of funds to and from the Stat€’ sinvestment custodian are reported in both the state
accounting system and the custodian’ s records; however, the Treasurer’ s Office does not reconcile the
two records. Monthly reconciliations by the Treasurer’ s Office would provide assurance that transfers
were recorded properly. Transfers affect the ratios used to alocate pooled assets, liahilities, revenue,
and expenditures among the four retirement plans. In June 1999, $200,000 was transferred from the
Short-term Investment Fund (i.e., Cash Account outsde the Pooled Trust) to the Pooled Trust. Only
the State and Municipa plans participated in the Short-term Investment Fund, but the funds were
transferred to al four plans participating in the Pooled Trust. Asaresult, the Municipd, Judicid, and
State Police plans received more funds and the State plan received fewer funds than what was originaly
attributed to them. In addition, we reported in prior years that the custodian had posted certain
transfers between the State and the custodian to the wrong pension plans. To ensure that the custodian
posts dl transfers to the gppropriate penson plans, the Treasurer’ s Office should reconcile the state’'s
accounting system to the custodian’ s records of transfers and research any discrepancies.

RECOMMENDATION

4. Reconciletrandfersto and from the Stat€' s investment custodian on amonthly basis.
Auditee Views

Treasury concurs with this recommendation.

EMPLOYEES RETIREMENT SYSTEM ADMINISTRATION

PENSION BENEFIT INFORMATION SERVICE
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The Retirement System provides a tape file of pensoners socia security numbersto the
Pension Benefit Information (PBI) service, which then matches the socia security numbersto itsown
database. PBI notifies Retirement of any socid security numbers that areinvalid or belong to deceased
individuals. Once Retirement receives the report from PBI, they research whether those individuas are
deceased. In four cases, Retirement confirmed that the pensioners were not deceased by contacting the
pensioner viatelephone and asking a series of questions.

One purpose of the PBI report isto determine if an individua may be fraudulently collecting a
deceased person’ s pension -- verba confirmation from atelephone cal would not necessarily provide
the proof that a pensoner is not deceased. Retirement should reevauate its method of confirming the
PBI report information.

RECOMMENDATION

5. Obtain definitive proof on whether a pensoner is deceased if hisher name appears on the
PBI report.

Auditee Views
Retirement is investigating additional measures that can be taken to strengthen its

process. Additionally, Retirement will develop a fact sheet in the member’ s folder
detailing all actions taken.

DISTRESSED COMMUNITIES — INTEREST ON DEFERRED CONTRIBUTIONS

Three municipdlities were dlowed to defer the employers share of retirement contributions for
school department personnel in fisca 1992 as provided by the Public Laws of 1993, Chapter 138
because these municipalities were determined to be distressed communities. Additionally, one
municipality also deferred its share of contributions to the Teachers Survivor Benefits (TSB) fund and
the federally funded share for teachers retirement. The deferred amount plus interest, as determined
through an actuarid study, would be equally divided between 1994 and 2003 and paid directly by the
State Department of Elementary and Secondary Education from school operationsad. The actuary
caculated the interest payments using Smple interest a 8 percent.

One municipaity repaid itstotal deferral of $932,587.33 on July 22, 1993. Another
municipaity repaid its deferral of $127,730.61 for TSB and federdly funded contributions by May 18,
1995. Aswe reported in prior years, neither community paid any interest on the deferred amounts.
The Retirement Office should collect the interest due or request the Board to waive the accrued interest.

RECOMMENDATION

6. Inquire of the Retirement Board whether the interest due should be collected or waived.
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Auditee Views

Retirement concurs with this recommendation.

AUTOMATED SYSTEMS

The Retirement Officeisin the process of ingaling a new automated accounting and benefit
sysem. This new system will not be fully operationd for sometime. With the implementation of this
new system, some of the following findings on reconciliations, and pension payroll may be resolved;
however, until then, the following issues require attention:

Recondilidions

The Retirement Office and the Office of Accounts and Control both record contributions,
service credit purchases, trandfers, and refundsin their respective accounting systems. Aswe reported
in prior years, Retirement does not reconcile the balances in their accounting system to those in the State
accounting system athough the State accounting system is used to prepare Retirement’ s financia
gatements. Without the reconciliation process, differences between the two systems, such asthe
instances described below, will not be detected:

A municipa police and fire department joined the Municipad Employees Retirement System
infisca 1998. Initia contributions of $970,169 for prior service cogts were received in
October 1998 (fiscal 1999). These contributions were posted to the State' s Accounting
System as employer contributions in October 1998 when the funds were received but
should have been recorded as member contributions. The contributions were credited to
each employee s account in the Retirement Contribution System in June 1998 (fisca 1998)
prior to actualy receiving the contributions.

Employee contributions from the December 1998 payrall of one municipdity were posted
twice to each employee' s contribution baance in the Retirement System.  If an employee
had withdrawn from the system, he/she would have been refunded more contributions than
were actudly contributed.

The contributions from police and fire employees of one municipdity were transferred from
itsmunicipd plan to its police and fire plan. The contributions of five employees were
erroneoudy transferred twice to the new plan. Smilarly, if one of these employees had
withdrawn from the systemn, he/she would have been refunded more contributions than were
actually contributed.

RECOMMENDATION

7. Reconcile Retirement’s Contribution System ba ances to the State Accounting system
balances monthly.
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Auditee Views

Retirement concurs with this recommendation and has begun devel oping a new computer
system which will address this concern.

Pension Payrall

Aswe reported in prior years, adata entry clerk in the Retirement Office enters the changes to
the pension payroll and subsequently verifies the ontline screen to ensure that the changes were entered
properly. The State's Office of Library and Information Services produces a detailed monthly report
on the changes made. For control purposes, a second person should at least reconcile what the net
changein gross pensions should be to the total changes posted.

Infisca 1999, a pensoner erroneoudy received two pensions Smultaneoudly. After recaiving
her first pension check, she requested a change in benefit option. The change in option was processed
and anew pengon benefit was caculated; however, the origind pension was not terminated. The
pensioner received two pension checks for fifteen months before Retirement readlized the error. I
Retirement were to generate areport on duplicate socia security numbers (excluding the accounts for
beneficiaries collecting), they could identify thistype of error when it first occurs. In addition, this error
could aso have been detected if an independent person compared what should have been posted to the
pension payroll to what was actudly posted.

RECOMMENDATIONS

8. Require someone independent of the person entering data to the Retirement system to
reconcile the net change in gross pensions to the total changes posted.

9. Generate areport on duplicate socid security numbers gppearing on the pension payrall,
excluding the accounts for beneficiaries collecting, to investigate any duplicate penson
checks.

Auditee Views

Retirement concurs with these recommendations and has assigned an individual to

reconcile the net change in gross pensions each month and will develop procedures
regarding recommendation 9 .

CLARIFICATION OF RHODE ISLAND GENERAL LAWS

Some of the laws pertaining to the Employees Retirement System need modification and/or
clarification to meet the current needs of the Sysem. The following are examples of certain sections of
the laws that may require modification.
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a) Inprior years, we identified a State employee who had obtained a one-year vocationa
education teacher’ s certification that enabled him to purchase five years of service to apply
towards retirement. Although the certificate alowed thisindividua to teach, this person was not
employed as ateacher. Thisindividua was a State employee for about 20 years with the
Department of Education. To qudify for this cetificate, one must satisfy the following
requirements.

- have ahigh school diploma,

- takeawritten and practicad examination administered by the Department of
Education (may be waived),

- complete twelve semester hours of professiona education courses (Sx credits must
be in vocationa education methods and curriculum), and

- work a least five yearsin the fidd that one will teach.

Section 16-16-6.2 of the Rl Generd Laws alows voceationa education teachers, who
are employed by the State or a municipality, to purchase up to five years of service to apply
towards retirement, for the length of time they spent working in the field that they are currently
teaching. It isnot clear whether avocationa education teacher is someone who actudly teaches
vocationa courses to sudentsin a classroom or anyone in possession of avocationa education
certificate with appropriate work experience and whose job title falls under the broad definition
of “teacher”. Other state employees may dso fal within this broad definition of teacher;
thereby qualifying for this service credit purchase.

b) Sections8-3-16, 8-8-10.1, 28-30-8.1, and 31-43-11.1 of the Rl Genera Laws establish
restricted receipt accounts to hold in trust the retirement contributions of judges appointed after
December 31, 1989. Likewise, Section 42-28-22.1 of the Rl Generd Laws establishesa
restricted receipt account to hold in trust the retirement contributions of the state police hired
after July 1, 1987. There are two plansin effect for both state police and judges. State police
and judges hired/appointed prior to the above dates do not contribute to the retirement plans
and their pensions are paid directly from state gppropriations. In contrast, the state police and
judges hired/appointed after those dates contribute to the plan and their pensionswill be paid
from the contributed funds. Thereis a question on who actualy administers the pension plans
for the state police and judges hired after those dates. The laws empower the Retirement
Board to establish rules and regulations to govern the plan; however, it is not clear if the Board
adminigters only the contributions and the investment of those contributions. The laws do not
refer to the Retirement Board when discussing the administration of pension benefits. These
laws should be darified to specificaly identify who adminigters the above mentioned plans.

c) Section 36-8-10.1 of the Rl Generd Laws establishes a restricted receipt account within the
State’' s Genera Fund to pay the expenses of the Retirement Board and the cost of maintaining
and administering the retirement system.  Sections 36-8-10.1 and 45-21-42.1 of the Rl Generd
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Laws authorize transfers of up to 1.5% of the investment income received by the Employees
Retirement System and the Municipa Employees Retirement System, respectively, to the
restricted receipt account. The amount of the transfer is limited by reference to investment
income as reported in the annua report of the audited financid statements of the plans or
sysem. Due to achangein accounting principles, the changein fair vaue of invesmentsis now
included as a component of net investment income. One and one-haf percent of the total net
investment income including change in the fair vaue is asgnificantly higher number than what
was previoudy consdered asacap. Thelaw requires some modifications because of this
change in accounting principles

d) Wereported in prior years that administrative expenses incurred by both the Retirement Board
and Office were charged to the State Police and Judicid retirement plans dthough thereis no
datutory authority or agreement to dlow this. Although the administrative expenditures charged
to the two plans are not materid, the Rl Genera Laws should be modified to address
adminidrative transfers from the State Police and Judicid retirement plans.

e) Aswereported in prior years, Retirement’s procedures are not adequate to determine the
income earned by those pensioners collecting a disability penson Retirement obtains alisting of
gate withholding amounts from the R.I. Divison of Taxation, but the amount of tax withheld is
not an accurate reflection of income earned. In addition, the report is not useful for tracking the
income earned by out- of-gtate pengoners. Although the * Continuing Statement of Disability”
form requires dl sdf-employed disability beneficiaries to submit a copy of their federa tax return
and dl othersto submit identification of their wages (W-2), thisis not required by law. Unless
al disabled pensoners submit copies of their federd tax form with their W-2 form(s), one
cannot determineif al W-2's have been submitted. All wages, including out of state wages,
should be verified to determine that total earnings, including both disability benefits and persond
earnings, do not exceed the amount of compensation presently paid to an individua who holds
the position from which the pensioner retired.

f) Sections 36-10-17, 16-16-19, and 45-21-23 of the Rl Genera Laws address reexamination of
disability beneficiaries and reinstatement to active service. If areexamination determines that a
beneficiary is able to engage in againful occupation, his name is to be placed on the appropriate
lists of candidates for gppointment to positionsin his department or agency for which heis
dated to be qudified. If the beneficiary finds employment, the Retirement Board shdl adjust the
amount of hisor her disability benefit so that the totd of his penson and earnings do not exceed
the annua compensation currently in effect for the classfication that the disability annuitant held
prior to retirement. Some employers have refused to rehire former employees unless so
ordered by the courts. If the beneficiary is not rehired, dthough fit for work, Retirement
continues to pay his benefits. In one Situation, a recipient was found fit to return to work in
fiscal 1995, but the town would not rehire theindividud. Consequently, the recipient is il
collecting adisahility pengonin fiscal 1999. The generd laws do not address payment of
disability benefits when an employer refuses to rehire a beneficiary that is able to return to work.
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g Wedso noted stuations in which the disability recipients were employed, but the earnings
combined with the disability pensions were less than what they would have made if il
employed in their former positions. For example, ateacher retired with a disability penson but
he is currently employed as a program planner in another school department. Although the
individud earns less than what he would have earned in his former position, one questions
whether the intent of the law isto pay adisability pension to an individud who is not totaly
disabled, but can be gainfully employed. The generd laws do not specificadly address these
gtuations.

RECOMMENDATION

10. Review various sections of the Rl Generd Laws affecting the adminigtration of the Retirement
System and request the General Assembly to make necessary amendments.

Auditee Views

Retirement concurs with this recommendation and will provide these issues to the board’s
Legislative subcommittee for review.
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