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PROCEEDIL NGS
MR. BOGANY: We're going to call this Audit
Commttee Meeting to order. W're going to -- the first
order of the Agenda, we're going to call the roll call and

make sure we have a quorum Shad Bogany, here. Dr.

Gor don?

MR GORDON: Here.

MR. BOGANY: Mayor Salinas?

MR, SALI NAS: Here.

MR. BOGANY: W do have a quorum W need --
an action itemwe need to -- make sure that everybody has

reviewed the mnutes. And so any need for any
corrections? O discussion on the mnutes? D d everybody
get an opportunity to do that?

So the m nutes were okay, |'m assum ng? Ckay.
Can | get a notion fromthe floor to approve the m nutes
fromthe |last nmeeting, October 147

MR. GORDON: Mbdtion to approve the m nutes.

MR SALI NAS: Second.

MR. BOGANY: Al those in favor, say aye.

(A chorus of ayes.)

MR. BOGANY: Geat. W are now going to do a
presentation with di scussion on Audit Results fromthe
St atewi de Federal Single Audit Fiscal Year 2004, August
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31. And David Gaines is going to do that presentation.

MR. GAINES: Good norning, Chairman, nmenbers of
the commttee, Ms. Carrington. As Chad nentioned, the
first Agenda Item behind Tab 7(a) is the Results of the
Federal Single Audit for the 2004 Year.

The actual report itself was over 280 pages,
and what |1've done is extracted the portions rel evant just
for the departnent. That exceeds 40 pages. So the
materials imediately behind the tab is a summary of those
40 pages. It's a six-page sunmary that discusses -- which
are summari es of the findings and recommendati ons
identified by the Audit. And that's where I'mgoing to
focus ny attention and di scussion this norning.

So if you will turn to the first page behind
the tab, and the background is that the Non-Federal
entities that expend over $500,000 a year are required to
have this Federal Single Audit. And the non-Federal
entity in this case is the State of Texas.

And so all state agencies were included in the
consideration of the audit. The single audit was
conducted by KPMG who was in contract with the State
Auditor's Ofice to conduct the audit.

Agenci es and prograns selected for the audit
are based on the significance of the dollars, and/or risks
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associated with the prograns as perceived by the auditors.

The TDHCA program sel ected for audit was
limted to the Section 8 program and this was sel ected by
the auditors based on its perception of the risks
associated with that program

The next section provides you definitions of
the types of findings. |I'mnot going to read that for
you. There is also findings relating to Nonconpliance for
Federal rules and regul ati ons.

The audit results wll be nine findings for the
Section 8 program There is five reportabl e conditions,

t hree nonconpliance issues, two material weaknesses, and
two material nonconpliance findings.

You'll notice the type of findings exceeds the
nunber of findings, and that's because sonme of the
findings had nore than one type of issue in it.

Several of the issues noted by the auditors
fall in the category of the department's control systens
that it had in place, but they just weren't operating as
i ntended by managenent. That was four of the nine
findings. And it related to a checklist that the Section
8 program uses to ensure conpl eteness and accuracy of the
processi ng Section 8 adaptation and processing of
paynments, and such as that.
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The checklist, the auditors found, was either
m ssing, inconplete, or unsigned. Mnagenent responded
that it woul d enhance controls over this checklist and
ensure that these errors not reoccur. Three of the
enhancenents to the checklist were expected by m d- March.

The | ast enhancenent was not going to be conpleted until
the end of April, because it required coordination with
I nformati on Systens Services Division.

O the remaining five findings, one of them
related to several Housing Assistance Program contracts
that were either m ssing or unsigned. And on this
particul ar issue, the auditors questioned $5,351 rel ating
to the dollars expended into those contracts.

One of the issues related to instances where
crimnal history certifications or acknow edgnent forns
were either mssing or inconplete. And one of the issues
related to non-life-threatening deficiencies noted during
i nspections that were not corrected within the required
time frane.

There was also the requirenent that if these
deficiencies were not corrected, you stop the paynents to
the landlords within a certain tinme frane.

There were several instances noted where those
paynments did not cease. And the auditors questioned those
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ampunts, which equated to $1,800 -- 1, 842.

In these cases, managenents responded that they
were going to conplenent their checklist, add to it, and
ensure that these considerations are addressed to preclude
repeat of these types of occurrences. And they responded
that this would be conpleted by March 15.

The remaining two findings relate to materi al
weaknesses, which neans that the auditors basically --
their conclusions were that the control systens were not
adequate to ensure instances of nonconpliance that may
occur would be detected in a tinmely manner by enpl oyees
during the normal course of their business
responsibilities in fulfilling their responsibilities.

And we' |l discuss these issues in alittle
greater detail.

At the bottom of page two of six is a summary
of reference finding, 05-72. This finding relates to
rei nspections. The Section 8 programrequires that al
housi ng units be inspected and rei nspected based on
specific criteria.

The auditors noted that several of the
reinspection forns were inconplete. They also noted a
significant nunber of reinspection forns with deficiencies
of such nature that they caused the auditors to believe
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that the original inspections were deficient. And those
deficiencies weren't identified in the original
i nspecti ons.

The auditors recomended training for the
i nspectors to ensure consistency and quality of the
i nspections. And then they also recommended quality
assurance reviews over the forns docunenting the
i nspections. And managenent has agreed with these
recommendati ons and intends to provide an inspection
training programto its |ocal operators by June 1, 2005.

The last issue | wanted to specifically discuss
was 05-22, on the bottom of page three of six. It -- the
auditors' concern here is that there is not a transaction
approval process to ensure that all transactions entered
into the system for paynent under the Section 8 program
undergo a review and approval after they're entered into
the system but before they are rel eased for paynent.

This concern is exacerbated by a | ack of
separation of duties, whereby the programregional
coordinators are able to process a contract, process
contract source docunents, enter transactions into the
Section 8 system and al so establish vendor paynent dat a.

These abilities allow the coordinator the
ability or the possibility to generate errors, or even
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worse, commt fraud within the normal course of their

busi ness duties, allows an ability -- certainly no instant
in that sort of thing, but however, no instances of such
activities were noted by the auditors.

The SAO reconmended a review and approval of
transactions after they are entered into the system and
separating duties so that personnel who are not -- who are
responsi ble for entering contracts into the Section 8
system cannot al so establish vendors in the departnent's
accounting system

Managenent responded that it would divide the
duties of the Section 8 staff |leading up to the entry of
data into the automated systens. And that's a review and
approval of the data to be entered into the systens. And
while this does provide additional controls |leading up to
the entry of data into the systens, it doesn't address the
risk that inaccurate or inproper data can be accidentally
or intentionally entered into the system and be detected

within the normal course of business.

So that particular address -- concerns not
addressed by our response at this point. | believe that
this condition will lead to a repeat coment in future

years.

MR, SALINAS: So what are they doing to --
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MR. BOGANY: What is managenent doing to --

MR. SALINAS: -- correct all these
defici enci es?

MR. GAINES: | believe there's ongoing
di scussions on how to best resolve this, and maybe nobve
beyond that response. |I'mnot sure the status of those
di scussions. There may be people in audi ence who can
speak to that.

MR. SALINAS: So what would be the -- our
duties as far as -- howis it -- how are we going to find
out when they've corrected this deficiency?

MR. GAINES: The way | see what | would cal
the residual risk, after these controls to renaining
risks, in ny mnd would be the possibility that errors or
worse -- irregularities or -- another word for fraud,
could be commtted by an enpl oyee within the normal course
of their duties, and there is not controls to detect that.

So that's the remaining risk. And the question
for managenent and the board is is that a risk we're
willing to accept? O is that sonething we need to do
sonet hi ng about? Those --

MR. BOGANY: What's your suggestion?

MR GAINES: |'msorry?

MR, BOGANY: \What's your suggestion?
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MR. GAINES: Well, ny discussions with
managenent is that there was significant resource
requirenents to |l ook at transactions after they are
entered into the systemto ensure that they were accurate,
conpl ete, and properly supported. That was the biggest
obstacle in ny mnd in noving forward with that.

Short of that, I would -- I"mhaving a little
bit of a difficult tinme understanding why you coul dn't
separate the responsibilities for setting up the contract,
or setting up vendors.

l"mnot sure I'm-- | don't know the vol ume of
that. |1'mnot recognizing it as being so significant
where those duties couldn't be separated. That would
provi de controls over the entry of data. It stil
woul dn't address accidental errors being entered into the
syst em

So that would -- the accidental errors being
entered into the systemis a lesser risk that maybe is
accept abl e.

MR. BOGANY: Ms. Carrington, can you address
any of that on David's suggestion on why we can't do it
t hat way, or sonebody in the audience can't? 1Is that
going to slow us down? Because it seened |like the risk
is -- could accunul ate and accunul ate and put us in a bad
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position with the State Auditor, or HUD, exactly. So can
anybody give us sone --
M5. CARRINGTON: 1'd like to ask M. Fariss,

who is the Director of that division, to tal k about that,

M . Bogany.

MR. BOGANY: Ckay.

MR. FARI SS: Good norning.

MR. BOGANY: Good norni ng.

MR. FARI SS: Wen we responded to this finding,
we -- what we suggested was that we woul d separate the
duties of entering the contract amendnents. W -- because

the Section 8 waiting lists have been closed for a | ong
time, the main workload is anendi ng contracts.

We anmend anywhere from 100 to 250 contracts on
a nonthly basis. The risk of fraud that David was talking
about was increased because each regi onal coordi nator had
the access to set up the anendnent, enter the anmount of
contract, and to finish the work on that contract
i ndi vi dual |y.

What we have proposed to do is that one
regi onal coordinator will prepare the paperwork, and then
anot her regional coordinator will enter the contract
information, so there is a check and bal ance there in
the -- even before that happens, there is quality control
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review. So we have three reviews of that.

David's concern, and | guess the State
Auditor's concern, is that even after those three reviews,
there may be an opportunity for soneone to enter
i naccurate information.

MR. BOGANY: Ckay.

MR FARISS: If -- and we haven't heard from
the State Auditor's O fice whether they have accepted our
response. However, if they don't accept the response, or
if it's the Board's wishes to investigate sonme ot her
further check and bal ance, we'll | ook for the opportunity
to do that.

MR. BOGANY: Well, fromny standpoint, | would
probably |ike to see what they -- how they respond to your
suggestion. But if they don't respond, then we need to
fix it, whatever satisfies David and |, let's do it.

MR. FARISS: Right?

MR. BOGANY: Mayor ?

MR. SALINAS: Yes. The findings that you
have -- and | didn't understand hi mwhen he said that the
st op- paynents of the vouchers, when they did not sign
them were unsigned, and they were going to stop paynent
as soon as they --

MR. FARISS: Are you referring to --
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MR SALINAS: -- as soon as 3/15/05? O
3/ 15/ 067

MR FARISS: |I'mnot sure. Wre you referring
to the finding --

MR. SALINAS: O the stop-paynents, where
peopl e had not signed their vouchers, or -- and you were
still paying?

MR FARISS: Well, one of the issues that he
tal ked about was the -- was payi ng when the |andlord
didn't address the non-threatening condition of the unit
within a given period of tine.

And that --

MR. SALINAS: Then you had to stop the paynent.

MR. FARISS. You know, that paynment should --
if they don't neet the 30-day requirement, we should not
pay until they're in -- until they've done that. And our
quality control checklist did not have a place for the
quality control inspector to |ook at that.

So we've added that to our checklist, to make
sure that we don't pay when they're -- when the |landlord
hasn't addressed the non-life-threatening, and the |ife-
t hreat eni ng condi ti on.

MR. SALINAS: Can that be put in place as a --

MR FARISS. It's already -- we've al ready
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put --

MR. SALINAS: -- as of March 157

MR. FARISS: Yes. W've already changed the
quality control checklist, and yes, we've already
addressed that.

MR. SALI NAS: Ckay. Good.

MR FARISS: In fact, we've addressed all of
t hese issues, except working wwth IS, which will take us
to the end of this nonth.

MR. BOGANY: Ckay. So our goal is to have
everyt hi ng addressed, say, by May -- by the next board
nmeeti ng we shoul d have everythi ng addressed.

MR. FARISS: And we should have -- | guess we
wi |l have a response fromthe State auditors on responses,
so we'll know whether this is acceptable, and --

MR, SALINAS: What if it's not acceptable by
the State auditor?

MR FARISS: Wll, there is a couple of potions
that we have. And one of themis to draw a sanple of the
contract anendnents that have been entered on a nonthly
basi s, and have another person review what went into the
conputer -- what was entered into the database, as opposed
to what's in the file in the tenant file.

That's one option. W have one or two ot her
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options that we just tal ked about yesterday. But we have
two or three things that we can do, | believe, that wll
satisfy themfurther. But at this point, our response to
the SAO indicated that we believed that we had reduced the
ri sk by suggesting what -- by inplenmenting the change that
we' ve done.

MR. SALINAS: Okay. Wat how about 05-72, the
i nspected of -- and the reinspections of the apartnments?

MR FARISS: W --

MR, SALINAS. For -- on the formthat you --

MR. FARISS: Sone of those -- well, first of

all, the reinspections that they nmentioned in their
finding is a Section 8 nmanagenent and -- | forget what the
acronymis for. But every year, HUD tells us -- gives us

a sanple size of units to reinspect. And the point of
that is to look at how well the initial inspection was
done.

Each year when our contract is anmended, we have
to reinspect the unit, and we have to redo all the
eligibility information, reverify everything.

The way that we administer this programis
t hrough -- we have | ocal operators that we contract wth.

They do the inspections. So if, indeed, this finding is
pointing out to us that sonme of themare not --
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MR. SALINAS: Doing it.

MR. FARISS: -- doing it as well as they could,
t hen what we have suggested -- our response is that we
wll do sonme additional training for the LOs. And we --

MR. SALINAS: O find sonebody el se to do them
no? | nean, that we're finding |local people to do them
they're not doing their job, then just find sonebody el se
who is going to do it right.

MR. FARISS: Sonetinme -- yes. Right?

MR. SALI NAS: Wiy spend noney on sonebody el se?
Wiy spend noney on the sane individuals that are not
really doing their job? That's ny --

MR. FARISS: | haven't analyzed this, but ny
suspicion is that these 36 may be l[imted to only a few --

MR. BOGANY: One or two local --

MR FARISS. -- local -- yes, one or two | ocal
operators. In addition, while it's not all of -- while
it's not every place, there -- you know, when an initial

i nspection is done, and then a follow up inspection
occurs, there is up to 90 days where sonething could have
happened t hat maybe was okay in the initial inspection,
but wasn't okay in the foll ow up inspection.

MR. SALINAS: But it's showing up in our audit
report here at -- when it conmes up in our audit report,
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you know, it's very problematic for us to see it in our
audit report because by the tinme it gets to us, that neans
you have a | ot of problens, | would think.

MR. FARI SS: Except there is 1,800 inspections

done --

MR. SALI NAS: Wwell --

MR. FARISS: -- and you know, | think we can
address it wwth some -- wth doing sone training and

continuing to train our |ocal operators. For the nost
part, they do a good job, and want to do a good job. Yes,
sir?

MR. SALI NAS: But when they show up here, then
that means they're not doing a good job. That's the
problem | nean, you know, | don't care what they do out
there. But the problemis to keep it away fromus, and
for us not to see it in the audit. And for the State
auditors not to see it. But that's beside the big
pr obl em

And knowi ng sone of those problens cone from
what area, and you know, sone of themare not really doing
their job. And you know, nore training is not going to
hel p, because how | ong have they been doing it? And they
did just --

MR. FARISS: There is a lot of turnover in --
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MR SALINAS: | know.

MR. FARISS. -- and you know, they could -- we
coul d have been contracting with a | ocal operator for
years, but it m ght not be the sane person who is --

MR. SALINAS: But the people that run those
apartnents, or those -- that run those vouchers over -- in
their sections, they should really be taking care of those
vouchers, because the only way they're going to straighten
this out is by just taking away those vouchers, and
putting them sonmewhere el se where they're going to really
do the inspections that will really take care of it.

M5. CARRI NGTON:  Mayor, we know that it is a
problem And it is our intent to make sure that the | oca

operators are either properly trained and can do the

i nspections, or we will find other |ocal operators.
MR. SALINAS: Well, | think that's the answer.
No training at all. | nean, find sonebody el se --

MR BOGANY: Well --

MR. SALINAS: -- that is not going to give us
t hese problens and have to tal k about it here at the
committee neetings.

MS. CARRI NGTON. Because it is our goal to
mnimze our audit findings. You will see a little bit
later on in the Audit Commttee agenda that we have had
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audit findings -- we have nmultiple audit findings that
have been cleared by HUD in our HOVE program and in our
Section 8 programthat we're very pleased that we're going
to be reporting to you in the next few m nutes.

MR. SALINAS: But did you have to go --

M5. CARRINGTON: And so it's our --

MR. SALINAS: -- and spend sone time and go up
to the HUD and try and convince themthat it has been
taken care of, or we could take care of it fromthe very
begi nni ng.

M5. CARRINGTON: W are going to put the
systens in place that mnimze our audit findings.

MR. SALI NAS:  Uh- huh.

M5. CARRINGTON: And this is one of ny -- M.
Bogany, you had said sonething about are we going to be
able to have our systens in place, and have corrective
action by the next board neeting? This was -- this one in
particular, 05-72, is one that we are | ooking to have the
training conpleted -- the training conpleted or the
trai ni ng beginning on June 1

MR. FARISS: The target date was June 1

M5. CARRI NGTON:  For conpletion or for
begi nni ng?

MR. FARI SS: Yes.
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M5. CARRI NGTON: Okay. So that will run us
into June.

MR. BOGANY: Ckay. A question. You said
briefly that you could isolate where 36 of these issues --

MR FARISS: No, | said | didn't know -- |
don't know where those 36 are.

MR. BOGANY: Ckay.

MR FARISS: O were.

MR. BOGANY: Ckay. Because | agree with the
mayor. If its' comng fromone area, you go in and
elimnate that person, and start all over.

MR FARISS: | would agree.

MR. BOGANY: Ckay. All right. Any other
gquestions?

MR GORDON: So | guess, is there a going to be
a followup to these, to nake sure that these have been
addressed and --

MR. BOGANY: Absolutely..

MR. GORDON: -- at the next board neeting?
Ckay.

MR. SALINAS: The next board neeting they'll
probably give us a report.

M5. CARRINGTON: The next -- at -- well, at the
next Audit Comm ttee neeting.
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BOGANY: Audit Conmttee neeting. Ckay.
SALI NAS: They'll give us a report.
CARRI NGTON:  Yes.

BOGANY: Fine. Thank you.

FARI SS: You're wel cone.

BOGANY: David, is that all of Item 2?

2 3 3 5 3 3

GAINES: Yes. And I'd just like to clarify
alittle bit. The separation of duties that M. Fariss
was referring to, while that does enhance the controls
leading up to entry, while those duties are separated, the
ability to do those activities still remains.

The coordinator still has the abilities to get
into the systemand initiate those transactions. But
that's sonething, as you suggested, we'll work with the
state auditors until we conme to a satisfactory concl usion.

MR. BOGANY: Ckay. So we'll at |east see what
the state auditor says, and then we go to Plan D if that
does not work.

MR. GAINES: Yes, sir.

MR. BOGANY: O C, or whatever. Ckay.

MR. GAINES: Any audit report, as it's
presented initially, and it will be exactly like the
presentation, and in subsequent follow ups, those -- these
issues will be carried to the State's Prior Audit |Issue's
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report. Which leads us into our next agenda item

MR. BOGANY: Itemthree.

MR. GAINES: This is behind Tab 7(b), the
Status of Prior Audit |Issues. The first -- there was a
| ot of good news kind of hidden in the materials here.

" m sorry.

MR. BOGANY: Well, let's hear the good news.

MR, GAINES: You'll notice behind Tab 7(b) is
the summary schedul e findings that you typically see in
such prior audit issues. There is three letters from HUD
i medi ately prior to Tab 7(b), which is behind the first
tab, 7(a). So if you'll turn to those letters -- it's
like the last five or six pages of Tab 7(a).

Excuse the confusion. These letters should be
behind Tab 7(b). But | do believe these are -- it's
information we'd |li ke to acknow edge. Each of these
letters clears audit issues of the departnent by HUD
Three -- there is three letters clearing 13 findings in
2001, 2002 and 2003 Federal Single Audits.

There has been discussions in the past about
wel |, managenent says these are cleared, and those are
cleared. How do we know for sure?

And the way |'ve chosen, because | know they'l|
followit up in prior years, is generally I'll rely on
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managenent's representation that they've done this and
that, fully recognizing they'll be followed up on during
subsequent audits as those audits relate to those
particul ar findings.

So with these letters, the departnent believes
that all the findings associated with these three years
have been closed. And that's good news. And hats off to
managenent for their hard work in clearing those issues.

Now, back to the summary report that you're
used to seeing. Al | really want to focus on here is the
fact that there is four issues. Three of them-- excuse
me, two of them have been reported as inplenented. Those
are the remaining two. One is anticipated for conpletion
in Muy. And the last issue relates to the Famly Self-
Suf ficiency Program

This is still in the -- the departnent
continues to work with HUD. These vouchers have been
approved by the board to be transferred to Brazoria
County. The departnment continues to work with HUD to see
if it's possible to transfer the responsibilities relating
to the famly's self-sufficiency programin Brazoria
County al so.

MR. BOGANY: So have you -- have they decided
that they don't want to do it yet? O -- it seened |ike
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that would go along with transferring the vouchers out to
your responsibility, but --

MR. SALINAS: They're still messing around with
t hat ?

M5. CARRI NGTON: Yes, sir.

MR. SALINAS: What's going to be -- how are we
going to get rid of that problenf? Wen are they going to
take care of it?

M5. CARRINGTON: We -- it actually is noving.
Wien | was in Washington a nonth ago at neetings wth HUD
officials, we did discuss it. And probably the week after
| got back to Austin, we did receive a call, and we were
asked to tell the regional HUD of fice how many vouchers we
wanted to transfer.

And so we gave themreally about three nunbers
and said, sort of, You decide. This is how many are
al l ocated to Brazoria County, but these are how many are
| eased in Brazoria County. So it really is between HUD
and Brazoria County at this point.

The departnent has done what we need to do in
relinquishing those vouchers back to HUD, and it is up to
HUD to determ ne how many of those vouchers will go to
Brazoria County along with the adm nistrative dollars.

MR. BOGANY: Ckay. So is it possible to take
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off the Fam |y Self-Sufficient Programsince HUD is now
talking to Brazoria, or do we have to continue to report
on this every audit commttee neeting?

M5. CARRINGTON:  You know, | think it's
reasonable that it will come off. But that we're not
confortable in doing it until HUD has definitively said to
us, You are not responsible for the Self-Sufficiency
programin Brazoria County.

MR. BOGANY: Ckay. All right.

MR. SALINAS: And they're not?

M5. CARRINGTON: No. We'll wait. We would be
wanting HUD to tell us that, that we no | onger have that
responsi bility.

MR. SALI NAS: Ckay.

M5. CARRINGTON:  And they just haven't told us

yet .
MR SALINAS: But as of now we still are?
M5. CARRINGTON: As of now, we still are. Even
t hough the vouchers are gone, we still have the

responsibility for the Self-Sufficiency Program W think
they' Il catch up

MR. SALI NAS: One of these days.

MR. BOGANY: Ckay. Any other questions on
that? Well, I'd like to say |'mglad to see the
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department -- we've got these three letters that tells us
we're maki ng sone progress in the Audit Commttee reports.
And managenent -- senior managenent and staff is really
taking this very seriously to clear it up.

David, you want to present the Enterprise Risk
Managenent framewor k?

MR. GAINES: Yes. And then the next two agenda
itenms relate to the departnent's Ri sk Managenent Program

And | believe it's inportant for the Board to recognize
the program and the efforts by managenent in trying to
identify fires before they are started, and to control
themup front.

As you know, the Governor's office issued an
executive order last June or July that requires each
agency to inplenment a risk nanagenent program and report
to the Governor's office | ast October on the status of
t hat program

In our report to the Governor's office, the
departnment provided a high-level risk assessnment of the
departnent, based on a questionnaire that we put together.

The report also included the departnment's plan for fully
devel oping its risk managenent program

It turns out that the Governor's office |iked
the questionnaire so well that they've adopted it as a
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standard that's going to be used by other agencies going
forward. This will be helpful to us, because in the
future we'll nerely need to update that questionnaire for
current conditions.

As far as managenent's plans to develop this
ri sk assessnment program considerable progress has been
made in that respect. The executive office has adopted a
ri sk managenent nethodol ogy that we're fixing to wal k
through. It has issued a standard operating procedure
defining the responsibilities for all levels of staff
relating to the risk managenent program

It's issued directives that the
responsi bilities associated with the program are included
in each person's job description. And as those job
descriptions are actually updated, that they need to
i ncorporate |anguage to that effect.

The enpl oyee eval uation systemis currently
under revisions. And one of the planned revisions is to
i ncor porate consideration of an enpl oyee's perfornmance
under the program These -- the risk assessnment processes
of the departnment are currently in process. They're well
underway. All of these elenents are essential elenents, |
believe, to the architecture of the program and are
essential for the success of the programto nove forward.
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The agenda itens before you relate to the
departnent's net hodol ogy that's been adopted. And I'll go
through this. | cane in about seven 0'clock this norning
to do a trial run, nmake sure the equipnment is working.

But we finally got it turned on about 15 mnutes into the
Audit Commttee. So hopefully I'lIl know all the right
buttons to push here.

The first section is a high-level sunmmary that
provi des background of the nethodol ogy, which is based on
a report by COSO, Enterprise R sk Managenent, and
| nt egr at ed Framewor K.

VWll, the first question is, is probably, what
is COSO? And COSOis the Commttee of Sponsoring
Organi zations. It was forned in 1985. It was created to
express a single voice in the financial business comunity
on issues raised with problens of financial reporting.

It was formed to sponsor the Nationa
Comm ssi on on Fraudul ent Financial Reporting, otherw se
known as the Treadway Conm ssion. Some of you may be
famliar with that. The sponsoring organi zati ons consi st
of Financial Executives International, American Accounting
Associ ation, Anerican Institute of Certified Public
Accountants, Anmerican Institute of Internal Auditors, and
I nstitute Managenent Accountants.
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| m sure you recogni ze sonme of these
organi zati ons, because they're all powerhouses in their
respective fields. The support and backi ng of these
groups and reports, the advisories and reports have pretty
much becone generally-accepted standards.

One of the first reports, Internal Control -
| nt egrated Framewor k, has becone the gold standard when it
cones to evaluating controls. |It's directed towards the
needs of nmanagenent. And so it affects needs of
managenent and has been incorporated into policy rules and
regul ati ons.

It's al so becone the broadly accepted standard
for satisfying the reporting requirement -- sonme of the
reporting requirenents relating to Sarbanes- Oxl ey Act,
whi ch anmong ot her things requires managenent to certify
the effectiveness of the control systens.

Wel I, how does nanagenent attest to the
ef fecti veness of control systens? W do not appreciate
t he chal | enge sonmeone in Ms. Carrington's position would
have with gaining that confort. This framework is the
basis for providing that confort.

COSO initiated another project in 2001 that
engaged Pricewat er houseCoopers to devel op a franework that
woul d be readily usabl e by managenent to eval uate and
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i nprove their organization's enterprise risk managenent or
ERM And this franework was devel oped as the basis for
t he net hodol ogy that has been adopted by the departnent.

Vell, let's talk about ERM Enterprise Ri sk
Managenent. "A process, effected by an entity's board of
di rectors, managenent and ot her personnel, applied in
strategy setting and across the enterprise, designed to
identify potential events that may affect the entity, and
manage risks to be within its risk appetite, and provide
reasonabl e assurance regardi ng the achi evenent of entity
obj ectives."

There are multiple reasons why Enterprise Ri sk
Managenment is inportant. But in sunmary, a viable program
nmerely all ows managenent to deal effectively with
potential events that create uncertainty.

The COSO ERM framewor k defines essenti al
conponents. The framework defines essential conponents,
suggests a common | anguage, and provides clear direction
and gui dance for an enterprise risk nanagenent.

All entities have objectives, of course, and
COSO bel i eves that they can generally fall in one of these
four categories, Strategic, Operating, Reporting, and
Conpl i ance.

Each of these objectives, strategic, operating,
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reporting and conpliance, affects all |evels of the
organi zation, their subsidiary, business unit divisions,
entity-level, or however you're organi zed, whatever you
call your sections of your organi zation.

COSO has identified eight franmeworks of the
conponent, that it crosses all objectives, strategic,
operating, reporting. It crosses all units of the
organi zation, and these are the internal environnent,
obj ective setting, event identification, risk assessnent,
ri sk response, control activities, information and
comuni cati on, and nonitoring.

The departnent's net hodol ogy adopted consi ders
all of these elenents, all of the different theses of this
QVC. However, our focus to-date, at |east, has not been
focused on the strategic objectives. W're focused on
operations, recording and conpliance.

Consi derations of risk have been Iimted to
t hese areas, because for the nost part, the strategic
consi derations were taken into account by the departnent
in connecting with its legislative and appropri ations
process.

And 1" mnot going to go into the different
factors taken into consideration within each of these
conponents, |ike the internal environnents, managenent's
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attitude towards controls, who set objectives, what are
the events or activities that relate to those objectives?
What's necessary to be done? Each tine you take on an

new event, you're assum ng new ri sks.

O event identification -- your risk
assessnment -- that's figuring out what are the obstacles
that may preclude you from bei ng successful. Wat's your

ri sk response? Are you going to establish controls? Are
you going to accept risks? Sonme of the sane things we
were just speaking of.

You have your control activities for those
risks that you're not willing to accept, and you want to
control or reduce or mtigate. There is information and
commruni cati on goi ng on between divisions, up and down the
organi zati on, across the individual process.

And then you have to nonitor your controls that
you put in place. W ran across that earlier. W had the
controls. W weren't, maybe, nonitoring themas well as
we shoul d have been to nmake sure they were operating as we
intended themto. So we need to nonitor those controls
and be sure that they're operating as we intend for them
to.

MR. BOGANY: Are we inplenmenting this now?

MR. GAINES: This is well underway. Yes, sir.
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MR. BOGANY: Ckay. Now, | noticed that we've

only had a few that have gone through, so this should pick

up where we're low right now, but maybe we will pick up --
MR. GAINES: Yes. Right. And I'll touch on
that. Very good point and observation that we'll get into

here nonentarily.

Managenent has their roles and
responsibilities. They've pretty nuch been defined in the
chai n of operating procedure that cone out of the
executive office. The board has its responsibilities,
sel ecting the executive director of the agency, and
defining what it expects in integrity and ethics, and
periodically revisiting that to be satisfied that
expectations are being net.

Provi di ng oversight of the programitself,
bei ng confortable with the ri sk managenent program And
that's the purpose of what we're doing right now.

The board can achi eve that by working through
the Audit Conmittee. And -- but it's inportant for the
board to appreciate that it's got a vi abl e net hodol ogy,
knowi ng to the extent that nanagenment's accepting ri sk,
knowi ng managenent's risk thresholds. And of course, a
ot of that | try to contribute to on a nonthly or as we
meet, discussing prior audit issues relating to audit.
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The risk officers' responsibilities -- well,
l et me explain what has been identified by Ms. Carrington
as the risk coordinator, | really believe these
responsibilities, the responsibilities typically
associated with this role has been assunmed by the risk
managenent team You can appreciate the inportance Ms.
Carrington has placed on this team by the conposition of
the team of the nenbers she's assigned to it, which
i ncludes herself, Timlrvine, Executive Director of the
Manuf act ured Housing Division, Ruth Cedillo, Deputy
Executive Director

Bill Dally, the Chief of Agency Adm nistration,
John Gonzal es, Director of Adm nistrative Support, Anne
Reynol ds, Ethics Oficer, and Leonard Stearman [phoneti c]
special assistant. The internal audit's also on the team
serving in an advisory and a facilitation capacity.

The only thing | wanted to touch on with
Internal Audit -- we can advise and facilitate and play an
important role. However, for this thing to be successful,
it has to be the responsibilities of managenent and staff
nmovi ng forward.

Then | want to back up, if | can. How about
that? In nentioning the Internal Audit responsibilities,
|'"d be a little bit remss if | didn't nention the

ON THE RECORD REPORTI NG
(512) 450- 0342




36

contributions of Kelly Crawford. And | believe you have
all nmet Kelly here? She's been front and center in
getting this programoff the ground. And we wouldn't be
anywhere near as far along in inplenenting the program
wi t hout her. Thanks, Kelly, could you wave to everybody?
Ckay.

Now, also Lorrie Lopez -- is Lorrie here today?
Yes, there's Lorrie. She's really rolled up her sleeves,
has figured this out, and has been working real hard to
help me with the program

Now, at this time I'd |like to just briefly walk
t hrough an actual assessnent that we've done, so you can
see this thing in action. |If soneone can cone hel p ne.
And I"mgetting back to the main page. There we go. And
this is an actual |ive exanple. There we go.

This mght be a little small in instances. It
is in your materials. This R sk Assessnment was
vol unteered as an exanple by Curtis Howe and his staff.
It's a staff that is directly responsible for perform ng
job duties that should be sitting in on the risk
assessnment and actually doing this work And I'd just like
to offer nmy highest regards to Curtis and his staff for
vol unteering this assessnent, which is over the
I nformati on Systens user accounts.
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The staff that are participating include Chad
Hart man, M nda Jackson, Larry Mercadel, Anthony Gatica.
don't know if Anthony is here, but | just commend al
these fol ks for their aggressiveness and willingness to
enbrace this programin its infancy, and then on top of
that, sharing with you what sone people mght call dirty
| aundry.

| want to say | don't believe this is dirty
aundry at all. Not in those cases where nmanagenent and
staff are willing to discuss their challenges, willing to
di scuss their problens in a constructive manner with the
i ntent of inproving operations.

And |'d suggest just the opposite. It's dirty
| aundry when managenent and staff are not willing to do
this, not willing to address and el evate, if necessary,
your challenges. And | believe this is the nessage that
just needs to filter through the entire agency. Again,
all these fol ks deserve the highest recognition.

The first page is an executive summary. |It's
provided with each assessnent. Note that in this
particul ar one, we've had three inadequate controlled High
| evel risks and one inadequately controlled Mediuml evel
risk that were identified.

Remenber this summary right here, three and
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one, because I'I|l refer back to those nonentarily. Wth
this information, managenent and staff were in the
position to take control of these risks, or to consciously
accept themif appropriate.

You will also note strategies at the bottom of
the page for noving forward. Action plans are going to be
necessary for the uncontrolled risks, and nonitoring plans
are necessary for any control that managenent wants to
ensure itself that it's operating.

If it's a control over a significant risk that
they're trying to protect against, they need to
periodically be nonitoring that and ensuring its
ef fecti veness.

The next slide -- this is nerely a project
managenent tool to track the status of conpletion on a
particular project. Notice the tasks in the tw |eft-hand
colums here. These are broad categories of tasks that
the party goes through in performng its risk assessnent.

We know one task -- one through five are 100
percent conplete. Task seven, controlling risks, is an
ongoing activity. W're never through with that. Task
ei ght relates to devel oping action plans for those risks
we've identified that aren't adequately controll ed.

The next slide we start up by identifying the
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m ssi on and objectives of the area under review. This is
inportant to help staff focus on the activities necessary
to acconplish their objectives and the risks relating to
t hose activities.

At this point, we started out -- staff starts
out and they brainstormall the activities that they do to
acconplish their objectives relating to this process.
Once they feel like their brainstormng -- they' ve pretty
much identified all the different activities, they
consolidate those activities in |ogical groupings to help
further consideration of those activities.

After they consolidate the activities, they
prioritize themas to what they believe are the nost
inmportant, so they'll be sure they're focusing on the
ri ght ones.

For each of those consolidated activities --
there is about four or five, | think, out of, you know, 40
i ndi vidual activities consolidated in four or five -- for
each of those consolidated activities, the risks right
here are brainstorned. Wat's the risk associated with
t hat ?

Once they feel like they've adequately
controlled all the risks, a conclusion is reached whet her
it's going to have a high, nediumor |ow inpact on the
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objectives trying to be acconplished. H gh inpact is a
bi g probl em

Each of these ratings have been defined to help
pronote consistency within the assessnent and between
assessnents.

The next, a decision is made regarding a
likelihood that a risk is going to materialize. Wat's
the probability? Again, if a conclusion is reached at the
time nmeeting, |ow probability, and then defined to pronote
consi stency.

This results in the ranking before controls.
This is a useful tool in determning the | evel of
monitoring you want to apply. And we'll speak about that
again here nonentarily.

Next thing is a discussion of mtigation of
control strategies relating to each of these risks. And
after considering the controls that are currently in
pl ace, we'll also cite with these controls what's the
probability this can happen? 1Is it high, nediumor |ow?

You notice sone of these controls that are
listed here are in parentheses. This is to designate
controls that are not actually in place, but controls
staff believes would be useful.

This exercise of assessing risks for this
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particular activity is done for each activity. And there
is a second consolidated activity, and again, within a
consolidated activity, each of these nunbers wll
represent a lower-|level detailed activity. So that
exercise is done for each of those areas.

Ckay. Upon conpleting an assessnent of al
activities relating to a particular process, two risk
matri ces are generated based upon the infornmation that was
j ust devel oped in connection with assessing risks
associated with the activities.

This first assessnent, | know you can't see it
at all, but the colors are pretty nuch what we want to
speak to.

The first matrix summari zes each of the
activities, one, two, three, four nmajor significant
activities, summarizes the activities, their associated
risks, the other risk, and the risk ranking before
controls. That's HH and K [ phonetic].

This -- | previously nentioned, this
information is assessed whether controls should be
established over a particular process or not, and if so,
the appropriate |l evel of nmonitoring that should be
applied. Now, the high risks, you mght inmagine, are the
red ones, nedium vyellow, green, |ow
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I f high risk, managenent needs sonme -- to
manage these controls -- and controls to be sure those
controls are in place, to address them

The very high risk, you have high I evel of
nmonitoring. The higher you want to nonitor controls for
the operating, audit the controls. W do themagain to
ensure they're operating as intended, nmanagenent, staff,
supervisors, they're all over these high risk controls.

On lower-level risk, a lower-level nonitoring
can be perforned by a |ower-level staff. On the very |ow
ri sk, way out here in green, these are risks the
managenent shoul d just be accepting, and relying really on
their staff to foll ow policies and procedures that have
been established over those risks.

This matrix is the risk matrix after controls.

It serves a different purpose than the one we just tal ked
about. This has previously -- we went through a nonent
ago, information that's useful to assess whether controls
that are in place are adequate to reduce the threat of a
risk to an acceptable |evel.

In this instance, you will notice that there
are three high-level risks that are not adequately
controlled and one nediumlevel risk not adequately
controlled. These are the results that appeared in that
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executive sunmary | referred to earlier.

For these risks, managenent needs to devel op
and i npl ement controls. For all the |ower-ranked risks,
they're all green, |ooking good. The |evel of control
over those risks is acceptable.

The next several slides relate to nonitoring
pl ans, which are plans relating to who is responsible for
a control and who is responsible for nonitoring that
control to ensure it's operating as it shoul d.

The first page nerely summari zes and lists the
control mtigation strategies that are in place or those
that are proposed, those in parentheses. And this is al
for high risk. Al that is is a high-level summary, the

summary conti nued.

This page in your materials -- and it goes
on -- | knowit's difficult to see here. It lists all the
key activities -- key consolidated activities. It lists

themnultiple tinmes because they have nultiple risks.

The consolidated activities -- excuse ne, the
associated risks with those activities, the mtigations in
pl ace to control those risks, and it provides for
managenent different colums so they can designate who is
responsi ble for the controls, the necessary docunentation
to docunent evidence of the control, and the date of the
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control, which may be nore appropriately classified as
frequency. |Is the control applied to every event, eery
transaction? O if it's applied daily, weekly, nonthly,
yearly? O maybe it's applied on sone other basis.

The next several pages here is the sane thing,
monitoring plans. Who is going to control and who is
going to monitor? There is one for mediumrisk, there is
one for high risk, there is one for |ow risk.

The |l ast page in the naterials relates to a
tool to assist managenent in devel oping action plans to
address the unacceptable risks. Note that there is many
action plans listed here. Actually there is over 20 of
them However, we've already concluded there is only four
unacceptabl e risks, three high and one nedi um

Well, those four risks are listed here on
i ndi vidual rows. They're wthin this 20-plus. Al the
other risks and mtigation strategies |isted here are the
results of staff's suggesting strategies to address risk
that were already assessed as bei ng adequately controll ed.

So in nost cases, either the risk assessnent
was not appropriately rated -- those risks were not
appropriately rated, and they're really riskier than that
that staff rated -- or we've concluded by definition
they' re adequately controlled. And so nanagenent needs to
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make that determ nation. Are these risks adequately
controlled? O do we really need these additional
controls over then? They only apply to controls either
staff thinks of, if it's already adequately controll ed.
Any questions relating to the nethodol ogy? That was quick
and dirty, and just scraping the surface.

MR BOGANY: Thanks, Dave.

MR. GAINES: Maybe not quick to you all,
but 1've been working on this since August. [It's pretty
qui ck.

MR. BOGANY: | think you did a good job. |
think staff and you guys put this together, and maybe this
will shorten our Audit Committee neetings once we get this
in place.

MR. GAINES: After today. The last slide I'm
just going to touch on real quick, is the status of our
actual assessnment. You'll notice that we have 117 high
i npact and 151 medi um i npact processes. W' ve conpleted
el even to date.

This is not the progress we were hoping for at
this point intime. |'mnot sure | have that on there.

M5. CARRINGTON: We don't have it.

MR. GAINES: This is not the progress we
intended to have at this point in tine. The risk
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managenent team has recently net with the strategies to
nmove the programforward on a particular basis. | think
we got several good ideas to do that.

Let's take soneone that's know edgeabl e of how
the program works -- a general background of risks and
controls. W're training facilitators throughout the
departnment. As we get nore and nore people trained in
this, people will be able to nove forward on a quicker
basi s.

M5. CARRI NGTON: One comment, Dave, if | mght.

MR. GAINES: Yes, ma' am

M5. CARRINGTON: | think you all can see that
t he amount of detail that goes into evaluating not only
identifying the risks, which we've done, but then the
mtigation.

And while we are behind, we wsh we were
farther along, | think you can see how nuch work goes into
doi ng what needs to be done to addressing the risk. And
we're not offering excuses, but we are in the |egislative
session, and we're getting them done as fast as we can.

MR. GAINES: No excuses at all. The only
excuse | mght have is we didn't have any idea what was
involved in getting this coordinated. There are several
agencies that we really piggy-backed on, and maybe even
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hel ped us | eapfrog over sonme of the startup costs. UT

Systens have been doing this for close to seven years.

The Conptroller's Ofice has been doing it for five years.
They have their challenges over in the

Comptroller's office this week, doing a peer review on

their internal audit function. |In part of ny interviews,

| always slip in sonething about how s your risk

managenent program going, and stuff like that. And so I'm

real pleased with where we're at, and I knowit's going to

be a great program going forward.

2

BOGANY: Any questions of David? Patrick?
GORDON:  No.

BOGANY:  Ckay.

GORDON: Good | ob.

BOGANY: Excel l ent job.

2 3 3 3 %

GAI NES: Thank you.

2

BOGANY: M. Carrington, do we have a need
for an executive session?

M5. CARRINGTON:  No, sir.

MR. BOGANY: If no objection, then we will call
this meeting adjourned.

MR. GORDON: So noved. Mdtion to adjourn.

MR SALI NAS: Second.

MR. BOGANY: The neeting is now adj ourned.
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(Wher eupon, at 9:45 a.m, the neeting was
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