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THOMPSON DUNAVANT PLC

Independent Auditors Report on Compliance with Requirements Applicable to
Each Major Program and Internal Control Over Compliance in Accordance
With OMB Circular A-133

To the Chairperson and Members of the
Shelby County Board of Commissioners and
Mayor of Shetby County, Tennessee

Compliance

We have audited the compliance of Shelby County, Tennessee (the “County”) with the types of
compliance requirements described in the U.S. Office of Management and Budget (OMB) Circular A-
133 Compliance Supplement that are applicable to each of its major federal programs for the year
ended June 30, 2003. The County’s major federal programs are identified in the summary of auditors’
results section of the accompanying schedule of findings and questioned costs. Compliance with the
requirements of laws, regulations, contracts, and grants applicable to each of its major federal programs
is the responsibility of the County’'s management. Our responsibility is to express an opinion on the
County's compliance based on our audit.

We conducted our audit of compliance in accordance with auditing standards generaily accepted in the
United States of America, the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States; and OMB Circular A-133, Audits
of States, Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance about whether
noncompliance with the types of compliance requirements referred to above that could have a direct
and material effect on a major federal program occurred. An audit includes examining, on a test basis,
evidence about the County’s compliance with those requirements and performing such other
procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. Our audit does not provide a legal determination on the County's
compliance with those requirements.

In our opinion, the County complied, in all material respects, with the requirements referred to above
that are applicable to each of its major federal programs for the year ended June 30, 2003.

Internal Control Over Compliance

The management of the County is responsible for establishing and maintaining effective internal control
over compliance with requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered the County’s internal control over
compliance with requirements that couid have a direct and material effect on a major federat program
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in order to determine our auditing procedures for the purpose of expressing our opinion on compliance
and to test and report on the internal control over compliance in accordance with OMB Circular A-133.

Our consideration of the internal control over compliance would not necessarily disclose all matters in
the internal control that might be material weaknesses. A material weakness is a condition in which the
design or operation of one or more of the internal control components does not reduce to a relatively
low level the risk that noncompliance with applicable requirements of laws, regulations, contracts, and
grants that would be material in relation to a major federal program being audited may occur and not
be detected within a timely period by employees in the normal course of performing their assigned
functions. We noted no matters involving the internal control over compliance and its operations that
we consider to be material weaknesses.

Schedules of Expenditures of Federal and State and Other Awards

We have audited the financial statements of the governmental activities, the business-type activities,
the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of Shelby County, Tennessee, as of and for the year ended June 30, 2003, and have
issued our report thereon December 11, 2003. Qur audit was performed for the purpose of forming an
opinion on the financial statements taken as a whole. The accompanying schedules of expenditures
of federal and state and other awards are presented for purposes of additional analysis as required by
OMB Circular A-133, and is not a required part of the financial statements of the County. Such
information has been subjected to the auditing procedures applied in the audit of the financial
statements referred to above and, in our opinion, is fairly stated, in all material respects, in relation to
the financial statements taken as a whole.

This report is intended solely for the information and use of the County Mayor and Commissioners,

management, the State of Tennessee, and federal awarding agencies and pass-through entities and
is not intended to be and should not be used by anyone other than these specified parties.

%f»os jDMmd“@d

Memphis, Tennessee
March 3, 2004



THOMPSON DUNAVANT PLC

Independent Auditors Report on Compliance and on Internal Control Over
Financial Reporting Based on an Audit of Financial Statements
Performed in Accordance with Government Auditing Standards

To the Chairperson and Members of the
Shelby County Board of Commissioners and
Mayor of Shelby County, Tennessee

We have audited the financial statements of the governmental activities, the business type activities,
the aggregate discretely presented component units, each major fund, and the aggregate remaining
fund information of Shelby County, Tennessee, as of and for the year ended June 30, 2003, and have
issued our report thereon December 11, 2003. We conducted our audit in accordance with auditing
standards generally accepted in the United States of America and the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller General of the United
States.

Compliance

As part of obtaining reasonable assurance about whether the County's financial statements referred
to above are free of material misstatement, we performed tests of the County’s compliance with certain
provisions of laws, regulations, contracts, and grants, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit and, accordingly, we do not express
such an opinion. The results of our tests disclosed no instances of noncompliance that are required
to be reported herein under Government Auditing Standards. However, we noted certain immaterial
instances of noncompliance, which we have reported to management of Shelby County in a separate
letter dated December 11, 2003.

Internal Control Qver Finangial Reporting

In planning and performing our audit, we considered the County’s internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on
the financial statements and not to provide assurance on the internal control over financial reporting.
However, we noted certain matters involving the internal control over financial reporting and its
operation that we consider to be reportable conditions. Reportable conditions involve matters coming
to our attention reiating to significant deficiencies in the design or operation of the internal control over
financial reporting that, in our judgment, could adversely affect the County’s ability to record, process,
summarize, and report financial data consistent with the assertions of management in the financial
statements. Reportable conditions are described in the accompanying scheduled of findings and
questioned costs as items 03-1 and 03-2.
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A material weakness is a condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements in amounts that
would be material in relation to the financial statements referred to above being audited may occur and
not be detected within a timely period by employees in the normal course of performing their assigned
functions. Qur consideration of the internal controt structure would not necessarily disclose all matters
in the internal control over financial reporting that might be material weaknesses. However, we believe
that none of the reportable conditions described above is a material weakness. We noted other matters
involving the internal control over financial reporting that we have reported to managementin a separate
letter dated December 11, 2003.

This report is intended solely for the information and use of the County Mayor and Comimissioners,

management, the State of Tennessee, and federal awarding agencies and pass-through entities and
is not intended to be and should not be used by anyone other than these specified parties.

%70«» bwmd—@d.

Memphis, Tennessee
March 3, 2004
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SHELBY COUNTY, TENNESSEE

Notes to the Schedules of Expenditures of Federal and State and Other Awards
June 30, 2003

Note 1 - Basis of presentation

The schedules of expenditures of federal and state and other awards include the transactions related
to the receipt of federal awards by Shelby County, Tennessee (the “County”) and its component units
receiving federal awards that do not issue separate financial statements under OMB Circular A-133.
Accordingly, the Shelby County Board of Education and the Shelby County Healthcare Corporation,
both component units of the County, are included in the schedule for the year ended June 30, 2003.
The schedule also inciudes transactions of the County related to the receipt of state awards and
designated contributions from individuals, corporations, foundations, and other groups. Such state
awards and designated contributions received by the County’s component units are not included in the
schedule of expenditures of federal awards.

The schedules of expenditures of federal and state and other awards are prepared on the modified
accrual basis of accounting, consistent with accounting for governmental type funds. Under this basis
of accounting, revenues are recognized when susceptible to accrual (i.e., when they are “measurable
and available”), which is generally when the allowabie program expenditures are incurred. Expenditures
and transfers out are recorded when the related program liability is incurred, except for certain
compensated absences.

Note 2 - Reconciliation of the schedules of expenditures of federal and state
and other awards to the financial statements

The following is a reconciliation of expenditures per the schedules of expenditures of federal and state
and other awards to the expenditure balances in the grant fund, per the County’s financial statements.

Totals per Grant Activity Schedule:

Federal expenditures $ 76,347,075
Non-federal expenditures 2,677,437
State and other grants 14,388,383
Total Board of Education grants (14,382,260)
Total Shelby County Healthcare Corporation (1,273,881)
Transfers to other funds (4,395,394}
Total to agree to general ledger $ 73,361,370
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SHELBY COUNTY, TENNESSEE

Notes to the Schedules of Expenditures of Federal and State and Other Awards (Continued)
June 30, 2003

Note 3 - Non-cash assistance

Non-cash assistance is included in the schedules of expenditures of federal and state and other awards.
The amount received and expended in the current year is $1,014,169 and $1,109,309, respectively.

Note 4 - Program types

The threshold for distinguishing types A and B programs was $2,290,412.
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SHELBY COUNTY, TENNESSEE

Schedule of Findings and Questioned Costs
For the Year Ended June 30, 2003

Summary of Audit Results

1.

8.

9.

The auditors’ report expresses an unqualified opinion on the financial statements of Shelby
County, Tennessee.

Two reportable conditions disclosed during the audit of the financial statements are reported
in the Report on Compliance on Internal Control Over Financial Reporting Based on an Audit
of Financial Statements in accordance with Government Auditing Standards. These were not
reported as material weaknesses. '

No instances of noncompliance material to the financial statements of Shelby County,
Tennessee were disclosed during the audit.

No reportable conditions or material weaknesses were noted during the audit of the major
federal award programs. :

The auditors’ report on compliance for the major federal award programs for Shelby County,
Tennessee expresses an unqualified opinion on all major federal programs.

Audit findings that are required to be reported in accordance with OMB Circular A-133 are
reported in this schedule. The audit did not disclose any audit findings related to major
programs that are required to be reported under OMB Circular A-133.

The programs tested as major programs included:

93.564 Child Support

93.569 Community Service Block Grant
66.001 Air Pollufion

14.218 CDBG-HUD

93.116 TB Outreach

20.205 Highway Planning

93.977 State VD

10.553/10.555 Child Nutrition Cluster

The threshold for distinguishing Types A and B programs was $2,290,412.

Shelby County, Tennessee was determined to be a low risk auditee.
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SHELBY COUNTY, TENNESSEE

Scheduie of Findings and Questioned Costs (Contihued)
For the Year Ended June 30, 2003

B.

Findings - Financial Statement Audit
Repoftable Conditions

03-1 Prior period adjustment - Shelby County Board of Education

Condition: Beginning balances of buildings included construction costs that
were also included in construction in progress. Additionally, beginning
batances of equipment included items that were below the capitalization
threshold.

Criteria: Construction costs should only be recorded as building costs when
construction is completed and transferred out of construction in progress.
Equipment and furniture are capitalized if they meet or exceed the $5,000
capitalization policy.

Effect: Buildings at the beginning of the year were overstated due to the fact
that they included certain construction costs before the construction in
progress was completed and closed, thus duplicating these costs in both
buildings and CIP balances. Because of the failure to capitalize costs in
accordance with the capitalization policy, equipment and furniture were
overstated at the beginning of the year.

Recommendation: Shelby County Board of Education should ensure that
construction costs are only recorded as building additions at the time
construction is completed and such costs are removed from the CIP
schedule. Shelby County Board of Education should implement report
specifications to only include equipment and furniture items that meet the
$5,000 capitalization requirement.

Response: We concur with the above comments and the recommendations
are being implemented.

03-2 Oakville Health Care Center

Condition: We found several deficiencies at the Oakville Health Care Center
(OHCC). We noted that OHCC’s accounts are not reconciled on a timely
basis, some of which have not been reconciled for several months. We also
found that OHCC's accounting system has significant limitations, such as
the fact that the accounts receivable module is not linked to the general
ledger. in addition, we noted there is a lack of timely review of financial
information at both the OHCC and County levels. There also appeared to
be a low staff morale with OHCC employees.
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SHELBY COUNTY, TENNESSEE

Schedule of Findings and Questioned Costs (Continued)
For the Year Ended June 30, 2003

C.

Findings - Financial Statement Audit (continued)

03-2 Qakville Health Care Center (continued)

Criteria: Timely account reconciliations and reviews thereof are imperative
to ensure that accounting information is meaningful and reliable.

Effect: Untimely reconciliations, low employee morale coupled with lack of
County and OHCC oversight adversely impact OHCC’s operating
performance and ultimately OHCC's financial statements. These two
factors also create an environment for potential misappropriation of funds.

Recommendation: We recommend that OHCC's controller prepare a
monthly closing binder, which should include a checklist to insure all
accounts are reconciled and reviewed each month. This closing binder
should also be reviewed for completeness by the County finance
department or the County's internal audit department. We recommend that
if the County finance department does not review the closing binder, they at
least review operating results quarterly with OHCC management. We also
recommend that an operational review be performed to identify and
implement improvements in the accounting system performance.

The employees of OHCC appear to have a poor morale as they believe the
facility could be closed in the future and there have apparentiy been few
upgrades or enhancements to the facility or its operating environment in the
last several years. This concern has apparently been felt for the last few
years. As such, we recommend the County assess the future of the OHCC
and then communicate to its employees the plan and their respective roles.

Response: We concur with the above comments and the recommendations
are being implemented.

Findings and Questioned Costs - Major Federal Award Programs Audit

NONE
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SHELBY COUNTY, TENNESSEE

Schedule of Prior Year Audit Findings
June 30, 2003

There were no prior year audit findings.
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