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FINANCIAL STATEMENT REPORT

SUMMARY

The audit of the accompanying individual nonshared proprietary financial statements of the
Water Revolving Fund of the State of Iilinois, Environmental Protection Agency was performed
by Crowe Chizek and Company LLC.

Based on their audit, the auditors expressed an unqualified opinion on the Agency’s individual
nonshared proprietary financial statements of the Water Revolving Fund.

SUMMARY OF FINDINGS

The auditors identified matters involving the Agency’s internal control over financial reporting
that they considered to be significant deficiencies. The significant deficiencies are described in
the accompanying Schedule of Findings on pages 24-25 of this report, as finding 07-1, Oversight
of Financial Reporting. The auditors also consider finding 07-1 to be a material weakness.

EXIT CONFERENCE

The Illinois Environmental Protection Agency declined a formal exit conference. The response
to the finding was provided by the director of the Agency in a letter dated February 5, 2008.




M\ Crowe

Crowe Chizek and Company LLC
Member Horwath International

INDEPENDENT AUDITORS’ REPORT

Honorable William G. Holland
Auditor General
State of [llincis

As Special Assistant Auditors for the Auditor General, we have audited the accompanying
financial statements of the Water Revolving Fund of the State of Illinois, Environmental Protection
Agency, as of and for the year ended June 30, 2007, as listed in the Table of Contents. These
financial statements are the responsibility of the State of Illinois, Environmental Protection
Agency’s management. Our responsibility is to express an opinion on these financial statements
based on our audit.

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. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also
includes assessing the accounting principles used and the significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that
our audit provides a reasonable basis for our opinion.

As discussed in Note 2, the financial statements present only the Water Revolving Fund and do not
purport to, and do not, present fairly the financial position of the State of Illinois, Environmental
Protection Agency as of June 30, 2007, and its changes in financial position and cash flows, for the
year then ended in conformity with accounting principles generally accepted in the United States
of America.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
financial position of the Water Revolving Fund of the State of Illincis, Environmental Protection
Agency, as of June 30, 2007, and the changes in financial position and cash flows thereof for the
year then ended in conformity with accounting principles generally accepted in the United States
of America.




In accordance with Government Auditing Standards, we have also issued a report dated February 15,
2008 on our consideration of the State of Illinois, Environmental Protection Agency’s internal
control over financial reporting of the Water Revolving Fund and on our tests of the State of
Illinois, Environmental Protection Agency’s compliance with certain provisions of laws,
regulations, contracts and, grant agreements and other matters. The purpose of that report is to
describe the scope of our testing of internal controls over financial reporting and compliance and
the results of that testing, and not to provide an opinion on the internal control over financial
reporting or on compliance. That report is an integral part of an audit performed in accordance
with Government Auditing Standards and should be considered in assessing the results of our audit.

The State of Illinois, Environmental Protection Agency has not presented a management’s
discussion and analysis and budgetary comparison information for the Water Revolving Fund that
accounting principles generally accepted in the United State of America has determined is
necessary to supplement, although not required to be part of, the financial statements.

This report is intended solely for the information and use of the Auditor General, the General
Assembly, the Legislative Audit Commission, the Governor, the Comptroller, and agency
management, and is not intended to be and should not be used by anyone other than these
specified parties.

) -
(JM%M@MM

Crowe Chize Company LLC

Springfield, Illinois
February 15, 2008




STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
INDIVIDUAL NONSHARED PROPRIETARY FUND

STATEMENT OF NET ASSETS

FOR THE YEAR ENDED JUNE 30, 2007
{amounts in $000's}

Water
Revolving
Fund
{276 Fund}
ASSETS
Current assets
Cash and cash equivalents $ 436,217
Other receivable, net 43,289
Loans and notes receivable, net 95,224
Due from federal government 420
Resiricted assets - cash and cash equivalents 12,579
Restricted assets - investments 62,968
Restricted assefs - accrued interest receivable 7,834
Restricted assets - pledged loans receivable 32,626
Total current asseis 691,157
MNoncurrent assets
Loans and notes recetvable, net long-term 1,083,615
Capital assets being depreciated, net 185
Other noncurrent assets 922
Resiricted assets - investments 48,285
Restricted asscts - pledged loans receivable 370,241
Total noncurrent asscts 1,500,248
Total assets 2,191,405
LIABILITIES
Current liabilitics
Accounts payable and accrued Habilities 4,092
Due to other funds 49
Due to component units 1
Current portion of long-term obligations 19,358
Compensated absences, current 457
Total current liabilitics 23,997
Moncurrent liabilities
Noncurrent portion of long-term obligations 210,39
Compensated absences, long-term 727
Total noncurrent liabilities 211,118
Total liabilities 235,115
NET ASSETS
Invested in capital asscts 185
Restricted for
Debt service 534,533
Other purposes 1,584,323
Unrestricted (162,751)
Total net assets $ 1,936,290

See accompanying notes to financial statements.



STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
INDIVIDUAL NONSHARED PROPRIETARY FUND

STATEMENT OF REVENUES, EXPENSES AND CHANGES IN NET ASSETS

FOR THE YEAR ENDED JUNE 30, 2007
{amounts in $000's}

Water
Revolving
Fund
{Fund 270)
QOPERATING REVENUES
Interest income on loans - unpledged % 30,393
Interest income on loans - pledged 10,827
Interest on cash - State Treasurer 21,598
Cther -
Total operating revenues 652,818
OPERATING EXPENSES
CGeneral and administrative 12,402
Depreciation g
Total operating expenscs 12,410
Operating income 50,408
NONOPERATING REVENUES {EXPENSES)
Interest and investment income 6,335
Other - grant revenues 80,319
Interest {10,408)
Other (2)
Total nonoperating revenues {expenses) 76,244
Income before transfers 126,652
Transfers from other funds 8,237
Change in net assets 134,882
Total net assets, July 1, 2006 1,821,401
Tolal net assets, June 30, 2007 $ 1,955,290

See accompanying notes to financial statements.



STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 27¢ - WATER REVOLVING FUND
INDIVIDUAL NONSHARED PROPRIETARY FUND

STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED JUNE 34, 2007
{amounts in $000's}

Water
Revolving
Fund
270 Fund
Cash Flows From Operating Activities
Cash receipls from inferest incorme on loans ¥ 59,223
Cash payments to employees for services {10,142)
Other payments {2,081)
Net cash provided by operating activities 47,000
Cash Flows From Noncapital Financing Activities
Operating grants received 94,236
Net transfers from other funds 8,237
Intevest and principal paid on borrowing (29,226}
Net cash used by noncapital financing activities 73,247
Cash Flows From Capital and Related Finaneing Activities
Acquisition and construction of capital assets {181}
Net cash used by capital and related financing activities {181)
Cash Flows From Investing Activities
Proceeds from sales and maturities of investment securities 132,372
Purchase of investment securifies (123,790}
Net loans issued to local government units {88,794)
Interest and imvestment income 6,112
Net cash provided by investing achivities {74,100
Net increase in cash and cash equivalents 45,966
Cash and cash equivalents, July 1, 2006 462,830
Cash and cash equivalents, June 30, 2007 $ 448,79
Reconciliation of cash and cash equivalents
to the statement of net assets
Cash and cash equivalents $ 436,217
Restricted assets - cash and cash equivalents 12,579
Total cash and cash equivalents, June 30, 2007 % 448,796
Reconciliation of operating income to net cash
provided by operating activities
Operating income $ 50,408
Adjustments to reconcile operating income to net
cash provided by operating activities
Depreciabion expense &
Change in assets and liabilities
Increase in receivables, net (3,597}
Increase in accounts payable and accrued labilities 230
Decrease in due to other funds {36}
Increase in due o component units -
Increase in other liabilities 37
Net cash provided by operating activities 3 47,000

See accompanying notes to financial statements.



STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 1 - DESCRIPTION OF FIUNDS

The Environmental Protection Agency (the Agency) administers the nonshared proprietary
fund described below. A nonshared fund is a fund in which a single State agency is responsible
for administering substantially all financial transactions of the fund.

The Water Revolving Fund held by the State Treasurer consists of the Water Pollution Control
Loan Program (“Clean Water Program”) established under authority granted in the Water
Quality Act of 1987, which amended the Clean Water Act of 1972 and the Public Water Supply
Loan Program (“Drinking Water Program”) established under authority granted in the Federal
Safe Drinking Water Act Amendments of 1996.

The Clean Water Program is administered by the Agency pursuant to the Illinois Environmental
Protection Act, as supplemented and amended. The Clean Water Program was established as a
revolving fund to accept federal capitalization grants, the required 20% State match and any
proceeds of revenue bonds for the purpose of making low interest loans to units of local
government to finance the construction of wastewater treatment works.

The Drinking Water Program is administered by the Agency pursuant to the Iilinois
Environmental Protection Act to accept federal capitalization grants, the required 20% State
match and any proceeds of revenue bonds for the purpose of making low interest loans to units
of local government and certain private community water supplies to finance the construction
of public water facilities.

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The financial statements of the individual nonshared proprietary fund administered by the
Agency have been prepared in accordance with accounting principles generally accepted in the
United States of America (GAAP), as prescribed by the Governmental Accounting Standards
Board (GASB). To facilitate the understanding of data included in the financial statements,
summarized below are the significant accounting policies.

Reporting Entity: As defined by GAAP, the financial reporting entity consists of a primary
government, as well as its component units, which are legally separate organizations for which
the elected officials of the primary government are financially accountable. Financial
accountability is defined as:

(1) Appointment of a voting majority of the components unit's board and either (a) the
primary government's ability to impose its will, or (b} the possibility that the component
unit will provide a financial benefit to or impose a financial burden on the primary
government; or

(Continued)



STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)
(2) Fiscal dependency on the primary government.

Based upon the required criteria, the individual nonshared proprietary fund does not have
component units, nor is it a component unit of any other entity. However, because the
individual nonshared proprietary fund is not legally separate from the State of Illinois (State), it
is included in the financial statements of the State as a proprietary fund. The State of Iilinois’
Comprehensive Annual Financial Report may be obtained by writing to the State Comptroller’s
Office, Financial Reporting Department, 325 West Adams Street, Springfield, Illinois, 62704-
1871.

The financial statements present only the Water Revolving Fund (270) administered by the
Illinois Environmental Protection Agency and do not purport to, and do not, present fairly the
financial position of the Illinois Environmental Protection Agency as of june 30, 2007, and
changes in its financial position and cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States of America.

Basis_of Presentation: In government, the basic accounting and reporting entity is a fund. A
fund is defined as an independent fiscal and accounting entity with a self-balancing set of
accounts recording cash and/or other resources together with all related liabilities, obligations,
reserves, and equities which are segregated for the purpose of carrying on specific activities or
attaining certain objectives in accordance with special regulations, restrictions, or limitations. A
statement of net assets, statement of revenues, expenses and changes in net assets and statement
of cash flows have been presented for the individual nonshared proprietary fund administered
by the Agency.

Operating revenues, such as charges for services, result from exchange transactions associated
with the principal activity of the fund. Exchange transactions are those in which each party
receives and gives up essentially equal values. Nonoperating revenues, such as subsidies and
investment earnings, result from nonexchange transactions or ancillary activities.

Basis of Accounting: The individual nonshared proprietary fund is reported using the
economic resources measurement focus and the accrual basis of accounting.

Revenues are recorded when earned and expenses are recorded at the time liabilities are
incurred, regardless of when the related cash flow takes place. Nonexchange transactions, in
which the Agency gives (or receives) value without directly receiving (or giving) equal value in
exchange, include grants and entitlements. Revenue from grants, entitlements, and similar
items is recognized in the fiscal year in which all eligibility requirements imposed by the
provider have been met.

{Continued)



STATE QF ILLINOIS
ENVIRCNMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989,
generally are followed in the individual nonshared proprietary fund financial statements to the
extent that those standards do not conflict with or contradict guidance of the Governmental
Accounting Standards Board. The State also has the option of following subsequent private-
sector guidance for their business-type activities and enterprise funds, subject to this same
limitation. The State has elected not to follow subsequent private-sector guidance for the
individual nonshared proprietary fund administered by the Agency.

Cash and Cash Equivalents: Cash and cash equivalents consist principally of deposits held in
the State Treasury. Cash and cash equivalents also include cash in banks for locally-held funds.
Certain investments intended to be held for a short term, typically three months or less
(including U.S. Treasury Bills) are treated as cash and cash equivalents.

Investments: The investments are reported at fair market value. The Agency holds investments
pursuant to statutory authority for locally held funds.

Interfund Transactions: The individual nonshared proprietary fund has the following types of
interfund transactions with other funds of the State:

Loans - amounts provided with a requirement for repayment. Interfund loans are reported
as interfund receivables (i.e., due from other funds) in lender funds and interfund payables
{i.e., due to other funds) in borrower funds.

Services provided and used - sales and purchases of goods and services between funds for a
price approximating their external exchange value. Interfund services provided and used
are reported as revenues in seller funds and expenditures or expenses in purchaser funds.
Unpaid amounts are repotted as interfund receivables and payables in the fund statement of
net assets.

Reimbursements — repayments from the funds responsible for particular expenditures or
expenses to the funds that initially paid for them. Reimbursements are reported as

expenditures in the reimbursing fund and as a reduction of expenditures in the reimbursed
fund.

Transfers — flows of assets {such as cash or goods) without equivalent flows of assets in
return and without a requirement for repayment. Transfers are reported after nonoperating
revenues and expenses.

{Continued}

10.



STATE CF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES {Continued)
Capital Assets: Capital assets, which include equipment, are reported at cost. Contributed
assets are reported at estimated fair value at the time received. Capital assets are depreciated

using the straight-line method.

The capitalization threshold and the estimated useful lives are as follows:

Capital Asset Category Capitalization Estimated
Threshold Useful Life

Equipment $ 5,000 3-25

Compensated Absences: The liability for compensated absences reported in the individual
nonshared proprietary fund consists of unpaid, accumulated vacation and sick leave balances
for Agency employees. The liability has been calculated using the vesting method, in which
leave amounts for both employees who currently are eligible o receive termination payments
and other employees who are expected to become eligible in the future to receive such
payments upon termination are included. The liability has been calculated based on the
employees’ current salary level and includes salary-related costs (e.g., social security and
Medicare tax).

Legislation that became effective January 1, 1998, capped the paid sick leave for all State
Employees” Retirement System members at December 31, 1997. Employees continue to accrue
12 sick days per year but will not receive monetary compensation for any additional time
earned after December 31, 1997. Sick days earned between 1984 and December 31, 1997, (with a
50% cash value) would only be used after all days with no cash value are depleted. Any sick
days earned and unused after December 31, 1997, will be converted to service time for purposes
of calculating employee pension benefits.

Bond Premiums, Discounts and Issuance Costs: Bond premiums and discounts, as well as
issuance costs are deferred and amortized over the life of the bonds using the effective interest
method. Bonds payable are reported net of the applicable bond premium or discount. Bond
issuance costs are reported as a component of noncurrent assets and are amortized over the
term of the related debt.

Net Assets: Equity is displayed in three components as follows:

(Continued}
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STATE QOF ILLINQIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVCOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended june 30, 2007

NOTE 2 - SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES {Continued)
Invested in Capital Assets - This consists of capital assets, net of accumulated depreciation.

Restricted - This consists of net assets that are legally restricted by outside parties or by law
through constitutional provisions or enabling legislation. When both restricted and
unrestricted resources are available for use, generally it is the State’s policy to use restricted
resources fixst, and then unrestricted resources when they are needed.

Unrestricted — This consists of net assets that do not meet the definition of “restricted” or
“invested in capital assets.”

Use of Estimates: The preparation of financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reporting period.
Actual results could differ from those estimates.

Restricted Assets — Loans Receivable: Under the bond agreements, the repayments of certain
loans by municipalities and water districts are pledged against the bond payments. The
repayments of those loans are collected in a separate trust account and are used to make bond
payments.

NOTE 3 - DEPOSITS AND INVESTMENTS

Deposits: The State Treasurer is the custodian of the State’s cash and cash equivalents for funds
maintained in the State Treasury. The Agency independently manages cash and cash
equivalents maintained outside the State Treasury.

Deposits in the custody of the State Treasurer {(or in transit) at June 30, 2007, were $427,269
{expressed in thousands). Deposits in the custody of the State Treasurer are pooled and
invested with other State funds in accordance with the Deposit of State Moneys Act of the
Illinois Compiled Statutes (15 ILCS 520/11). Funds held by the State Treasurer have not been
categorized as to credit risk because the Agency does not own individual securities. Details on
the nature of these investments are available within the State of Iilinois” Comprehensive Annual
Financial Report.

Custodial credit risk is the risk that, in the event of a bank failure, the Agency’s deposits might
not be recovered. The Agency does not have a deposit policy for custodial credit risk. As of
June 30, 2007, none of the bank balances of $8,664 {expressed in thousands} held outside the
State Treasury were exposed to custodial credit risk.

{Continued)
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STATE OF ILLINQIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 3 - DEPOSITS AND INVESTMENTS (Continued)

Investments: At June 30, 2007, the Agency had the following investments and maturities
{expressed in thousands):

Investment Maturities (In Years) Weighted
Fair Less More Average
Investment Type Value Than 1 1-5 6-10 Than 18 Maturity
U.S. Treasury bills $ 8872 $ 8872 5 - % - 3 - .15
State and Local
Covernment series 53,167 4,882 20,5977 19,957 7,351 5.49
Negotiable
certificates of
deposits 55,040 55,040 - - 0.18
Money market
accounts with
brokers 7,057 7.037 N/A N/A N/A 0.03
Total $124116 $ 7581 $20977 $ 19957  $..7.351 2.44

The Agency does not have its own investment policy related to interest rate risk, credit risk or
custodial credit risks.

Interest Rate Risk. The Public Funds Investment Act (30 ILCS 235/1 et seq.){the Act) limits
investments in corporate debt to maturities of not later than 180 days from the date of
purchase. There are no limits on U.S. Treasury or US. Agency mvestments. The Illinois
Environmental Protection Agency does not have any additional policies related to interest rate
risk.

Credit Risk. The Act limits investments in corporate debt to corporations organized in the
United States with assets exceeding $500,000,000 and to the top three highest classifications
established by at least two standards rating services.

The Act limits investments in money market mutual funds to funds registered under the
Investment Company Act of 1940, provided the portfolio of such fund is limited to US.
Treasuries, U.S. Agencies or repurchases thereof. The money market accounts held with
brokers at June 30, 2007, consist of portfolios of U.S. Treasury obligations. The money market
accounts are rated AAAm by Standard & Poot’s and Aaa by Moody’s Investors Service.

In addition, since the Series 2002 and Series 2004 bonds are tax-exempt issues, the bond
indentures require adherence to Federal tax law, including certain investment restrictions.

{Continued)

13.



STATE OF ILLINCIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 3 - DEPOSITS AND INVESTMENTS {Continued)
Concentration of Credit Risk. The Act limits investment in corporate obligations to no more
than one third of the State of Illinois” investments, taken as a whole. As of June 30, 2007, the

Agency did not have any investments in corporate obligations.

As of June 30, 2007, the Agency had two certificates of deposits with values over 5% of the total
investments. The individual certificates of deposits values were $33,872 and $21,168.

Reconciliation of notes to financial statements {expressed in thousands}:

Deposits held by State Treasurer $ 427,269
Carrying amount of Agency deposits 8,664
Carrying amount of investments 124,116

Total $ 560,049
Cash and cash equivalents per Statement of Net Assets $ 426,217
Restricted cash and cash equivalents per Statement of Net Assets 12,579
Restricted investments - current per Statement of Net Assets 62,968
Restricted investments - noncurrent per Statement of Net Assets 48,285

Total $ 560,049

NOTE 4 - GENERAL AND ADMINISTRATIVE COSTS

The Agency is authorized to utilize up to 4% of the total capitalization grants received for
administration of the loan program. The Agency has utilized approximately 88% of the funds
for the Drinking Water Program, which leaves approximately $1.3 million to fund future
administration costs associated with the loan program. The capitalization grants for the Clean
Water Program have been drawn down in their entirety.

The Agency also charges a loan support fee. This loan support fee is used to defray program
expenses, and is collected and deposited into the Water Revolving Fund. This fee cannot exceed
50% of the fixed loan rate.

The Agency is also authorized to use a portion of each capitalization for specific set-asides
authorized under Federal Statutes.

{Continued)
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STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 276 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 38, 2007

NOTE 4 - GENERAL AND ADMINISTRATIVE COSTS (Continued)

The Administrative Revenues and Expenses (expressed in thousands) reported in the Water
Revolving Fund for the year ended June 30, 2007, are as follows:

Revenues
Administrative grants $ 993
Loan support 11,510
Set-asides 166
12,669

Expenses
Payroll and insurance 10,180

Other general expenses 2,222

12,402

Excess revenues over expenses N 267

NOTE5 - LOANS AND NOTES RECEIVABLE

Loans and notes receivable consist of loans made to local governments for infrastructure
programs.

Each loan to a participant for an eligible project from funds in the Clean Water Program or the
Drinking Water Program is evidenced by a Loan Agreement. In each Loan Agreement, the
IEPA agrees to make a loan in an amount up to the maximum amount provided in the Loan
Agreement. Funds are disbursed to a participant only to pay eligible project costs that actually
have been incurred by the participant, and the amount of a loan is generally equal to the
aggregate of such disbursed amounts, although in certain instances such amount may also
include capitalized interest. The actual amounts loaned to participants will generally depend
upon the actual progress of construction on the related projects.

Each Loan Agreement specifies a date as of which the Project is required to initiate operation
(“Operation Initiation Date”). Amortization of each Loan is required to begin no later than one
year from the eatlier of the Operation Initiation Date or the date identified in the Loan
Agreement as the initiation of loan repayment date (“Initiation of Loan Repayment Date”). The
final maturity of each loan is not later than 20 years from the eatlier of the Operation Initiation
Date or the Initiation of Loan Repayment Date. Each Loan Agreement permits prepayment of

(Continued})
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STATE OF ILLINQIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 5 - LOANS AND NOTES RECEIVABLE (Continued)

all or a portion of the balance of the loan, without premium. Most of the Loan Agreements
provide for semiannual principal and interest payments, with the actual dates of repayment
varying from Loan Agreement to Loan Agreement, with a few Loan Agreements providing for
quarterly or annual principal and interest paymenits.

Fixed Loan Rate: The Agency assigns to each loan a fixed loan rate at the time a loan is made to
the participant. The fixed loan rate is comprised of an interest portion and a loan support
portion and is computed by using the mean interest rate of the 20-year Tax-Exempt Bonds
General Obligation Bond Buyer Index, as published weekly by The Bond Buyer, from July 1 to
June 30 of the preceding fiscal year rounded to the nearest 100t of a percent and multiplied by
50 percent. There is no maximum, but the minimum fixed loan rate is 2.5% per annum. The
interest rates on the loans currently outstanding are between 2.5% to 3.7%.

Security for Loans: Generally, the repayment obligations of each participant will either be (i)
secured by the revenues generated by its wastewater or drinking water system or (i} a general
obligation of the participant. The Agency conducts an analysis as part of its loan review process
to determine the appropriate security for a loan and upon making such determination, the
participant evidences its obligation under the loan agreement and grants the security
determined by the Agency by adopting a bond ordinance or resolution or similar authorization
in accordance with State law. In certain instances, a participant may issue revenue bonds,
general obligation bonds or other obligations, as applicable, to evidence its repayment
obligations.

NOTE 6 - INTERFUND BALANCES AND ACTIVITY

Balances Due to/from Other Funds: The following balances {expressed in thousands) at
June 30, 2007, represent amounts due to other Agency and State of Illinois funds.

Amount Description/ Purpose

$ 10 Due to Office of the Auditor General representing audit charges
10  Total due to Office of the Auditor General

1 Due to Central Management Services for state garage revolving payments
34 Due to Central Management Services for statistical services revolving payments
Due to Central Management Services for communications revolving payments
Due to Central Management Services for group insurance premium payments
Due to Central Management Services for court of claims payments

R

(Continued)
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STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 6 - INTERFUND BALANCES AND ACTIVITY {Continued)
39  Total due to Central Management Services
$ 49  Total Due to Other Funds

Balances Due to/from Component Units: At June 30, 2007, $1 (expressed in thousands) was
due to University of Iilinois.

Transfers to/from Other Funds: During the year ended June 30, 2007, $ 8,237 (expressed in
thousands) was transferred from the Anti Pollution Fund for capital projects.

NOTE 7 - CAPITAL ASSETS

Capital asset activity {expressed in thousands) for the year ended June 30, 2007, was as follows:

Balance Balance
July 1, 2006 Additions Deletions June 30, 2007

Capital assets being depreciated

Equipment $ 376 & 181 % 97y $ 460
Less: accumulated depreciation 362 8 (93} 275
Total capital assets being depreciated ~ § 14 8 173§ 2 §_ 185

NOTE 8 - LONG-TERM OBLIGATIONS

Changes in Long-Term Qbligations: Changes in long-term obligations {expressed in thousands)
for the year ended June 30, 2007, were as follows:

Amounts
Balance Balance Due
July 1, June 30, Within
2006 Additions Deletions 2007 One Year
Revenue bonds payable $ 238035 % - % (17,155) $ 220,880 $ 17,950
Unamortized premiums 10,400 - {1,531} 8,869 1,408
Other long-term obligations
Compensated absences 1,187 591 {554} 1,224 497
Total $§ 249622 § 591 $ {(19240) & 230,973 $ 19,855

{Continued)
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STATE CF [LLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 303, 2007

NOTE 8 - LONG-TERM OBLIGATIONS (Continued)

Revenue Bonds: The Agency issued $ 150,000 (expressed in thousands} of Illinois Development
Finance Authority Revolving Fund Revenue Bonds, Series 2002, in June of 2002. The Agency
also issued $ 130,000 (expressed in thousands) of Illinois Development Finance Authority
Revolving Fund Revenue Bonds, Series 2004, in May of 2004. The purpose of the bonds is o
provide funds for loan projects in the Water Revolving Fund. The Agency pledges the income
derived from repayments of certain Ioans currently outstanding to pay debt service in the Water
Revolving Fund. Principal on the Series 2002 bonds is payable in semi-annual installments
ranging from $ 1,945 to $ 5,860 {expressed in thousands) on September 1 and March 1 of each
year through March 1, 2020. Interest is payable each September 1 and March 1 at rates ranging
from 3.25% to 5.50%. Principal on the Series 2004 bonds is payable in semi-annual installments,
ranging from $ 150 to $ 5,305, beginning on March 1, 2005, and continuing each September 1
and March 1 thereafter through March 1, 2024. Interest is payable each September 1 and March
1 at rates ranging from 3.25% to 5.50%.

Annual debt service requirements to maturity for revenue bonds are as follows (expressed in
thousands):

Year Ending
[une 30 Principal Interest
2008 $ 17950 $ 11,203
2009 18,160 10,303
2010 18,940 9,385
2011 19,520 8,432
2012 19,985 7,425
2013 - 2017 81,205 23,177
2018 - 2022 43,410 5,018
2023 - 2024 1,710 63

$220880 $ 75.006

{Continued)
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STATE OF ILLINQOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 9 - NET ASSETS

Net assets (expressed in thousands) at June 30, 2007, are restricted for:

USEPA Capitalization Grants $ 1,314,356
State match 269,967
Subtotal net assets restricted for

other purposes 1,584,323
Debt service 534,533
Total restricted net assets $ 2,118,856

USEPA Capitalization Grants and State Match: The Water Revolving Fund was created
pursuant to the Clean Water Act and Safe Drinking Water Act and established to provide
financial assistance in the form of loans. In order to qualify for Federal Capitalization Grants,
the state must pay into the Revolving Fund a matching amount equal to at least 20% of the
amount of such grants (State Match). These funds are restricted for the purpose of making low
interest loans from the Fund.

Debt Service: Pursuant to the sale of revenue bonds in 2002 and 2004, the IEPA must maintain
an amount equal to 50% of the outstanding principal value of the bonds. The Debt Service
Reserve is held by Amalgamated Bank of Chicago, trustee for the IEPA. The Debt Service is set
aside to make up any deficiencies that may arise on bond payment dates and may not be used
for any other purposes until such bonds have matured.

NOTE 10 - CAPITALIZATION GRANTS

The IEPA has entered into Capitalization Grant Agreements with the USEPA to administer the
Waste Water and Drinking Water Programs, jointly the Water Revolving Fund (270}. Pursuant
to these Capitalization Grant Agreements, $ 1,084,607 (expressed in thousands) for Waste Water
and $ 296,983 (expressed in thousands) for Drinking Water have been made available to be
drawn on the Capital Grant facility at June 30, 2007, with respect to costs in connection with
loans made under the Waste Water and Drinking Water Loan Programs.

(Continued)

19.



STATE OF ILLINCIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 10 - CAPITALIZATION GRANTS (Continued)

The remaining Capital Grant Facility (expressed in thousands) as of June 30, 2007, is
summarized below:

Waste Water Drinking Water Total

Total Capital grants $ 1084607 $ 29,983 § 1,381,590
Less: Cumulative drawdown (1,084,607 {264,904) (1,349,511}
Capital Grant Facility $ - $ 32079 $ 32,079

NOTE 11 - PENSION PLAN

Substantially all of the Agency’s full-time employees who are not eligible for participation in
another state-sponsored retirement plan participate in the State Employees’ Retirement System
(SERS), which is a pension trust fund in the State of Illinois reporting entity. The SERS is a
single-employer defined benefit public employee retirement system (PERS} in which State
employees participate, except those covered by the State Universities, Teachers’, General
Assembly, and Judges’ Retirement Systems. The financial position and results of operations of
the SERS for fiscal year 2007 are included in the State of Illinois’ Comprehensive Annual
Financial Report (CAFR) for the year ended June 30, 2007. The SERS issues a separate CAFR
that may be obtained by writing to the SERS, 2101 South Veterans Parkway, Springfield, Illinois,
62794-9255.

A summary of SERS benefit provisions, changes in benefit provisions, employee eligibility
requirements including eligibility for vesting, and the authority under which benefit provisions
are established are included as an integral part of the SERS’ CAFR. Also included is a
discussion of employer and employee obligations to contribute and the authority under which
those obligations are established.

The Agency pays employer retirement contributions in the individual nonshared proprietary
funds based upon an actuarially determined percentage of their payrolls. For fiscal year 2007,
the employer contribution rate was 11.52%. Effective for pay periods beginning after December
31, 1991, the State opted to pay the employee portion of retirement for most State agencies
(including the Agency) with employees covered by the State Employees’ and Teachers’
Retirement Systems. Beginning July 1, 2003, this “pickup” of 4% of the pension was paid by
non-bargaining unit employees. The State continues to pay for bargaining unit employees. The
pickup is subject to sufficient annual appropriations and those employees covered may vary
across employee groups and State agencies.

(Continued)

20.



STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND
NOTES TO FINANCIAL STATEMENTS
For the Year Ended June 30, 2007

NOTE 12 - POST-EMPLOYMENT BENEFITS

The State provides health, dental and life insurance benefits for certain retirees and their
dependents. Substantially all State employees become eligible for post-employment benefits if
they eventually become annuitants of one of the State sponsored pension plans. Health and
dental benefits include basic benefits for annuitants under the State’s self-insurance plan and
insurance contracts currently in force. Life insurance benefits are limited to $5,000 per
annuitant age 60 and older.

Costs incurred for health, dental, and life insurance for annuitants and their dependents were
not separated from benefits provided to active employees and their dependents for the year
ended June 30, 2007. However, post-employment costs for the State as a whole for all State
agencies/departments for dependent health, dental and life insurance for annuitants and their
dependents are disclosed in the Illinois Comprehensive Annual Financial Report for the State.
Cost information for retirees by individual fund or State agency is not available. Payments are
made on a “pay-as-you-go” basis.

NOTE 13 - CONTINGENCIES

The Agency is involved in a number of legal proceedings and claims covering a wide range of
matters. The ultimate results of these lawsuits and other proceedings against the Agency
canmot be predicted with certainty; however, the Agency does not expect such matters to have a
material effect on the financial position of the Agency.
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REPQRT ON INTERNAL CONTROL OVER FINANCIAL REPORTING
AND ON COMPLIANCE AND OTHER MATTERS
BASED ON AN AUDIT OF FINANCIAL STATEMENTS PERFORMED
IN ACCORDANCE WITH GOVERNMENT AUDITING STANDARDS

iy

Honcrable William G. Holland
Auditor General
State of Ilincis

As Special Assistant Auditors for the Auditor General, we have audited the Water Revolving Fund
of the State of Illinois, Environmental Protection Agency, as of and for the year ended June 30,
2007, and have issued our report thereon dated February 15, 2008. 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.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the State of WMlinois, Envirommental
Protection Agency’s internal control over financial reporting of the Water Revolving Fund in order
to determine our auditing procedures for the purpose of expressing our opinion on the financial
statements, but not for the purpose of expressing an opinion on the effectiveness of the State of
[llinois, Environmental Protection Agency’s internal control over financial reporting. Accordingly,
we do not express an opinion on the effectiveness of the State of llinois, Environmental Protection
Agency’s internal control over financial reporting of the Water Revolving Fund.

Qur consideration of the internal control over financial reporting was for the limited purpose
described in the preceding paragraph and would not necessarily identify all deficiencies in the
internal control over financial reporting that might be significant deficiencies or material
weaknesses. However, as discussed below, we identified certain deficiencies in internal control
over financial reporting that we considered to be significant deficiencies.

A control deficiency exists when the design or operation of control does not allow management or
employees, in the normal course of performing their assigned functions, to prevent or detect
misstatements on a timely basis. A significant deficiency is a contrel deficiency, or combination of
control deficiencies, that adversely affects the entity’s ability to initiate, authorize, record, process,
or report financial data reliably in accordance with the generally accepted accounting principles
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such that there is more than a remote likelihood that a misstatement of the entity’s financial
staterments that is more than inconsequential will not be prevented or detected by the entity’s
internal control. We consider the deficiency described in the accompanying schedule of findings to
be a significant deficiency in internal control over financial reporting {07-1).

A material weakness is a significant deficiency, or combination of significant deficiencies, that
results in more than a remote likelihood that a material misstatement of the financial statements
will not be prevented or detected by the entity’s internal control.

Our consideration of the internal control over financial reporting was for the limited purpose
described in the first paragraph of this section and would not necessarily identify all deficiencies in
the internal control that might be significant deficiencies and, accordingly, would not necessarily
disclose all significant deficiencies that are also considered to be material weaknesses. However, of
the significant deficiency described above, we consider Finding Code No. 07-01 to be a material
weakness.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the State of Mlinocis, Environmental
Protection Agency’s Water Revolving Fund financial statements are free of material misstatement,
we petformed tests of its compliance with certain provisions of laws, regulations, contracts, and
grant agreements, 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 or other matters that
are required to be reported under Government Auditing Standards.

The Environmenta! Protection Agency’s response to the finding identified in our audit is described
in the accompanying schedule of findings. We did not audit the Environmental Protection
Agency’s response and, accordingly, we express no opinion on it.

This report is intended solely for the information and use of the Auditor General, the General
Assembly, the Legislative Audit Commission, the Governor, and agency management, and is not
intended to be and should not be used by anyone other than these specified parties.

&W%.Q—J Ll

Crowe Chizek and Company LL
Springfield, Illinois
February 15, 2008
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STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND

FINANCIAL AUDIT
For the Year Ended June 30, 2007

CURRENT FINDINGS AND RECOMMENDATIONS

FINDING 07-1 (Oversight of Financial Reporting)

The Environmental Protection Agency (Agency) did not identify errors in the Generally
Accepted Accounting Principles (CAAP) Reporting Package or the draft financial statements
provided to auditors.

We noted the following errors in the Water Revolving Fund, Fund 270, GAAP Reporting
Package accounting reports submitted to the Office of the State Comptroller and respective
financial statements:

e A $1.948 million error in the calculation of Restricted Net Assets for Debt Service,
requiring an adjusting entry.

e A $5.580 million error in the calculation of Interest Receivable, Restricted, requiring an
adjusting entry.

» Accounts payable related to $148 thousand in equipment purchases were not reported,
resulting in the underreporting of expenses when General and Administrative expenses
were reduced by the Total GAAP Capital Outlay Expenditures on the Capital Asset
Summary (Form SCO-538), which included the $148 thousand in current year payables.
No correcting entry was posted.

Strong management controls require financial reporting procedures to include proper checks
and balances and adequate supervisory review of all fiscal related activities to ensure proper
financial reporting.

Agency personnel indicated that the Agency uses an accounting firm under contract to assist in
the completion of the financial statements. Procedures established to review the accounting
firm's initial financial drafts did not allow Agency personnel sufficient time to complete all
reviews to identify potential errors or omissions prior to providing the GAAP Package or draft
financtal statements to the auditors.

Failure to maintain adequate controls over the financial reporting process led to a material
misstatement in the financial statements. (Finding Code. 07-1)

RECOMMENDATION

We recommend the Agency establish and maintain effective controls over the financial
reporting process to ensure accurate submission of financial data, including a timely and
adequate review of the GAAP Reporting Package, the financial statements, and notes to the
financial statements.
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STATE OF ILLINOIS
ENVIRONMENTAL PROTECTION AGENCY
FUND 270 - WATER REVOLVING FUND

FINANCIAL AUDIT
For the Year Ended June 30, 2007

CURRENT FINDINGS AND RECOMMENDATIONS

FINDING 07-1 {Oversight of Financial Reporting - Continued)
AGENCY RESPONSE

Accepted and implemented. The Illincis EPA has met with the accounting firm used in
preparing the GAAP Reporting Package for the 270 Water Revolving Fund to discuss the errors
in the draft financial statements, and to discuss enhancing their oversight procedures in an
effort to mitigate the risk of errors. The accounting firm has committed to the Illinois EPA that
they will enhance their oversight procedures to ensure adequate management review of the
preparation of the GAAP Reporting Package prior to submission to the Agency. In addition,
the Agency will require that the GAAP Reporting Package be provided to the Agency for
review and approval at least four working days prior to the due date for the package. The
earlier submission requirement will allow the Agency to do a more thorough review of the
GAAP Reporting Package, financial statements and accompanying notes. The enhanced review
and oversight procedures and the earlier submission will ensure the accurate submission of
financial data.
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