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State of lllinois
Department of Revenue

Financial Statement Report

Summary

The audit of the accompanying basic financial statements of the State of lllinois, Department of Revenue (Department), was
performed by McGladrey & Pullen, LLP.

Based on their audit, the auditors expressed an unqualified opinion on the Department's basic financial statements.
Summary of Findings
The auditors identified matters involving the Department's internal control over financial reporting that they considered to be

significant deficiencies. The significant deficiencies are described in the accompanying Schedule of Findings beginning on page
62 of this report, as findings 07-1 and 07-2. The auditors also consider findings 07-1 and 07-2 to be material weaknesses.

Exit Conference

The findings and recommendations appearing in this report were discussed with Department personnel at an exit conference on
April 2, 2008, Attending were:

Department
Brian A. Hamer Director
Jose Borjon Audit Liaison
Mark Lewis Chief Fiscal Officer
Curt Smith Program Administrator-Information Services
John McCaffrey General Counsel
Lainie Krozel Chief of Staff
Larry Lascody Manager-Financial Control Bureau
Mike Klemens Program Administrator-Policy and Communications Office
Dave Hunt Administrative and Regulatory Shared Services Center
Shelly Banks Administrative and Regulatory Shared Services Center

McGladrey & Pullen, LLP

Joseph Evans Partner
Linda Abemnethy Partner
Office of the Auditor General
Candace Long Audit Manager
Kathy Lovejoy 1S Audit Manager
Joe Butcher Audit Manager
Alison Schertz Audit Supervisor
Patrick Meridith Staff Auditor

The responses to the recommendations were provided by Brian A. Hamer, Director, in a letter dated April 11, 2008.



McGladrey & Pullen

Certified Public Accountants

Independent Auditor's Report

Honorable William G. Holland
Auditor General
State of lllinois

As Special Assistant Auditors for the Auditor General, we have audited the accompanying financial statements of the
govemmentat activities, the business-type activities, each major fund, and the aggregate remaining fund information of
the State of lllinois, Department of Revenue, as of and for the year ended June 30, 2007, which collectively comprise
the State of lltinois, Department of Revenue's basic financial statements as listed in the table of contents. These
financial statements are the responsibility of the State of lllinois, Department of Revenue's management. Our
responsibility is to express opinions 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 Govemment 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 opinions.

As discussed in Note 2, the financial statements of the State of llinois, Department of Revenue are intended to present
the financial position and changes in financial position and cash flows, where applicable, of only that portion of the
govemmental activities, the business-type activities, each major fund, and the aggregate remaining fund information of
the State that is attributable to the transactions of the State of flinois, Department of Revenue. They do not purport to,
and do not, present fairly the financial position of the State of lllinois as of June 30, 2007, and its changes in financial
position including cash flows, where applicable, thereof 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 aif material respects, the respective financial
position of the governmental activities, the business-type activities, each major fund, and the aggregate remaining fund
information of the State of lllinois, Department of Revenue, as of June 30, 2007, and the respective changes in financial
position and cash flows, where applicable, thereof for the year then ended in conformity with accounting principles
generally accepted in the United States of America.

As discussed in Note 13 to the financial statements, the June 30, 2006 net assets for governmental activities and the
June 30, 2006 fund balance for the General Fund have been restated (decreased by $149.7 million) to correct an errorin
accounting for amounts due to other Department funds.

McGladrey & Pullen, LLP is a member firm of RSM Intemnational -
an affiliation of separate and independent legal entities.



Inaccordance with Govemment Auditing Standards, we have also issued a report dated May 1, 2008 on our
consideration of the State of {llinois, Department of Revenue's intemal control over financial reporting and on our tests of
fts compliance with certain provisions of laws, regulations, contracts, and grant agreements and other matters. The
pumose of that report is to describe the scope of our testing of intemal control 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 lllinois, Department of Revenue has not presented a management's discussion and analysis and budgetary
comparison information for the General and Motor Fuel Tax Funds that accounting principles generally accepted in the
United States of America has determined is necessary to supplement, although not required to be part of, the basic
financial statements.

Qur audit was conducted for the purpose of forming opinions on the financial statements that collectively comprise the
State of lllinois, Department of Revenue's basic financial statements. The combining statements and schedules listed
as supplementary information in the table of contents are presented for purposes of additional analysis and are not a
required part of the basic financial statements. The combining statements and schedules listed as supplementary
information in the table of contents have been subjected to the auditing procedures applied in the audit of the basic
financial statements and, in our opinion, are fairly stated in all material respects in relation to the basic financial
statements taken as a whole.

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 Department management, and is not intended to
be and should not be used by anyone cther than these specified parties.

%4%497//&5&4/ e

Schaumburg, lllinois
May 1, 2008



State of llinois
Department of Revenue

Statement of Net Assets
June 30, 2007 (Expressed in Thousands)

ASSETS
Unexpended appropriations
Cash equity in State Treasury
Cash and cash equivalents
Investments
Taxes receivable, net
Intergovernmental receivables
Other receivables, net
Due from Department fiduciary funds
Due from Department funds
Due from State funds
Due from State of Hlincis component units
inventories
Prepaid expenses
Capital assets being depreciated, net
Total assets

LIABILITIES
Accounts payable and accrued liabilities
Intergovernmental payables
Bue to other Department fiduciary funds
Due to other State fiduciary funds
Due to cther State funds
Due to State of iflinois component units
Unearned revenue
Long-term obligations:
Portion due or payable within one year
Portion due or payabie after one year
Total liabilities

NET ASSETS
Invested in capiial assets, net of reiated debl
Restricied for education
Unrestricted net assets
Total net assets

Governmental Business-type

Activities Activities Total
% 24,697 $ - $ 24,697
1,239,756 29,187 1,268,943
4 3,863 3,867
- 1.044 1,044
1,353,364 - 1,353,364
424 - 424
3,991 20,628 24 619
- 443 443
(80,715} 60,715 -
2,699 - 2,699
316,383 - 316,383
773 289 1,062
- 341 341
1,496 554 2,050
2882872 117,064 2,999,936
1,145,805 75,687 1,221,492
1,085,737 - 1,095,737
66,816 - 66,816
817 3,437 4,254
66,234 64 66,298
480 1 481
15,998 6,438 22,436
750 163 N3
14,668 2,122 16,790
2,407,305 87,912 2,495 217
- 1,496 554 2,050
- 28,598 28,598
474,071 - 474,071
$ 475,567 3 29,152 $ 504,719

The accompanying notes to the financial statements are an integral part of this statement.
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State of lllinois
Department of Revenue

Balance Sheet -

Governmental Funds
June 30, 2007 (Expressed in Thousands)

ASSETS
Unexpended appropnations
Cash equity in State Treasury
Cash and cash equivalents
Taxes receivables, net
Intergovernmental receivables
Other receivables
Due from other Department funds
Due from other State funds
Due from State of lllinois component units
Inventories

Total assets

LIABILITIES
Accounts payable and accrued fiabilities
intergovernmental payables
Due to other Department fiduciary funds
Due to other State fiduciary funds
Bue to other Department funds
Due to other State funds
Due to State of lllinois component units
Unavailable revenue
Unearned revenue
Total liabilities

FUND BALANCES (DEFICITS)
Reserved for:
Encumbrances
Inventories
Unreserved, undesignated
General fund
Special revenue funds
Total fund balances (deficits)

Total liabilities and fund balances (deficits)

Motor Fuel Total
General Tax Fund Nonmajor  Governmental
Fund 00142 funds Funds

$ 12714 $ 10695 % 1288 5 24,697

434,821 5,174 799,761 1,239,756

- - 4 4

922 778 125,848 304,738 1,353,364

352 72 - 424

- - 3,991 3,991

3,147 - 272,754 275,901

- - 2,699 2,699

- - 316,383 316,383

773 - - 773

$1,374585 9 141,789 $1,701618 § 3,217,992

$1079395 § 6,064 $ 60346 $ 1,145805

2,452 6,802 1,086,483 1,095,737

41,292 - 25,524 66,816

389 168 260 817

287,856 - 48,760 336,616

64,988 444 802 66,234

38 - 442 480

164,953 15,262 71,444 241,659

15,998 - - 15,998

1,647,361 28,740 1,294,061 2,970,162

- - 103 103

773 - - 773
(273,549) - - (273,549)

- 113,049 407 454 520,503

(272,776) 113,049 407,557 247,830

$1.374585 § 141788 $1,701618 & 3217992

The accompanying notes to the financial statements are an integral part of this statement.



State of lllinois
Department of Revenue
Reconciliation of Governmental Funds Balance Sheet
to Statement of Net Assets
June 30, 20607
(Expressed in Thousands)

Total fund balances-governmental funds 5 247 830

Amounts reported for governmental activities in the
Statement of Net Assets are different because:

Capital assets used in governmental activities are not financial
resources and therefore are not reported in the funds. 1,496

Revenues in the Statement of Activities that do not provide
current financial resources are deferred in the funds. 241,659

Some liabilities reporled in the Statement of Net Assets do not
require the use of current financiat resources and therefore are
not reported as liabilities in governmental funds. These
activities consist of:
Compensated absences (15,418)

Net assets of governmentat activities ‘ $ 475,567

The accompanying notes to the financial statements are an integral part of this statement.
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State of lllinois
Department of Revenue

Statement of Revenues, Expenditures

and Changes in Fund Balances - Governmental Funds
For the Year Ended June 30, 2007 {Expressed in Thousands)

Motor Fuet Total
Tax Fund Nonmajor Governmental
General Fund 0012 funds Funds
REVENUES
Federal operating grants $ - $ 9 3 60 3 69
Income taxes 11,350,980 - 1,209,891 12,560,871
Sailes taxes 7,185,298 - 2652713 9,838,011
Mofor fuel taxes - 1,359,883 76,635 1,436,518
Pubiic wulility taxes 1,130,922 - 403,000 1,533,922
Other taxes 609,923 - 1,191,599 1,801,522
Licenses and fees 6,676 734 35,057 42,467
Other charges for services 2,296 - 261 2,557
Interest and other investment income 142 - 7642 7.784
Other 3678 - 63,193 66,871
Total revenues 20,289,915 1,360,626 5,640,051 27,290,592
EXPENDITURES
General government 158,335 62,413 112,201 332,949
Health and social services - . 13,336 13,336
Employment and economic development - - 5,000 5,000
Environment and business regulation - - 13,524 13,624
Intergovernmental - - 4,999,309 4,999,309
Capital outlays 189 75 266 530
Total expenditures 158,524 62,438 5,143,636 5,364,648
Excess (deficiency) of revenues
over (under} expenditures 20,131,391 1,298,138 496 415 21,925,944
OTHER SOURCES (USES) OF
FINANCIAL RESOURCES
Appropriations from State resources 154,226 80,958 4 563 239,747
Lapsed appropriations {6,213) (4,502} {329) (11,044}
Receipts collected and transmitted
to State Treasury (18,255,976) {1,376,285) (959,820} (20,592.081)
Amount of SAMS Transfers-in (3.222,1486) - {37,800) {3,259,946)
Amount of SAMS Transfers-out 1,443,379 - 1,339 1,444,718
Transfers-in 1,315,725 - 1,407 555 2,723,280
Transfers-out (1,584 688) - {897.420) (2,482,108)
Net other sources (uses) of
financial resources (20,155,693) {1,299,829) {481,912) (21,937,434)
Net change in fund balances (24,302) (1.691) 14,503 {11,4920)
Fund balances {deficits), July 1, 2006, as restated (248,964) 114,740 393,054 258,830
Increase for changes in inventories 490 - - 490
FUND BALANCES (DEFICITS), JUNE 30,2007 §  (272,776) § 113,049 § 407557 % 247,830

The accompanying notes to the financiat statements are an integrat part of this statement.
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State of Wlinois
Department of Revenue
Reconciliation of Statement of Revenues, Expenditures and Changes in
Fund Balances of Governmental Funds to Statement of Activities
For the Year Ended June 30, 2007
(Expressed in Thousands)

Net change in fund balances 5 (11,490)
Change in inventories 490
(11,000)
Amounts reported for governmental activities in the Statement of
Activities are different because:
Governmental funds report capital outlays as expenditures while governmentatl activities report
depreciation expense to allocate those expenditures over the fife of the assets. This is the
amount by which depreciation exceeded capital outlays in the current period. (156}
Revenues in the Statement of Activities that do not provide current financial resources are not
reported as revenues in the funds. This amount represents the increase in unavaifable
revenue over the prior year. 82,371
Prepaid expenses in the Statement of Net Assets are not reporied as expenses in
governmental funds. This amount represents the decrease in prepaid expense
from the prior year. {650)
Some capital assets were transfersred out to other State agencies and, therefore, no proceeds
were received for the capital assef's value. (54)
Some expenses reported in the Statement of Aclivities do not require the use of current
financial resources and therefore are not reported as expenditures in governmental funds.
Increase in compensated absences obligation {433)
Change in net assets of governmental activities 3 70,178

The accompanying notes to the financial statements are an integral par of this statement.
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State of lllinois
Department of Revenue

Statement of Net Assets -
Proprietary Funds

June 30, 2607 (Expressed in Thousands)

ASSETS
Cash equity in State Treasury
Cash and cash equivaients
Invesiments, short-term
Other receivables, net

Due from other Department fiduciary funds

Due from other Department funds
Inventories
Prepaid expenses

Total current assets

Investments
Capital assets being depreciated, net
Total assets

LIABILITIES
Accounts payable and accrued liabilities
Due to other State fiduciary funds
Due to other State funds
Due to State of lllinois component units
Unearned revenue
Current portion of long-term obligations

Total current liabilities

Noncurrent portion of long-term obligations

Total liabilities

NET ASSETS

Invested in capital assets, net of related debt

Restricted for education
Total net assets

The accompanying netes to the financial statements are an integral part of this statement.
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Nonmajor
Enterprise Fund

State Lottery
0711

$ 29,187

3,863
107
20,628
443
60,715
289
341

116,573

937
554

117,064

75,687
3,437
64

6,438
163

85,790

2122

87,912

554
28,698

$ 29,162




State of lllinois

Department of Revenue

Statement of Revenues, Expenses and Changes in Fund
Net Assets - Proprietary Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

Nonmajor
Enterprise Fund
State Lottery
0711
OPERATING REVENUES
Charges for sales and services $ 1,898,970
Other 4,769
Total operating revenues 2,003,739
OPERATING EXPENSES
Cost of sales and services 146,969
Prizes and claims ' 1,159,571
General and administrative 63,764
Depreciation 255
Total operating expenses 1,370,559
Operating income (loss) 633,180
NONOPERATING REVENUES (EXPENSES)
fnterest and investment income 517
Other expenses {74)
income (loss) before transfers 633,623
Fransfers-out {631,033)
Net income (loss) 2,580
Net assels {deficit), July 1, 2006 26,562
NET ASSETS (DEFICIT), JUNE 30, 2007 $ 29,152

The accompanying notes to the financial statements are an integral part of this statement.
13



State of lllinois
Department of Revenue

Statement of Cash Flows -
Proprietary Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Cash received from sales and services {net of $887,785 cash prizes
paid by agents and $100,871 commission retained by agents)
Cash payments fo employees for services
Cash payments for lottery prizes
Cash receipts from other operatirig activities
Net cash provided (used)} by operating activities

CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES
Transfers-out to other funds
Net cash provided (used} by noncapital financing activities

CASH FLOWS FROM CAPITAL AND RELATED
FINANCING ACTIVITIES
Acquisition and construction of capital assets
Net cash (used) by capital and related financing activities

CASH FLOWS FROM INVESTING ACTIVITIES
Interest and dividends on investments
Net cash provided (used) by investing activities
Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents, July 1, 2006

CASH AND CASH EQUIVALENTS, JUNE 30, 2007

Reconciliation of cash and cash equivalents to the statement of net assets:
Total cash and cash equivalents per the statement of net assets
Add: Cash equity with State Treasurer

CASH AND CASH EQUIVALENTS, JUNE 30, 2007

The accompanying notes to the financial statements are an integral part of this statement.
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Nonmajor
Enterprise Fund

State Lottery
0711

$ - 1,006,704

(110,468)
(260,856)
5,069

640,449

(626,551)

(626,551)

(188)

(188)

517

517

14,227

18,823

$ 33,050

3,863
29,187

5 33,050




State of lllinois
Department of Revenue

Statement of Cash Flows -

Proprietary Funds
For the Year Ended June 30, 2007 (Expressed in Thousands)

Nonmajor
Enterprise Fund

State Lottery
0711

Reconciliation of operating income {loss} to net
cash provided (used) by operating activities:
OPERATING INCOME (LOSS) $ 633,180

Adjustments to reconcile operating income (loss)
to net cash provided (used) by operating activities:

Depreciation 255
Provision for uncollectible accounts 1,911
Changes in assets and liabilities:

(Increase} decrease in accounts receivable {9,593}
(Increase) decrease in due from other funds 597
{Increase) decrease in inventory 1,602
{Increase) decrease in prepaid expenses (261}
increase (decrease) in accounts payable and accrued Yabitities 9,123
Increase (decrease} in intergovernmental payables {286)
Increase (decrease} in due to other funds 435
Increase (decrease) in due to component uniis (1}
Increase (decrease) in uneamed revenues 4073
Increase (decrease) in other liabilities 14
Total adjustments 7,269

NET CASH PROVIDED (USED) BY OPERATING ACTIVITIES $ 640,449

NONCASH INVESTING, CAPITAL AND FINANCING ACTIVITIES
Transfers of capital assets to other Siate funds 3 {74)

The accompanying notes to the financial statements are an integral part of this statement.
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State of lllinois
Department of Revenue

Statement of Fiduciary Net Assets

June 30, 2007 (Expressed in Thousands)

ASSETS

Cash equity in State Treasury

Cash and cash equivalents

Fixed income investments

Taxes receivable, net

Other receivables, net

Due from other Depariment funds
Total assets

LIABILITIES
Accounts payable and accrued liabitities
intergovernmental payables
Due to other Department funds
Other fiabilities
Total iiabilities

NET ASSETS
Held in trust for prizewinners
Total net assets

The accompanying notes to the financial statements are an integral part of this statement.

Investment Trust
Fund

Deferred Prize
Winners Trust Fund

0978 Agency Funds
$ 3,332 280,089
- 2,834
624,526 -
- 133,189
2 554
- 66,816
627,860 483,482
- 1,753
- 478,892
443 -
2,889 2,837
3,332 483,482
624,528
$ 524,528

16



State of lllinois
Department of Revenue

Statement of Changes in Fiduciary Net Assets
For the Year Ended June 30, 2007 (Expressed in Thousands)

Investment Trust
Fund

Deferred Prize
Winners Trust Fund

0978
ADDITIONS:
Investment earings:
Interest, dividends and cther investment income 3 44 695
Net decrease in the fair value of investments , {6,790}
Net investment income 37,905
Participant account transactions:
Prize securities deposited 29,128
Total additions 67,033
DEDUCTIONS:
Payments to prizewinners 150,788
Total deductions 150,788
Net additions {deductions) {83,755)
Net assets, July 1, 2006 708,283
Net assets, JUNE 30, 2007 $ 624,528

The accompanying notes to the financial statements are an integral part of this statement.
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(1)

2

STATE OF ILLINOIS
DEPARTMENT OF REVENUE

Notes to Financial Statements

June 30, 2007

Organization

The Department of Revenue (the Department) is a part of the executive branch of government of the
State of lilinois (State) and operates under the authority of and review by the IHinois General
Assembly. The Department operates under a budget approved by the General Assembly in which
resources primarily from the General Revenue Fund and the Motor Fuel Tax Funds are appropriated
for the use of the Department. Activities of the Department are subject to the authority of the Office of
the Governor, the State’s chief executive officer, and other departments of the executive and
legislative branches of government (such as the Department of Central Management Services, the
Governor’s Office of Management and Budget, the State Treasurer’s Office, and the State
Comptroller’s Office) as defined by the Inois General Assembly. All funds appropriated to the
Department and all other cash received are under the custody and control of the State Treasurer, with

the exception of the Surety Bond Fund, the Lottery Agent Security Deposits Fund, and the Evidence
Fund.

The Department is organized to provide for administering, collecting, enforcing and determining
distribution of the taxes imiposed by the State’s major tax acts. The Department also administers and
oversees the operations of the Illinois Lottery, the Liquor Control Commission, the Illinois Gaming
Board, and the Hlinois Racing Board.

Summary of Significant Accounting Policies

The financial statements of the Department 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 more significant accounting policies.

{a) Financial 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 component 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

2) Fiscal dependency on the primary government.

Based upon the required criteria, the Department has no component units and is not a component
unit of any other entity. However, because the Department is not legally separate from the State
of Illinois, the financial statements of the Department are included in the financial statements of
the State of IHinois. The State of Illinois’ Comprehensive Annual Financial Report may be
obtained by writing to the State Comptroller’s Office, Division of Financial Reporting, 325 West
Adams Street, Springfickd, IHinois, 62704-1871.
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(b) Basis of Presentation

The financial statements of the State of Illinois, Department of Revenue, are intended to present
the financial position, changes in financial position, and cash flows of only that portion of the
governmental activities, each major governmental fund of the State of Illinois, the enterprise
fund, and the aggregate remaining fund information of the State of Illinois that is attributable to
the transactions of the Department. They do not purport to, and do not, present fairly the
financial position of the State of Illinois as of June 30, 2007 the changes in financial position for
the year then ended, and the cash flows in conformity with accounting principles generally
accepted in the United States of America.

Government-wide Statements. The govemnment-wide statement of net assets and statement of
activities report the overall financial activity of the Department, excluding fiduciary activities.
Eliminations have been made to minimize the double-counting of internal activities of the
Department. These statements distinguish between the governmental and business-type activities
of the Department.  Governmental activities generally are financed through taxes,
intergovernmental revenues, and other nonexchange transactions. Business-type activities are
financed in whole or in part by fees charged to external parties.

The statement of net assets presents the assets and liabilities of the Department’s governmental
and business-type activities with the difference being reported as net assets. The assets and
liabilities are presented in order of their relative liquidity by class of asset or liability with
liabilities whose average maturities are greater than one year reported in two components - the
amount due within one year and the amount due in more than one year.

The statement of activities presents a comparison between direct expenses and program revenues
for the different business-type activities of the Department and for each function of the
Department’s governmenta activities. Direct expenses are those that are clearly identifiable with
a specific function. Program revenues include charges paid by the recipients of goods or services
offered by the programs. Revenues that are not classified as program revenues, including all
taxes, are presented as general revenues.

Fund Financial Statements. The fund financial statements provide information about the
Department’s funds, including fiduciary funds. Separate statements for each fund category -
governmental, proprietary, and fiduciary - are presented. The emphasis on fund financial
statements is on major governmental and enterprise funds, each displayed in a separate column.
All remaining governmental and enterprise funds are aggregated and reported as nonmajor funds.

Proprietary fund 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 value. Nonoperating revenues, such as
subsidies and investment earnings, result from nonexchange transactions or ancillary activities.

The Department administers the following major governmental funds (or portions thereof in the
case of shared funds — see note 2(d)) of the State:

General - This is the State’s primary operating fund. It accounts for all financial resources
of the general government, except those required to be accounted for in another fund. The
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services which are administered by the Department and accounted for in the general fund
include, among others, general government services.

Motor Fuel Tax — This fund accounts for the activitics for various transportation related
program expenditures and the administrative cost of supervising the vse of funds apportioned
to municipalities, counties and road districts. Funding sources include State fuel taxes and an
allocation (transfer) of State sales tax collections from the General Fund.

Additionally, the Office administers the following fund types:
Governmental Fund Types:

Special Revenue — These funds account for resources obtained from specific revenue sources
that are legally restricted to expenditures for specified purposes. Special revenue funds
account for, among other things, federal grant programs, taxes levied with statutorily defined
distributions and other resources restricted as to purpose.

Proprietary Fund Types:

Enterprise — The State Lottery Fund accounts for operations of the State Lottery in which
the net proceeds are used for the support of the State’s Common School Fund.

Fiduciary Fund Types:

Investment Trust — The Deferred Lottery Prizewinners Trust Fund accounts for the external
portion of investment pools made on behalf of Lottery prizewinners.

Agency - These funds account for taxes and other assets collected and held by the
Department, acting in the capacity of an agent, for distribution to other governmental units or
designated beneficiaries.

(¢) Measurement Focus and Basis of Accounting

The government-wide, proprietary, and fiduciary fund financial statements are 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 Department
gives (or receives) value without directly receiving (or giving) equat value in exchange, include
income, sales, motor fuel, excise and replacement taxes. On an accrual basis, revenues from these
taxes are recognized in the fiscal year in which the underlying exchange transaction occurs.
Revenue from grants, entitlements, and similar items are recognized in the fiscal year in which all
eligibility requirements imposed by the provider have been met.

Govemmental funds are reported using the current financial resources measurement focus and the
modified accrual basis of accounting. Revenues are recognized as soon as they are both
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measurable and available. Revenues are considered to be available when they are collectible
within the current period or soon enough thereafter to pay liabilities of the current period. For
this purpose, the State considers revenues to be available if they are collected within 60 days of
the end of the current fiscal year. Expenditures generally are recorded when the hLability is
incurred, as under accrual accounting. However, principal and interest on formal debt issues,
claims and judgments, and compensaied absences are recorded only when payment is due.
Capital asset acquisitions are reported as expenditures in governmental funds. Proceeds of
general long-term debt and acquisitions under capital leases are reported as other financing
sources.

Significant revenue sources which are susceptible to accrual include income taxes, sales taxes,
public utility taxes, motor fuel taxes, other taxes and interest. All other revenue sources including
fines, penalties, licenses, and other misceilaneous revenues are considered to be measurable and
avatlable only when cash is received.

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989,
generally are followed in the government-wide and proprietary fund financial statements to the
extent that those standards do not conflict with or coniradict 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 as it relates to the
Department’s operations.

(d) Shared Fund Presentation

The financial statement presentation for the General Revenue Fund, Education Assistance Fund,
Motor Fuel Tax Fund, Public Utility Fund, Underground Storage Tank Fund, Ilinois Gaming
Law Enforcement Fund, Used Tire Management Fund, Natural Areas Acquisition Fund, Open
Space Lands Acquisition and Development Fund, Common School Fund, Drycleaner
Environment Response Trust Fund, Supplemental Low Income Encrgy Assistance Fund,
Renewable Energy Resources Trust Fund, School Infrastructure Fund, Petroleum Resources
Revolving Fund, International Tourism Fund, Tobacco Secttlement Recovery Fund, Emergency
Pubtic Heaith Fund, Build Illinois Fund, and Local Tourism Fund represent only the portion of
the shared fund that can be directly attributed 1o the operations of the Department. Financial
statements for total fund operations of the shared State funds are presented in the State of Illinois’
Comprehensive Annual Financial Report.

In presenting these financial statcments, certain unique accounts are used for the presentation of
shared funds. The following accounts are vsed in these financial statements to present the
Department’s portion of shared funds:

Unexpended Appropriations

This “asset” account represents lapse period warrants issued between July and August
annuaily in accordance with the Statewide Accounting Management System (SAMS) records
plus any liabilities relating to obligations te-appropriated to the subsequent fiscal year.
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Appropriations from State Resources

This “other financing source” account represents the final legally adopted appropriation
according to SAMS records.

Lapsed Appropriations

Lapsed appropriations are the legally adopted appropriations less net warrants issued for the
14 month period from July to August of the following year and re-appropriations to
subsequent years according to SAMS records.

Receipts Collected and Transmitted to State Treasury

This “other financing use” account represents all cash receipts received during the fiscal year
from SAMS records.

Amount of SAMS Transfers-In

This “other financing use” account represents cash transfers made by the Office of the
Comptroller in accordance with statutory provisions to the corresponding fund during the
fiscal year per SAMS records in which the Department did not make a deposit into the State
Treasury.

Amount of SAMS Transfers-Out

This “other financing source” account represents cash transfers made by the Office of the
Comptroller in accordance with statutory provision from the corresponding fund during the
fiscal year per SAMS records in which a legally adopted appropriation was not charged.

{e) Eliminations

Eliminations have been made in the government-wide statement of net assets to minimize the
“grossing-up” effect on assets and liabilities within the governmental activities column of the
Department. As a result, amounts reported in the governmental funds balance sheet as
interdepartmentat interfund receivables and payables have been eliminated in the government-
wide staterment of net assets. Amounts reported in the governmental funds balance sheet and
proprietary statement of net assets as receivable from or payable to fiduciary funds have been
included in the government-wide statement of net assets as receivable from and payable to
external parties, rather than as internal balances.

22



STATE OF ILLINOIS
DEPARTMENT OF REVENUE

Notes to Financial Statements

June 30, 2007

() Cash and Cash Equivalents

Cash equivalents are defined as short-term, highly liquid investments readily convertible to cash
with maturities of less than 90 days at time of purchase. Cash and cash equivalents include cash
on hand and cash in banks for locally held funds.

(g) Inventories

Inventories, consisting primarily of lottery tickets and postage and printing supplies, are valued at
cost, principally on the first-in, first-out (FIFO) method. Significant inventories of governmental
funds are recorded as expenditures when consumed rather than when purchased.

{h) Prepaid items

Payments made to vendors for services that will benefit periods beyond the date of this report are
recorded as prepaid items on the government-wide statement of net assets.

(i) Interfund Transactions

The Department has the following types of interfund transactions between Department funds and
funds of other State agencies:

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 reported as interfund receivables and payables in the governmental funds
balance sheet or the government-wide and proprietary fund statements of net assets.

Reimbursements—iepayments 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. In governmental funds, transfers are reported
as other financing uses in the funds making transfers and as other financing sources in the
funds receiving transfers. in proprietary funds, transfers are reported after nonoperating

revenues and expenses.
() Capital Assets
Capital assets, which consist of equipment and automobiles, 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 for equipment and automobiles is $5,000 and the estimated useful
life is 3-15 years.
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{k} Compensated Absences

The liability for compensated absences reported in the government-wide and proprictary fund
statements of net assets consists of unpaid, accumulated vacation and sick leave balances for
Department employces. A liability for these amounts is reported in governmental funds only if
they have matured, for example, as a result of employee resignations and retirements. The
liability has been calculated using the vesting method, in which leave amounts for both
employees who currently are eligible to 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
mcludes salary related costs (e.g., social security and Medicare tax).

Legislation that became effective January I, 1998 capped the paid sick leave for all State
Employees’ Retirement System members at December 31, 1997. Employees continue to accrue
twelve sick days per year, but will not receive monetary compensation for any additional time
earned after December 31, 1997. Sick days earned between January 1, 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.

(I} Fund Balances

In the fund financial statements, governmental funds report reservations of fund balance for
amounts that are not available for appropriation or are legally restricted by outside parties as to
use for specific purposes. Designations of fund balances represent tentative State plans that are
subject to change.

(m} Net Assets

In the government-wide and proprietary fund statements of net assets, equity is displayed in three
components as follows:

Invested in Capital Assets, Net of Related Debt — This consists of capital assets, net of
accumulated depreciation, less the outstanding balances of any bonds, mortgages, notes, or
other borrowings that are attributable to the acquisition, construction, or improvement of
those assets.

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 first, 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, net of related debt.”
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{(n) Use of Estimates

(o)

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.

Future Adoption of GASEB Statements

Effective for the year ending June 30, 2008 the Department will adopt GASB Statement No. 48,
Sales and Pledges of Receivables and Future Revenues and Intra-Entity Transfers of Assets and
Future Revenue, which established accounting and financiai reporting standards for transactions
in which a government receives, or is entitled to, resources in exchange for future cash flows
generated by collecting specific receivables or specific future revenues. The Department has not
yet determined the impact on the Department’s financial statements as a result of adopting this
statement.

(3) Deposits and Investments

(a)

Deposits

The State Treasurer is the custodian of the Department’s deposits and investments for funds
maintained in the State Treasury. The Department independently manages deposits and
investments maintained outside the State Treasury.

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 1ilinois Compiled Statutes (15 ILCS
520/11). Funds held by the State Treasurer have not been categorized as to credit risk because
the Department does not own individual securities. Detail on the nature of these deposits and
investments is available within the State of Hlinois® Comprehensive Annual Financial Report.
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(b) Investmenis

As of June 30, 2007, the Department had the following investments outside of the State Treasury:

Weighted
Fair Average
Value Maturity

{Thousands) {Years)

Enterprise Funds
Annuitics 3 1,044 6.378

Fiduciary Funds
U.S. Treasury Bonds $ 624,526 4.058

Interest Rate Risk: The Department does not have a formal investment policy that limits
investment maturitics as a means of managing its exposure to fair value losses arising from
increasing interest rates.

Credit Risk: Prior to July 30, 1985, the Department did not have a formal investment policy that
hmited mvestment choices. Subsequent to July 30, 1983, the Department is limited to investing
in direct obligations of the United States of America or backed by the full faith and credit of the
United States of America. The Department’s investments in annuities are not rated.

(4) Taxes Receivable

Taxes receivable {amounts expressed in thousands) at fune 30, 2007 are as follows:

Motor Nonmajor
General Fuel Tax Governmental  Fiduciary
Fund Fund Funds Funds
Taxes receivable:

Income $ 775,840 § - 3 131,441 $ -
Sales 575,239 - 210,888 122,733
Motor fuel tax - 143,424 11,914 -
Public utifity 16,582 - 14,039 8,493
Other 30,899 - 25,093 1,963
Total taxes receivable 1,398,560 143,424 393,375 133,189

Less: allowance for
uncollectible taxes 475,782 17,576 88.637 -

Taxes receivable, net $ 922778 § 125848 § 304,738 % 133,189
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(5) Interfund Balances and Activity

(a) Balances Due from/to Other Funds

The following balances (amounts expressed in thousands) at June 30, 2007 represent amounts due

from other Department funds.

Due from
Other
Other Department
Department  Other State Fiduciary
Fund Funds Funds Funds Description/Purpose
General b 3,147 5 - N3 - Due from other Department funds pursuant to
statutory tax allocations.
Nonmajor 272,754 2,699 - Due from other Department funds and State funds
governmental pursnant to statutory tax alocations.
funds
Lottery 60,715 - 443 Due from General Fund for cumulative
overpayment of lottery profits and for unclaimed
lottery prizes.
Fiduciary Funds 66,816 - - Due from other Department funds pursuant to
statutory tax allocations.
$ 403432 b 2,699 5 443
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The following balances (amounts expressed in thousands) at June 30, 2007 represent amounts due to
other Department and State of 1Hinois funds.

Due to

Other Other
Other Department State
Department Other State Fiduciary Fiduciary
Fund Fands Funds Funds Funds Description/Purpose

General 5 287,856 5 064988 $ 41292 % 389  Due to other Department funds
pursuant to statutory tax allocations
and cumulative overpayment of
lottery profits, to other State funds
for administrative expenses, and to
other State fiduciary funds for
payment of retirement benefits.

Motor Fuel - 444 - 168  Duc to other State funds for
administrative expenses and to other
State fiduciary funds for payment of
retirement benefits.

Nonmajor 48,760 802 25,524 260  Due to other Department funds

govemmental pursuant to statutory tax allocations,

funds to other State funds for
administrative expenses, other
Depariment fiductary funds pursuant
to statutory tax allocations, and to
other State fiduciary funds for
payment of retirement benefits.

Lottery - 64 - 3.437 Due to other State funds for
administrative expenses and due to
other State fiduciary funds for
payment of retirement benefits.

Fiductary 443 - - - Due to Lottery Fund for unclaimed
Funds lottery prizes.

$ 337.05% § 66298 b 66,816 $ 4254
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() Transfers from/to Other Funds

Interfund transfers in (amounts expressed in thousands) for the year ended June 30, 2007, were as

follows:
TFransfers in from
Other
Department Other State
Fund Funds Funds Description/Purpose

General $ 1315725 b - Transfers from Lottery Fund for lotlery
profits and other Department funds
pursuant to statutory tax allocations.

Nonmajor

governmental

funds 1.403.486 4,069  Transfers from other Department funds

and other State funds pursuant to statutory
tax allocations.

§ 2719214 $  4.06%

Interfund transfers out (amounts expressed in thousands) for the year ended June 30, 2007, were as

follows:
Transfers out to
Other
Department Other State
Fund Funds Funds Description/Purpose

General S 1.203,748 $ 380,940  Transfers to other Department funds and other State
funds pursuant to statutory tax allocations.

Nonmajor

governmental

funds 888.051 9,369  Transfers to other Department funds and other State
funds pursuant to statutory tax atlocations and 10 other
State funds for budget shortfalls.

Lottery Fund 627.412 3,621  Transfers to General Fund for lottery profits and to other

State funds for budget shortfalls.

$ 2719211 $ 393.930
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(¢} Balances Due fromv/ to State of Hlinois Component Units

The Ittinois Housing Development Authority owes the Department’s nonmajor governmental funds
$316.383 million at June 30, 2007 for advances on loan programs.

The following balances (amounts expressed in thousands) at June 30, 2007 represent amounts due to
State of Illinois Component Units for reimbursements for expenses incurred.

Due to
Nonmajor
General Governmental
Fund Fund Fund Lottery Fuad
Hineis Toll Highway 3 - $ 10 3 1
University of Hlinois 38 432 -
5 38 5 442 $ 1
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(6) Capital Assets

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

Balance Net Balance
Juiy 1, 2006 Additions Deletions Transfers June 30, 2007

Governmental activities:

Capital assets being depreciated:
- Equipment 3 10,807 5 530 % 7 % (4753 S 6,577

Less accumulated depreciation:
Equipment 9,101 686 7 (4,699) 5,081

Governmental activity
capital assets, net $ 1,706 § {s6) $ - $ 34 % 1,496

Depreciation expense for governmental activities (amounts expressed in thousands) for the year ended
June 30, 2007 was charged to functions as follows:

(General government $ 686

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

Business-type activities:
Capital assets being depreciated:

Equipment h 2,773 b 188 % 5 § (810y % 2,146

Less accumulated depreciation:
Equipment 2,078 255 5 {736} 1,592

Business-type activity
capital assets, net 3 695 $ 67 % - $ (74 § 554
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{7} Long-Term Obligations
{a) Changes in Long-Term Obligations
Changes in long-term obligations (amounts expressed in thousands) for the year ended June 30, 2007
were as foilows:
Balance Balance  Amounts
July 1, June 30, Due Within
2006 Additions Deletions 2007 One Year
Governmental activities:
Compensated Absences § 14985 § 9019 § 858 3515418 % 750
Total governmental activities $ 14985 % 9,019 $ 8,58 $15418 § 750
Business-type activities:
Compensated Absences $ 1,227 % 641 § 627 $ 1,24 % 36
Obligations to Lottery ,
prizewinners 1,104 - 60 1,044 107
Total business-type activities $ 2331 § 64! % 687 52285 § 163
Compensated absences have been liquidated by the applicable governmental funds that account for
the salaries and wages of the related employees.
(b} Obligations to Lottery Prize Winners

The State has obligations to certain lottery prize winners for awards payable in annual installments
ranging from nineteen years to the life of the prize winner, with the first payment being made after the
claim is presented for payment. ln addition, the State has fulfilled its obligations for certain other
prize winners through the purchase of annuities under group coniracts.

For certain prize winners, annuities were purchased in the name of the State for which the State has
retained the rights of ownership. Effective July 30, 1985, State law provides that the State Treasurer,
with the consent of the Director of Revenue, may contract to invest in securities, which provide
payments corresponding to the Lottery’s obligation to these winners. The present value of these
annuities and the related liabilities owed to prize winners, approximating $1.0 million, have been
reported in the financial statements of the State Lottery Fund, a nonmajor enterprise fund.
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In addition to the prize obligations discussed above, the State has provided for other payments
corresponding to the Lotiery’s obligation to prize winners through the purchase of direct obligations
of the federal government, primarily in the form of United States Treasury zero coupon bonds. As
established by State law, such securities shall be maintained in the Deferred Lottery Prize Winners
Trust Fund, a special trust fund separate and apart from all public money or funds of the State. These
investments are purchased in amounts to provide for annual annuity payments to the prize winner(s)
of each qualifying individual drawing. Since these monies are invested by the State on behalf of
external legally scparate entities (the prize winners), with specific investments being acquired for
these individual entities for which the income from and changes in the value of the investments affect
only the prize winners for whom they were acquired, in accordance with the provisions of GASB
Statement No. 31, Accounting and Financial Reporting for Certain Investments and for External
Investment Pools, the Deferred Lottery Prize Winners Trust Fund is reported as an investment trust
fund. The investments of the fund are reported at fair value, $624.5 million at June 30, 2007, and the
net assets are reported as held in trust for prizewinners.

Pension Plan

Substantially all of the Department's full-time employees who are not eligible for participation in
another state-sponsored retirement plan participate in the State Emiployees’ Retirement System (SERS),
which is a pension trust fund in the State of IHinois 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 resulis of operations of the SERS for fiscal year 2007 are
included in the State of lllinois® 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, IHinois, 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 Department pays employer retirement contributions based upon an actuarially determined
percentage of their payrolls. For fiscal year 2007, the employer contribution rate was 11.525%.
Effective for pay periods beginning afier December 31, 1991, the State opted to pay the employee
portion of retirement for most State agencies (including the Department) with employees covered by
the State Employees’ and Teachers’ Retirement Systems. However, effective with the fiscal year 2004
budget, the State opted to stop paying the portion or a part of the portion of retirement for many State
agencies (including the Departnent) for certain classes of employees covered by the State Employees’
and Teachers’ Retirement Systems. The pickup, when applicable, is subject to sufficient annual
appropriations and those employees covered may vary across employee groups and State agencies.
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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 cventually
become annuitants of one of the State sponsored pension pilans. 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. The total cost of
health, dental, and life insurance benefits of all members, including post-employment health, dental,
and life insurance benefits, is recognized as an expenditure by the State in the Illinois Comprehensive
Annual Financial Report. The total costs incurred for health, dental, and life insurance benefits are not
separated by Department for annuitants and their dependents nor active employees and their
dependents.

Fund Deficits

The General Fund and the State & Local Sales Tax Reform, Local Government Tax, Ilinois Racing
Board Grant, Illinois Tax Increment, School Infrastructure, and Personal Property Tax Replacement
funds, nonmajor governmental funds, had fund balance deficits of $272.776 million, $1.167 million,
$3.523 million, $46 thousand, $569 thousand, $2.081 million, and $64.032 million, respectively, at
June 30, 2007. The fund deficits in the General and School Infrastructure funds will be eliminated
through the appropriation of future State revenues to the Department. The fund deficits in the State &
Local Sales Tax Reform, Local Government Tax, and the Personal Property Tax Replacement funds
will be eliminated by future recognition of carned but unavailable revenues. The fund deficit of the
Itlinois Racing Board Grant and the Illinois Tax Increment funds will be eliminated through future
revenues earned.

Risk Management

The Department is exposed to various risks of loss related to torts; theft of, damage to, and destruction
of assets; errors and omissions; workers compensation and natural disasters. The State retains the risk
of loss (i.e. self insured) for these risks.

The Department’s risk management activities are financed through appropriations to the IHinois
Department of Central Management Services and are accounted for in the general fund of the State.
The claims are not considered to be a liability of the Department; and accordingly, have not been
reported in the Department’s financial statements for the year ended June 30, 2007.

Commitments and Contingencies
{@) Operating leases
The Department leases certain office space under annual agreements which require the

Department to make minimum lease payments. Rent expense under operating leases was $2.604
million for the year ended June 30, 2007.
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(b) Litigation

The Department is routinely involved in a number of legal proceedings and claims that cover a
wide range of matiers. In the opinion of management, the outcome of these matters is not
expected to have any matenal adverse effect on the financial position or results of operations of
the Department.

Restatement

The Department restated the beginning fund balance in the General Fund for the correction of an error
totaling $149.726 million for sales tax revenues which should have been reported as due to the Local
Government Tax Fund, a nonmajor governmental fund, and the Home Rule Municipal ROT Fund, an
agency fund, and public utility tax revenues which should have been reported as due to the Municipal
Telecommunications Fund, an agency fund. In addition, the Local Government Tax Fund, the Home
Rule Municipal ROT Fund, and the Municipal Telecommunications Fund underreported amounis due
to local governments.

Governmental Activities
Governmental Funds

Nounmajor
Fund
E.ocat Governmental
General Government Tax Activities
Fund Balance/Net Assets, June 30, 2006,
as previously reported 3 {99,238) $ 393.054 $ 555,115
Adlocation of sales tax revenue (17,16 731336 (43,804)
Allocation of public utility tax revenue (32,566) - (32.566)
Underreported intergovernmental payables - {73,356) {73,356}
Fund Batance/Net Assets, June 30, 2006,
as restated 3 {248 964) 3 393,054 3 405,389

Agency Funds
Home Rule Municipal
Municipal ROT  Telecommunications

Total assets/tiabilities, June 30, 2006

as previousty reported 3 98 881 $ 46,959
Allocation of sales tax revenue 43,804 B
Allecation of public utility tax revenue - 32,566

Total assets/Tiabilities, June 30, 2006
as restated $ 142,685 3 79,525
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State of lllinois

Department of Revenue

Combining Statement of Changes in Assets and Liabilities
Agency Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

Balance at
July 1, 2006, Balance at
as restated Additions Deletions June 30, 2007

County Water Comimission Tax {0084)

ASSETS
Cash equity in State Treasury 5 12,969 % 32,068 % 36,726 § 8,311
Taxes receivable, net 1,742 31,693 31,501 1,934
Other receivables, net 43 552 567 28
Total assets 3 14,754 % 64,313 $ 68,794 $ 10,273
LIABILITIES
intergovermmmental payables $ 14,754 3 32245 § 36726 % 10,273
Total liabilities $ 14754 % 32245 § 36,726 $ 10,273
Non-Home Rule Municipal ROT (0088)
ASSETS
Cash equity in State Treasury 3 6,386 $ 52632 % 48919 $ 9,999
Taxes receivable, net 2,549 55414 52,443 5,520
Other receivables, net 4] 94 89 11
Total assets $ 8941 % 108,040 $ 101,451 § 15,530
LIABILITIES
Intergovernmental payables $ 3941 § 55508 § 48919 § 15,530
Total liabilities 3 8941 % 55508 % 48,919 % 15,530
Home Rule Municipal Soft Drink ROT (0097)
ASSETS
Cash equity in State Treasury 3 1502 §$ 8387 % 8371 % 1,518
Taxes receivabie, net 730 8,448 8,387 791
Total assets $ 2232 $ 16,835 $ 16,758 $ 2,309
LIABILITIES
intergovernmentai payables $ 2232 % 8448 3 8371 § 2,309
Total liahilities 5 2232 3 8448 $ 8371 % 2,308
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State of lllinois

Department of Revenue _
Combining Statement of Changes in Assets and Liabilities
Agency Funds

For the Year Ended June 30, 2007 {(Expressed in Thousands)

Balance at
July 1, 2006, Balance at
as restated Additions Deletions June 30, 2007

Home Rule Municipal ROT {0138)

ASSETS
Cash equity in State Treasury $ 60524 $ 735392 $ 720,117 $ 75,799
Taxes receivable, net 38,304 716,762 711,385 43,681
Other receivables, net 53 314 688 179
Due from other Department funds 43,804 - 23,319 20,485
Total assets $ 142685 § 1452968 $ 1455509 § 140,144
LIABILITIES
Accounts payable and accrued liabilities $ 1456 $ 518 % 425 % 1,549
Intergovernmental payables 141,229 717,058 719,692 138,595
Total hiabilities $ 142685 $ 717576 § 720,117 $ 140,144
Home Rule County ROT (0139)
ASSETS _
Cash equity in State Treasury $ 38458 § 317961 § 321,054 § 36,365
Taxes receivable, net 14,600 319,332 316,595 17,337
Other receivables, net 91 1,369 1,366 94
Total assets $ 54,149 $ 638662 $ 639015 § 53,796
LIABILITIES
Intergovernmental payables $ 54148 $§ 320701 $ 321054 % 53,796
Total liabilities $ 54149 $ 320701 $ 321,054 § 53,796
Business District ROT (0160)
ASSETS
Cash equity in State Treasury $ 19 % 685 % 477 % 227
Taxes receivable, net $ 10 $ 796 § 685 § 121
Total assets $ 29 % 1481 % 1,162 % 348
LIABILITIES
intergovernmental payables $ 28§ 796§ 477 % 348
Total liabilities $ 29 % 796 % 477 % 348




State of lllinois

Department of Revenue _
Combining Statement of Changes in Assets and Liabilities
Agency Funds
For the Year Ended June 30, 2007 (Expressed in Thousands)
Balance at
July 1, 2006, Balance at

as restated Additions Deletions June 30, 2007

County Option Motor Fue! Tax (6190)

ASSETS
Cash equity in State Treasury $ 5940 § 30636 5 30256 & 6,320
Taxes receivable, net 2,590 30,799 , 30,412 2977
Other receivables, net 17 224 224 17
Total assets 3 8,547 % 61659 % 60892 § 9,314
LIABILITIES
Accounts payable and accrued liabilities $ 166 % 525 § 511 § 180
Intergovemmental payables 8,381 30,498 29,745 9,134
Total hiabilities 5 8,547 % 31,023 3% 30,256 % 9,314

County Pubflic Safety ROT (0219)

ASSETS
Cash equity in State Treasury $ 9710 % 72816 § 72588 % 9,938
Taxes receivable, net 3,863 74,154 72,816 5,201
Total assets $ 13573 $ 146970 3§ 145404 § 15,139
LIABILITIES
intergovernmental payables $ 13,573 § 74,154 $ 72588 % 15,139
Total liabilities $ 13,573 % 74,154 % 72588 $ 15,139
Sports Facility Tax Trust (0229)
ASSETS
Cash equify in State Treasury $ - % 35,353 3 35353 § -
Taxes receivabie, net 57 24 57 24
Total assets $ 57 % 35377 § 35410 $ 24
LIABILITIES
Accounts payable and accrued liabilities $ 57 % 24 3 57 & 24
Total liahilities $ 57 § 24 57 % 24
Metro Pier & Exposition Authority Trust (0337)
ASSETS
Cash equity in State Treasury $ 7,309 % 114,106 § 107,584 % 13,831
Taxes receivable, net 8,347 115,313 113,765 9,895
Other receivables, net 25 345 341 29
Total assets $ 15681 $ 229764 $ 221690 $ 23,755
LIABILITIES
Accounis payable and accrued liabilities $ 63 % - 3 63 $ -
Intergovemmenta! payables 15,618 - 115,658 107,521 23,755
Total liabilities $ 15681 $ 115658 § 107,584 23,755
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State of Hlinois
Department of Revenue

Combining Statement of Changes in Assets and Liabilities

Agency Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

Balance at
July 1, 2008,

Balance at

as restated Additions Deletions  June 30, 2007
ltlinois Tourism Tax (0452)
ASSETS
Cash equity in-State Treasury 2940 % 17,241 § 17,143 % 3,038
Taxes receivable, net 1,615 17,565 17,241 1,939
Total assets 4555 3% 34,808 % 34384 % 4,977
LIABILITIES
Accounts payable and accrued liabilities 31§ - 3 31 8 -
Intergovernmental payables 4524 17,565 17,112 4,977
Total liabilities 4555 § 17,565 §° 17,143 % 4,977
Tax Suspense Trust (0583)
ASSETS
Cash equity in State Treasury 8 % (5) % - 3 3
Total assets 8 % {5) $ - % 3
LIABILITIES
Other liabilities 8 % 3 § 8 3 3
Total liabilities 8 % 35 8 % 3
Metro East Park and Recreation (8717)
ASSETS
Cash equity in State Treasury 725 % 4266 $ 4275 § 716
Taxes receivable, net 215 318 215 318
Total assets 940 % 4,584 & 4490 $ 1,034
LIABILITIES
Intergovermnmental payables 940 3 1,034 % 940 % 1,034
Total liabilities 940 3 1,034 % 940 $ 1,034
Municipal Telecommunications Fund {(0719)
ASSETS
Cash equity in State Treasury 38428 $ 275771 $ 272,296 % 41,903
Taxes receivable, net 8,531 263,974 264 012 8,493
Due from other Department funds 32,566 - 11,759 20,807
Total assets 79,525 $§ 539745 § 548,067 $ 71,203
LIABILITIES
Accounts payable and accrued liabilities 11634 § -3 11634 % -
Intergovernmental payables 67,891 263,974 260,662 71,203
Total liabilities 79525 $§ 263974 $ 272296 % 71,203




State of Illlinois

Department of Revenue

Combining Statement of Changes in Assets and Liabilities
Agency Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

Balance at

July 1, 2006, Balance at
as restated Additions Deletions  June 30, 2007

RTA Public Transportation Tax {0741)

ASSETS
- Cash equity in State Treasury $ 4 % - $ -3 4
Total assets 3 4 % - % - 3% 4
LIABILITIES
Intergovernmental payables $ 4 % - 3 - % 4
Total liabilities $ 4 % - % - 3 4
RTA Sales Tax Trust (0812)
ASSETS
Cash equity in State Treasury $ 69911 $ 725690 $ 729267 66,334
Taxes receivable, net 27612 601,256 596,325 32,543
Other receivables, net 154 2,495 2,469 180
Due from other Depariment funds 25,779 126,641 126,896 25,524
Total assets $§ 123456 % 1456082 § 1454957 & 124,581
LIABILITIES
intergovernmental payables 3 123456 $ 730,382 $§ 720267 & 124,581
Total liabilities $ 123456 $ 730392 $ 729267 $ 124,581
Metro East Mass Transit Dist. Tax (0841)
ASSETS
Cash equity in State Treasury % 4798 § 28647 % 28681 § 4,764
Taxes receivable, net 1,229 29,096 28,461 1,864
Other receivables, net _ 13 186 186 13
Total assets 3 6,040 % 57,929 % 57,328 $ 5,641
LIABILITIES
Intergovernmental payables $ 6,040 % 29282 % 28,681 % 6,641
Total liabilities $ 6,040 % 20282 § 28,681 % 6,641
Tennessee Valley Authority Local Trust (0861)
ASSETS
Cash equity in State Treasury $ - % 238 % 238 $ -
Total assets 3 - & 238 3 238 % -
LIABILITIES .
Accounts payablte and accrued liabilities 3 - % 238 § 238 % -
Total liabilities $ - 3 238 § 238 % -
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Department of Revenue

Combining Statement of Changes in Assets and Liabilities
Agency Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

Balance at
July 1, 2006, Balance at
as restated Additions Deletions June 30, 2007

Municipal Automobile Renting Tax (0868)

ASSETS
Cash equity in State Treasury $ 928 & 5880 $ 5824 § 984
Taxes receivable, net 552 5,841 5,842 551
Other receivables, net 3 38 38 3
Total assets $ 1483 $ 11,759 § 11,704 $ 1,538
LIABILITIES
Intergovemmental payables $ 1483 $ 5879 % 5824 $ 1,538
Total liabilities $ 1,483 § 5879 % 5824 $ 1,538
County Automobile Renting Tax (0869)
ASSETS
Cash equily in State Treasury $ 78 3 4 3 47 3 35
Taxes receivable, net - - - -
Total assets $ 78 $ 4 % 47 3 35
LIABILITIES
Intergovernmentat payables $ 78 3 4 % 47 3 35
Total liabilities $ 78 % 4 % 47 % 35
Surety Bond {1151)
ASSETS
Cash and cash equivalents % 2059 3 563 $ 251 § 2,371
Total assets $ 2,059 % 563 § 251 % 2,371
LIABILITIES
Gther liabilities $ 2,059 §% 563 $ 251 § 2,371
Total liabilities $ 2,059 § 563 $ 251 % 2,371
Lottery Agent Security Deposit {1309)
ASSETS
Cash and cash equivalents $ 435 % 201 § 173 463
Total assets $ 435 % 201 % 173 & 463
LIABILITIES
Other liabilities $ 435 % 201 % 173§ 463
Total liabilities $ 435 % 201 % 173 463

58



State of lllinois

Department of Revenue

Combining Statement of Changes in Assets and Liabilities
Agency Funds

For the Year Ended June 30, 2007 (Expressed in Thousands)

Balance at
July 1, 20086, Balance at
as restated Additions Deletions  June 30, 2007

Total - All Agency Funds

ASSETS
Cash equity in State Treasury $ 261637 $ 2457668 $ 2439216 $ 280,089
Cash and cash equivalents 2,494 764 424 2,834
Taxes receivable, net 112,546 2,270,785 2,250,142 133,189
QOther receivables, net 405 6,117 5,968 554
Due from other Depariment funds 102,149 126,641 161,974 66,816
Total assets $ 479231 & 4861975 $ 4857724 $ 483,482
LIABILITIES
Accounts payable and accrued liabilities $ 13,407 % 1305 % 12,959 % 1,753
Intergovernmentat payables 463,322 2,403,196 2,387,626 478,892
Other fiabilities 2,502 767 432 2,837
Total liahilities $ 479231 3 2405268 $ 2401017 $ 483482
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McGladrey & Pullen

Certified Public Accountants

Independent Auditors’ Report 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

Honorable William G. Holland
Auditor General
State of lllinois, and

As Special Assistant Auditors for the Auditor General, we have audited the financial statements of the governmental
activities, the business-type activities, each major fund, and the aggregate remaining fund information of the State of
llinois, Department of Revenue, as of and for the year ended June 30, 2007, which collectively comprise the State of
lllinois, Department of Revenue's basic financial statements and have issued our report thereon dated May 1, 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.

Internat Control Over Financial Reporting

in planning and performing our audit, we considered the State of lllinois, Department of Revenue'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 for the purpose of expressing an opinion on the effectiveness of the State of Illinois,
Department of Revenue's internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of the State of lilinois, Department of Revenue's internal control over financial reporting.

Our 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 consider to be significant deficiencies.

A control deficiency exists when the design or operation of a 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 contro! 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 generally accepted
accounting principles such that there is more than a remote likelihood that a misstatement of the entity's financial
statements that is more than inconsequential will not be prevented or detected by the entity's internal control. We
consider the deficiencies described in the accompanying schedule of findings to be significant deficiencies in internal
control over financial reporting {findings 07-1 and 07-2).

60

McGladrey & Pullen, LLP is a member fimn of RSM International -
an affiliation of separate and independent legal entiies.



A material weakness is a significant deficiency, or combination of significant deficiencies, that results in more than a
remote likelihood that a2 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 deficiencies described above, we consider
findings 07-1 and 07-2 to be material weaknesses.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Department’s financial statements are free of material
misstatement, we performed 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 nof 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 State of lllinois, Department of Revenue's responses to the findings identified in our audit are described in the
accompanying schedule of findings. We did not audit the Department's responses and, accordingly, we express no
opinion on them.

This report is intended solely for the information and use of the Auditor General, the General Assembly, the

Legislative Audit Commission, the Govemnor, State of lllinois, Department of Revenue management 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.
/?c% / /»Z&.,L/ 2L

Schaumburg, lllinois
May 1, 2008
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings ~ Government Auditing Standards

Finding 07-1  Lack of Control and Monitoring Over the Tax Allocation Methodology Utilized by the
Department

The Department of Revenue {Department) receives sales tax receipts daily and deposits 98% of the receipts into a
variety of funds based on a predetermined formula. The remaining 2% stays in clearing accounts as a reserve. The
Department must use an allocation formula because the actual sales fax returns are not finalized until up to two
months after collection of the revenues. Once the returns are finalized, the 2% reserve is deposited into the funds
with deficiencies. Payments are then made to the various local governments for which the taxes were received. The
process is similar for telecommunication taxes. During our testing we noted the following:

The Department did not adequately monitor and adjust the amount of sales tax allocated to the Home Rule Municipal
Retailers Occupation Tax Fund {Fund 138) (HRMROT) and other corresponding funds, in a timely manner.

The tax allocation methodology had not been updated since 2003. Since 2003, the City of Chicago increased its sales
tax by 0.25% and 89 other local govemmental enfities also increased their sales tax rates. The Department did not
adjust the allocation formula to take into account any of these changes in sales tax rates until after the HRMROT fund
had been depleted to a point to where there were insufficient funds to process payments timely (March 2007). Once
the problem was identified, the Department adjusted the percentage deposited in the HRMROT fund from 4.86% to
6.1%. See Average Monthly Cash Balance chart below:

Home Rule Municipal Retailers Occupation Tax Fund 138
Average Monthly Cash Balance
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings — Government Auditing Standards

Finding 07-1  Lack of Control and Monitoring Over the Tax Allocation Methodology Utilized by the
Department {Continued)

It should also be noted that other corresponding funds were also receiving too much or too little based on the error in
the allocation formula. Department officials stated that they reviewed the corresponding funds and made the
necessary adjustments. One specific fund that was identified by the auditors as being materially affected was the Local
Government Tax Fund (Fund 189). See Average Monthly Cash Balance chart below:

Local Government Tax Fund 189
Average Monthly Cash Balance

§250

$200
¥
VI
3150

$100

S

350

S

S P PP e DS s
5 roéaq éo 3‘§' é{é é\@ W %&Q éo \‘bo t\{é ‘é{s" 4

asudpaues In Millions

& & & @

S 5 S
%‘Zﬂ %04 \%9

e The Department did not adequately monitor and adjust the amount of telecommunications tax collected on
behalf of various local governments. The Department was depositing 22% of the tax receipts into the
Telecommunications Tax Fund (Fund 719}, an agency fund, when they should have been depositing 29%.

e The Department was not adequately monitoring the fund balances in order to detect the errors in the tax
allocation process. Reasonable monitoring should have detected the steady decline in HRMROT fund
balance and the consumption of the 2% reserve prior to the fund being totally depleted in March 2007. The
Department was alerted to the HRMROT fund shortage by parties external to the Department.

» The Department's process to deposit sales tax receipts into the HRMROT fund was inadequate resulfing in
under-allocation of the HRMROT fund. As a result of the error in the allocation methodology, the
Department adjusted current and future receipts by $55 million from other funds in order to replenish the
fund and improve the cash balance deficiency caused by the incorrect allocation process.
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings - Government Auditing Standards

Finding 07-1  Lack of Control and Monitoring Over the Tax Allocation Methodology Utilized by the
Department (Continued)

o As aresult of the HRMROT fund being under-allocated receipts, the interest income received and paid to local
govemments was also affected by the incorrect allocation process. Per State Comptroller records, the
HRMROT fund received about $363,000 less in investment income in FY07 compared to FYO08, but
Departmental records for sales taxes dishursed to the local govemments increased 11% or $70.5 million.
Department officials stated they do not plan on trying to calculate the interest income effect of the allocation
errors. Due to the volatility of the fund balance, the Department stated they could not determine a dollar effect
the error had on the allocation of interest income to the fund and befieved the amount would be immaterial to
any one individual local govemment.

¢ Despite the adjustment fo the allocation percentages in fiscal year 2007, the year-end liabilities reported as
amounts due to other local govemments for sales and related taxes (within the special revenue and agency
funds), were initially understated by approximately $65.0 milion. The liabilities reported as due to other
govemments for felecommunications tax (agency fund) were initially understated by approximately $20.8
million. FY2007 General Fund revenues were initially overstated by approximately $85.8 miltion. Adjustments
~of $76.3 million to correct the more significant differences were recorded by the Department in March 2008.
The remaining differences were deemed immaterial by the Department and were not recorded.

o This issue also required financial reporting restatement of balances previously reported. As of July 1, 2008, the
Department restated certain amounts. Specifically, they decreased the general fund's fund balance by $149.7
million and decreased July 1, 2006 net assets for governmental activities by $149.7 million. In addition, July 1,
2006 total assets and total liabilities of agency funds were increased by $76.4 million.

Good intemal controls over financial reporting would require that the tax allocation methodolegies and fund balances be
monitored on a continual basis in order to detect emors and imegularities. In addition, these balances must be properly
determined and adjusted at year-end in order to ensure amounts are accurately reported in the Department's financial
statements and the Statewide financial statements.

Department personnel stated they did not adequately monitor the fund balance in order to detect the allocation under-
estimation or adjust the allocation formula. The Department further stated that the employee responsible for monitoring
the allocation formula retired in October 20086.

Failure to adequately monitor and adjust tax allocation methodologies led to under-allocation of receipts and depletion of
certain funds. This under-allocation also led to lower interest income being paid to HRMROT local govemments. In
addition, this under-allocation caused the GAAP packages and the draft financial statements which were provided to
the auditors to be materially misstated. Without adequate interal controls and monitoring of the tax allocation
methodology and related year-end accruals, the risk increases that errors and irregularities could occur and not be
detected and result in inaccurate financial reporting. (Finding Code No. 07-1)
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings - Government Auditing Standards

Finding 07-1  Lack of Control and Monitoring Over the Tax Allocation Methodology Utilized by the
Department (Continued)

RECOMMENDATION

We recommend that the Department implement the necessary controls and procedures to adequately monitor and adjust
the tax allocation formula in a timely manner. In addition, we recommend the Department implement controls to detect
unusual changes in fund balances (increases and decreases) in order to evaluate the adequacy of the allocation
methodology and fo find erors or imegularities. Finally, we recommend that all year-end liabilities for sales and related
taxes be analytically reviewed to ensure the liability reported more accurately represents payment activity.

DEPARTMENT RESPONSE

The Department concurs with the recommendation and has implemented procedure changes to monitor the tax
formulas every six months. This will ensure fund balances are reviewed and any potential changes are implemented
timely.

65



State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings - Government Auditing Standards (Continued)

Finding 07-2

The Department of Revenue (Department) violated provisions of the State Finance Act by prepaying future fiscal years'
expenses out of appropriated funds and creating false and misleading billing invoices to support the payments.

During our testing we noted the following:

e The Department paid $1,592,300 out of FY06 appropriations (10 separate invoices) towards the FYO07

inappropriate Lapse Period Expenditures

Department of Central Management Services (DCMS) Internal Service Fund billings.

¢ The Department paid $2,825,621 out of FY07 appropriations (8 separate invoices) towards the FY08 DCMS

Internal Service Fund billings.

Fund FY06 prepaid for FY07 | FY07 prepaid for
FY08

001 - General Revenue Fund $407.973 $1,574,821
{12 - Motor Fuel Tax Fund $94,907 $102,800
129 — State Gaming Fund $79,000 $162,000
384 - Tax Compliance and $53,415 $0
Administration Fund
711 - State Lottery Fund $950,000 $950,000
802 — Personal Property Tax $7,005 $36,000
Replacement Fund

TOTAL $1,592,300 $2,825,621

¢ In FY07, the Department created or falsified six invoices with DCMS headings as supporting documentation in
order to make these prepayments. Of these invoices, 1 of the 8 invoices stated it was for FY07 charges or
leases when, in fact, it was to prepay FY08 costs. The remaining five invoices stated they were prepayments.
All six invoice vouchers (Form C-13) submitted to the State Comptroller stated they were “FY2007 Contracted
Prior to July 1.

¢ InFY07, the Department created two invoices on Department of Revenue letterhead, in essence charging itself,
in order fo prepay two invoices to DCMS. Both invoices appeared to be for FY07 charges and did not clearly
state they were prepayments for FY08. Both invoice vouchers (Form C-13) submitted to the State Comptroller
stated they were “FY2007 Contracted Prior to July 1.”
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings ~ Government Auditing Standards

Finding 07-2  Inappropriate Lapse Period Expenditures (Continued)

“Billing Vendor” noted on IDOR created invoice Amount

FY08 Prepay - DCMS manual billing invoice $1,050,000
FY08 Prepay - DCMS manual billing invoice $50,000
FY08 Prepay - DCMS manual billing invoice $474 821
FY08 Prepay - DCMS manual billing invoice $102,800
FY08 Prepay - DCUMS manual billing invoice $36,000
FY07 DCMS manual billing invoice $950,000
FY07 IDOR voucher $140,000
FY07 IDOR voucher $22,000

The State Finance Act (30 ILCS 105/25 (a)) states that “All appropriations shall be available for expenditure for the
fiscal year or for a lesser period if the Act making that appropriation so specifies.” The lllinois Administrative Code
(74 . Adm. Code 1000.20 (e)) states “The Department (DCMS) shall not issue advance billings for the purpose of
creating undocumented credit balances which intentionally transfer a user agency's unexpended appropriation
balances to the following fiscal year through the credit process...” The State Finance Act (Act)(30 ILCS 105/9.04)
states the certification on behalf of the State agency on every State voucher for goods and services other than a
payroll or travel voucher shall be as follows:

"I certify that the goods or services specified on this voucher were for the use of this agency and that the
expenditure for such goods or services was authorized and lawfully incurred; that such goods or services meet
all the required standards set forth in the purchase agreement or contract to which this voucher relates; and that
the amount shown on this voucher is correct and is approved for payment. If applicable, the reporting
requirements of Section 5.1 of the Govemor's Office of Management and Budget Act have been met.
(Date)......ocrvvererenn. (Signature)"

For departments under the Civil Administrative Code, the foregoing certification shall be executed by the
Chief Executive Officer of the departiment from whose appropriation the payment will be made or his designee, in
addition to any other certifications or approvals which may be required by law.

The State Finance Act (Act) (30 ILCS 105/9.05} further states,

“In the event that a voucher is submitted for advance payment of goods or services, the certification
prescribed by Section 9.04 shall be made. In addition, the voucher shall state on its face that the goods or
services are being procured pursuant to a formal, written contract the terms of which require advance
payment. If it is not possible to execute a written confract, the voucher shall so state. The voucher shall
also state that the confract requires the goods or services to be delivered or received prior to the
expiration of the lapse period of the fiscal year to which the expenditures are charged, provided
however, that such a statement shall not be required on vouchers submitted for periodical subscriptions or
organizational memberships.” (Emphasis Added)

The Act (30 ILCS 105/9.06) specifically states, “To execute knowingly and intentionally a false certification under
Section 9.03 or 9.04 of this Act shall result in removal from office if done by an officer or discharge if done by an
employee.”
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings — Government Auditing Standards
Finding 07-2  Inappropriate Lapse Period Expenditures (Continued)

Good internal controls require that payments be made to vendors and other similar parties based on original
approved vendor invoices. Another critical component of internal control is the control environment. The control
environment sets the tone of the organization, influencing the control consciousness of the organization's personnel.
It is the foundation for all other components of infernal control, providing discipline and structure. Department
personne! had full knowledge that false and misleading DCMS invoices were created and processed in order to
accelerate the recognition of expenditures. By participating in and condoning an inappropriate practice such as this,
management has undermined an effective internal control over compliance.

Department personne! stated that they identified and paid for liabilities incurred during the fiscal year before receiving
a billing invoice from DCMS. In addition, the Department paid additional monies from lapsed funds to be applied as
credits against future DCMS billings in the next fiscal year. The Department internally prepared and paid these
invoices in absence of a formal billing invoice from DCMS. In addition, Department personnel stated af times there
are delays in the DCMS billing process that adds complexity to the process of managing appropriated resources.
Therefore, the Department made payments to DCMS for information technology and telecommunications to ensure
that liabilities were paid in fult on or ahead of schedule. The Department stated this has been a practice for several
years and it had worked with DCMS to apply their unapplied credits to future DCMS billings.

Falsifying documents in order to prepay appropriated funds into the next fiscal year is in direct violation of the State
Finance Act and increases the risk that external parties cannot determine if invoices are for actual charges or for
prepayments. Additionally, prepayments do not allow for an accurate depiction of the Department's financial information.

Prepayments for future year's obligations, in order to use up a current year appropriation, circumvents the appropriations
passed by the General Assembly and approved by the Govemor. (Finding Code No. 07-2}

RECOMMENDATION

We recommend the Department implement strict rules and policies to forbid the manual creafion of invoices for any
vendor or service and comply with fiscal year limitations as set forth in the State Finance Act in making expenditures.
Further, we recommend the Department examine its intemal controls fo determine how false vouchers were created and
paid and implement changes to prevent similar activity in the future.
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State of lllinois
Department of Revenue
For the Year Ended June 30, 2007

Current Findings - Government Auditing Standards
Finding 07-2  Inappropriate Lapse Period Expenditures (Continued)

DEPARTMENT RESPONSE

The Department agrees to the recommendation.

The Department did not intend any violation of the State Finance Act by making prepayments to another state
agency (DCMS) that provides services to the department through revolving funds. The Department was not aware
that prepayments to DCMS were prohibited by the State Finance Act. Past practice had been to make similar
payments for information technology and telecommunications services to assure liabilities were paid on or ahead of
schedule.

The Department interpreted a section within the State Finance Act that pravides for advance payments of goods or
services to permit what are characterized as prepayments.

In following its interpretation of the statute, the Department made no attempt to deceive. The Department internally
prepared and paid these invoices in the absence of a formal billing from DCMS. These invoices were not intended to
be misleading, rather they were instruments to detail and document our prepayments. With three exceptions, the
department prominently marked these as “prepayments” on the invoices.

Prepayments were not an effort to circumvent the appropriations process. In FY 07 for its telecommunications
appropriation (the year and budget line at the center of this issue), the Department lapsed 10 percent of its
appropriation.

The prepayments were to a sister agency, DCMS, to whom the Department makes payments for a variety of
services. The prepayments moved money from one state fund to ancther, and did not involve a private vendor.

The Department has communicated to staff that no payments should be processed in the future without & proper
invoice.
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