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July 5, 2011

President Toni Preckwinkle
and Members of the Board of Commissioners
of Cook County

118 North Clark Street

Room 517

Chicago, Illinois 60602

Re: Review of Accounting Errors (IIG11-0027)
Dear President Preckwinkle and Members of the Board of Commissioners:

This letter is written in accordance with Section 2-289(c)(2) of the Independent
Inspector General Ordinance, Cook County, Ill., Ordinances No. 07-0-52 (2007) ( “OIIG
Ordinance”) in connection with an investigation conducted in relation to the accounting
errors totaling approximately $90 million disclosed by the Office of the President on June 10,
2011. In accordance with the OIIG Ordinance, this statement is made to apprise you of the
completion and results of this investigation.

Background

On June 1, 2011, we were informed that the financial management team (“Financial
Team™) of Cook County government identified revenues in the aggregate of approximately
$106.4 million that had been erroneously reported in Cook County’s public financial report
for fiscal year 2009. The $106.4 million error was attributed to $39.9 in home rule tax
misclassification and the double counting of $66.5 million in sales tax revenue. Cook
County has subsequently reduced the estimated error to $90 million." (Exhibit A) The
Financial Team asserted that these accounting errors were attributed to mistakes made by the
former Director of Financial Reporting for Cook County. It is our understanding that the
Director of Financial Reporting was responsible for the final preparation of the County’s
Financial Reports. Additionally, the Director of Financial Reporting worked closely with the
County’s external auditors from Deloitte to complete their audit of the County’s fiscal 2009
financial report. We conducted a review of this matter to determine whether the County’s
financials were misstated due to an accounting error or accounting fraud and whether other
deficiencies exist that expose the process to reoccurring financial reporting misstatements.

! We were subsequently informed by the Comptroller’s Office that the tax misclassification was reduced from
$39.9 million to approximately $21.7 million. The Comptroller claimed that a more detailed review was
conducted which revealed that approximately $18.2 million was properly recorded in the 2009 CAFR.
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Summary of Investigation

The evidence developed during the course of this investigation does not support a
contention that Cook County employees intended to commit accounting fraud. We believe,
however, that the accounting errors were directly related to weak or non-existent internal
controls, the lack of effective communication and a reoccurring failure to review and approve
manual journal entries. The Financial Team decided to make an accounting adjustment to
the County’s 2009 financial reports in order to accurately reflect the County’s financial
position for fiscal year 2009. We believe there should be significant attention focused on
improving internal controls within the Comptroller’s Office to prevent such accounting errors

from reoccurring in the future,

OIIG Findings and Conclusions

Cook County’s Accounting Methods

This office conducted interviews of various members of the Financial Team,
employees of the Comptroller’s Office, as well as internal and external auditors. We also
conducted a review of Cock County’s methods and financial reporting obligations. During
this review, we discovered that the Comptroller’s Office generates internal budgetary reports
that are based on actual cash receipts from taxes. These reports are restricted to internal use
by Cook County government.” The Comptroller’s Office is also required to generate external
financial reports that are distributed to outside investors and made available to the general
public (referred to as “CAFR”).> The CAFR must adhere to Generally Accepted Accounting
Principles (“GAAP™). Cook County uses the “modified-accrual basis” of accounting to
prepare the CAFR and to comply with external financial reporting obligations pursuant to

GAAP.*

Pursuant to the modified-accrual basis of accounting, sales tax revenues for 2009 that
are held by the State at the County’s fiscal year-end and are transmitted to the County within
60 days of fiscal year-end can be recorded in 2009. Accordingly, the Comptroller’s Office
had to perform the following adjustments to the 2009 Budgetary Report to convert it to the
2009 CAFR in order to include the proper revenues for 2009:

Starting Point | Fiscal 2009 Budgetary Report
Add: December 2009 sales tax receipts
Add: January 2010 sales tax receipts
Subtract: December 2008 sales tax receipts

? In this case, Cook County government is the Office of the President and the Board of Commissioners.

* The CAFR is the Comprehensive Annual Financial Report. The CAFR requires that management provide a
narrative introduction, overview and analysis to accompany the basic financial statements in the form of a

management discussion and analysis,
% Under the modified-accrual basis of accounting, revenues are recognized when measurable and available for
financing current obligations.
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Subtract: January 2009 sales tax receipts
Ending Point 2009 CAFR

The Accounting Errors

During our investigation, we discovered that the accounting errors occurred when the
Comptroller’s Office added December 2009 and/or January 2010 sales taxes to the internal
budgetary reports in order to generate the CAFR for financial reporting purposes. The
accounting errors comprised of (i) a $21.7 million home rule tax misclassification and (ii)
double counting $66.5 million in sales tax revenue.

1. Home Rule Tax Misclassification

According to the Financial Team, the Director of Financial Reporting erroneously
recognized approximately $21.7 million in home rule tax revenue for fiscal year 2009 that
belongs to fiscal year 2010.° Moreover, the Financial Team has indicated that the home rule
tax figure can be reclassified to the proper period and the accounting error will be
inconsequential to the County’s financial position for internal purposes. During our
investigation, we interviewed witnesses and obtained a sample of supporting documentation

to verify these assertions.

The Comptroller’s Office represented in the CAFR that the County’s home rule taxes
were overstated by $21.7 million in fiscal year 2009. According to testimony and supporting
documentation, the Director of Financial Reporting recorded December 2009 home rule taxes
for fiscal year 2009. ¢ (Exhibit B) Pursuant to Cook County’s accounting policies, however,
these home rule taxes rightfully belong to fiscal year 2010. (Exhibit C) As such, the CAFR
must be adjusted so that fiscal year 2009 will be $21.7 million lower than originally thought
and fiscal year 2010 will reflect $21.7 million higher than originally thought.

Importantly, this accounting error does not affect the internal budgetary reports and is
a matter of matching revenue and expenses to the proper financial period for external
reporting purposes. The “matching principle,” however, is a keystone accounting principle
pursuant to GAAP. Accordingly, this accounting error may be the focus among outside
investors who purchase the County’s municipal debt. The sales tax double entry accounting
error, however, is an entirely different matter because that accounting error recognized

revenue that the County did not earn.

* With respect to the accounting error, the home rule taxes were primarily from cigarette, gasoline, and parking

taxes.
® The OIIG interviewed the employee who originally discovered the accounting error, employees from the
Comptroller’s Office, and the external Auditors. The OIIG received confirmation from these individuals that

this was indeed an accounting error.
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2 Sales Tax Double Entry

According to the Financial Team, the 2009 CAFR was misstated partially due to

double counting approximately $66.5 million of certain State of Illinois sales tax revenues.
(Exhibit D) During our investigation, we obtained financial records that displayed the

following manual journal entries made by two Cook County employees:

Fiscal Explanation | Amount Batch Tax Date Business | User Id

Period Date Unit

11/27/2009 | Rev FY 09 | -33,397,287.00 | 4/20/2010 | 2/28/2010 1809 User A
60 Days

11/27/2009 | Rev FY 09 | -32,473,603.00 | 4/20/2010 | 2/28/2010 1809 User, A
60 Days :

11/30/2009 | 09 60 Days | -33,397,287.28 | 4/22/2010 | 11/30/2009 | 1809 User B
Receivables

11/30/2609 | 09 60 Days | -32,473,602.91 | 4/22/2010 | 11/30/2009 | 1809 User B
Receivables

Grand -131,741,780

Total

Source: The Comptroiler’s Office

On April 20, 2010, User A entered the first set of entries totaling $66 million. User A
is a Business Manager in the Financial Controls Section of the Comptroller’s Office. He
directly reports to the Director of Financial Controls. Additionally, User A is normally
responsible for recording routine transactions on a daily basis for the internal budgetary
report. User A has asserted that he has entered the same sale tax accrual journal entry during
the closing process for the last five years. Moreover, he indicated that the Director of
Financial Controls provides him with the figure to enter into the accounting system each

year.

On April 22, 2010, User B, the Director of Financial Reporting, entered the second
set of entries totaling $66 million.® User B is primarily responsible for the conversion of the
internal budgetary reports to the CAFR, which requires him to accrue for tax revenue.

Insufficient evidence exists to support a concern that these journal entries were
entered into the accounting system with an intention to deceive or defraud. The evidence has
revealed, however, that the Comptroller’s Office does not have a very basic though
extremely important internal control protocol over the journal entry process on the CF ledger
or CAFR process. There should be segregation of duties between the person who enters the

7 The overstatement primarily consists of State of Illinois sales taxes also referred to as the IPTIP revenue
accounts (Iliinois Public Treasurer’s Investment Pool tax allotments). The double recording comprised of two
manual journal entries which were for $32,397,287.28 and $32,473,602.91.

® The supporting work papers maintained by the Director of Financial Reporting for fiscal year 2009 cannot be
located by the Comptroller’s Office. The unavailability of documentation to supply an audit trail reveals a
material record keeping deficiency that also requires corrective action.
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journal entry and the person who can approve the journal entry for posting to the CAFR. For
example, the internal budgetary reports (a’k/a AA ledger) has an internal control built into
the accounting system that prevents a person from entering a journal entry and posting that
same journal entry to the internal budgetary reports. Likewise, the CAFR should have the
same computer fail-safe to offer additional protection against accounting errors.

An additional system problem was discovered involving the accounting system
whereby users have the capacity to input “one-sided” journal entries on the CF ledger.
According to generally accepted accounting principles, the accounting equation requires
assets to equal equity and liabilities. In order to achieve this balance, double-entry
accounting is required. That is, a credit entry for every debit entry and vice versa. We found
that the CF ledger or CAFR side of the system allows users to input just a debit or credit. We
discovered this was done, in some cases, in order to balance the books. These one-sided
journal entries serve to mask a flaw in the accounting system.

Finally, our investigation revealed a lack of communication, supervision and
documentation within the Comptroller’s Office during the period at issue. These problems
also contributed to creating an environment that made accounting errors more likely.

OIIG Recommendations

We believe the fiscal year end 2009 accounting misstatements were unintentional
errors. During that period, the Comptroller’s Office experienced a substantial amount of
turnover of key employees. This resulted in a confused environment contributing to the
accounting errors. Moreover, these conditions continue to exist in the Comptroller’s Office.
Accordingly, we recommend the Comptroller’s Office address the weaknesses in internal
controls by adopting accounting fail-safe procedures in its system, establishing protocol to
cure the lack of communication and ensure documentation is maintained to support journal

entries.

These matters are of fundamental importance because the accounting errors
contributed to the recent Cook County credit rating downgrade by Moody’s Investment
Services which carries the potential for a negative financial impact for Cook County. In light
of the facts developed during this investigation, we recommend the implementation of the
following measures to assist in rectifying these conditions.

e The Comptroller’s Office should thoroughly review the CF ledger for any incorrect
journal entries performed in prior years. The target time period should extend far
enough to provide reasonable assurance that these particular revenue accounts do
not contain similar accounting errors.

o The Comptroller’s Office should further examine the one-sided journal entries
issue to determine the source of the problem and whether such entries misrepresent
the County’s financial position. Additionally, the Comptroller’s Office should
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collaborate with Cook County Management Information Systems to identify the
application failure and implement corrective action to prevent the capacity to make
one-sided entries in the future.

The Cook County Audit Committee should confer with outside auditors to
determine whether the audit methodology, scope and testing should be modified to
detect any similar accounting errors in the future.

The Comptroiler’s Office should segregate duties between those who enter journal
entries to the CF ledger and those who post these entries to the CF ledger.
Specifically, the CF ledger should contain the same restrictions on entering and
posting journal entries that are found in the AA ledger. Further, this segregation of
duties should contain a supervisory component to ensure accountability for
improper journal entries posted to the CAFR.

The Comptroller’s Office should create specific job %monﬁsosm with clearly
defined duties. .

Documentation to support manual journal entries must be maintained by the
Comptroller’s Office in accordance with a standardized record keeping protocol.

In accordance with Section 2-285(e) of the OIIG Ordinance, we will be in contact

with the Comptroller’s Office to follow-up with regard to the remedial action being
implemented by that office. Thank you for your consideration to these issues. Should you
have any questions, please do not hesitate to contact me.

CC!

Very truly yours,

\\; f\/ ..\.v‘ £
Patrick M. Blanchard
Independent Inspector General

Mr. Kurt Summers, Jr., Chief of Staff, Office of the President
Ms. Laura Lechowicz Felicone, Special Assistant to the President
Mr. Tariq G. Malhance, Chief Financial Officer

Ms. Constance M. Kravitz, Cook County Comptroller
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COOK COUNTY

THE BOARD OF COMMISSIONERS
TONI PRECKWINKLE BUREAU OF FINANCE
PRESIDENT TARIQ MALHANCE
FARLEAN COLLINS MOt PETER N, SILVESTAI o1h Dist CHIEF FINANCIAL OFFICER
iy om0 F DA 11t ot .
, DALEY 11th Dist County Building
WILLLAM H AhDist,  JORN A, FRITCHE 12t ohs
DEBORIGHE . SinDlt  LARRY BUFREDY o] 118 North Clark Street, Room 1127
.h_w.__.._._m PATRICIA MURPHY 8 Olst  GREGO GOSUN 14th Dist, Chicago, Illinvis 60602-1423
SUS 5. GARCIA ThDet.  TIMOTHY 0. SCHNEIDER 15t Dist. TEL (312) 603-5287
EDWIN REYE BN DRI, JEFFREY A TOBOLSKI 16 Dist,
i " EL AT RO pDOOY GORMAN 1300 DAL FAX (312) 603-3681
. TDD (312) 603-5255
June 10, 2011
To Whom It May Concern:

In May 2011, the financial management team of The County of Cook, Illinois (the “County”) identified, in
connection with the on-geing fistal 2010 external audit process, that revenues had been erroneously reported in
fiscal year 2009 on the modified accrual basis of accounting in the general fund financial statements, and on the
full accrual basis of accounting in the government-wide financial statements. The County financial
management team determined that the errors were primarily the result of improper journal entries recorded
during the fiscal year 2009 financial closing process which resulted in (i) the double-recording of certain non-
property tax revenues, primarily including State of Illinois sales taxes, and (ii) the over-accrual of revenues that
should have been attributed to December 2009 (fiscal year 2010) from certain taxes imposed by the County
under its home rule powers (i.e. cigarette tax) and/or from fee office charges. In the general fund, the
combined result of the errors was to overstate County assets and revenues on the modified accrual basis of
accounting by approximately $90 million. The government-wide financial statements on the full accrual basis
of accounting were misstated by approximately $55 million. As restated, the general fund wm_mwoa for fiscal

year 2009 is approximately $100 million.

In consultation with the President’s Office, the Chairman of the Audit Committee of the Cook County Board of
Commissioners and its independent auditors, the County’s financial management team has determined to restate
the beginning fund balance for the general fund and the beginning net deficit for the governmental activities of
the government-wide financial statements in its fiscal 2010 basic financial statements,

The County has appointed a new Director of Financial Reporting, effective June 6, 2011, to ensure that proper
financial closing and reporting policies, procedures, and internal controls (specifically journal entry recording

and authorization controls) will be implemented to mitigate the future risk of material misstatement.

The financial management team has concluded that these errors are material to the previously issued basic
financial statements and auditor’s report thereon; accordingly, the County has removed the 2009 basic financial
statements and auditor’s report thereon from its website and disseminated this statement by (i) delivering it to

the Municipal Securities Rulemaking Board through its Electronic Municipal Market Access System for
municipal securities (ii) posting it to the Cook County website and (iii) submitting it to the U.S. Federal Audit

Clearinghouse.

1?%.\ Medhcie, Q»‘&\m?;rx? N\t\%

Tariq G. Malhance Constance M. Kravitz, CPA
Chief Financial Officer Cook County Comptroller
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