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State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Financial Statement Report

Summary

The audit of the accompanying financial statements of the lllinois Prepaid Tuition Program of the State of Illinois,
Illinois Student Assistance Commission (Program) was performed by McGladrey and Pullen, LLP.

Based on their audit, the auditors expressed an unqualified opinion on the Program’s financial statements.



McGladrey & Pullen

Certified Public Accountants

Independent Auditors' 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
Illinois Prepaid Tuition Program of the State of lllinois, lllinois Student Assistance Commission as of and for the year
ended June 30, 2005, as listed in the table of contents. These financial statements are the responsibility of the State
of lllinais, lllinois Student Assistance Commission’s management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of America and
the standards applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining, on
a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and the significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.

As discussed in Note 2, the financial statements present only the lllinois Prepaid Tuition Program, a fund of the State
of lllinois, lllinois Student Assistance Commission and do not purport to, and do not, present fairly the financial position
of the State of lllinois, lllinois Student Assistance Commission as of June 30, 2005, and its changes in financial
position and cash flows thereof for the year then ended in conformity with accounting principles generally accepted in
the United States of America.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of
the lllinois Prepaid Tuition Program of the State of lllinois, Illinois Student Assistance Commission, as of June 30,
2005, and the changes in financial position and cash flows thereof for the year then ended in conformity with
accounting principles generally accepted in the United States of America.

The State of Illinois, lllinois Student Assistance Commission has not presented a management’s discussion and
analysis for the lllinois Prepaid Tuition Program that the Governmental Accounting Standards Board has determined is
necessary to supplement, although not required to be part of, the financial statements.

In accordance with Government Auditing Standards, we have also issued our report dated November 4, 2005 on our
consideration of the State of lllinois, lllinois Student Assistance Commission’s internal control over financial reporting of
the lllinois Prepaid Tuition Program and our tests of its compliance with certain provisions of laws, regulations,
contracts, and grant agreements and other matters. The purpose of that report is to describe the scope of our testing
of internal 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.

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



This report is intended solely for the information and use of the Auditor General, the General Assembly, the Legislative
Audit Commission, the Governor and Commission management and is not intended to be and should not be used by

anyone other than these specified parties.
%@M / /ﬁ,é&%/ e~

Schaumburg, lllinois
November 4, 2005



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Statement of Net Assets
June 30, 2005

Assets
Current
Cash and cash equivalents
Receivables:
Accrued interest on investments
Total current assets

Noncurrent
Investments

Total assets

Liabilities
Current
Accounts payable and accrued expenses
Tuition payable
Accreted tuition payable
Due to other State funds
Compensated absences
Total current liabilities

Noncurrent
Tuition payable
Accreted tuition payable
Compensated absences
Total noncurrent liabilities

Total liabilities

Net Assets, unrestricted (deficit)

See Notes to Financial Statements.

$

6,928,255

30,228

6,958,483

640,973,008

647,931,491

681,438
20,494,315
1,542,583
37,770
7,934

22,764,040

541,779,724
113,786,626
71,410

655,637,760

678,401,800

$

(30,470,309)




State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Statement of Revenues, Expenses, and Changes in Net Assets

Year Ended June 30, 2005

Operating revenues:
Income from investment securities
Interest revenue - other
Application and other fees
Total operating revenues

Operating expenses:
Salaries and employee benefits
Accreted tuition expenses
Management and professional services
Investment management fees
Total operating expenses
Change in net assets

Net assets (deficit), July 1, 2004

Net assets (deficit), June 30, 2005

See Notes to Financial Statements.

47,334,662
209,266
2,434,761

49,978,689

652,902
35,581,462
2,758,005
2,155,752

41,148,121

8,830,568

(39,300,877)

$

(30,470,309




State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Statement of Cash Flows
Year Ended June 30, 2005

Cash flows from operating activities
Cash receipts from prepaid tuition contracts
Cash received from application and other fees
Cash paid for refund of contracts
Cash paid for tuition and accretion
Cash payments to suppliers for goods and services
Cash payments to employees for services
Net cash provided by operating activities

Cash flows from investing activities
Purchase of investment securities
Sales and maturities of investment securities
Interest and dividends on investments
Cash paid to investment managers
Net cash used in investing activities

Net increase in cash and cash equivalents
Cash and cash equivalents, July 1, 2004

Cash and cash equivalents, June 30, 2005

$

118,576,201
2,434,761
(3,923,681)
(10,329,089)
(2,432,036)
(647,901)

103,678,255

(207,375,995)
91,727,416
14,137,201
(2,155,752)

(103,667,130)

11,125

6,917,130

$

6,928,255

(Continued)



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Statement of Cash Flows (Continued)
Year Ended June 30, 2005

Reconciliation of operating income to net cash provided by operating activities:

Operating income

Adjustments to reconcile operating income to net cash

provided by operating activities:
Investment and other interest income
Accreted tuition expense
Investment management fees
Increase (decrease) in liabilities:
Accounts payable and accrued expenses
Tuition payable
Due to other State funds
Compensated absences
Total adjustments

Net cash provided by operating activities

Supplemental disclosure of noncash transactions:

Net appreciation in fair value of investments

See Notes to Financial Statements.

$

8,830,568

(47,543,928)
35,581,462
2,155,752

314,047
104,323,431
11,922
5,001

94,847,687

$

103,678,255

$

33,386,183




State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 1. Description of Program

The lllinois Student Assistance Commission (ISAC) administers the nonshared proprietary fund, lllinois Prepaid
Tuition Program (College lllinois!) described below. A nonshared fund is a fund in which a single State agency is
responsible for administering substantially all financial transactions of the fund.

Legislation authorizing ISAC to administer an lllinois Prepaid Tuition Program was passed in November 1997. The
Illinois Prepaid Tuition Program is administered by ISAC with advice and counsel from an investment advisory panel
consisting of seven members appointed by ISAC. The purpose of this program is to provide lllinois families with an
affordable tax-advantaged method to pay for college. lllinois Prepaid Tuition contracts will allow participants to prepay
the cost of tuition and mandatory fees at Illinois public universities and community colleges at current program prices
which are significantly less than projected future college costs. Benefits of the contracts can also be used at private
and out-of-state colleges and universities. Contracts can be purchased in a lump sum payment or in installments.

The first contracts were offered for sale in 1998. After seven enroliment periods, as of June 30, 2005, the Illinois
Prepaid Tuition Program had 42,847 contracts with a purchased value of $811,069,516. As of June 30, 2005, the
fund has received cash collections of $593,413,555.

The lllinois Prepaid Tuition Program Fund is a non-appropriated fund.

Note 2. Summary of Significant Accounting Policies

The financial statements of the lllinois Prepaid Tuition Program administered by ISAC 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. 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 lllinois Prepaid Tuition Program does not have component units, nor is it a
component unit of any other entity. However, because the lllinois Prepaid Tuition Program is not legally separate from
the State of lllinois, it is included in the financial statements of the State as a proprietary fund. The State of lllinois’
Comprehensive Annual Financial Report may be obtained by writing to the State Comptroller's Office, Financial
Reporting Department, 325 West Adams Street, Springfield, lllinois 62704-1871.



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 2. Summary of Significant Accounting Policies - Continued
A. Reporting Entity - Continued

The financial statements present only the lllinois Prepaid Tuition Program administered by the State of lllinois, lllinois
Student Assistance Commission (ISAC) and do not purport to, and do not, present fairly the financial position of the
State of lllinois or ISAC as of June 30, 2005, and changes in financial positions and cash flows, where applicable, for
the year then ended in conformity with accounting principles generally accepted in the United States of America.

B. Basis of Presentation

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

Operating revenues result from exchange transactions associated with the principal activity of the fund. Exchange
transactions are those in which each party receives and gives up essentially equal values. Due to the nature of the
Illlinois Prepaid Tuition Program activities, income from investments is considered an operating activity in the
Statement of Revenues, Expenses and Changes in Net Assets. Nonoperating revenues and expenses result from
nonexchange transactions or ancillary activities.

C. Basis of Accounting

The lllinois Prepaid Tuition Program is reported using the economic resources measurement focus and the accrual
basis of accounting.

Revenues are recorded when earned and expenses are recorded at the time liabilities are incurred, regardless of
when the related cash flow takes place. The fund accounts for resources received and used for financing self-
supporting activities of the lllinois Prepaid Tuition Program that offers services on a user-charge basis to the general
public.

Private-sector standards of accounting and financial reporting issued prior to December 1, 1989, generally are
followed to the extent that those standards do not conflict with or contradict guidance of the Governmental Accounting
Standards Board. The State also has the option of following subsequent private-sector guidance for their enterprise
funds, subject to this same limitation. The State has elected not to follow subsequent private-sector guidance as it
relates to the Program’s operations.

D. Cash and Cash Equivalents

Cash and cash equivalents consist principally of deposits held in the State Treasury. Cash and cash equivalents
include cash on hand, cash in banks, interest bearing deposits with banks, and securities with maturities at the date of
purchase of 90 days or less.

10



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 2. Summary of Significant Accounting Policies - Continued
E. Investments

The lllinois Prepaid Tuition Program presents investments on its Statement of Net Assets at fair value. The net
appreciation or depreciation in the fair value of investments is included as interest on investments in the Statement of
Revenues, Expenses and Changes in Net Assets. The investments are classified as noncurrent, as current cash
flows cover current payouts for the program and the program has no plans to withdraw investments in the near future.

F. Interfund Transactions

The lllinois Prepaid Tuition Program has the following type of interfund transactions with other funds of the State:

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

Reimbursements—repayments from the funds responsible for particular expenditures or expenses to the funds that
initially paid for them. Reimbursements are reported as expenditures in the reimbursing fund and as a reduction of
expenditures in the reimbursed fund.

G. Compensated Absences

The liability for compensated absences reported in the Illinois Prepaid Tuition Program consists of unpaid,
accumulated vacation and sick leave balances for lllinois Prepaid Tuition Program employees. 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 includes salary-related costs (e.g., Social Security and Medicare tax).

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

H. Tuition Payable

Tuition payable in the lllinois Prepaid Tuition Program represents the net principal payments received for the 42,847
contracts held by the fund as of June 30, 2005.

I. Net Assets, Unrestricted (Deficit)

Net assets, unrestricted (deficit) consist of net assets that do not meet the definition of “restricted” or “invested in
capital assets, net of related debt.”

11



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 2. Summary of Significant Accounting Policies - Continued
J. Use of Estimates

The preparation of financial statements 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.

K. Funding and Actuarial Assumptions

Program funding is derived entirely from payments received from contract purchasers and the investment income
earned by the Fund. The Commission has obtained actuarial assistance in order to establish, maintain and certify
assets sufficient to meet the Fund'’s obligations. The assets of the fund are to be preserved, invested and expended
solely pursuant to and for the purposes of the Fund and may not be loaned or otherwise transferred or used by the
State of lllinois for any other purpose.

In the event the Commission, with the concurrence of the State of lllinois, determines the Illinois Prepaid Tuition
Program to be financially infeasible, the Commission may discontinue, prospectively, the operation of the lllinois
Prepaid Tuition Program. Any beneficiary who has been accepted by and is enrolled, or will within five years enroll, at
an eligible institution shall be entitled to exercise the complete benefits of his/her contract. All other contract holders
shall receive an appropriate refund of all contributions and accrued interest up to the time the lllinois Prepaid Tuition
Program is discontinued.

Note 3. Deposits and Investments

During the fiscal year ended June 30, 2005, the lllinois Prepaid Tuition Program adopted the provisions of GASB
Statement No. 40, Deposit and Investment Risk Disclosures — an amendment of GASB Statement No. 3.

A. Investment Authority and Legal Compliance

The State Treasury is the custodian of the State’s cash and cash equivalents for the lllinois Prepaid Tuition Program
maintained in the State Treasury. The investment authority for the State Treasury is found in the State Treasurer Act
(15 ILCS 505), which authorizes the State of lllinois primary government and its component units to engage in a wide
variety of investment activities. For further details please refer to the State of lllinois CAFR, available in the Office of
the Treasurer, Fiscal Officer Responsibilities Audit Report. A copy of the report can be obtained from the State
Treasurer at 300 West Jefferson, Springfield, lllinois, 62701.

The lllinois Prepaid Tuition Program independently manages cash and cash equivalents maintained outside the State
Treasury. The Commission by statute (lllinois Prepaid Tuition Act, 110 ILCS 979) is required to appoint an investment
advisory panel to offer advice and counseling regarding the investments of the lllinois Prepaid Tuition Program. The
panel is required to annually review and advise the Commission on provisions of the strategic investment plan, which
will specify the investment policies to be utilized by the Commission in the administration of the Illinois Prepaid Tuition
Program.

12



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3. Deposits and Investments - Continued
A. Investment Authority and Legal Compliance - Continued

The Commission may direct that assets of those Funds be placed in savings accounts or may use the same to
purchase fixed or variable life insurance or annuity contracts, securities, evidence of indebtedness, or other
investment products pursuant to the comprehensive investment plan and in such proportions as may be designated or
approved under that plan.

Investment managers are hired who, by their record and experience have demonstrated their fiduciary responsibility,
their investment expertise, their investment experience, and their capacity to undertake the mandate for which they
are being considered. Investment managers retained for the Illinois Prepaid Tuition Program acknowledge in writing,
a fiduciary relationship with respect to the lllinois Prepaid Tuition Program and need to be currently registered and
maintain registration as an investment advisor under the Investment Advisors Act of 1940, a bank (as defined in the
Act), or an insurance company qualified to perform investment management services under the law of more than one
state unless otherwise approved on an exception basis. The Commission has established investment guidelines for
the investment managers and conducts thorough due diligence before the appointment of all investment managers.

A qualified investment consultant, on an ongoing basis, evaluates the lllinois Prepaid Tuition Program. Written reports
are provided to the Commission by the investment consultant no later than 45 days after the end of each calendar
quarter. The investment consultant meets with the various investment managers on a regular basis to review the
investment guidelines and analyzes the general liability structure of the Illinois Prepaid Tuition Program. They also
assist the Commission and the Investment Advisory Panel with the selection of investment managers and custodians.
The qualified investment consultant retained by the Commission is required to exercise discretion within the
parameters set forth in the investment policy guidelines for the portfolio(s) they manage. Additionally, the program
has contracted with Marquette Associates to evaluate the investment performance of the lllinois Prepaid Tuition
Program on a quarterly basis.

The lllinois Prepaid Tuition Program investment policy dictates certain guidelines and restrictions that apply to
investments in domestic equities by the investment managers. The manager may only hold up to 10% of its portfolio in
a money market and/or cash. The only exception to this rule is during trading activity, which can only be maintained
for very short time periods, i.e. less than 30 days. Further, options, financial futures, private placements, restricted
stock, issues related to the investment manager, or venture capital may not be purchased. The policy also prohibits
the purchase of securities on margin and short selling. Also, investments cannot be made in securities not traded on
a U.S. exchange or traded in U.S. dollars.

The investment policy authorizes the Commission to utilize a third party custodian to safe-keep the assets of the fund
and to provide reports on a monthly basis to all necessary parties. The custodian is responsible for sweeping all
interest and dividend payments and any other un-invested cash into a short-term money market fund for re-
deployment. The custodian retained by the Commission is required to exercise discretion within the parameters set
forth in the investment policy guidelines for the portfolio(s) they manage on behalf of the fund.

13



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3. Deposits and Investments - Continued
B. Custodial Credit Risk - Deposits

Custodial credit risk is the risk that in the event of a bank failure, the Illinois Prepaid Tuition Program’s deposits may
not be returned to it. State law (30 ILCS 230/2C) requires that all deposits of public funds be covered by FDIC
insurance or eligible collateral. The lllinois Prepaid Tuition Program has no policy that would further limit the
requirements under State law. As of June 30, 2005, the lllinois Prepaid Tuition Program’s locally held deposits were
not exposed to custodial credit risk.

The State Treasurer is the custodian of the State’s cash and cash equivalents for the Illinois Prepaid Tuition Program
maintained in the State Treasury. Deposits in the custody of the State Treasurer totaled $3,293,596 at June 30,
2005. These deposits are pooled and invested with other State funds in accordance with the Deposits of State
Moneys Act of the Illinois Compiled Statutes (15 ILCS 520/11). Funds held by the State Treasurer have not been
addressed as to custodial credit risk because the lllinois Prepaid Tuition Program does not own individual securities.
Details on the nature of these deposits and investments are available within the State of lllinois’ Comprehensive
Annual Financial Report.

C. Investments

ISAC is required annually to adopt a comprehensive investment plan to invest the funds received through contract
payments. The Commission approved the lllinois Prepaid Tuition Program’s most recent revision to the investment
plan on November 19, 2004. The comprehensive investment plan specifies the investment policies to be utilized by
the Commission in its administration of the lllinois Prepaid Tuition Program. The Commission may direct that assets
of those funds be invested in a manner which will provide the investment return and risk level consistent with the
actuarial return requirements and risk levels and cash flow demands of the Fund. The investments should be in
compliance with all applicable federal and state laws and other statutes governing the investment of lllinois Prepaid
Tuition Program resources.

ISAC has retained State Street Global Advisors, J P Morgan Investment Advisors, William Blair & Company, Wasatch
Advisors, Richmond Capital Management, Jarislowsky Fraser, LSV Asset Management, SSgA Russell 1000 Growth
CTF, and added Holland Capital, New Amsterdam Partners, Kenwood Capital, and Nicholas Applegate as investment
managers to assist with the investment of the fund assets for the lllinois Prepaid Tuition Program. Approximately
$101,700,000 of additional contract payments received have been invested as of the end of the fiscal year June 30,
2005. The program has contracted with Marquette Associates to evaluate the investment performance of the
Program on a quarterly basis. Use of funds invested on behalf of the Illinois Prepaid Tuition Program by the
investment managers is restricted to the payout of tuition and fee benefits for program beneficiaries.

As of June 30, 2005, 60% of the funds were invested in Domestic Equities, 34% in Domestic Fixed Income, 5% in

International Equity and 1% as Cash and Equivalents. Investments of the Fund are recorded at fair value based on
quoted market prices.

14



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3. Deposits and Investments - Continued

C. Investments - Continued

The lllinois Prepaid Tuition Program’s cash and investments at June 30, 2005 are presented below at fair value by
investment type and by investment manager:

Investment Managers
Asset Allocation
June 30, 2005

Actual
Asset Class Investment Manager Fair Value Allocation
Fixed Income-Core J P Morgan 87,244,965 13.47%
Fixed Income-Intermediate Richmond Capital Management 100,487,902 15.51%
Fixed Income-Core SSgA 30,024,536 4.63%
Total Fixed Income Portfolio 217,757,403 33.61%
Large-Cap Core Equity SSgA S&P 500 Index 96,971,048 14.97%
Large-Cap Value Equity LSV Asset Management 55,122,671 8.51%
Large-Cap Value Equity SSgA 56,131,306 8.66%
Large-Cap Growth Equity William Blair & Company 28,034,839 4.33%
Large-Cap Growth Equity Holland Capital 27,947,942 4.31%
Large-Cap Growth Equity New Amsterdam Partners 27,479,466 4.24%
Small-Cap Core Equity SSgA Russell 2000 Index Fund 5,144,247 0.79%
Small-Cap Core Equity Wasatch Advisors 57,100,631 8.81%
Small-Cap Value Equity Nicholas Applegate 18,220,843 2.81%
Small-Cap Value Equity Kenwood Capital 17,608,685 2.72%
Total Domestic Equity 389,761,678 60.16%
International Equity Jarislowsky Fraser 28,388,115 4.38%
International Equity MSCI EAFE Index Fund 5,065,812 0.78%
Total International Equity 33,453,927 5.16%
Total Investments 640,973,008 98.93%
Cash and Equivalents N/A 6,928,255 1.07%
TOTAL PORTFOLIO 647,901,263 100%

15



State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3. Deposits and Investments - Continued

C. Investments - Continued
Interest Rate Risk

Interest rate risk is the risk that changes in interest rates of debt investments will adversely affect the fair value of an
investment. The lllinois Prepaid Tuition Program’s policy for managing interest rate risk is to ensure that the investment
managers comply with its investment policy guidelines.

As per the investment policy, the operational guidelines for the Fixed Income Securities Managers require that the average
duration of the manager’s portfolio not vary more than +/- 30% of the duration of the Lehman Brothers (LB) Intermediate
Government/Credit Index and the LB Aggregate Index respectively (see schedule of investments on previous page).

The duration of the portfolios, by Manager, for the fixed income securities, compared to the benchmark index(s) is as
follows:

LB
Fixed Income Portfolio LB Intermediate
Portfolio Average Aggregate Government/
Manager Duration Index Credit Index
JP Morgan 4.4 years 4.2 years N/A
Richmond Capital Management 3.2 years N/A 3.7 years
SSgA 4.2 years 4.2 years N/A

As of June 30, 2005, all portfolios are within the guidelines permitted by the investment policy.

16



State of Illinois

[llinois Student Assistance Commission

lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3. Deposits and Investments - Continued

C. Investments - Continued
Interest Rate Risk —Continued

Portfolio Weighted Average Maturity

Weighted
Average
Fair Maturity

Investment Type Value (in Years)
U.S. treasury notes $ 13,626,193 4.8
U.S. treasury bonds 2,692,007 16.6
U.S. treasury strips 6,651,648 10.0
U.S. agency obligations 19,448,531 4.1
Federal agencies bonds and notes 44,070,154 4.8
U.S. agency asset-backed securities 3,939,100 37
Corporate debt securities 82,404,925 4.5
Money market mutual funds 2,432,686 0.1
Corporate asset-backed securities 9,149,725 3.1
Foreign debt securities 145,578 8.5
Corporate mortgage backed securities 3,175,324 2.9
Passive bond index fund 30,021,532 6.7
Total Fair Value 3 217,757,403
Portfolio Weighted Average Maturity 5.0
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State of Illinois
[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3. Deposits and Investments - Continued

C. Investments - Continued
Credit Risk

Credit risk is the risk that an issuer or other counterparty to an investment will not fulfill its obligations. The Commission is
authorized to hire competent registered professional investment managers to manage the assets of the lllinois Prepaid
Tuition Program.

The operational guidelines as set forth in the lllinois Prepaid Tuition Program investment policy for fixed income
investments dictate that no securities with a credit rating below BBB- by Standard & Poor's or Ba3 by Moody's may be
purchased. In the case of a split rating, the higher rating shall apply. Securities, which are downgraded below the policy
minimum, may only be held at the manager's discretion for up to 6 months.

Credit Ratings (Excludes Corporate Securities)
June 30, 2005

Credit Rating
Total Fair Standard

Value Moody's & Poor's Fitch
U.S. agency obligations $ 19,448,531 Aaa AAA AAA
Federal agencies bonds and notes 44,070,154 Aaa AAA AAA
U.S. agency asset-backed securities 3,939,100 Aaa AAA AAA
Money market mutual funds 2,432,686 Aaa AAA AAA
Foreign debt securities 145578 Baa BBB BBB
Corporate mortgage backed securities 3,175,324 Aaa AAA AAA
Passive bond index fund 30,021,532 Aa2 AA AA
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State of Illinois

[llinois Student Assistance Commission
lllinois Prepaid Tuition Program

Notes to Financial Statements

Note 3.

Deposits and Investments - Continued

C. Investments - Continued

Credit Risk — Continued

Credit Ratings (Corporate Debt and Asset-Backed Securities)

June 30, 2005

Rating Agency Investment Type Credit Rating* Fair Value
Moody's: Corporate debt securities Aaa $ 3,085,066
Corporate debt securities Aa 18,925,634
Corporate debt securities A 50,997,043
Corporate debt securities Baa 8,695,513
Corporate debt securities Ba 701,669
82,404,925
Standard and Poors: Corporate debt securities AAA 3,085,066
Corporate debt securities AA 6,584,653
Corporate debt securities A 59,692,882
Corporate debt securities BBB 12,340,655
Corporate debt securities BB 701,669
82,404,925
Fitch: Corporate debt securities AAA 1,550,519
Corporate debt securities AA 15,047,924
Corporate debt securities A 50,657,957
Corporate debt securities BBB 9,302,906
Corporate debt securities BB 701,669
Corporate debt securities NR 5,143,950
82,404,925
Moody's: Corporate asset-backed securities Aaa 5,496,825
Corporate asset-backed securities NR 1,332,900
Corporate asset-backed securities AAA 2,320,000
9,149,725
Fitch: Corporate asset-backed securities AAA 5,825,012
Corporate asset-backed securities NR 3,324,713
9,149,725

*NR - not rated
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Note 3. Deposits and Investments - Continued

C. Investments - Continued
Custodial Credit Risk

Custodial credit risk for investments is the risk that, in the event of a failure of the counterparty, the lllinois Prepaid Tuition
Program will not be able to recover the value of the investment or collateral securities that are in the possession of an
outside party.

As of June 30, 2005, all investments were held by the Program’s agent in the Program’s name.
Concentration of Credit Risk
Concentration of credit risk is the risk of loss attributed to the magnitude of a government's investment in a single issuer.

The operational guidelines as set forth in the lllinois Prepaid Tuition Program’s investment policy for fixed income
investments dictate that no single security should comprise more than 10% of the portfolio’s overall allocation after
accounting for price appreciation, except for any U.S. Treasury or U.S. agency security, which may comprise no more than
15% of the portfolio’s overall allocation after accounting for price appreciation. In the case of investments in domestic
equities the policy states that no single security in the manager's portfolio will comprise more than 5% of its equity allocation
at the time of purchase, nor will it be more than 10% of the equity allocation of the portfolio after accounting for price
appreciation. Additionally, in the case of the small-cap investment managers at no point in time should the portfolio hold a
security such that the investment management firm's aggregate position in that company exceeds 20% of the fair value of
the outstanding stock of the Company.

There were no individual securities (other than U.S. Treasury or securities explicitly guaranteed by the U.S. government)
which exceeded 5% or more of the total investment portfolio as of June 30, 2005.

Foreign Currency Risk
Foreign currency risk is the risk that changes in currency exchange rates will adversely affect the fair value of an investment.

The Commission’s investment policy authorizes a maximum of 10% of the portfolio for investments in international equities.
As of June 30, 2005, 5.16% is invested in international equities.
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Note 3. Deposits and Investments - Continued

C. Investments - Continued

Foreign Currency Risk (Continued)

The denominations of investments in foreign currency (amounts in thousands) are as follows:

Jarislowsky Fraser LLC International

Pool Fund:

Denomination (i.e., British

pound, Swiss franc, etc.)

Fair Value
in U.S. Currency

SSgA MSCI EAFE Index CTF:

Denomination (i.e., British

pound, Swiss franc, etc.)

Fair Value
in U.S. Currency

United Kingdom /STL
Japan /JPY

France/ Euro
Germany/ Euro
Switzerland/ CHF
Australia/ AS

Italy/ Euro
Netherlands/ Euro
Spain/ Euro

Sweden/ SEK
Canada/ CAD
Ireland/ Euro
Denmark/ DKK

Hong Kong/ HK
Cash & Cash Equivalent
Total

$5,886
2,808
4,959
1,984
2,700
1,357
579
2,172
735
417
1,226
179
514
1,237
1,635

$28,388

United Kingdom /STL
Japan /JPY

France/ Euro
Germany/ Euro
Switzerland/ CHF
Australia/ AS

Italy/ Euro
Netherlands/ Euro
Spain/ Euro
Sweden/ SEK
Ireland/ Euro
Denmark/ DKK
Hong Kong/ HK
Finland/Euro
Belgium/Euro
Singapore/Sin dollar
Norway/Euro
Greece/Euro
Austria/Euro
Portugal/Euro

New Zealand/ NZ Dollar
Total
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$1,315
1,083
497
360
351
277
204
175
204
124
40
39
93
75
67
46
38
30
22
14
12

$5,066
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Notes to Financial Statements

Note 4. Balances Due to Other State Funds

As of June 30, 2005, the lllinois Prepaid Tuition Program owed the Audit Fund $25,796 for the cost of the fiscal year
2004 audit. In addition, the lllinois Prepaid Tuition Program owed $11,974 to state universities for tuition and fees for
benefits under College lllinois!

Note 5. Compensated Absences Payable

Changes in compensated absences for the year ended June 30, 2005, were as follows:

Amounts
Balance Balance Due Within
July 1, 2004 Additions  Deletions  June 30, 2005 One Year

Compensated absences $ 74343 $ 36,035 $ 31034 $ 79344 $ 7934

Note 6. Tuition Payable

Tuition payable activity for the year ended June 30, 2005 is as follows:

Balance July 1, 2004 $ 457,227,506
Add:
Contributions 118,576,201
Less:
Return of contributions (3,923,681)
Tuition payments (9,605,987)
Balance June 30, 2005 $ 562,274,039
Reported as:
Current $ 20,494,315
Noncurrent 541,779,724

$ 562,274,039

Note 7. Accretion Payable

Accretion payable is management’s estimate of the present value of the estimated tuition payment to be made in excess of
principal payments received and is expected to be financed from investments of prepaid tuition contracts. The accretion
expense for fiscal year 2005 is estimated as a percentage of net tuition contracts paid to date. The rate is 7.75% and is
based on the average increase in tuition for lllinois colleges.
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Note 7. Accretion Payable - Continued

Average monthly tuition payable over the year $ 488,400,660
Estimate of 7.75% increase of tuition payable $ 37,851,051
Present value $ 37472541
Beginning balance accretion payable as of July 1, 2004 $ 80,470,849
Accretion expense 35,581,462
Accretion payments (723,102)
Ending balance accretion payable as of June 30, 2005 $ 115,329,209
Reported as:
Current 3 1,542,583
Noncurrent 113,786,626

$ 115,329,209

The accretion expense is calculated on a monthly basis on the balance in the tuition payable account. Accretion expense
is reflected as an expense in the Statement of Revenues, Expenses and Changes in Net Assets and as an increase to
liabilities on the Statement of Net Assets.

Note 8. Pension Plan

Substantially all of ISAC’s full-time employees who are not eligible for participation in another state-sponsored retirement
plan participate in the State Employees’ Retirement System (SERS), which is a pension trust fund in the State of lllinois
reporting entity. The SERS is a single-employer defined/benefit public employee retirement system (PERS) in which State
employees participate, except those covered by the State Universities, Teachers’, General Assembly, and Judges’
Retirement Systems. The financial position and results of operations of the SERS for fiscal year 2005 are included in the
State of lllinois’ Comprehensive Annual Financial Report (CAFR) for the year ended June 30, 2005. The SERS issues a
separate CAFR that may be obtained by writing to the SERS, 2101 South Veterans Parkway, Springfield, lllinois 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 Commission pays employer retirement contributions for the lllinois Prepaid Tuition Program based upon an actuarially
determined percentage of its payroll. For fiscal year 2005, the employer contribution rate was 16.1%. The required and
actual contribution was $71,839.
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Note 9. Post-employment Benefits

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

Costs incurred for health, dental, and life insurance for annuitants and their dependents were not separated from benefits
provided to active employees and their dependents for the year ended June 30, 2005.

Post-employment costs for the State as a whole for all State agencies/departments for dependent health, dental and life
insurance for annuitants and their dependents are disclosed in the lllinois Comprehensive Annual Financial Report for the
State. Cost information for retirees by individual fund or State agency is not available. Payments are made on a “pay-as-
you-go” basis.

Note 10. Fund Deficits

College lllinois!, the State’s section 529 prepaid tuition program, has taken action to reduce and ultimately eliminate its
$112 million current actuarially determined deficit over time. The lllinois Student Assistance Commission (ISAC),
administrator of the College lllinois! program, has added a premium to contract prices during each of the past four
enrollment periods (2001-02 through 2004-05) to partially amortize the current actuarial deficit, and the Commission could
perpetuate these or similar actions in subsequent years until any deficit is fully amortized.

In terms of the program's actuarially determined deficit, actual investment performance is only one influencing factor.
Expected future investment performance is another factor, as is the level of actual tuition and fee increases at lllinois
public universities, new contracts for each future enrollment period, as well as future expectations for tuition and fees
increases at those institutions. A large proportion of the program's actuarial deficit is related to increasing the lllinois public
universities' tuition growth expectation to 10% for fiscal years 2003 and 2004, 9% for fiscal years 2005 through 2007 and
7.5% long-term rather than 7%. Another factor contributing to the actuarial deficit is that beginning with fiscal year 2003,
the program’s long-range investment returns assumption was lowered by 25 basis points from 8% to 7.75%.

The Commission changed these assumptions when pricing contracts during 2002 through 2005, recognizing that the
State's continuing budget crisis has resulted in higher-than-expected public university tuition during each of the past four
years. In 2002 the Commission reduced the program’s long-term investment return assumption, in recognition that the
economy may recover more slowly than expected due to external shocks that have adversely affected financial markets
during the past several years.

Implementation of the Truth-in-Tuition law (in 2004) has impacted and will continue to impact future tuition increases for
classes of new students entering the State’s public universities. Another significant fact that only became evident after a
year of implementation of the law, was that while tuition rates charged to students who remain enrolled for continuous
academic years must remain level, all except one university continue to increase fees annually for all students, not just
new enrollees. Considering the potential impact of fee increases as well as a refinement made in the calculation of
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Note 10. Fund Deficits - Continued

weighted average tuition and fees for students impacted by Truth in Tuition, the actuarial deficit has been impacted
significantly.

ISAC is required by State statute to prepare a report describing the financial condition of the program. Included in this
report shall be an actuarial evaluation on the financial viability of the program. An Actuary’s Report on Soundness was
prepared on College lllinois! Prepaid Tuition Program. According to the actuarial evaluation report, there is a deficit of
($111,678,210) in the program.

Actuarial
Evaluation
Net assets, before tuition/accretion payable $ 647,132,940
Actuarial present value of future payments expected to be made
by contract purchasers 177,053,549
Subtotal 824,186,489
Actuarial present value of future payments expected to be made
by the program 935,864,699
Actuarial deficit as of June 30, 2005 $ (111,678,210)

Actuarial projections indicate that the program's cash flow (contributions received less tuition benefits and expenses) is
expected to remain positive through FY2009 even without reflecting the expected proceeds from contracts sold after June
30, 2005. Moreover, on this basis, total program assets are projected to cover benefit payments through FY2020.
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Note 11.  Risk Management

The Commission 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 except for insurance purchased by the Commission for the building and EDP equipment. There has been no
reduction in insurance coverage from coverage in the prior year. Settlement amounts have not exceeded coverage for the
current or prior two years. The Commission’s risk management activities for workers compensation are financed through
appropriations to the lllinois 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 Commission and accordingly, have not been reported in the
Commission’s financial statements for the year ended June 30, 2005.

Note 12.  New Governmental Accounting Standards
The Governmental Accounting Standards Board (GASB) has issued the following statements:

Statement No. 42, Accounting and Financial Reporting for Impairment of Capital Assets and for Insurance Recoveries,
requires governments to report the effects of capital asset impairment in their financial statements when it occurs. It also
provides guidance for accounting for insurance recoveries. The Commission is required to implement this Statement for
the year ending June 30, 2006.

Statement No. 45, Accounting and Financial Reporting by Employers for Postemployment Benefits Other Than Pensions,
establishes standards for the measurement, recognition, and display of OPEB expense/expenditures and related liabilities
(assets), note disclosures, and if applicable, required supplementary information. The Commission is required to
implement this Statement for the year ending June 30, 2008.

Statement No. 46, Net Assets Restricted by Legislation, an Amendment of GASB Statement No. 34, clarifies the definition
of "legally enforceable enabling legislation” as established in GASB Statement No. 34, and requires the government to
separately disclose the portion of net assets that is restricted by enabling legislation. This Statement will become effective
for year ending June 30, 2006.

Statement No. 47, Accounting for Termination Benefits, establishes accounting standards for voluntary and involuntary
termination benefits, including termination benefits provided through a defined benefit other post employment benefit plan
(OPEB). For those termination benefits provided through a defined benefit OPEB plan, this Statement must be
implemented concurrently with Statement No. 45. For all other termination benefits, this Statement will become effective
for year ending June 30, 2006.

Management has not yet completed their assessment of these Statements, however, they are not expected to have a
material effect on the overall financial statement presentation.
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