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Auditor of State
Betty Montgomery

REPORT OF INDEPENDENT ACCOUNTANTS

Board of Trustees

Tobacco Use Prevention and Control Foundation
300 East Broad Street, Suite 310

Columbus, Ohio 43215-3704

We have audited the accompanying basic financial statements of the Tobacco Use Prevention and Control
Foundation (the Foundation), State of Ohio, as of and for the year ended June 30, 2004, as listed in the table
of contents. These financial statements are the responsibility of the Foundation’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 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 1, the financial statements present only the activity of the Foundation, a portion of the
State of Ohio, and are not intended to present fairly the financial position of the State of Ohio and the results of
its operations and cash flows of its enterprise funds 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 Tobacco Use Prevention and Control Foundation, State of Ohio, as of June 30, 2004, and the
changes in its financial position for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

As discussed in Note 9, during the year ended June 30, 2004, the Foundation adopted the Governmental
Accounting Standards Board’s Technical Bulletin No. 2004-1, Tobacco Settlement Recognition and Financial
Reporting Entity Issues.

In accordance with Government Auditing Standards, we have also issued our report dated September 24,
2004, on our consideration of the Tobacco Use Prevention and Control Foundation’s internal control over
financial reporting and our tests of its compliance with certain provisions of laws, regulations, contracts and
grants. That report is an integral part of an audit performed in accordance with Government Auditing
Standards and should be read in conjunction with this report in considering the results of our audit.

35 N. Fourth St. / Second Floor / Columbus, OH 43215
Telephone: (614) 466-3402 (800) 443-9275 Fax: (614) 728-7199
www.auditor.state.oh.us
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Management’s Discussion and Analysis is not a required part of the Foundation’s financial statements but is
supplementary information the Governmental Accounting Standards Board requires. We applied certain
limited procedures, consisting principally of inquiries of management regarding the methods of measurement
and presentation of the supplementary information. However, we did not audit the information and express no
opinion on it.

Tty Iwtgmsny

Betty Montgomery
Auditor of State

September 24, 2004



TOBACCO USE PREVENTION AND CONTROL FOUNDATION
MANAGEMENT’S DISCUSSION AND ANALYSIS
JUNE 30, 2004
UNAUDITED

The management of the Tobacco Use Prevention and Control Foundation (TUPCF), part of the primary
government of the State of Ohio, offers readers of the Foundation’s financial statements this narrative
overview and analysis of the financial activities of the Foundation for the fiscal year ended June 30, 2004. We
encourage readers to consider the information presented herein in conjunction with the Foundation’s financial
statements, which begin on page 8 of this report.

The financial statements highlight the activities of the Foundation that are principally supported by investment
income or by use of the principal portion of the endowment fund. Programs of the Foundation are intended to
reduce and eliminate tobacco use in the State of Ohio. In this regard, the Foundation has seven specific goals
as follows:

e Prevent youth tobacco use initiation

e Reduce youth tobacco use

Reduce tobacco use among diverse and underserved populations, including those disproportionately
affected by tobacco

Reduce tobacco use among pregnant women

Reduce exposure to secondhand tobacco smoke

Reduce adult tobacco use

Reduce smokeless tobacco use among youth and adults.

The financial arrangement of the Foundation is unlike those for most state agencies. The most significant
difference is that the Foundation’s annual budget is not appropriated by the General Assembly. The monies
received from the Tobacco Master Settlement Agreement (MSA) are given to the Foundation and are
deposited in its endowment fund. The endowment fund is a “custodial fund”, a certain type of fund permitted
by state law. The fund is held in the custody of the Treasurer of State, but is not, by law, part of the state
treasury. The Foundation’s assets are managed by the Foundation’s governing board. The Foundation’s
board, not the Governor and not the General Assembly, determines its annual budget. The Foundation also
must manage the investment of its assets under limitations established by state law. This is a responsibility
most state agencies do not have.
FINANCIAL HIGHLIGHTS
Key financial highlights for fiscal year 2004 are as follows:

e The Foundation’s net assets increased by $19,654,698 or 6.2%.

e During 2004, the Foundation’s cash and investments (all at market value) increased by $2,581,819 or
0.8%.

e During 2004, there was a net excess of revenues over expenditures of $19,654,698.
e During 2004, investment income was $33,898,845 or 166.2% of the $20,398,627 budgeted.

e During 2004, $16,026,550 of cessation and prevention grants were disbursed to over 100 grantees as
follows:

e $7,924,233-Community | Grants
e $3,000,000-High Risk Population Grants
e $4,000,000-Community Il Grants

e $210,651-Smokeless pilot project grants
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MANAGEMENT’S DISCUSSION AND ANALYSIS
JUNE 30, 2004
UNAUDITED

e $125,000-College Student pilot project grants
e $166,666-Pregnant Women pilot project grants
e $600,000-Clean Indoor Air pilot project grants

e During 2004, the Foundation spent $903,950 on a contract with the National Jewish Medical Center to
operate a smoking quit line (1-800-934-4840). Marketing of the quit line was targeted to the minority
communities of Cleveland and Toledo and to the Athens media region. Over 4,000 Ohioans called
the Ohio Quit Line. As a result of the success of this pilot project, the Ohio Quit Line, in FY 2005, is
being expanded statewide at a budgeted cost of $8 million.

e During 2004, the Foundation spent $10,965,984 in its counter-marketing efforts. This is an aggressive
statewide media and counter-marketing campaign which utilizes youth empowerment messages and
images to combat the nearly $500 million dollars in marketing that tobacco manufacturers spend each
year in Ohio. The goal is to de-normalize tobacco use among the general public, especially among
the group most at risk for starting a tobacco habit — children and teens ages 11-15.

e During 2004, administrative costs of the Foundation were $875,031 or 2.81% of operating expenses.

e During 2004, $951,126 was spent with certified Ohio Minority Business Enterprise (MBE) companies.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is intended to serve as an introduction to the Foundation’s basic financial
statements. The Foundation’s basic financial statements comprise two components: 1) financial statements,
and 2) notes to the financial statements.

The Foundation follows governmental accounting principles, which means these statements are presented in a
manner similar to other governmental units. The financial statements are designed to provide readers with a
broad overview of the Foundation’s finances in total. These statements offer short and long-term financial
information about its activities.

The Governmental Funds Balance Sheet / Statement of Net Assets presents information on all of the
Foundation’s assets and liabilities, including information about the nature and amounts of investments and the
Foundation’s net assets at June 30, 2004. Over time, increases or decreases in net assets may serve as a
useful indicator of whether the financial position of the Foundation is improving or deteriorating.

The Statement of Governmental Fund Revenues, Expenditures, and Changes in Fund Balance / Statement of
Activities presents information showing the changes in the Foundation’s net assets during the fiscal year. All
changes in net assets are reported as soon as the underlying event giving rise to the change occurs,
regardless of the timing of related cash flows. Thus, revenues and expenses are reported in this statement for
some items that will only result in cash flows in future fiscal periods (e.g. earned but unused vacation leaves
and accrued interest receivable).
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FINANCIAL ANALYSIS OF THE FOUNDATION

The following is condensed financial information as of June 30:

%

2004 2003 Change

Total Assets $335,283,073 $350,443,656 (4.3%)
Total Liabilities 978,023 35,793,304 (97.3%)

Total Net Assets 334,305,050 314,650,352 6.2%
Revenues

Tobacco Settlement 16,851,294 0 n/a

Investment income 33,898,845 3,397,544 897.75%

Donations/Grants 50,166 0 n/a

Total Revenues 50,800,305 3,397,544 1,395.21%
Operating Expenditures 31,145,607 21,543,814 44.57%
Change in Net Assets 19,654,698 (18,146,270) 208.31%
Ending Net Assets $334,305,050 $314,650,352 6.2%

The reasons for Significant Changes from fiscal year 2003 are as follows:

Investment income had a significant gain in 2004, as compared to a very minor gain in 2003, directly
attributable to the recovering financial markets. The Foundation’s assets are invested per ORC
183.08(A) which limits investments to those permitted for the public retirement systems under ORC
145.11.

Tobacco settlement revenues in fiscal year 2004 were $16,851,294 and were zero in fiscal year 2003
as the funds that were originally designated for the Foundation were diverted to the state’s General
Revenue Fund to help offset the deficiencies in the State’s overall budget. All the funds originally
projected for the Foundation in FY 2004 ($112,262,375) were to also be diverted, but at the end of the
fiscal year $16,851,924 of these revenues were not diverted, and as a result, were credited to the
Foundation.

The significant change in liabilities is related to “obligations under lent securities.” This investing
program started by the Foundation in fiscal year 2003, did not generate the revenues anticipated
because of both market conditions and quantity of funds available for investing. As a result, this
investing program was suspended at the end of the fiscal year and both “Collateral on lent securities”
and “Obligations under lent securities” decreased in the like amount of $34,588,814. Gross revenues
from the program, included in investment income, were $27,608 and $59,082 for 2004 and 2003,
respectively.

Total operating expenditures in fiscal year 2004 were $31,145,607 and, in fiscal year 2003,
$21,543,814. The Foundation was formed in fiscal year 2001 and the first staff was hired in fiscal
year 2002. Fiscal year 2003 was the first full year of operations with a budget of $27,098,571. FY
2004 continued a “ramping up” of the operations of the Foundation. The budget for fiscal year 2004
was $38,211,342 and for fiscal year 2005 is projected to be $53,305,790. The budget for fiscal year
2006 will be approximately $64 million dollars which approximates the minimum amount suggested for
Ohio by the United States Centers for Disease Control (CDC) and which is the stated goal of the
Foundation ie. to maintain expenditure levels that meet or exceed those recommended by the CDC.
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CAPITAL ASSETS
At the end of fiscal year 2004, the Foundation had $165,224 invested in net capital assets, as detailed below:

Capital Assets at June 30

%

2004 2003 Change
Furniture $101,546 $ 99,252 2.3%
IT Equipment 111,987 110,537 1.3%
Total Capital Assets $213,533 $209,789 1.8%
Less Accumulated Depreciation $ 48,309 $ 16,016 201.6%
Net Capital Assets $165,224 $193,773 (14.7%)

The net capital assets of the Foundation decreased $28,549 during fiscal year 2004. FY 2003 was the first
year the Foundation purchased fixed assets and by Foundation policy, one half year of depreciation is
recorded on all assets purchased in the year of acquisition. In FY 2004 a full year of depreciation was
recorded accounting for the increase in accumulated depreciation and the related overall decrease in net
capital assets.

ACCOMPLISHMENTS

During its second full year of operation that ended June 30, 2004, the Foundation provided cash payments of
$16,026,550 in grants to prevent and control the use of tobacco (i.e., $7,924,233 for Community | Grants,
$4,000,000 for Community Il Grants, $3,000,000 for High Risk Grants, $3,000,000 for Community Il Grants,
$210,651 for Smokeless pilot project grants, $125,000 for College Student pilot project grants, $166,666 for
Pregnant Women pilot project grants, and $600,000 for Clean Indoor Air pilot project grants).

The Foundation spent $903,950 to establish and operate a tobacco quitline with marketing efforts targeted at
the minority populations of Cleveland and Toledo and also the Athens region of the state.

The Foundation funded a total of $1,378,973 for evaluation and research activities. Specifically $830,268.76
was spent with RTI (Research Triangle Institute) to conduct evaluation studies of the effectiveness of the
Foundation’s counter-marketing efforts; $400,000 was spent on a research project to study the impact of the
clean indoor air ordinances passed in both Toledo and Bowling Green; $84,567 was spent with Ohio
University to evaluate the effectiveness of the Foundation’s tobacco prevention and cessation grants; and
$64,138 was spent on financial audits of Community | grants.

Finally the Foundation spent $10,965,984 in its counter-marketing media campaign which is part of an overall
$50 million, five year program. The Foundation at the end of the fiscal year 2004 had fifteen staff members.

ECONOMIC FACTORS

e In June 2003, HB 95 was signed into law. This legislation contained provisions relating to
$112,262,375 in funds the Foundation was to receive from the Master Settlement Agreement for fiscal
year 2004. HB 95 diverted this fiscal year 2004 payment into the State of Ohio’s General Revenue
Fund. These diverted dollars are to be repaid to the Foundation from tobacco revenues that the State
receives in fiscal year 2015. The bill called for up to $120 million dollars to be diverted. In July 2004
(FY 2005) the Foundation was notified that it would receive $16,851,294 of funds that were not
utilized for diversion.
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e In May 2004, HB 434 was signed into law. This legislation contained provisions stating that the
Foundation would receive appropriations of $0 and $107,500,000 in FY 2005 and FY 2006
respectively from the Tobacco Master Settlement Fund Group. In addition the legislation appropriated
$1,273,000 and $1,298,000 for FY 2005 and FY 2006, respectively for operating expenses (all
personnel costs).

e For fiscal year 2005 the Foundation Board has approved a budget of total expenditures of $53.3
million including $45.9 million for programs. Program expenditures include $26,204,450 for
prevention and cessation grants, $8,000,000 to market and operate the Ohio Quit Line, and
$10,445,165 for the Foundation’s counter marketing campaign. Non-program expenditures include
$1.4 million for program operating costs (Foundation), $4.7 million for program evaluation,
surveillance and research and $1.3 million for Foundation administration (2.47% of total
expenditures).

e For fiscal year 2005 the Foundation and its investment advisors believe the economic recovery will
continue such that net investment income for FY 05 will be approximately 7% of the endowment fund
balance or approximately $20.0 million dollars. However, it is still expected that total Foundation
expenditures will be approximately $53.3 million and thus will exceed revenues by $33.3 million
dollars.

CONTACTING THE FOUNDATION’S FINANCIAL MANAGEMENT

This financial report is designed to provide an overview of the Foundation’s finances and its accountability for
the money it receives. If you have questions about this report or need additional financial information, contact
Marvin Gutter, Ph.D., CPA, Finance Director, Ohio Tobacco Use Prevention and Control Foundation, 300 East
Broad Street, Suite 310, Columbus, Ohio 43215-3704.



TOBACCO USE PREVENTION AND CONTROL FOUNDATION
GOVERNMENTAL FUND BALANCE SHEET / STATEMENT OF NET ASSETS

JUNE 30, 2004

Special Adjustments Statement of
Revenue Fund (See Note 2) Net Assets

Assets:
CASHh. e $ 3,957,758 $ - $ 3,957,758
Investments at market value (cost $296,189,080)... 314,272,157 - 314,272,157
Deposit for compensated abSences...........cecvveeviieeiiieeeiie e 12,973 - 12,973
Collateral on lent SECUNLIES. .........ooviieeiiirieiie e 10,177 - 10,177
Tobacco settlement receivable . 16,851,294 - 16,851,294
Prepaid employee health benefits............coccooiiiiiiiinii 13,490 - 13,490
Capital assets, net of accumulated depreciation.............cccceveerriinnnnes - 165,224 165,224

TOtal ASSELS...cccieieeireeeceer et n s $ 335,117,849 $ 165,224 $ 335,283,073
Liabilities:
ACCOUNES PAYADIE........cocuiiieiieiieciie e $ 783,871 $ - $ 783,871
Personnel payable............cooooiiiiii e 58,932 - 58,932
Obligations under lent securities... 10,177 - 10,177
Compensated abSENCES:..........cociriiiiiiii i

Due Within ONE YEar.........cuiiiiiiiie e - 26,648 26,648

Due after one year - 98,395 98,395

Total Liabilities. .......coueeeirieeeieee e 852,980 125,043 978,023
Fund Balance / Net Assets:

Reserved for compesated absences............cccooeviiiiniciiiiciicee 35,484 (35,484) -

Reserved for employee health benefits... 13,490 (13,490)

Fund balance reserved............................ 334,215,895 (334,215,895) -

Total Fund Balance........................ 334,264,869 (334,264,869) -
Total liabilities and fund balance...........cccccrviciiericcceereccceee e $ 335,117,849
Net Assets:

Invested in net capital assets, net of related debt............c.cccccevveeeen. 165,224 165,224

Restricted for programs to decrease tobacco use.... 334,139,826 334,139,826
Total NEt @SSELS.....cccccieiieerrer s e e s e e e s e sss e s ae e s sne e snnesssnesnnnes $ 334,305,050 $ 334,305,050

The notes to the financial statements are an integral part of this statement.
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TOBACCO USE PREVENTION AND CONTROL FOUNDATION
STATEMENT OF GOVERNMENTAL FUND REVENUES, EXPENDITURES
AND CHANGES IN FUND BALANCE / STATEMENT OF ACTIVITIES

JUNE 30, 2004
Special Adjustments Statement of
Revenue Fund (See Note 2) Net Assets
Revenues
Investment iNCOME (I0SS)..........ooueiueeieieiieieee et $ 33,898,845 $ - $ 33,898,845
Tobacco settlement revenues.... 16,851,294 - 16,851,294
Other......cooiiiiieeee 50,166 - 50,166
Total REVENUES..........ooeieeerree et 50,800,305 - 50,800,305
Expenditures / Expenses:
Personnel costs.. 1,180,017 35,484 1,215,501
Contracts............ 13,425,459 - 13,425,459
Operating costs.. 445,804 - 445,804
Depreciation.... - 32,293 32,293
Grants............. 16,026,550 - 16,026,550
Capital Outlay.........cceoeeveeriiieeienne. 3,744 (3,744) -
Total Expenditures / Expenses... 31,081,574 64,033 31,145,607
Excess (Deficit) of Revenues over Expenditures/Expenses............ 19,718,731 (19,718,731) -
Change in net assets........ccccccrrrrmrscrrsseesssesssse e s e sneessnnes - 19,654,698 19,654,698
Fund Balance / Net Assets:
Beginning Balance - July 1, 2003...........ccccooiiriiiiinieeceee e 314,546,138 104,214 314,650,352
Ending Balance - June 30, 2004............ccoooiiiiiiiiieee e $ 334,264,869 $ 40,181 $ 334,305,050

The notes to the financial statements are an integral part of this statement.
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TOBACCO USE PREVENTION AND CONTROL FOUNDATION
NOTES TO THE FINANCIAL STATEMENTS
JUNE 30, 2004

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Authorizing Legislation

The Tobacco Use Prevention and Control Foundation (the Foundation) was created by amended Senate
Bill No. 192, effective June 2000, to develop a plan and to implement programs designed to decrease
tobacco use in Ohio with emphasis on reducing the use of tobacco by youth, minority and regional
populations, pregnant women, and other populations disproportionately affected by tobacco use. The plan
shall cover a period of at least five years and be updated annually. The legislation describes a variety of
means by which the Foundation is to develop its plan and carry out its charge.

Pursuant to its legislative mandate, the Foundation’s Board was created in Ohio Revised Code (ORC)
Section 183.04 and is enabled in ORC 183.04 through ORC 183.09 inclusive. The Foundation’s Board is
composed of twenty voting and four non-voting members as set forth in Section 183.04 of the Ohio
Revised Code. Members include eight health professionals, health researchers, or representatives of
health organizations; one person with experience in financial planning and accounting; one person with
experience in media and mass marketing; seven individuals recommended one each by the following
entities: the American Cancer Society, the American Heart Association, the American Lung Association,
the Association of Hospitals and Health Systems, the Ohio State Medical Association, the Association of
Ohio Health Commissioners, the Ohio Dental Association; three State officials (Director of Health,
Executive Director of the Commission on Minority Health, and the Attorney General) sitting ex officio; and
two members each from the House and Senate (non-voting).

Method of Operation

The Foundation shall implement or provide funding through grants to private or public agencies to carry
out research and programs related to tobacco use prevention and cessation. The Foundation shall
establish an objective process to determine which research and program proposals to fund. The
Foundation shall also adopt rules under Chapter 119 of the Ohio Revised Code regarding conflicts of
interest in the research and programs which it funds.

To carry out the duties of the Foundation, a separate endowment fund (Tobacco Use Prevention and
Control Endowment Fund) was created in the custody of the Treasurer of State but which is not part of the
State Treasury. Legislation requires the endowment fund to consist of funds disbursed to it through the
Foundation’s Tobacco Use Prevention and Control Trust Fund (Fund H87), grants and donations made to
the Foundation, and investment earnings of the endowment fund. The endowment fund shall be used by
the Foundation to carry out its legislative mandate. The Foundation is the trustee of the endowment fund
and the Treasurer of State shall pay disbursements only upon instruments duly authorized by the
Foundation’s Board of Trustees or its designee. The endowment fund, however, is not a trust fund.

The endowment fund is to be used to pay all Foundation expenditures such as staff salaries, equipment
purchases, rental payments and program expenses. The legislation also defined the Foundation’s
employees as State employees, which as a result required the State of Ohio to establish an appropriation
line item (Central Accounting System Fund 5M8-Tobacco Use Prevention and Control Operating
Expenses fund) to provide for the Foundation’s payroll. This amount is then reimbursed by and through
the Foundation’s endowment fund. For the year ended June 30, 2004, the amount appropriated was
$1,212,000. As of June 30, 2004, the number of employees has increased to fifteen. The majority of the
Foundation’s assets are required to be maintained in the endowment fund, an un-appropriated account,
which is monitored by the Foundation. Payroll costs were less than 3.90% of the Foundation’s total
reported expenses and less than 0.36% of the total net assets; therefore, no budgetary comparison
information is provided.

At the request of the Foundation, the Treasurer of State shall select and contract with one or more

investment mangers to invest all money credited to the fund that is not currently needed for carrying out
the functions of the Foundation.

11
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TOBACCO USE PREVENTION AND CONTROL FOUNDATION
NOTES TO THE FINANCIAL STATEMENTS
JUNE 30, 2004

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

The accompanying financial statements of the Tobacco Use Prevention and Control Foundation present
the financial position and results of operations of the Foundation. The financial statements, as of June 30,
2004, and for the year then ended, conform with accounting principles generally accepted in the United
States of America as applied to governments. The Governmental Accounting Standards Board (GASB) is
the standard-setting body for establishing governmental accounting and financial reporting principles. The
GASB’s Codification of Governmental Accounting and Financial reporting Standards (GASB Codification)
documents these principles. The Foundation’s significant accounting policies are as follows:

A. Reporting Entity

Within the State of Ohio’s Comprehensive Annual Financial Report, the Foundation is included as part
of the primary government. The Foundation’s management believes these financial statements
present all activities for which the Foundation is financially responsible.

B. Government-Wide and Fund Financial Statements

In accordance with GASB Statement 34, the Foundation has presented government-wide financial
statements (the Statement of Net Assets and the Statement of Activities). These statements are
required to report all non-fiduciary activities. Government-wide accounting is designed to provide a
more comprehensive view of the Foundation’s operations and financial position as a single economic
entity.

Fund financial statements are also provided for the Foundation’s governmental fund. Fund
accounting is designed to demonstrate legal compliance and to aid financial management by
segregating transactions relating to certain functions or activities.

As allowed by GASB Statement 34 for entities engaged in a single governmental program, the
Foundation has chosen to present its fund financial statements with its government-wide statements.
This was accomplished by using a columnar format that reconciles individual line items of fund
financial data to government-wide data in a separate column.

C. Measurement Focus, Basis of Accounting, and Financial Statement Presentation

The government-wide financial statements are reported using the economic resources measurement
focus and the accrual basis of accounting. Under this measurement focus, operating statements
present increases (i.e., revenues) and decreases (i.e., expenses) in net assets. Revenues are
recorded when earned and expenses are recorded when a liability is incurred, regardless of the timing
of related cash flows.

The accounting and financial reporting treatment applied to a fund is determined by its measurement
focus. Governmental fund financial statements are reported using the current financial resources
measurement focus and the modified accrual basis of accounting. Under this measurement focus,
operating statements present increases (i.e., revenues) and decreases (i.e., expenditures) in net
current assets, and unreserved fund balance is a measure of available expendable resources.

Under the modified accrual basis of accounting, the Foundation recognizes revenues when
susceptible to accrual (i.e., when they are “measurable and available”). “Measurable” means the
amount of the transaction is determinable, and “available” means the amount is collectible within the
current period or soon enough thereafter to pay liabilities of the current period. The Foundation
considers revenues as available when collected within 60 days after year-end. Under the modified
accrual basis, expenditures are recorded when related liabilities are incurred, which are recognized as
expenditures when due.

12
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TOBACCO USE PREVENTION AND CONTROL FOUNDATION
NOTES TO THE FINANCIAL STATEMENTS
JUNE 30, 2004

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Significant sources susceptible to accrual under the modified accrual basis of accounting include
tobacco settlement revenues, investment income and vendor payments.

The preparation of financial statements in conformity with U.S. generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported amounts
of assets and liabilities at the date of the financial statements and reported amounts of revenues and
expenses during the reported period. Actual results could differ from those estimates.

The Foundation uses a special revenue fund to report its financial position and results of operations.
The special revenue fund is an independent fiscal and accounting entity with a self-balancing set of
accounts, which accounts for revenue sources that are legally restricted to specific purpose
expenditures. Two separate accounts exist within the special revenue fund; these are the Tobacco
Use Prevention and Control Endowment Fund and the Tobacco Use Prevention and Control
Operating Expense Fund. These accounts are described within Note 1, Method of Operations.

Cash

Cash includes amounts held both in the State payroll account at the Treasurer of State (TOS), cash in
another equity account also held by the TOS, and cash in a checking account at a financial institution.
Cash with Treasurer consists of pooled demand deposits and investments carried at fair value. The
State’s cash pool under the Treasurer of State’s administration has the general characteristics of a
demand account whereby additional cash can be deposited at any time and can also be effectively
withdrawn at any time, within certain budgetary limitations, without prior notice or penalty. As of June
30, 2004, the carrying amounts (balance per Foundation) and the depository balance (balance per
bank) of the cash balances and related risk categories required by GASB Statement 3 are shown
below.

Account Category1 Category 2 Category3 Carrying Amount Bank Balance
Checking $100,000 $3,845,505 $3,945,505 $3,945,505
Payroll 12,253 - - 12,253 12,253
Other 12,973 - - 12,973 12,973
Total Deposits $125,226 3,845,505 - $3,970,731 $3,970,731

Risk category 1 consists of deposits insured or collateralized with securities held by the Foundation or
by its agent in the Foundation’s name.

Risk category 2 consists of deposits collateralized with securities held by the pledging financial
institution’s trust department or agent in the Foundation’s name.

Risk category 3 consists of uncollateralized deposits, which includes any bank balance that is
collateralized with securities held by the pledging financial institution or by its trust department or
agent but not in the Foundation’s name.

Investments

Investments of the Foundation are reported at fair value, which includes accrued interest receivable.
Fair value is the amount at which an investment could be exchanged in a current transaction between
willing parties other than in a forced or liquidation sale. If a quoted market price is available for an
investment, the fair value to be used is the total of the number of trading units of the instrument times
the market price per unit.
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TOBACCO USE PREVENTION AND CONTROL FOUNDATION
NOTES TO THE FINANCIAL STATEMENTS
JUNE 30, 2004

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

Ohio Revised Code Section 183.08 (A) restricts the types of investments the Foundation may
purchase to those types of investments permitted for the public employees retirement system under
section 145.11 of the Ohio Revised Code. Allinvestments shall be subject to the same limitations and
requirements as the retirement system under that section and Sections 145.112 and 145.113 of the
Ohio Revised Code.

As of June 30, 2004, the carrying amounts and fair value of the investment balances and related risk
categories required by GASB Statement 3 are shown below.

Investment Type Category 1 Category 2 Category 3 Fair Value
Treasury & Federal Agency Bonds 63,857,564 - - 63,857,564
Corporate Bonds 67,533,695 - - 67,533,695
Common and Conv PFD Stock 160,476,477 - - 160,476,477
Government Money Market 22,404,421 - - 22,404,421
Total Investments $314,272,157 - - $314,272,157

Risk category 1 consists of investments that are insured or registered, or securities held by the
Foundation or by its agent in the Foundation’s name.

Risk category 2 consists of investments that are insured or registered, with securities held by the
counterparty’s trust department or agent in the Foundation’s name.

Risk category 3 consists of investments that are uninsured or unregistered, with securities held by the
counterparty, or by its trust department or agent but not in the Foundation’s name.

Capital Assets and Depreciation

It is the Foundation’s policy to capitalize all assets with an initial cost of $1,000 or more. Capital
assets are reported in the “Statement of Net Assets” column, but are not reported in the “Special
Revenue Fund” column on the accompanying Governmental Fund Balance Sheet/Statement of Net
Assets. All capital assets are capitalized at cost (or estimated historical cost) and updated for
additions and retirements during the year.

All reported capital assets of the Foundation are depreciated. Depreciation is computed using the
straight-line method of depreciation over the applicable useful life of the asset. One half year of
depreciation is recorded in both the year of acquisition and the final year of useful life.

. Securities Lending Transactions

GASB Statement No. 28, Accounting and Financial Reporting for Securities Lending Transactions,
requires disclosure of assets and liabilities arising from securities lending transactions. Both
Foundation investments and cash on deposit with the Treasurer of State were, during the fiscal year,
subject to lending transactions. Under the lending program, which is administered by a custodial
agent bank, certain securities are transferred to an independent broker-dealer (borrower) in exchange
for cash collateral. The Foundation (for investments) and the Treasurer (for cash on deposit with the
Treasurer of State) reinvests the collateral in various investments (types), including U.S. government
and agency obligations, repurchase agreements, commercial paper, corporate bonds, and money
market funds.
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TOBACCO USE PREVENTION AND CONTROL FOUNDATION
NOTES TO THE FINANCIAL STATEMENTS
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

The lending agreements require the custodial agents to ensure that the lent securities are
collateralized at no less than 102 percent of their market value. As of June 30, 2004, the Foundation
and State had no credit exposure since the amount owed to borrowers exceeded the amount
borrowers owed either the Foundation or the State. In accordance with paragraph 9 of GASB
Statement No. 28, the Foundation’s recording of assets and liabilities for securities lending
transactions is based on their share of the cash, at the balance sheet date, as calculated by the Office
of Budget and Management and/or the Treasurer of State.

The State cannot sell securities received as collateral unless the borrower defaults. Consequently, in
accordance with GASB Statement #28, the securities received as collateral are not reflected in the
financial statements. According to the lending contracts the Treasurer of State executes for the
State’s cash and investments, the securities lending agent is to indemnify the Treasurer for any losses
resulting from either the default of a borrower or any violations of the security lending policy.

Deposit for Compensated Absences

This amount represents the allocated portion of the Foundation’s share of the balance in the State
Accrued Leave Fund at June 30, 2004, and consists of payroll assessments paid into the Fund by the
Foundation during the year. It is an amount pre-funded for compensated absences.

Revenues and Receivables

Tobacco settlement revenues comprise one of the Foundation’s primary sources of revenues. These
revenues are derived from the 1998 Master Settlement Agreement (MSA) which was entered into by
the State of Ohio, along with numerous other states, against major tobacco product manufacturers.
The MSA stipulates the conditions and calculations to be applied in order for each state to receive its
annual allotments. Ohio Revised Code Section 183.02 requires all payments received by the State to
be deposited into the Treasurer of State’s Tobacco Master Settlement Agreement Fund and the
payments and related interest are to be distributed by the Office of Budget and Management in
accordance with the distribution schedule. Revised Code Section 183.02 (C) stipulates the payments
to the Foundation from the Agreement shall be as follows:

Year Amount or Percentage
2000 (First Payment credited) $104,855,223
2000 (Net Amount Credited) 70.30%

2001 62.84%

2002 61.41%

2003 63.24%

2004 66.65%

2005 66.24%

2006 65.97%

2012 56.01%

Before fiscal year 2012 begins, the Foundation must report to the Governor and Legislature the
progress the Foundation has made towards its goals and whether a need for additional funding still
exists. Atthat point, the Governor and Legislature will decide whether funding to the Foundation will
be continued. Funding estimates for receiving monies under the Master Settlement Agreement were
only projected through the year 2025; however, under the terms of the MSA payments from the
tobacco product manufacturers are to continue into perpetuity.

ORC Section 183.02 (1) further states that future year revenues from the MSA are contingent upon
sufficient proceeds being received to cover designated revenues set asides for the Education
Facilities Trust and Endowment Funds. The Foundation recognizes a receivable for tobacco
settlement revenues on the date the payment is received by the State and it is probable the amount
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

will be transferred to the Foundation. The Foundation’s tobacco settlement receivable at June 30,
2004 was $16,851,294.

HB 405, which was signed into law in December 2001, contained several provisions to address a
projected shortfall in the state’s General Revenue Fund (GRF) for fiscal years 2002 and 2003.
Section 32 of the act allows for $260 million in tobacco revenue that Ohio receives in fiscal year 2002
and fiscal year 2003 to be transferred to the GREF, if it is needed to help balance the GRF budget. Of
the $260 million total, $221,195,998 would have gone to the Foundation at the rate of $105,678,188
for fiscal year 2002 and $115,517,810 for fiscal year 2003. As a result, in fiscal year 2002 and fiscal
year 2003 no funds were transferred to the Foundation as the monies were diverted to the GRF. In
addition, HB 405 stated the dollars diverted to help offset reduced revenues to the GRF in fiscal year
2002 and fiscal year 2003 will be repaid to the Foundation from tobacco revenue that the state
receives in fiscal year 2013 and fiscal year 2014.

In June 2003, HB 95 was signed into law. This legislation contained provisions relating to
$112,262,375 in funds the Foundation was to receive from the MSA for fiscal year 2004. As a result
of HB 95 all but $16,851,294 of this fiscal year 2004 payment was diverted into the GRF. These
diverted dollars are to be repaid to the Foundation from tobacco revenues that the state receives in
fiscal year 2015.

Interest Income

The Foundation receives interest income from the State of Ohio for any earnings resulting from the
time the State receives the MSA monies until the time in which period in which it is measurable and
available. The Foundation’s interest receivable was $0 at June 30, 2004.

Expenditures and Accounts Payable

Grants

In fiscal year 2004, $16,026,550 of tobacco prevention and cessation grants were funded. In fiscal
year 2005 it is anticipated that amount will be $26,204,450. Grants expenditures are recognized at

the time the payment is made.

Administrative Expenditures

Administrative expenditures include expenditures not directly attributable to the programmatic aspect
of the Foundation. These include salary and wages of non-program personnel, and the proportionate
share of all expenses related to the general administration of the Foundation. Ohio Revised Code
Section 183.30 (A) requires that no more than five percent of the total expenditures within a fiscal year
shall be for administrative purposes. Actual administrative expenditures for fiscal year 2004 were
2.81% of total expenditures.

Compensated Absences

The State of Ohio has established laws governing employee leave benefits and policies. Under these
policies, Foundation employees earn vacation leave, sick leave, and personal leave at various rates
within limits specified under state law. Generally, employees accrue vacation leave at a rate of 3.1
hours every two weeks for the first five years of employment, up to a maximum rate of 9.2 hours every
two weeks after 25 years of employment. Employees may accrue a maximum of three years vacation
leave credit. Attermination or retirement, the State pays employees, at their current full rate, 100% of
unused vacation leave, personal leave, and, in certain cases, compensatory time and 50% of unused
sick leave.
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SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (Continued)

The Foundation accrues vacation, compensatory time, and personal leaves as liabilities when an
employee’s right to receive compensation is attributable to services already rendered and it is
probable that the employee will be compensated through paid time off or some other means, such as
at termination or retirement. Compensatory time is not subject to pay off at termination or retirement;
it must be used in paid time off or it will be lost. Leave time that has been earned, but is unavailable
for use as paid time off or as some other form of compensation because an employee has not met a
minimum service time requirement, is accrued to the extent that it is considered to be probable that
the conditions for compensation will be met in the future.

The Foundation accrues sick leave using the vesting method. Under this method, the liability is
recorded on the basis of leave accumulated by employees who are eligible to receive termination
payments, as of the balance sheet date, and on leave balances accumulated by other employees who
are expected to become eligible in the future to receive such payments.

J. Fund Balance/Net Assets

In accordance with reporting requirements associated with GASB Statement No. 33’s purpose
restrictions, fund balances will be reported as reserved and net assets will be reported as restricted,
for the purpose for which the resources are required to be used.

K. Self-Insurance

The State of Ohio serves as the Foundation’s primary government and is self-insured for claims
covered under its traditional healthcare plan, vehicle liability, public fidelity blanket bonds, property
losses, and tort liability. Additionally, the State of Ohio participates in a public entity risk pool that
covers liabilities associated with claims submitted to the Bureau of Workers’ Compensation.

EXPLANATION OF DIFFERENCES BETWEEN THE GOVERNMENTAL FUND AND GOVERNMENT-
WIDE FINANCIAL STATEMENTS

Total “Fund Balance” of the Foundation’s governmental fund on the Governmental Fund Balance Sheet
differs from “Total Net Assets” of the governmental activities reported in the Statement of Net Assets. The
“Excess (deficit) of Revenues over Expenditures / Expenses” of the Foundation’s governmental fund on
the Statement of Governmental Fund Revenues, Expenditures, and Changes in Fund balance differs from
the Foundation’s change in net assets on the Statement of Activities. This difference primarily results from
the long-term economic focus of the government-wide statements versus the current financial resources of
the governmental fund statements.

The following is a detailed description of the amounts included in the “Adjustments” column of the
accompanying financial statements:

Governmental Fund Balance Sheet/Statement of Net Assets

Capital Assets
Capital assets used in governmental activities are not financial resources and,

therefore, are not reported in the special revenue fund; however, capital assets are
reported in the Statement of Net Assets column................oo . $165,224

Compensated Absences

No liability for compensated absences is reported in the special revenue fund because

the liability is not expected to be liquidated with expendable available financial

resources. However, long-term liabilities are reported in the Statement of Net Assets

oo 1] 5'01 o PR $125,043
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2. EXPLANATION OF DIFFERENCES BETWEEN THE GOVERNMENTAL FUND AND GOVERNMENT-
WIDE FINANCIAL STATEMENTS (Continued)

Statement of Revenues, Expenditures, and Change in Fund Balance/Statement of Activities

Capital Outlay
The special revenue fund reports capital outlays as expenditures. However, for the

Statement of Activities column, the cost of those assets is allocated over their
estimated useful lives as depreciation EXpense. ..........coooiiiiiiiiiii i (3,744)

Depreciation

For the Statement of Activities column, the cost of capital assets is allocated over the

assets’ estimated useful lives as depreciation expense. No depreciation expense is

recorded for the special revenue fund. ... $32,293

Personnel Costs

Some expenses reported in the Statement of Activities, such as compensated

absences, do not require the use of current financial resources and, therefore, are not

reported as expenditures in the special revenue fund.................ooi $35,484

3. PENSION PLAN

All employees of the Foundation participate in the Public Employees Retirement System of Ohio (PERS),
a cost-sharing multiple-employer defined pension plan administered by the Public Employees Retirement
Board. PERS provides retirement and disability benefits, annual cost of living adjustments, and death
benefits to plan members and beneficiaries. Chapter 145 of the Ohio Revised Code assigns the authority
to establish and amend benefit provisions to the PERS Board. The PERS issues a stand alone financial
report, which may be obtained by writing to the Public Employees Retirement System, 277 East Town
Street, Columbus, Ohio 43215-4642 or by calling (614)-466-2085 or 1-800-222-PERS (7377).

Employee and employer contributions to PERS are established under the Ohio Revised Code and are
based upon percentages of covered employee’s gross salaries, with the contribution rate percentages
being calculated annually by the Retirement Board’s actuaries. In fiscal year 2004 and fiscal year 2003
the employee and the employer contribution were 8.50% and 13.31% respectively, for all Foundation
employees. The Foundation’s required contributions to PERS for the years ended June 30, 2004 and
2003 were $124,803 and $81,719 respectively. The total payrolls for employees of which all employees
are covered by PERS were $937,667 in fiscal year 2004 and $613,967 in fiscal year 2003.

4. OTHER POST EMPLOYMENT BENEFITS

PERS provides post retirement health care coverage to age and service retirees with ten or more years of
qualifying Ohio service credit. Health care coverage for disability recipients and primary survivor
recipients is also available.

The health care coverage provided by the retirement system is considered an “Other Post Employment
Benefit (OPEB)” as described in GASB Statement No. 2, Disclosure of Information on Post Employment
Benefits Other Than Pension Benefits by State and Local Government Employers. The Ohio Revised
Code provides statutory authority for employer contributions and requires public employers to fund post
retirement healthcare through their contributions to PERS. A portion of each employer contribution to
PERS (13.31% of covered payroll) is set aside for the funding of post retirement health care. For the year
ended June 30, 2004 that portion was 5.0% for all Foundation employees.
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OTHER POST EMPLOYMENT BENEFITS (Continued)

The related assumptions and calculations were based on the PERS’s latest actuarial review performed as
of December 31, 2002. Included in the assumptions is the entry age normal actuarial cost method of
valuation to determine the present value of the OPEB with the difference between assumed and actual
experience (actuarial gains and losses) becoming part of the unfunded actuarial accrued liability. Also all
investments are carried at market value, and for valuation purposes include the smoothed market
approach. Under this approach assets are adjusted annually to reflect 25% of unrealized market
appreciation or depreciation on investment assets. In addition, the investment assumption rate for 2002
was 8.00%. Finally an annual increase of 4.0 %, compounded annually, is the base portion of the
individual pay increase assumption. This assumes no change in the number of active employees.
Additionally, annual pay increases, over and above the 4.0% base increase, were assumed to range from
0.50% to 6.30%. Health care costs were assumed to increase 4.0% annually.

OPEB are advance funded on an actuarially determined basis. There are approximately 364,881active
contributing participants. The portion of the employer contribution actually made to fund post employment
benefits can be determined by multiplying actual employer contributions times 0.3757 or in the
Foundation’s case is equal to $46,888. The actuarial value of the Retirement System’s net assets
available for OPEB at December 31, 2002 was $10.0 billion. Finally, PERS’ actuarially accrued liability
and the unfunded actuarial accrued liability, based on the actuarial cost method used, were $18.7 billion
and $8.7 billion, respectively.

CONTINGENCIES

As of June 30, 2004 the Foundation’s management, in consultation with the Attorney General’s office, was
unaware of any pending litigation which could result in a material unfavorable outcome requiring amounts
to be reported or disclosed in the Foundation’s financial statements.

COMPENSATED ABSENCES

The current portion of the liability for compensated absences consists of the amount of compensated
absences that is due to be paid within one year of the balance sheet date, as estimated by the State of

Ohio’s Office of Budget and Management by analyzing trend data from the previous three fiscal years.

Changes in compensated absences for the year ended June 30, 2004 are as follows:

Balance at Balance at Amounts Due
6/30/03 Increase Decrease 6/30/04 In One Year
$89,559 $35,484 $0 $125,043 $26,648
FIXED/CAPITAL ASSETS

A summary of capital asset activity during the fiscal year follows:

Balance at Balance at

Asset Category 6/30/03 Additions Deletions 6/30/04
Furniture $ 99,252 $2,294 $- $101,546
IT Equipment 110,537 1,450 - 111,987
Subtotal 209,789 3,744 - 213,533
Accumulated

Depreciation (16,016) (32,293) - (48,309)
Net Capital Assets $193,773 $(28,549) $- $165,224
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7. FIXED/CAPITAL ASSETS (Continued)

Depreciation is calculated using the straight-line basis over the estimated useful lives of the assets. The
useful life for Furniture is 10 years and, for IT Equipment, 5 years.

8. LEASES

During fiscal year 2003, the Foundation entered a lease agreement for office and storage space. Leased
properties not having elements of ownership are classified as operating leases and likewise are recorded
as expenditures when payable. Total operating lease expense for fiscal year 2004 was $118,023.

According to the Foundation’s lease agreement, after the initial lease term ended on June 30, 2003, the
Foundation has the option to renew the lease for up to five (5) successive and continuous terms of two (2)
years each upon the same terms and conditions of the original lease agreement, except that the base rent
will increase as of July 1, 2007 and July 1, 2011. Renewal of the lease is contingent upon the Foundation
being in compliance with the existing terms of the contract. Future minimum lease payments under this
lease agreement are as follows:

Year Amount
2005 109,740
2006 109,740
2007 109,740
2008 115,092
2009 115,092
2010-2013 471,576
Total Lease Payments $1,030,980

9. CHANGES IN ACCOUNTING PRINCIPLES

Starting in fiscal year 2004, the Foundation implemented the provisions of Governmental Accounting

Standards Board (GASB) Technical Bulletin 2004-1, Tobacco Settlement Recognition and Financial
Reporting Entity Issues, which became effective for financial statements for periods ending after June 15,
2004. This GASB Technical Bulletin clarifies recognition guidance for tobacco settlement revenues

transactions and for payments made to settling governments pursuant to the Master Settlement
Agreement with the major tobacco companies. The Foundation recognizes revenue now coming from the

state that is actually collected by the state as of year-end; however, the Foundation does not recognize

any future settlement revenues that are owed to, but have not been collected by, the state as of year-end.

Ohio Revised Code section 183.02 addresses the distribution to the Foundation of revenues already

received by the state, not future tobacco settlement revenues. Implementation of the GASB Technical

Bulletin resulted in the recognition of exchange transactions associated with tobacco settlement revenues

received from the Tobacco Master Settlement Agreement in the amount of $16,851,294 during fiscal year
2004. Previously, the Foundation viewed these revenues to be voluntary non-exchange transactions.

Implementation of the GASB Technical Bulletin did not require the Foundation to restate any prior year
balances.
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Auditor of State
Betty Montgomery

INDEPENDENT ACCOUNTANTS’ REPORT ON COMPLIANCE AND ON
INTERNAL CONTROL REQUIRED BY GOVERNMENT AUDITING STANDARDS

Board of Trustees

Tobacco Use Prevention and Control Foundation
300 East Broad Street, Suite 310

Columbus, Ohio 43215-3704

We have audited the financial statements of the governmental activities of the Tobacco Use Prevention and
Control Foundation (the Foundation), State of Ohio, as of and for the year ended June 30, 2004, which
collectively comprise the Foundation’s basic financial statements and have issued our report thereon dated
September 24, 2004, wherein we noted the Foundation adopted GASB Technical Bulletin 2004-1. We
conducted our audit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the
Comptroller General of the United States.

Compliance

As part of obtaining reasonable assurance about whether the Foundation’s financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations, and
contracts, noncompliance with which could have a direct and material effect on the determination of financial
statement amounts. However, providing an opinion on compliance with those provisions was not an objective
of our audit and, accordingly, we do not express such an opinion. Our test results disclosed no instances of
noncompliance that are required to be reported under Government Auditing Standards.

Internal Control Over Financial Reporting

In planning and performing our audit, we considered the Foundation’s internal control over financial reporting
to determine our auditing procedures for the purpose of expressing our opinion on the financial statements and
not to provide assurance on the internal control over financial reporting. Our consideration of the internal
control over financial reporting would not necessarily disclose all matters in the internal control over financial
reporting that might be material weaknesses. A material weakness is a condition in which the design or
operation of one or more of the internal control components does not reduce to a relatively low level the risk
that misstatements in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
assigned functions. We noted no matters involving the internal control over financial reporting and its
operation that we consider to be material weaknesses.

This report is intended for the information and use of the Foundation, the Foundation’s Board which serves as
the equivalent to an audit committee, management of the State of Ohio and the Ohio Legislature, and is not
intended to be and should not be used by anyone other than these specified parties.

Tty Iwtgmsny

Betty Montgomery
Auditor of State

September 24, 2004

35 N. Fourth St. / Second Floor / Columbus, OH 43215
Telephone: (614) 466-3402 (800) 443-9275 Fax: (614) 728-7199
www.auditor.state.oh.us
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