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June 12, 2009

Mr. Daniel R, Levinson, Inspector General
Department of Health and Human Services
Room 5541, Cohen Building

330 Independence Avenue, S.W.
Washington, D.C. 20201

Dear Mr. Levinson:

As the Governor's fiscal representative, | submit to you the State of California Single Audit
Report for the fiscal year ended June 30, 2008. The report contains the Independent Auditor’s
Reports on the state's general-purpose financial statements, compliance and internal control
over financial reporting, compliance and internal control related to federal grants, and schedule
of federal assistance. Although the Independent Auditor identified significant deficiencies
related to internal control over financial reporting, the conditions were not considered material
and do not adversely affect the state’s general-purpose financial statements. The Independent
Auditor also identified significant deficiencies related to internal control over compliance with
major federal program requirements and identified several instances of noncompliance that
were considered material. We recognize that there are areas where internal controls and
administration of federal awards need to be improved, and we are taking steps to address these
issues.

California provides its citizens with numerous state and federal programs. The mix of programs
provided makes us larger and more complex than most economic eniities in the world. Such
complexity, along with ever-present budget constraints, challenges us to meet the requirements of
those programs and activities efficiently and effectively. Moreover, such operations must exist
within a system of internal and administrative control that safeguards assets and resources and
produces reliable financial information. Attaining these objectives and overseeing the financial
and business practices of the state continues o be an important part of the Department of
Finance’s (Finance) leadership.

In meeting our responsibility for financial leadership and oversight, Finance provides internal
audit related education and training {o departments, as well as, oversight of departmental
internal audit units by issuing audit guidelines and conducting quality assurance reviews.
Further, we have an ongoing process of issuing audit directives to departments that establish
statewide policy and provide technical advice on various audit related areas.
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The state is committed to sound and effective fiscal oversight. The head of each state
department is responsible for establishing and maintaining a system of internal accounting and
administrative control within their department. This responsibility includes documenting the
system, communicating system requirements to employees, and assuring that the system is
functioning as prescribed and is medified for changing cenditions. Moreover, all levels of state
management must be involved in assessing and strengthening their systems of internal
accouniing and administrative controls to minimize fraud, errors, abuse, and waste of
government funds. In 2006, the state implemented changes to the Financial Integrity and State
Manager’'s Accountability Act (FISMA) reporting requiremenis. As a result, each agency must
conduct an internal review of its controls and prepare a report of the findings. Finance
continues to provide education and guidance to assist agencies in meeting the FISMA
requirements.

Each state department with reportable internal control weaknesses or instances of noncompliance
is responsible for developing and implementing corrective action plans. We will monitor the
findings and reported corrective actions to identify potential changes in statewide fiscal
procedures.

Finance is committed to ensuring the proper financial operations and business practices of the
state, as well as, ensuring that internal controls exist for the safeguarding and effective use of
assets and resources.

If you have any questions concerning this letter, please contact David Botelho, Chief, Office of
State Audits and Evaluations, at (916) 322-2985.

e/ K

MICHAEL C. GENEST
Director

Enclosure
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OVERVIEW OF CALIFORNIA’'S ECONOMY

OVERVIEW OF
CALIFORNIA'S ECONOMY

FISCAL YEAR 2007-08

alling home prices, worsening credit availability, shrinking equity values, and growing

job losses delivered a crushing blow to the national and California economies in 2008.
Consumer and business spending—the core of both economies—plunged during the year.
Looking back, the committee of economists that officially dates the troughs and peaks
of the national economy decided in late 2008 that the US was in recession and has been
since December 2007. While there is no official dating of business cycles for states, it is
unlikely that the California economy fared better than the national economy in this difficult
environment.

Despite several efforts by the U.S. Treasury, the Federal Reserve, Congress, and the White
House to stimulate the national economy and free up credit in 2008, credit appeared to be
less available and economic output fell as 2008 unwound.

What started as a housing sector slump in 2005 turned into a generalized economic slump in
2008. Most major industry sectors were affected by year-end, most notably retail trade and
manufacturing. Consumers pulled back considerably in the second half of 2008, as evidenced
by a string of five consecutive monthly declines in retail sales as of November. Total
consumer expenditures, adjusted for inflation, fell for the fifth consecutive month in October.

With consumers cutting back, companies have reduced their spending on new equipment
and structures. Shipments of and orders for non-defense capital goods, excluding aircraft,
plunged in the three months ending in October 2008. In addition, the Institute for Supply
Management's manufacturing index fell in November to its lowest level since May 1982—a
level that is consistent with recessions in the manufacturing sector and the general economy.
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In the meantime, the nation’s housing sector continued to struggle. Housing starts fell in
November to their lowest level since records began to be kept in 1959. New home sales
remained very low and mortgages difficult to get. Residential construction continues to be a
sizable drag on overall growth in the national economy.

The continuing problems in the housing sector, cooling of the manufacturing sector and,
particularly, the cutback in spending by consumers have slowed the national economy
considerably. The economy has been in recession for 12 months, and should it remain
there for another five months it would be the longest recession in the post-World War Il era.
Economic output fell slightly in the fourth quarter of 2007 and the third quarter of 2008, but
the monthly data on the fourth quarter of 2008 suggest that economic output fell sharply in
that quarter.

Data from the labor markets also portray a worsening recession. Nonfarm payroll
employment peaked in December 2007 and has declined every month since then. In
addition, nonfarm payroll employment was 0.8 percent higher in December 2007 than a year
earlier, while in November 2008, nonfarm payroll employment was 1.4 percent below a year
earlier. Also, the national unemployment rate rose from 5 percent in December 2007 to 6.7
percent in November 2008.

The California economy decelerated in step with the national economy during 2008.
According to the U.S. Commerce Department, total personal income grew more slowly in
the second half than in the first half of 2008, particularly when the effects of the spring 2008
tax rebates are taken out. The deceleration in taxable sales has been even faster, with third
quarter 2008 sales 4 percent lower than second quarter sales. Deceleration in new vehicle
registrations started earlier—in 2007.

The state’s monthly job losses have grown as 2008 has progressed. Through November,
California lost 147,400 jobs, or 13,400 jobs per month, on average. But in the first five months
of the year, the average monthly loss was 5,200 jobs, whereas in the next six months, the
average loss was 20,300. The state’s unemployment rate rose from 5.9 percent in January to
8.4 percent in November.

The state's housing sector, however, does not show many signs of additional slowing. In part,
that is because the downturn started there. Residential permits, for example, have stabilized
at low levels, and monthly construction job losses have become smaller. Sales of existing
homes have picked up considerably, but distressed properties are accounting for a good
number of those sales. Still, sales of non-distressed existing homes will likely be higher in
2008 than in 2007.
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As we enter 2009, the California and national economies have very little, if any, momentum.
As a result, the two economies are likely to be very weak in the first half of the year. How
long it will be before the economies will be healthy again is difficult to gauge. The economies
are not likely to improve much until credit becomes much more available.
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Independent Auditor’s Report

THE GOVERNOR AND THE LEGISLATURE OF THE
STATE OF CALIFORNIA

We have audited the accompanying financial statements of the governmental activities, the
business-type activities, the aggregate discretely presented component units, each major fund, and
the aggregate remaining fund information of the State of California, as of and for the year ended
June 30, 2008, which collectively comprise the State of California’s basic financial statements as
listed in the table of contents. These financial statements are the responsibility of the State of
California’s management. Our responsibility is to express opinions on these financial statements
based on our audit. We did not audit the following significant amounts in the financial statements of:

Government-wide Financial Statements

e Certain enterprise funds that, in the aggregate, represent 86 percent, 53 percent, and 56 percent,
respectively, of the assets, net assets, and revenues of the business-type activities.

e The University of California, State Compensation Insurance Fund, California Housing Finance
Agency, Public Employees’ Benefits, and certain other funds that, in the aggregate, represent
over 99 percent of the assets, net assets, and revenues of the discretely presented component
units.

Fund Financial Statements

e The following major enterprise funds: Electric Power fund, Water Resources fund, Public
Building Construction fund, and State Lottery fund.

e Certain nonmajor enterprise funds that represent 90 percent, 81 percent, and 88 percent,
respectively, of the assets, net assets, and revenues of the nonmajor enterprise funds.

e The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement
System that, in the aggregate, represent 91 percent, 93 percent, and 12 percent, respectively, of
the assets, net assets, and additions of the fiduciary funds and similar component units.

e The discretely presented component units noted above.

Those financial statements were audited by other auditors whose reports have been furnished to us,
and our opinions, insofar as they relate to the amounts included for those funds and entities, is based
on the reports of the other auditors.



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 of America. 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 and the reports of other
auditors provide a reasonable basis for our opinions.

In our opinion, based on our audit and the reports of other auditors, the financial statements referred
to above present fairly, in all material respects, the respective financial position of the
governmental activities, the business-type activities, the aggregate discretely presented component
units, each major fund, and the aggregate remaining fund information of the State of California, as
of June 30, 2008, and the respective changes in financial position and cash flows, where applicable,
thereof for the year then ended in conformity with accounting principles generally accepted in the
United States of America.

In accordance with Government Auditing Standards, reports on the State’s internal control structure
and on its compliance with laws and regulations will be issued in our single audit report. These
reports are 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.

The management’s discussion and analysis, schedule of funding progress, infrastructure information,
budgetary comparison information, reconciliation of budgetary and GAAP-basis fund balances, and
related notes are not a required part of the basic financial statements but are supplementary
information required by the Governmental Accounting Standards Board. We and the other auditors
have applied certain limited procedures, which consisted principally of inquiries of management
regarding the methods of measurement and presentation of the required supplementary information.
However, we did not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that
collectively comprise the State of California’s basic financial statements. The combining financial
statements and schedules listed in the accompanying table of contents are presented for purposes of
additional analysis and are not a required part of the basic financial statements. The combining
statements and schedules have been subjected to the auditing procedures applied in the audit of the
basic financial statements and, in our opinion, based on our audit and the reports of other auditors,
are fairly stated in all material respects in relation to the basic financial statements taken as a whole.
The introductory and statistical sections of this report have not been subjected to the auditing
procedures applied by us and the other auditors in the audit of the basic financial statements, and
accordingly, we express no opinion on them.

BUREAU OF STATE AUDITS

_\:;. Gl S T

JOHN F. COLLINS II, CPA
Deputy State Auditor

February 25, 2009



Management'’s Discussion and Analysis

Management’s Discussion and Analysis

The following Management’s Discussion and Analysis is a required supplement to the State of California’s
financial statements. It describes and analyzes the financial position of the State, providing an overview of the
State’s activities for the year ended June 30, 2008. We encourage readers to consider the information we
present here in conjunction with the information presented in the Controller’s letter of transmittal at the front of
this report and in the State’s financial statements and notes, which follow this section.

Financial Highlights - Primary Government
Government-wide Highlights

The weakening of the State’s economy had a significant impact on state revenues in the 2007-08 fiscal year.
General revenues rose by only 1.0%, the smallest increase since 2001, primarily in personal income,
corporate, and sales tax revenues. However, expenses for the State’s governmental activities grew by
8.2%—one of the highest rates of growth since 2001—resulting in a decrease in governmental activities’ net
assets. Total expenses for the State’s business-type activities also exceeded revenues for the year, primarily
because unemployment benefits exceeded employers’ contributions. The net assets for the 2007-08 fiscal year
for both governmental and business-type activities decreased by 25.3% from last year.

Net Assets — The primary government’s net assets as of June 30, 2008, were $35.0 billion. After the total net
assets are reduced by $84.3 billion for investment in capital assets (net of related debt) and by $17.0 billion for
restricted net assets, the resulting unrestricted net assets totaled a negative $66.3 billion. Restricted net assets
are dedicated for specified uses and are not available to fund current activities. Almost two-thirds of the
negative $66.3 billion consists of $40.1 billion in outstanding bonded debt issued to build capital assets for
school districts and other local governmental entities. The bonded debt reduces the unrestricted net assets;
however, local governments, not the State, record the capital assets that would offset this reduction.

Changes in Net Assets — The primary government’s total net assets decreased by $11.9 billion (25.3%) during
the year ended June 30, 2008. Net assets of governmental activities decreased by $10.3 billion (29.2%), while
net assets of business-type activities decreased by $1.6 billion (13.6%).

Fund Highlights

Governmental Funds — As of June 30, 2008, the primary government’s governmental funds reported a
combined ending fund balance of $12.7 billion, a decrease of $5.3 billion from the previous fiscal year. After the
total fund balance is reduced by $21.6 billion in reserves, the unreserved fund balance totaled a negative
$8.9 billion.

Proprietary Funds — As of June 30, 2008, the primary government’s proprietary funds reported combined
ending net assets of $10.3 billion, a decrease of $1.5 billion from the previous fiscal year. After the total net
assets are reduced by $218 million for investment in capital assets (net of related debt) and expendable
restrictions of $6.9 billion, the unrestricted net assets totaled $3.2 billion.
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Noncurrent Assets and Liabilities

As of June 30, 2008, the primary government’s noncurrent assets totaled $127.7 billion, of which $102.2 billion
is related to capital assets. State highway infrastructure assets of $58.5 billion represent the largest portion of
the State’s capital assets.

The primary government’s noncurrent liabilities totaled $107.1 billion, which consists of $55.5 billion in general
obligation bonds, $29.6 billion in revenue bonds, and $22.0 billion in all other noncurrent liabilities.

Overview of the Financial Statements

This discussion and analysis is an introduction to the section presenting the State’s basic financial statements,
which includes four components: (1) government-wide financial statements, (2) fund financial statements,
(3) discretely presented component units financial statements, and (4) notes to the financial statements. This
report also contains required supplementary information and combining financial statements and schedules.

Government-wide Financial Statements

Government-wide financial statements are designed to provide readers with a broad overview of the State’s
finances. The government-wide financial statements do not include fiduciary programs and activities of the
primary government and component units because fiduciary resources are not available to support state
programs.

To help readers assess the State’s economic condition at the end of the fiscal year, the statements provide
both short-term and long-term information about the State’s financial position. These statements are prepared
using the economic resources measurement focus and the accrual basis of accounting, similar to methods
used by most businesses. These statements take into account all revenues and expenses connected with the
fiscal year, regardless of when the State received or paid the cash. The government-wide financial statements
include two statements: the Statement of Net Assets and the Statement of Activities.

* The Statement of Net Assets presents all of the State’s assets and liabilities and reports the difference
between the two as net assets. Over time, increases or decreases in net assets indicate whether the
financial position of the State is improving or deteriorating.

* The Statement of Activities presents information showing how the State’s net assets changed during the
most recent fiscal year. The State reports changes in net assets as soon as the event giving rise to the
change occurs, regardless of the timing of the related cash flows. Thus, this statement reports revenues
and expenses for some items that will result in cash flows in future fiscal periods (e.g., uncollected taxes
and earned but unused vacation leave). This statement also presents a comparison between direct
expenses and program revenues for each function of the State.

The government-wide financial statements separate into different columns the three types of state programs
and activities: governmental activities, business-type activities, and component units.

*  Governmental activities are mostly supported by taxes, such as personal income and sales and use taxes,
and intergovernmental revenues, primarily federal grants. Most services and expenses normally
associated with state government fall into this activity category, including health and human services,
education (public kindergarten through 12th grade [K-12] schools and institutions of higher education),
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business and transportation, correctional programs, general government, resources, tax relief, state and
consumer services, and interest on long-term debt.

* Business-type activities typically recover all or a significant portion of their costs through user fees and
charges to external users of goods and services. The business-type activities of the State of California
include providing unemployment insurance programs, providing housing loans to California veterans,
providing water to local water districts, providing building aid to school districts, providing services to
California State University students, leasing public assets, selling California State Lottery tickets, and
selling electric power. These activities are carried out with minimal financial assistance from the
governmental activities or general revenues of the State.

e Component units are organizations that are legally separate from the State, but are at the same time
related to the State financially (i.e., the State is financially accountable for them) or the nature of their
relationship with the State is so significant that their exclusion would cause the State’s financial statements
to be misleading or incomplete. The State’s financial statements include the information for blended,
fiduciary, and discretely presented component units.--.

e Blended component units, although legally separate entities, are in substance a part of the primary
government’s operations. Therefore, for reporting purposes, the State integrates data from blended
component units into the appropriate funds. The Golden State Tobacco Securitization Corporation;
the California State University, Channel Islands Site and Financing authorities; and certain building
authorities that are blended component units of the State are included in the governmental activities.

e Fiduciary component units are legally separate from the primary government but, due to their fiduciary
nature, are included with the primary government’s fiduciary funds. The Public Employees’ Retirement
System and the State Teachers’ Retirement System are fiduciary component units that are included
with the State’s pension and other employee benefit trust funds, which are not included in the
government-wide financial statements.

»  Discretely presented component units are legally separate from the primary government and provide
services to entities and individuals outside the primary government. The activities of discretely
presented component units are presented in a single column in the government-wide financial
statements.

Information on how to obtain financial statements of the individual component units is available from the State
Controller’'s Office, Division of Accounting and Reporting, P.O. Box 942850, Sacramento, CA 94250-5872.

Fund Financial Statements

Fund financial statements are provided for governmental funds, proprietary funds, fiduciary funds and similar
component units, and discretely presented component units. A fund is a grouping of related accounts that is
used to maintain control over resources that have been segregated for specific activities or objectives. The
State of California, like other state and local governments, uses fund accounting to ensure and demonstrate
compliance with finance-related legal and contractual requirements. Following are general descriptions of the
three types of funds.

e Governmental funds are used to account for essentially the same functions that are reported as
governmental activities in the government-wide financial statements. However, unlike the
government-wide financial statements, governmental fund financial statements focus on short-term inflows
and outflows of spendable resources, as well as on balances of spendable resources available at the end
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of the fiscal year. Such information may be useful in evaluating a government’s short-term financing
requirements. This approach is known as the flow of current financial resources measurement focus and
the modified accrual basis of accounting. These governmental fund statements provide a detailed
short-term view of the State’s finances, enabling readers to determine whether adequate financial
resources exist to meet the State’s current needs.

Because governmental fund financial statements provide a narrower focus than do government-wide
financial statements, it is useful to compare governmental fund statements to the governmental activities
information presented in the government-wide financial statements. By doing so, readers may better
understand the long-term impact of the government’s short-term financing decisions. Reconciliations
located on the pages immediately following the fund statements show the differences between the
government-wide statements and the governmental fund Balance Sheet and the governmental fund
Statement of Revenues, Expenditures, and Changes in Fund Balances. Primary differences between the
government-wide and fund statements relate to noncurrent assets, such as land and buildings, and
noncurrent liabilities, such as bonded debt and amounts owed for compensated absences and capital
lease obligations, which are reported in the government-wide statements but not in the fund-based
statements.

®  Proprietary funds show activities that operate more like those found in the private sector. The State of
California has two proprietary fund types: enterprise funds and internal service funds.

«  Enterprise funds record activities for which a fee is charged to external users; they are presented as
business-type activities in the government-wide financial statements.

* Internal service funds accumulate and allocate costs internally among the State of California’s various
functions. For example, internal service funds provide information technology, printing, fleet
management, and architectural services primarily for state departments. As a result, their activity is
considered governmental.

*  Fiduciary funds account for resources held for the benefit of parties outside the State. Fiduciary funds and
the activities of fiduciary component units are not reflected in the government-wide financial statements
because the resources of these funds are not available to support State of California programs. The
accounting used for fiduciary funds and similar component units is similar to that used for proprietary
funds.

Discretely Presented Component Units Financial Statements

As discussed previously, the State has financial accountability for discretely presented component units, which
have certain independent qualities and operate in a similar manner as private-sector businesses. The activities
of the discretely presented component units are classified as enterprise activities.

Notes to the Financial Statements

The notes to the financial statements in this publication provide additional information that is essential for a full
understanding of the data provided in the government-wide and fund financial statements. The notes to the
financial statements, which describe particular accounts in more detail, are located immediately following the
discretely presented component units’ financial statements.
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Required Supplementary Information

A section of required supplementary information follows the notes to the basic financial statements in this
publication. This section includes a schedule of funding progress for certain pension and other
postemployment benefit trust funds, information on infrastructure assets based on the modified approach, a
budgetary comparison schedule, and a separate reconciliation of the statutory fund balance for budgetary
purposes and the fund balance for the major governmental funds presented in the governmental fund financial
statements.

Combining Financial Statements and Schedules

The Combining Financial Statements and Schedules — Nonmajor and Other Funds section presents combining
statements that provide separate financial statements for nonmajor governmental funds, proprietary funds,
fiduciary funds, and nonmajor component units. The basic financial statements present only summary
information for these activities.

Government-wide Financial Analysis
Net Assets

The primary government’s combined net assets (governmental and business-type activities) decreased 25.3%,
from $46.8 billion as restated at June 30, 2007, to $35.0 billion a year later.

The primary government’s $84.3 billion investment in capital assets, such as land, building, equipment, and
infrastructure (roads, bridges, and other immovable assets) comprise a significant portion of its net assets. This
amount of capital assets is net of any outstanding debt used to acquire those assets. The State uses capital
assets when providing services to citizens; consequently, these assets are not available for future spending.
Although the State’s investment in capital assets is reported in this publication net of related debt, please note
that the resources needed to repay this debt must come from other sources because the State cannot use the
capital assets themselves to pay off the liabilities.

Another $17.0 billion of the primary government’s net assets represents resources that are externally restricted
as to how they may be used, such as resources pledged to debt service. Internally imposed earmarking of
resources is not presented in this publication as restricted net assets. The State may use a positive balance of
unrestricted net assets of governmental activities to meet its ongoing obligations to citizens and creditors. As of
June 30, 2008, governmental activities showed an unrestricted net assets deficit of $69.3 billion and business-
type activities showed unrestricted net assets of $3.0 billion.

A large portion of the negative unrestricted net assets of governmental activities comprises $40.1 billion in
outstanding bonded debt issued to build capital assets for school districts and other local governmental
entities. Because the State does not own these capital assets, neither the assets nor the related bonded debt
is included in the portion of net assets reported as “investment in capital assets, net of related debt.” Instead,
the bonded debt is reported as a non-current liability that reduces the State’s unrestricted net assets. Readers
can expect to see a continued deficit in unrestricted net assets of governmental activities as long as the State
has significant outstanding obligations for school districts and other local governmental entities.
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Table 1 presents condensed financial information derived from the Statement of Net Assets for the primary
government.

Table 1

Net Assets — Primary Government
June 30, 2007 and 2008
(amounts in millions)

Governmental Activities Business-type Activities Total
2008 2007* 2008 2007* 2008 2007*
ASSETS
Current and other assets ......... $ 48,376 % 51,048 $ 32,207 $ 34,234 $ 80,583 $ 85,282
Capital assets .............ceeeunnnes 95,360 91,818 6,841 6,267 102,201 98,085
Total assets .........ccccvmunneeee 143,736 142,866 39,048 40,501 182,784 183,367
LIABILITIES
Noncurrent liabilities ............... 81,475 72,970 25,642 25,849 107,117 98,819
Other liabilities ...................... 37,204 34,519 3,494 3,438 40,698 37,957
Total liabilities ................ 118,679 107,489 29,136 29,287 147,815 136,776
NET ASSETS
Investment in capital assets
net of related debt ............... 84,255 81,353 50 208 84,305 81,561
Restricted .......ccoooeviiiiiiiiinins 10,149 10,543 6,853 8,575 17,002 19,118
Unrestricted ..........ccocvvvneenenee (69,347) (56,519) 3,009 2,431 (66,338) (54,088)
Total net assets .............. $ 25,057 $ 35377 $ 9912 § 11,214 § 34969 $ 46,591

* Not restated

Changes in Net Assets

The expenses of the primary government totaled $209.4 billion for the year ended June 30, 2008. Of this
amount, $87.4 billion (41.7%) was funded with program revenues (charges for services or program-specific
grants and contributions), leaving $122.0 billion to be funded with general revenues (mainly taxes). The
primary government’s general revenues of $110.1 billion were less than the unfunded expenses. As a result,
the total net assets decreased by $11.9 billion, or 25.3%.

Of the total decrease, net assets for governmental activities decreased by $10.3 billion, while those for
business-type activities decreased by $1.6 billion. The decrease in governmental activities is primarily due to
increased spending for health and human services, education, and correctional programs that caused total
expenses to increase more than revenue increased. The decrease in business-type activities is mainly due to
unemployment benefit payments exceeding employer contributions and other revenue for unemployment
programs.
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Table 2 presents condensed financial information derived from the Statement of Activities for the primary
government.

Table 2

Changes in Net Assets — Primary Government
Year ended June 30, 2007 and 2008
(amounts in millions)

Governmental Activities Business-type Activities Total
2008 2007 2008 2007 2008 2007
REVENUES
Program revenues:
Charges for services .............ccccevvvvnnnnne. $ 2029 $ 18,822 § 19,828 $§ 20614 $ 40,124 $ 39,436
Operating grants and contributions ........... 45,850 43,440 — — 45,850 43,440
Capital grants and contributions ............... 1,207 1,165 189 183 1,396 1,348
General revenues:
109,205 108,016 — — 109,205 108,016
639 730 — — 639 730
282 334 — — 282 334
Total revenues 177,479 172,507 20,017 20,797 197,496 193,304
EXPENSES
Program expenses:
General government 12,230 13,314 — — 12,230 13,314
Education ........ccooviiiiiiiiiii 65,130 61,542 — — 65,130 61,542
Health and human services ..................... 74,310 69,980 — — 74,310 69,980
RESOUICES ......vvviiiiiiiiieec e 6,333 5,317 — — 6,333 5,317
State and consumer services ................... 1,129 1,215 — — 1,129 1,215
Business and transportation .................... 13,068 9,763 — — 13,068 9,763
Correctional programs ...........cc.ccceeeeunnnen. 10,504 8,945 — — 10,504 8,945
Taxrelief ... 957 948 — — 957 948
Interest on long-term debt ....................... 4,185 2,596 — — 4,185 2,596
Electric Power ........... — — 5,362 5,865 5,362 5,865
Water Resources — — 1,009 952 1,009 952
Public Building Construction .................... — — 372 335 372 335
State Lottery .........cceeenne. — — 3,173 3,471 3,173 3,471
Unemployment Programs — — 10,623 9,136 10,623 9,136
Nonmajor enterprise ...........cccceeveuivieeneen. — — 984 1,148 984 1,148
Total expenses 187,846 173,620 21,523 20,907 209,369 194,527
Excess (deficiency) before transfers ... (10,367) (1,113) (1,506) (110) (11,873) (1,223)
Transfers .....cooveviiiiiiii 55 30 (55) (30) — —
Change innetassets .........ccccccvieeninnnnnn. (10,312) (1,083) (1,561) (140) (11,873) (1,223)
Net assets, beginning of year (restated) ... 35,369 36,460 11,473 11,354 46,842 47,814
Net assets, end of year .........ccceevvvreeennnnne $ 25,057 $ 35,377 $ 9,912 § 11,214 § 34,969 $ 46,591
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Governmental Activities

Governmental activities expenses totaled $187.8 billion. Program revenues, including $47.0 billion received in
federal grants, funded $67.3 billion (35.8%) of that amount, leaving $120.5 billion to be funded with general
revenues (mainly taxes). However, general revenues and transfers for governmental activities totaled only
$110.2 billion, so governmental activities’ total net assets decreased by $10.3 billion, or 29.2%, during the year
ended June 30, 2008. The State used reserves to meet its cash flow needs.

Chart 1 presents a comparison of governmental activities expenses by program, with related revenues.

Chart 1

Expenses and Program Revenues — Governmental Activities
Year Ended June 30, 2008
(amounts in billions)

General Government

Education

Heath and Human Services

Business and Transportation

Correctional Programs

Other

I:l Program Revenues - Expenses

For the year ended June 30, 2008, total state tax revenues collected for governmental activities increased by
only 1.1% over the prior year, resulting in the weakest growth rate since the recession of 2001. Personal
income and insurance taxes increased, but were offset by decreases in sales and use, corporation, and other
taxes. The largest increase occurred in personal income taxes.

Overall expenses for governmental activities increased by $14.2 billion (8.2%) over the prior year. The largest
increases in expenses were a $4.3 billion increase in health and human services spending, a $3.6 billion
increase in education spending, and a $3.3 billion increase in business and transportation spending. The
increase in health and human services spending was mainly due to increased services provided by the Medical
Assistance program and other public health programs, most of which are funded through federal grants. The
increase in education spending was primarily due to cost of living adjustments, increased funding for child
care, and increased funding for enroliment growth in higher education. The increase in business and
transportation expenses was the result of increased capital outlay and local assistance spending for
transportation projects funded from bonds authorized by Proposition 1B, passed by voters in November 2006.
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Charts 2 and 3 present the percentage of total expenses for each governmental activities program and the

percentage of total revenues by source.

Chart 2

Chart 3

Expenses by Program
Year ended June 30, 2008
(as a percent)

Revenues by Source
Year ended June 30, 2008
(as a percent)
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Business-type Activities

Business-type activities expenses and transfers totaled $21.6 billion. The program revenues of $20.0 billion,
primarily generated from charges for services, were not sufficient to cover these expenses. Consequently,
business-type activities’ total net assets decreased by $1.6 billion, or 13.6%, during the year ended
June 30, 2008. Most of the decrease was due to a $1.8 billion decrease in the unemployment programs’ net

assets, discussed in more detail in the Fund Financial Analysis section under Proprietary Funds.

Chart 4 presents a two-year comparison of the expenses of the State’s business-type activities.

Chart 4

Expenses — Business-type Activities — Two-Year Comparison

Years Ended June 30, 2007 and 2008
(amounts in billions)

State Lottery
Electric Power
Unemployment Programs

Other

| |
$0 $2

] 2007 [ 2008
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Fund Financial Analysis

The State’s weakening economy had the greatest effect on governmental funds, which rely heavily on taxes to
support the majority of the State’s services and programs. Although tax revenue increased during the year, it
was the lowest increase the State has experienced since 2001. The expenditures of the governmental funds
increased at a much higher rate than revenues. Most of the proprietary funds had revenues that exceeded their
expenses for the year ended June 30, 2008. However, the total net assets of proprietary funds decreased
because the Unemployment Programs Fund incurred a higher increase in benefit payments caused by
California’s rising unemployment.

Governmental Funds

The governmental funds’ Balance Sheet reported $52.0 billion in assets, $39.3 billion in liabilities, and
$12.7 billion in fund balance as of June 30, 2008. The largest change in account balances was a $5.2 billion
decrease in cash and pooled investments. The State’s budget shortfall, weakening revenues, increasing
expenditures, and limited access to the credit markets caused it to significantly deplete its cash reserves.
Within the total fund balance, $21.6 billion has been set aside in reserve. The reserved amounts are not
available for new spending because they have been committed for outstanding contracts and purchase orders
($7.6 billion), noncurrent interfund receivables and loans receivable ($5.0 billion), continuing appropriations
($8.1 billion), and debt service ($899 million). The unreserved balance of the governmental funds is a negative
$8.9 billion.

The Statement of Revenues, Expenditures, and Changes in Fund Balances of the governmental funds shows
$177.3 billion in revenues, $197.4 billion in expenditures, and a net $14.8 billion in receipts from other
financing sources. The ending fund balance of the governmental funds for the year ended June 30, 2008, was
$12.7 billion, a $5.3 billion decrease over the previous year’s restated ending fund balance of $18.0 billion.
Personal income taxes, which account for 50.6% of tax revenues and 31.1% of total governmental fund
revenues, increased by $1.9 billion over the previous fiscal year. The slowing of California’s economy and the
housing market downturn have taken a toll on real estate-related profits and capital gains. Payroll withholding
provided most of the increase in personal income tax revenue; but with the loss of more than 22,000 jobs in the
second quarter of 2008 and declining investment and capital gain revenues, this increase was significantly
smaller than increases in the previous four years and the smallest increase since the recession of 2001. Sales
and use taxes, which account for 31.9% of tax revenues and 19.6% of total governmental fund revenues,
decreased by $687 million. The State’s taxable sales have been negatively impacted by the decline in
California’s real estate market and its effect on sales of building materials, home furnishings, and related
household items. Higher gasoline prices had a negative impact on consumer spending on vehicles.

The State’s major governmental funds are the General Fund, the Federal Fund, and the Transportation Fund.
The General Fund ended the fiscal year with a fund deficit of $4.2 billion. The Federal Fund and the
Transportation Fund ended the fiscal year with fund balances of $43 million and $5.4 billion, respectively. The
nonmajor governmental funds ended the year with a total fund balance of $11.4 billion.

General Fund: As shown on the Balance Sheet, the General Fund (the State’s main operating fund) ended the
fiscal year with assets of $14.2 billion, liabilities of $18.4 billion, and fund balance reserves of $2.1 billion,
leaving the General Fund with an unreserved fund deficit of $6.3 billion. The largest change in asset accounts
was in cash and pooled investments, which decreased from $6.0 billion to $1.8 billion; cash reserves were
used for current-year expenditures, as revenue collections were so far below expectations.
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The largest change in liability account balances was a decrease in interfund payables (from $3.4 billion to
$2.2 billion). The decrease in interfund payables is attributable to a change in accounting for the liability for
unclaimed property. Rather than reporting the liability as an interfund payable to the Unclaimed Property Fund,
the General Fund is now reporting this liability to the depositors in the unclaimed property liability account.

As shown on the Statement of Revenues, Expenditures, and Changes in Fund Balances of the governmental
funds, the General Fund had $97.8 billion in revenues, $99.0 billion in expenditures, and a net $1.1 billion
disbursement from other financing sources (uses) for the year ended June 30, 2008. The largest source of
General Fund revenue was $94.7 billion in taxes, comprised primarily of personal income taxes ($54.2 billion)
and sales and use taxes ($26.6 billion).

Total General Fund tax revenues increased by $1.0 billion, or 1.1%, resulting in the lowest tax revenue growth
rate since 2001. Revenues from personal income and insurance taxes increased, but were offset by decreases
in sales and use, corporation, and other taxes. The largest increase in revenues came from personal income
taxes, which increased by $1.9 billion (3.6%). Sales and use taxes decreased by $804 million (2.9%), to
$26.6 billion.

General Fund expenditures increased by $2.8 billion, to $99.0 billion. The programs with the largest increases
were education, which increased by $1.8 billion, to $51.1 billion, and correctional programs, which increased
by $884 million, to $9.7 billion. The General Fund’s ending fund balance (including reserves) for the year
ended June 30, 2008, was a negative $4.2 billion, a decrease of $2.3 billion over the previous year’s ending
fund balance of negative $1.9 billion. The increase in education expenditures consists mainly of cost-of-living
adjustments, increased funding for child care, and increased funding for enrollment growth in higher education.
The increased expenditures in correctional programs was mainly for inmate medical services, in order to
comply with recent court orders and implementation of new parole programs to reduce recidivism.

Federal Fund: This fund reports federal grant revenues and the related expenditures to support the grant
programs. The largest of these program areas is health and human services, which accounted for $34.9 billion
(76.0%) of the total $46.0 billion in fund expenditures. The Medical Assistance program and the Temporary
Assistance for Needy Families program are included in this program area. Education programs also constituted
a large part of the fund’s expenditures—$6.4 billion (13.9%)—most of which were apportionments made to
local educational agencies (school districts, county offices of education, community colleges, etc.). The Federal
Fund’'s revenues and expenditures increased by approximately the same amount, with revenues increasing
slightly more than expenditures, resulting in a $5 million increase in fund balance from the prior year.

Transportation Fund: This fund accounts for fuel taxes, bond proceeds, and other revenues used primarily for
highway and passenger rail construction. Expenditures increased by 70.5%, while revenues increased by
51.9% from the prior year. The increase in revenues and expenditures is the result of combining the
Transportation Safety Fund and certain other nonmajor governmental funds with the Transportation
Construction Fund into the newly named Transportation Fund. Fund expenditures of $12.4 billion exceeded
revenues by $4.2 billion; however, there were receipts of $2.8 billion in other financing sources, so the fund
balance decreased by only $1.3 billion over the previous year’s restated fund balance.

Proprietary Funds
Enterprise Funds: In general, the slowing economy did not have as significant an effect on enterprise funds as
it did on governmental funds. Most major enterprise funds’ activity remained stable, as revenues approximated

expenses. However, the dramatic increase in California’s unemployment rate had an equally dramatic effect on
the Unemployment Programs Fund net assets, which decreased by $1.8 billion.
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As shown on the Statement of Net Assets of the proprietary funds, total assets of the enterprise funds were
$39.5 billion as of June 30, 2008. Of this amount, current assets totaled $11.6 billion and noncurrent assets
totaled $27.9 billion. The largest change in asset account balances was a $1.2 billion decrease in cash and
pooled investments, mainly in the Unemployment Programs Fund. The total liabilities of the enterprise funds
were $29.5 billion. The largest liability accounts were revenue bonds payable of $21.9 billion and general
obligation bonds payable of $1.8 billion. Although there was activity during the year—new bonds issued,
redemptions, and defeasances—the change in the ending balance of these accounts was small.

Total net assets of the enterprise funds were $9.9 billion as of June 30, 2008. Total net assets consisted of
three segments: expendable restricted net assets of $6.9 billion, investment in capital assets (net of related
debt) of $50 million, and unrestricted net assets of $3.0 billion. The Unemployment Programs Fund had the
largest net assets, with $3.8 billion (38.6% of the enterprise funds’ total net assets). The expendable restricted
net assets of the Unemployment Programs Fund decreased by $1.8 billion.

As shown on the Statement of Revenues, Expenses, and Changes in Fund Net Assets of the proprietary
funds, the enterprise funds ended the year with operating revenues of $18.3 billion, operating expenses of
$19.1 billion, and net disbursements from other transactions of $809 million. The largest sources of operating
revenue were unemployment and disability insurance receipts of $8.5 billion in the Unemployment Programs
Fund and power sales of $4.3 billion collected by the Electric Power Fund. The largest operating expenses
were distributions to beneficiaries of $10.4 billion by the Unemployment Programs Fund and power purchases
(net of recoverable costs) of $4.3 billion by the Electric Power Fund. The ending net assets of the enterprise
funds for the year ended June 30, 2008, were $9.9 billion, or $1.6 billion less than the previous year’s restated
ending fund balance of $11.5 billion.

The large decrease in the cash and pooled investments account and the net assets of the Unemployment
Programs Fund were the result of the fund’s reserves being used to cover the increased demand for
unemployment benefits. Several years ago, a legislative change nearly doubled the maximum unemployment
weekly benefit, but there was no corresponding increase to the tax rate schedule or the taxable wage base that
would have generated additional revenue to cover the increased benefit. This imbalanced financing structure
caused a brief insolvency in the Unemployment Programs Fund in 2004, but as the economy improved and
unemployment decreased, the fund was able to build a modest reserve. However, as unemployment began to
dramatically increase during the 2007-08 fiscal year, the fund’s unemployment insurance receipts for the year
once again fell short of the amount needed to pay the current-year unemployment benefits.

Since June 30, 2008, the condition of the Unemployment Programs Fund deteriorated more quickly than
anticipated, as California’s unemployment rate rose to 10.1% in January 2009, and the State had to obtain a
federal loan to cover the deficit projected for the first quarter of 2009. The State anticipates requesting another
loan to cover the second quarter of 2009. It is estimated that proposed changes to the financing structure,
including increases to the tax rates and the taxable wage base, will restore solvency to the fund by the end of
2010.

Internal Service Funds: Total net assets of the internal service funds were $419 million as of June 30, 2008.

These net assets consist of two segments: investment in capital assets (net of related debt) of $169 million and
unrestricted net assets of $250 million.
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Fiduciary Funds

The State of California has four types of fiduciary funds: private purpose trust funds, pension and other
employee benefit trust funds, investment trust funds, and agency funds. The private purpose trust funds ended
the fiscal year with net assets of $3.1 billion. The pension and other employee benefit trust funds ended the
fiscal year with net assets of $408.8 billion. The State’s only investment trust fund, the Local Agency
Investment Fund, ended the fiscal year with net assets of $25.2 billion. Agency funds act as clearing accounts
and thus do not have net assets.

For the year ended June 30, 2008, the fiduciary funds’ combined net assets were $437.1 billion, a $17.8 billion
decrease from prior year net assets. The net assets of the private purpose trust funds and the investment trust
fund increased by $407 million and $5.4 billion, respectively, while the net assets of the pension and other
employee benefit trust funds decreased by $23.6 billion. The decrease in net assets for these funds was
mainly attributable to a decline in investment income that actually resulted in a net loss for the year and a
decrease in the fair value of their investments of over $41.5 billion.

General Fund Budget Highlights

The original General Fund budget of $103.6 billion was increased by $349 million. This increase is mainly
composed of increased resources spending due to additional fire protection needs, reductions to various
education programs due to fiscal emergency measures, and a shift in funding from general government to
correctional programs as a result of arbitration settlements. During the 2007-08 fiscal year, General Fund
actual expenditures were $102.8 billion, $1.2 billion less than the final budgeted amounts.

Table 3

General Fund Original and Final Budgets
Year ended June 30, 2008
(amounts in millions)

Increase/
Original Final (Decrease)
Budgeted amounts
State and CONSUMET SEIVICES .......viivuniiiieiiiiee e ee e e eeee e $ 597 $ 604 $ 7
Business and transportation ..o 1,433 1,433 0
RESOUICES ... e et 1,191 1,650 459
Health and human SEIVICES ..........oiuiiiiii e 29,885 29,940 55
Correctional Programs ...........c...coiiiiiiiiiii e 9,829 10,225 396
EAUCALION ...t e 50,854 50,455 (399)
General government:

TaX FEIET .o e 984 983 (1)
DEDE SEIVICE ...t 3,524 3,543 19
Other general governmMent .........c..uiiiuiiiiiiii e 5,307 5,120 (187)
Total ... $ 103,604 $ 103,953 $ 349
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Capital Assets and Debt Administration
Capital Assets

The State’s investment in capital assets for its governmental and business-type activities as of June 30, 2008,
amounted to $102.2 billion (net of accumulated depreciation). This investment in capital assets includes land,
state highway infrastructure, collections, buildings and other depreciable property, and construction in
progress. Depreciable property includes buildings, improvements other than buildings, equipment, personal
property, intangible assets, certain infrastructure assets, certain books, and other capitalized and depreciable
property. Infrastructure assets are items that are normally immovable and can be preserved for a greater
number of years than most capital assets. Infrastructure assets include roads and bridges.

Table 4 presents a summary of the primary government’s capital assets for governmental and business-type
activities.

Table 4

Capital Assets
Year ended June 30, 2008
(amounts in millions)

Governmental Business-type

Activities Activities Total
LN e e $ 16,059 $ 53 $ 16,112
State highway infrastructure ..............ccooviiiiiiiii e, 58,548 — 58,548
Collections — NONAEPreciable ..........cuuveeiiiiiiire i 22 — 22
Buildings and other depreciable property ............ccooeviiiiiiiiiiieeeen, 22,253 8,714 30,967
Less: accumulated depreciation ...........covuoveiiiiiieiei e (9,261) (3,802) (13,063)
CONSIUCION IN PrOGIESS ..cvvnieenieeiiie ittt a e 7,739 1,876 9,615
TOtal ..o e $ 95,360 $ 6,841 $ 102,201

The budget authorized $2.5 billion for the State’s capital outlay program in the 2007-08 fiscal year, not including
funding for state highway infrastructure, K-12 schools, state conservancies, and state water projects. State
highway infrastructure assets are discussed in more detail in the Required Supplementary Information that
follows the notes to the financial statements. Of the $2.5 billion authorized, $75 million was from the General
Fund; $458 million was from lease-revenue bonds; $1.7 billion was from proceeds of various general obligation
bonds; and $267 million was from reimbursements, federal funds, and special funds. The major capital projects
authorized include:

e $1.4 billion for numerous construction projects within the University of California, the California State
University, and the California Community Colleges;

e  $164 million for the Department of Forestry and Fire Protection to replace 16 wildland fire protection
facilities, including two conservation camps, and increased funding for continuing projects, as well as to
address critical infrastructure deficiencies and health and safety issues at emergency response facilities;
and
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e $156 million for the Department of Corrections and Rehabilitation to construct waste-water and potable
water treatment projects and other projects that address critical infrastructure deficiencies and health and
safety issues.

In addition to the funding contained in the budget, legislation authorized $7.3 billion in lease—revenue bonds for
the Department of Corrections and Rehabilitation for the construction of infill beds, secure reentry facilities,
local jail beds, and healthcare facilities. Legislation also appropriated $300 million from the General Fund to
make infrastructure improvements at existing state prisons.

Note 7, Capital Assets, includes additional information on the State’s capital assets.

Modified Approach for Infrastructure Assets

The State uses the modified approach to report the cost of its infrastructure assets (state roadways and
bridges). Under the modified approach, the State does not report depreciation expense for roads and bridges
but capitalizes all costs that add to the capacity and efficiency of State-owned roads and bridges. All
maintenance and preservation costs are expensed and not capitalized. Under the modified approach, the State
maintains an asset management system to demonstrate that it is preserving the infrastructure at or above
established condition levels. The State is responsible for maintaining 49,477 lane miles and 12,183 bridges.

During the 2007-08 fiscal year, the actual amount spent on preservation was 15.2% of the estimated budgeted
amount needed to maintain the infrastructure assets at the established-condition levels. Although the amount
spent fell short of the budgeted amount, the assessed conditions of the State’s bridges and roadways are
better than the established condition baselines.

The Required Supplementary Information includes additional information on how the State uses the modified
approach for infrastructure assets and it presents the established condition standards, condition assessments,
and preservation costs.

Debt Administration

At June 30, 2008, the primary government had total bonded debt outstanding of $89.1 billion. Of this amount,
$58.3 billion (65.4%) represents general obligation bonds, which are backed by the full faith and credit of the
State. Included in the $58.3 billion of general obligation bonds is $10.5 billion of Economic Recovery bonds
that are secured by a pledge of revenues derived from dedicated sales and use taxes. The current portion of
general obligation bonds outstanding is $2.9 billion and the long-term portion is $55.4 billion. The remaining
$30.8 billion (34.6%) of bonded debt outstanding represents revenue bonds, which are secured solely by
specified revenue sources. The current portion of revenue bonds outstanding is $1.2 billion and the long-term
portion is $29.6 billion.
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Table 5 presents a summary of the primary government’s long-term obligations for governmental and
business-type activities.

Table 5

Long-term Obligations
Year ended June 30, 2008
(amounts in millions)

Governmental Business-type
Activities Activities Total
Government-wide noncurrent liabilities
General obligation bonds .............cccoiiiiiiiiiiiiii $ 53,682 $ 1,772 $ 55,454
ReVENUE DONAS ......ovniiiiiiie s 7,676 21,949 29,625
Certificates of participation and commercial paper ...........cccccceeveeennnnens 1,578 67 1,645
Capital lease obligations ............coiiiiiiiiiiii e 4,131 — 4,131
Other noncurrent liabilities ...........ccooviiiiiiii e 14,408 1,854 16,262
Total noncurrent liabilities ..................c.c.occoiiii 81,475 25,642 107,117
Current portion of long-term obligations ...............cociiiiiiiiiiiiine 4,392 1,722 6,114
Total long-term obligations .................ccccoeeeiiiiiieiiiii e $ 85,867 $ 27,364 $ 113,231

The primary government’s total long-term obligations increased during the year ended June 30, 2008. The
largest change in governmental activities’ long-term obligations is an increase of $5.4 billion in general
obligation bonds payable mainly attributed to the sale of $3.2 billion of Economic Recovery bonds and
$1.1 billion of Highway Safety, Traffic Reduction, Air Quality, and Port Security (Proposition 1B) bonds.
General obligation bonds also increased by a net $925 million that represents the unamortized bond premiums
and refunding losses that had previously not be included in the financial statements.

Note 10, Long-term Obligations, and Notes 11 through 16 include additional information on the State’s
long-term obligations.

In February 2009, Standard & Poor’s reduced the State’s general obligation bond credit rating from “A+” to “A”
due to the State’s inability to reach an agreement on the mid-year budget revision and its rapidly eroding cash
position. The current ratings from the other two rating services are “A1” from Moody’s Investors Service and
“A+” from Fitch. These ratings have remained unchanged for almost three years.

Economic Condition and Future Budgets

Economic Condition and Outlook

The current negative economic climate dominates the headlines across California and the nation. According to
the National Bureau of Economic Research, the national recession is now official and had actually begun in
December of 2007. The problems began in real estate as housing sales began to decline in 2005. Housing
prices began to decline in 2006; prices are now down 21.3% from first-quarter-of-2006 peak levels. The decline
in the real estate market began to put stress on the overall economy during 2007—first in the financial markets
as the mortgage credit crisis began to show in mid-2007, and second in the labor market as unemployment
started to rise at the end of 2007. In 2008, the problems intensified, and now California’s economic woes have
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spread far beyond real estate and financial markets to the entire state economy. Growth in the fourth quarter of
2008 was -6.2%, the worst in at least 25 years.

Over the past 16 years, credit expanded dramatically, with over $20 trillion in new debt issued during this
period. As the overall U.S. economy slowed, the extent of the credit crisis became obvious. In early 2008, Bear
Stearns announced that it incurred a loss in the fourth quarter of 2007—the first in its history; investors lost
confidence and share prices plummeted, and the company was finally purchased by JP Morgan. In July 2008,
IndyMac Bank was seized by federal regulators following a run on deposits fueled by concerns over excessive
exposure to the subprime mortgage market. IndyMac was the second-largest independent mortgage originator
in the nation and the seventh-largest savings and loan institution in the country; its demise represents the
largest thrift failure since 1984. A series of buyouts and failures of prominent financial firms followed, including
those of Merrill Lynch, Washington Mutual, Wachovia, Lehman Brothers, and California’s Downey Savings and
Loan. In September 2008, the federal government rescued insurance giant AlG with a bailout package that has
now reached $160 billion.

The federal government has been using a variety of tools in an attempt to bolster the financial markets. In late
September of 2008, the U.S. Treasury unveiled the $700 billion Troubled Asset Relief Program (TARP), to
purchase troubled assets and provide relief to banks that have seen an enormous erosion of balance sheets.
Between September 2007 and December 2008, the Federal Reserve cut the federal funds rate by 50 basis
points, to a historically low 0-t0-0.25%, in order to improve credit conditions and promote a return to moderate
economic growth. The Federal Reserve has also been buying debt from the non-financial market and, now that
benchmark lending rates are near zero, it is considering buying up government treasury bonds to try to keep
long-term interest rates low.

The situation was not much better outside the financial sector in 2008. What began as a decline in construction
and financial activities spread to most other sectors by the end of the year. California, a center of much of the
housing sector chaos, has led the nation in the downturn. Unemployment here has risen substantially since
mid-2007, and by November 2008, the seasonally adjusted unemployment rate in California had reached
8.4%—its highest level in 14 years. In November 2008, 1.56 million Californians were unemployed and civilian
employment had declined by more than 220,000 since November 2007. California’s job market was hit harder
than the nation’s as a whole; the national unemployment rate was 7.2%, with 11.1 million people unemployed
as of December 2008. Since the official start of the national recession in December 2007, the U.S. has shed
roughly 2.96 million jobs.

The real estate markets are still in decline, due to loose lending practices coupled with a large discrepancy in
the ratio of incomes to home prices; many banks made loans for homes that borrowers simply couldn’t afford.
In 2008, defaults and foreclosures in California were at their highest levels in over a decade. Between January
and September 2008, 191,000 homes had been foreclosed upon and 311,000 were in default status. With
layoffs on the rise, the newly unemployed may add to the number of foreclosures. In the third quarter of 2008,
non-residential building permits were down 41% from the fourth quarter of 2007.

By September 2008, median home prices for both existing single-family homes and new single-family homes
declined further and sat 40.2% and 21.5%, respectively, below their fourth-quarter-of-2006 levels. In the third
quarter of 2008, home sales showed signs of responding to the decline in prices—there were nearly twice as
many sales of existing homes and condos as in the first quarter. However, economists believe that sales of
foreclosed properties were made primarily to speculators. Thus, these properties represent a “shadow
inventory” that will reenter the market when prices increase—prolonging the downturn and delaying recovery.

The troubles do not appear to be easing as we enter 2009; the weakened economy has created severe budget
problems for California. With greater numbers of people out of work and losing their homes, major revenue
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sources for the State, such as personal income tax and sales and use taxes, have been negatively impacted.
Reassessment of property values in the face of declining home prices will likely affect the property tax rolls as
well. Economists forecast that the California unemployment rate, already at 10.1% in January 2009, will
continue to rise through 2009. Home prices will continue to fall throughout the next two years and likely into
2011. Economists expect that, as in the third and fourth quarters of 2008, the Gross Domestic Product will
contract in the first three quarters of 2009.

California’s 2008-09 Budget

California’s 2008-09 Budget Act was enacted on September 23, 2008, almost three months after the fiscal year
began. The total spending plan adopted for the State was $144.5 billion—$103.4 billion from the General Fund,
$28.2 billion from special funds, and $12.9 billion from bond funds. The General Fund’s available resources
were projected to be $106.0 billion and the adopted budget included a reserve for economic uncertainty of
$1.7 billion. General Fund revenues come predominately from taxes, with personal income taxes expected to
provide 55% of total revenue. California’s major taxes (personal income, sales and use, and corporation taxes)
were projected to supply approximately 94% of the General Fund’s resources in the 2008-09 fiscal year.

Not long after the 2008-09 budget was enacted, it became clear that the sinking economy and the turmoil in
the financial markets were causing General Fund revenue to decline. In early October 2008, just weeks after
the budget was enacted, the State Controller announced that revenues were deteriorating faster than expected
and the General Fund receipts in the first quarter of the fiscal year were already $1.1 billion lower than
expected. By late December 2008 it was estimated that General Fund revenues would be $14.8 billion lower
than projected at the time the budget was enacted. At the same time, the worldwide financial crisis and its
impact on credit markets, including the municipal bond market, resulted in a dramatic decline in the normal
volume of bond and note transactions. As a result, the State did not obtain all of the financing that it needed.
The declining General Fund revenues and limited credit market access was starting to create a cash shortage.
In response to the expected cash shortage, the State Controller implemented a payment deferral plan in
February 2009 to preserve cash for education, debt service, and other payments required by the State
Constitution, federal law, and court rulings.

In light of the deteriorating economic conditions and the situation’s urgency, the Governor called a special
session of the Legislature and proposed a variety of spending reductions and revenue increases to bring
spending in the 2008-09 fiscal year closer in line with available revenues. On February 20, 2009, an
unprecedented 17-month budget package covering the remainder of the 2008-09 fiscal year and the 2009-10
fiscal year was enacted. This budget package contains $11.4 billion in solutions for the 2008-09 fiscal year that
include: $6.7 billion in expenditure reductions, primarily in K-12 education; $2.8 billion in federal funds from the
recent economic stimulus law; $1.5 billion in revenue from increased rates for the sales and use tax and the
vehicle license fee; and $268 million from internal borrowing. Even with these solutions, the budget package
shows that the General Fund will end the 2008-09 fiscal year with a $2.3 billion deficit.

California’s 2009-10 Budget

The 17-month budget package enacted on February 20, 2009, provides the fiscal blueprint intended to solve
the estimated $41.6 billion budget shortfall that was predicted in the 2009-10 Governor’'s proposed budget
released on January 9, 2009. This enacted budget projects total General Fund revenue of $97.7 billion and
expenditures of $92.2 billion. The $5.5 billion difference between revenue and expenditures is expected to
cover the anticipated year-end deficit of $2.3 billion in the 2008-09 fiscal year and to build up reserve accounts
of $3.2 billion by the end of the 2009-10 fiscal year.
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The enacted budget package includes more than $30.3 billion in solutions for the 2009-10 fiscal year. The
solutions include $9.0 billion in expenditure reductions. The largest reductions are related to K-12 education,
which will experience both reductions to core program funding and the deferral of payments to future years.
Expenditure reductions also include furloughing state workers, eliminating inflationary adjustments for many
programs, and making other reductions in services. The solutions also include $11.0 billion in revenue from
temporary tax increases. Most of the higher taxes are the result of increased rates for the sales and use tax,
vehicle license fee, and personal income tax. The solutions also include the receipt of $5.2 billion—a
conservative estimate—in federal funds from the recent economic stimulus law. Finally, the solutions include
$5.1 billion in borrowing against future Lottery profits through securitization bonds and internal sources.

As part of the 2009-10 fiscal year budget package, several statewide propositions will be placed on the May
2009 ballot for voter approval before certain budget provisions can be executed. These propositions include
policy changes and reforms intended to provide immediate and long-term benefits to the economy. The
2009-10 budget depends on access to about $6 billion related to three propositions on the May 2009
ballot—$5.0 billion from borrowing from future Lottery profits (Proposition 1C), up to $608 million from
redirecting dedicated childhood development funds (Proposition 1D), and about $230 million from redirecting
dedicated mental health funds (Proposition 1E). If the voters reject these measures, the 2009-10 budget will
not be in balance under current revenue projections. The Governor and the Legislature would need to agree to
billions of dollars of additional spending cuts, tax increases, or other budgetary solutions to bring the budget
back into balance.

According the Legislative Analyst’s Office (LAO), California’s nonpartisan fiscal and policy advisor, even with
the adoption of the 2009-10 budget package and the passage of all the propositions on the May 2009 ballot,
the State is expected to face budget shortfalls in the future. The LAO expects the State’s economic recovery
from the recession to be relatively slow and it concludes that many of the solutions adopted as part of the
2009-10 budget are short-term in nature. Consequently, based on the LAO’s current projections, the State will
need to adopt billions of dollars in additional spending reductions, tax increases, or other solutions in the
coming years.

Requests for Information

The State Controller’'s Office designed this financial report to provide interested parties with a general overview
of the State of California’s finances. Address questions concerning the information provided in this report or
requests for additional information to the State Controller’'s Office, Division of Accounting and Reporting,
P.O. Box 942850, Sacramento, California 94250. This report is also available on the Controller's Office Web
site at www.sco.ca.gov.
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Statement of Net Assets

June 30, 2008
(amounts in thousands)

ASSETS
Current assets:
Cash and pooled investments .............cccoceeeennnen.
Amount on deposit with U.S. Treasury .................
Investments
Restricted assets:
Cash and pooled investments .............cccceeeenen.
Investments ...........cooeevvinnnnns
Due from other governments
Net investment in direct financing leases ..............
Receivables (net)
Internal balances
Due from primary government ................c.cccoeee
Due from other governments ..................cccooeeees
Due from component units ..........ccoeeeiveeneenieeennn.
Prepaid items ........coooiiiiiii
INVENTONIES . oeniieiiiie e e
Recoverable power costs (net) ...........ccceuvennnen.
Other current @ssets ..........cccovvveuiiiiiiiiiiecinene

Total current assets .........cooeveeiiiiiiiniiniinnnn,
Noncurrent assets:
Restricted assets:

Cash and pooled investments ................ccceeee.

Investments ............

Loans receivable
INVESIMENtS ...
Net investment in direct financing leases ...
Receivables (Net) .......ccoooiiiiiiiiiiii
Loans receivable .............coooiiiiiiii
Recoverable power costs (net) ...
Deferred charges ...........covveeiiiiiiniiiieceen,
Capital assets:

State highway infrastructure

Collections — nondepreciable ......................cc.
Buildings and other depreciable property ...........
Less: accumulated depreciation .......................

Construction in progress .......cc.ocovvviuieeenneeennn.
Other noncurrent assets .............c.coeeeeneee.

Total noncurrent assets ............ccc.coeevveennnnnnn.
Total assets .....cccevirierirririr e

Primary Government

Governmental Business-type Component
Activities Activities Total Units

18,721,824 $ 4,112,921  § 22,834,745 2,906,555
— 2,666,360 2,666,360 —
2,275,363 735,986 3,011,349 10,612,860
— 1,920,995 1,920,995 22,196

— — — 38,983

— 57,496 57,496 —

— 363,790 363,790 —
12,119,452 521,050 12,640,502 3,738,970
119,243 (119,243) —_ —
— — —_ 241,952
10,138,518 199,586 10,338,104 552,171
62,831 — 62,831 —
104,337 11,476 115,813 2,232
89,195 29,529 118,724 158,165

— 511,000 511,000 —
205,793 261,617 467,410 228,129
43,836,556 11,272,563 55,109,119 18,502,213
— 1,068,560 1,068,560 126,140

— 560,124 560,124 39,696

— 454,214 454,214 —

— 1,449,565 1,449,565 37,761,542

— 6,307,555 6,307,555 —
1,697,616 17,194 1,714,810 952,625
2,767,302 3,826,070 6,593,372 8,435,986
— 5,934,000 5,934,000 —

71,429 1,303,971 1,375,400 42,469
16,059,470 52,848 16,112,318 831,366
58,547,500 — 58,547,500 —
21,631 29 21,660 288,859
22,253,110 8,713,588 30,966,698 30,281,005
(9,260,938) (3,801,680) (13,062,618) (13,409,120)
7,738,896 1,876,245 9,615,141 3,143,052
3,000 13,476 16,476 408,229
99,899,016 27,775,759 127,674,775 68,901,849
143,735,572 $ 39,048,322 $ 182,783,894 87,404,062

28 The notes to the financial statements are an integral part of this statement.
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Primary Government

Governmental Business-type Component
Activities Activities Total Units
LIABILITIES
Current liabilities:
Accounts payable ..o, $ 16,602,662 $ 700,672 $ 17,303,334 $ 1,993,402
Due to primary government ...........cccocceeeeiieeeiineenne — — — 62,831
Due to component units ...........ccceveieiiiiiieineeennn 236,389 5,563 241,952 —
Due to other governments .............ccoeiviiiiieennes 7,553,049 135,954 7,689,003 6
Dividends payable ...............cooveiiiiii, — — — 3,100
Deferred revenue ..........c.oeveeeiiiiiiiii e — 60,565 60,565 1,032,779
Tax overpayments .........ccovveuiiiniiiieiiieiieieeieeenns 4,998,235 — 4,998,235 —
DEPOSIES ..evvviiiiii e 293,727 4,731 298,458 545,989
Contracts and notes payable .............c.cceeeeeeennnn. 4,301 — 4,301 11,589
Unclaimed property liability ..........ccccoeviiiniiieenen. 800,570 — 800,570 —
Advance collections ...........cccceeviiiiiiiiiiiiceans 765,976 25,296 791,272 115,142
Interest payable ... 844,804 205,637 1,050,441 150,698
Securities lending obligations ................ccccieeine — — — 3,842,568
Benefits payable ..........cccooiiiiiiii — 509,667 509,667 1,942,713
Current portion of long-term obligations ............... 4,392,297 1,721,700 6,113,997 1,686,317
Other current liabilities ...........ccocoeeveiiiiiiiniennnn. 711,772 124,255 836,027 1,906,072
Total current liabilities 37,203,782 3,494,040 40,697,822 13,293,206
Noncurrent liabilities:
Benefits payable ...........cccooiiiiiiii — 6,761 6,761 16,432,739
Lottery prizes and annuities ...............cccccooeeeene. — 1,235,904 1,235,904 —
Compensated absences payable 1,911,923 26,574 1,938,497 219,976
Certificates of participation, commercial paper,
and other borrowings ...........ccovveiveviienniieenn. 1,577,832 67,204 1,645,036 66,444
Capital lease obligations .............ccceveveiiininennnnn, 4,131,270 — 4,131,270 2,326,650
General obligation bonds payable ....................... 53,681,605 1,771,903 55,453,508 —
Revenue bonds payable ...............cooeiiiiiiiiinns 7,676,096 21,948,885 29,624,981 15,722,332
Other noncurrent liabilities .............c.ccooeeiiiiinnn. 12,496,318 584,623 13,080,941 3,056,331
Total noncurrent liabilities .. 81,475,044 25,641,854 107,116,898 37,824,472
Total liabilities .......cccccoviireuiiiiireeiiiieeeean, 118,678,826 29,135,894 147,814,720 51,117,678
NET ASSETS
Investment in capital assets, net of related debt .... 84,255,048 49,510 84,304,558 10,979,069
Restricted:
Nonexpendable —endowments ........................ — — — 3,570,528
Expendable:
Endowments and gifts ..........cccoeiciiniiniiennn. — — —_ 7,442,272
Business and transportation ............cccoccceeeneen. 1,159,766 144,081 1,303,847 1,444,265
RESOUICES ....couviiiiiiieiec e, 1,360,505 1,618,308 2,978,813 —
Health and human services .........cccceeiieernnen. 3,005,273 109,789 3,115,062 —
Education .......cccceeiiiriiiiieee e 1,184,946 395,812 1,580,758 1,648,330
General government .........cccocevvveiienineieenineens 3,353,405 756,683 4,110,088 998,964
Unemployment programs ............ccccceviiennnne. 84,753 3,828,948 3,913,701 —
Workers' compensation liability ...............c........ — — — 4,488,663
Total expendable ...........ccooeiiiiiiiiiiiiiiees 10,148,648 6,853,621 17,002,269 16,022,494
unrestricted ........oooeeniiiiiinii e (69,346,950) 3,009,297 (66,337,653) 5,714,293
Total net assets ........ccceevrrreniiinnnnninnnennn, 25,056,746 9,912,428 34,969,174 36,286,384
Total liabilities and net assets .................... $ 143,735,572 $ 39,048,322 $ 182,783,894 $ 87,404,062

The notes to the financial statements are an integral part of this statement. 29
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Statement of Activities

Year Ended June 30, 2008

(amounts in thousands) Program Revenues
Operating Capital
Charges Grants and Grants and
FUNCTIONS/PROGRAMS Expenses for Services Contributions Contributions

Primary government
Governmental activities:

General government ...........cceeeveuienieneenennnneens $ 12,229,890 $ 4,399,159 $ 1,394,832 $ —
Education .........coooiiiii e 65,130,420 3,343,205 6,462,741 —
Health and human services .............cccceeenennn. 74,309,784 5,191,548 35,383,450 —
RESOUICES ...cvviiiiiiieee e 6,333,252 2,648,952 331,868 —
State and consumer Services ................ccceeen.ee. 1,129,063 692,348 52,941 —
Business and transportation ...............cccooceuunts 13,068,043 3,987,958 1,989,722 1,207,101
Correctional programs ............cccccevvvviiinieneennnn. 10,504,182 27,702 233,859 —
Taxrelief ..o 957,190 4,967 — —
Interest on long-term debt ...........cooiiiiiiininnne. 4,184,631 — — —
Total governmental activities ........................ 187,846,455 20,295,839 45,849,413 1,207,101
Business-type activities:
Electric POWEr ....coveiiie e 5,362,000 5,362,000 — —
Water RESOUICES .....oviviinieiiiiiieeeee e, 1,009,214 1,009,214 — —
Public Building Construction ...................coocee... 371,904 384,816 — —
State Lottery ..o 3,173,060 3,242,828 — —
Unemployment Programs ............ccooeeveeeneeneens 10,622,582 8,829,018 — —
High Technology Education .............c...ccoeieennn. 16,916 20,600 — —
State University Dormitory Building
Maintenance and Equipment ........................ 699,018 640,208 — —
State Water Pollution Control Revolving ............ 13,056 71,404 — 189,064
Housing Loan .........ouuiiiiiiiiiiii e 132,101 130,139 — —
Other enterprise programs ............ccceeeeeeernennnn. 122,921 137,476 — —
Total business-type activities ........................ 21,522,772 19,827,703 — 189,064
Total primary government .............ccceeuues $ 209,369,227 $ 40,123,542 $ 45,849,413 $ 1,396,165
Component units:
University of California ..............cccevveeeeeeieeeeenen. $ 21,140,587 $ 10,385,989 $ 7,867,138 $ 245,305
State Compensation Insurance Fund ................... 2,983,819 2,274,908 — —
California Housing Finance Agency ..................... 571,294 506,194 118,001 —
Public Employees' Benefit Fund .............cccccceenee. 936,963 1,826,740 — —
Nonmajor component units .............coeeeieinieiinenns 2,008,714 1,245,046 549,307 4,797
Total component Units .......cccooeeiiieiieeennns, $ 27,641,377 $ 16,238,877 $ 8,534,446 $ 250,102

General revenues:
Personal iNCOME taXES .......ivuieeiiei e e e e e e e
SalES AN USE tAXES . evuiviiiiiiiiee e cee e e et e e e e e e e et
COrPOrAtION TAXES ....eeie e iiteeet ettt e e ettt e e et et et e e e e e e eaes
QTSI UT =T Uo7 = 0 = =
(@] (g1 g o= D SRR

Total general revenues and transfers ...........ccceiieiiiieciincinn i,

Change in net assets ...

Net assets, July 1, 2007 ........ccuiirmmirmmmiiriir e e e s enaaeees

Net assets, June 30, 2008 ..........ccceuireimnimmrmerarrriira e rna s nassasssannns
* Restated

30 The notes to the financial statements are an integral part of this statement.
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Net (Expenses) Revenues and Changes in Net Assets

Primary Government

Governmental Business-type Component
Activities Activities Total Units
$ (6,435,899) $ (6,435,899)
(55,324,474) (55,324,474)
(33,734,786) (33,734,786)
(3,352,432) (3,352,432)
(383,774) (383,774)
(5,883,262) (5,883,262)
(10,242,621) (10,242,621)
(952,223) (952,223)
(4,184,631) (4,184,631)
(120,494,102) (120,494,102)
$ — —
12,912 12,912
69,768 69,768
(1,793,564) (1,793,564)
3,684 3,684
(58,810) (58,810)
247,412 247,412
(1,962) (1,962)
14,555 14,555
(1,506,005) (1,506,005)
(120,494,102) (1,506,005) (122,000,107)
$ (2,642,155)
(708,911)
52,901
889,777
(209,564)
(2,617,952)
55,355,266 — 55,355,266 —
34,856,824 — 34,856,824 —
11,207,468 — 11,207,468 —
2,190,870 — 2,190,870 —
5,594,970 — 5,594,970 —
639,059 — 639,059 1,526,701
282,287 — 282,287 —
— — — 2,610,292
54,994 (54,994) — —
110,181,738 (54,994) 110,126,744 4,136,993
(10,312,364) (1,560,999) (11,873,363) 1,519,041
35,369,110 * 11,473,427 * 46,842,537 34,767,343 *
$ 25,056,746 $ 9,912,428 $ 34,969,174 $ 36,286,384

The notes to the financial statements are an integral part of this statement.
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Balance Sheet
Governmental Funds

June 30, 2008
(amounts in thousands)

Nonmajor
General Federal Transportation Governmental Total
ASSETS
Cash and pooled investments .................. $ 1832914 $ 422134 $ 3,163,666 $ 12,384,457 17,803,171
Investments ............ — — — 2,275,363 2,275,363
Receivables (net) 9,917,756 1,635 519,599 1,255,410 11,694,300
Due from other funds ...........cccocevviiiinennn. 1,364,683 6,347 1,947,593 1,526,757 4,845,380
Due from component units ............ 62,831 —_ —_ — 62,831
Due from other governments 805,230 9,100,071 16,058 202,678 10,124,037
Interfund receivables 76,429 — 1,645,803 602,684 2,324,916
Loans receivable ........... 103,082 46,011 — 2,558,184 2,707,277
Other assets .......covveveivviiiiiiieiee e 38,496 — 123,827 43,470 205,793
Total assets ........coeeiimeiriimiiircieeens $ 14,201,421 $ 9,576,098 $ 7,416,546 $ 20,849,003 52,043,068
LIABILITIES
Accounts payable ...........cccceeeeeeieiieinnenn. $ 1545539 $ 1,101,076 $ 513,274 $ 4,095,945 7,255,834
Due to other funds ..........ccooeeeniiiiiiiiinee. 4,983,375 6,202,681 308,494 1,764,661 13,259,211
Due to component units ...........cccceevueeennnn. 163,561 — 2,565 64,689 230,815
Due to other governments ..............c....c..... 3,303,179 2,169,403 813,403 1,874,888 8,160,873
Interfund payables ..........cccocoeiiiiiiiiine. 2,231,795 — — 28,876 2,260,671
Tax overpayments ...........ccvvveveeieenneeennnns 4,989,995 — — 8,240 4,998,235
DEPOSItS ...vveeeieiiiieeii e 3,967 — 11,136 272,236 287,339
Advance collections ............ccccceeeviniininnnn. 37,984 37,498 13,633 281,076 370,191
Interest payable ...........ccccveiiiiiiiinn 6,719 8,178 — 229,116 244,013
Unclaimed property liability............cccceeeneeee. 800,570 — — — 800,570
General obligation bonds payable................ — —_ —_ 421,405 421,405
Other liabilities ........c..coouiviiiiiiiiinns 303,606 14,510 308,609 438,611 1,065,336
Total liabilities ..........ccceeeruiiienineanns 18,370,290 9,533,346 1,971,114 9,479,743 39,354,493
FUND BALANCES
Reserved for:
Encumbrances ..........ccoooeeiiiiiiiiiiinnn, 933,269 — 3,994,383 2,715,777 7,643,429
Interfund receivables ............................ 76,429 — 1,645,803 602,684 2,324,916
Loans receivable ...............ccoceiiiiiiinnenn. 103,082 46,011 — 2,558,184 2,707,277
Continuing appropriations ...................... 1,000,369 — 4,668,623 2,381,810 8,050,802
Debt SEIViCe.......cccvuvveeeeeeieceee e — — — 898,808 898,808
Unreserved, reported in:
General Fund ..o (6,282,018) — — — (6,282,018)
Special revenue funds ................ooeeniee. — (3,259) (4,863,377) 3,049,346 (1,817,290)
Capital projects funds .............c.oeeeennnen. — — — (837,349) (837,349)
Total fund balances (deficits) ............ (4,168,869) 42,752 5,445,432 11,369,260 12,688,575
Total liabilities and fund
balances .......ccoooveiiiiiiiieiire s $ 14,201,421 $ 9,576,098 $ 7,416,546 $ 20,849,003
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Reconciliation of the Governmental Funds
Balance Sheet to the Statement of Net Assets

(amounts in thousands)

Total fund balances — governmental funds

Amounts reported for governmental activities in the Statement of Net Assets are different from those in the
Governmental Funds Balance Sheet because:

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

* Other long-term assets are not available to pay for current-period expenditures and, therefore, are not reported.

* Internal service funds are used by management to charge the costs of certain activities, such as architectural,
procurement, and technology services, to individual funds. The assets and liabilities of the internal service
funds are included in governmental activities in the Statement of Net Assets.

* Bond discounts, premiums, and deferred issue costs are amortized over the life of the bonds and are included
in the governmental activities in the Statement of Net Assets.

¢ General obligation bonds totaling $55,689,667 and revenue bonds totaling $8,326,429 are not due and payable
in the current period and, therefore, are not reported in the funds.

e Certain long-term liabilities are not due and payable in the current period; therefore, adjustments to these
liabilities are not reported in the funds:

Compensated absences adjustments (1,961,773)
Certificates of participation and commercial paper adjustments (1,736,089)
Capital lease adjustments (4,367,363)
Other long-term obligations (12,501,481)

Net assets of governmental activities

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

12,688,575

95,145,200

1,715,295

418,703

(328,225)

(64,016,096)

(20,566,706)

25,056,746
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Statement of Revenues, Expenditures,
and Changes in Fund Balances

Governmental Funds

Year Ended June 30, 2008

. Nonmajor
(amounts in thousands)
General Federal Transportation Governmental Total
REVENUES
Personal income taxes $ 54214285 $ — $ — 3 982,777 $ 55,197,062
Sales and use taxes .........cccoeveeviiiiiieiennnnns 26,598,820 — 1,157,373 7,008,458 34,764,651
Corporation taxes .........ocevvviiiiiiiiniineiieaanns 11,201,468 — — —_ 11,201,468
Insurance taxes 2,190,870 — — —_ 2,190,870
Othertaxes .......coeeevieiiiiiiieiiieiee e 494,427 — 3,253,041 1,928,426 5,675,894
Intergovernmental .............ccccoooei, — 47,037,796 — 1,931,210 48,969,006
Licenses and permits 792 — 3,038,550 2,287,512 5,326,854
190,992 — 502,309 332,268 1,025,569
796,517 — 18,964 5,235,921 6,051,402
52,724 453 55,370 640,684 749,231
581,535 — 90,099 919,391 1,591,025
282,287 — — — 282,287
1,169,661 — 106,661 2,988,688 4,265,010
Total revenues ........coceeivviiieniirenninnen, 97,774,378 47,038,249 8,222,367 24,255,335 177,290,329
EXPENDITURES
Current:
General government ..........ccocoeiieinieeennnn. 2,238,325 1,021,975 147,356 8,381,014 11,788,670
Education ..........cooiiiiiiiiiii e 51,091,244 6,399,901 101,412 6,775,055 64,367,612
Health and human services ..................... 29,147,545 34,938,163 137,851 9,879,149 74,102,708
RESOUICES ...ceveiiiiiiiiieiei e 1,468,516 331,483 146,482 4,177,128 6,123,609
State and consumer services ................... 539,094 52,966 92,358 554,979 1,239,397
Business and transportation ..................... 11,454 2,912,887 11,155,136 668,029 14,747,506
Correctional programs ............ceceeueeeunnnen. 9,695,223 233,796 — 43,488 9,972,507
Taxrelief ..o 957,190 — — — 957,190
Capital outlay .........oeeeeiiiiiiiiiiiiieeceens 268,686 — — 1,455,388 1,724,074
Debt service:
Bond and commercial paper retirement ..... 1,455,885 50,985 576,615 6,887,048 8,970,533
Interest and fiscal charges ....................... 2,101,880 20,960 21,537 1,250,056 3,394,433
Total expenditures .........coccevmvninennnennes 98,975,042 45,963,116 12,378,747 40,071,334 197,388,239
Excess (deficiency) of revenues
over (under) expenditures .................. (1,200,664) 1,075,133 (4,156,380) (15,815,999) (20,097,910)
OTHER FINANCING SOURCES (USES)
General obligation bonds and commercial
PaPerisSUEd ........c.veeuiieniiniin e —_ — 2,092,485 12,101,275 14,193,760
Refunding debt issued ...........cccooveriiinennnene — — 41,705 1,756,980 1,798,685
Payment to refund long-term debt .................. (45,321) — (41,705) (1,756,980) (1,844,006)
Premium on bonds issued................cccceeeel 147,463 — — 147,976 295,439
Capital 18aSES ......eorvveeiieiiiiiiieeee e 268,6