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Mr. Daniel R. Levinson, Inspector General
Department of Health and Human Services
Room 5250, 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, 2007. 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. Accordingly, we recognize that there are areas where internal controls
and administration of federal awards needs to be improved.

California provides its citizens with numerous state and federal programs. The mix of programs
provided makes us larger and more complex than most economic entities 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 to 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 to 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 memos to departments that establish
statewide policy and provide technical advice on various audit related areas. An audit memo
concerning the results of the fiscal year 2006-07 Single Audit will be issued to remind all
departments of the new internal auditing standards and processes included in California’s
Omnibus Audit Accountability Act of 2006.
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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 modified for changing conditions. Moreover, all levels of state
management must be involved in assessing and strengthening their systems of internal
accounting 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 requirements. As a result, each agency must
conduct an internal review of its controls and prepare a report of the findings. A certification
letter alone does not meet the FISMA requirements. Finance will continue 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.

Sincerely,
Original signed by:

MICHAEL C. GENEST
Director

Enclosure
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Overview of California’s Economy

Overview of
California’s Economy
Fiscal Year 2006-07

The California and national economies faced considerable headwinds in 2007—a deepening
housing slump, a breakdown in mortgage markets, tighter credit, more volatile financial
markets, and rising energy prices. Upward resets of subprime mortgage rates made
payments unaffordable for many borrowers and helped push mortgage defaults and
foreclosures to record levels. Several large financial institutions reported huge losses on
subprime mortgages. Uncertainty about how far the problems with these mortgages would
spread increased financial market volatility and prompted lenders to tighten credit standards.
The Federal Reserve injected liquidity into the financial markets and eased monetary policy
on a number of occasions in the second half of the year, but as 2008 began, financial markets
were still not functioning normally.

The effects of the housing slump were evident in a broad range of measures of the national
economy. New home sales were down between 35 and 40 percent in 2007 from their peak
level in 2005 and new single-family home building, about 25 percent from the peak level in
2006. Total job growth was the smallest since 2004, and real gross domestic product (GDP)
growth was the lowest since 2002.

In California, where the housing slump has been deeper than the vast majority of other states,
single-family housing permits in the third quarter of 2007 were only about one-third of their
level in the third quarter of 2005 and existing home sales, about half of their level two years
ago. Personal income held up well, but taxable sales slowed considerably.
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The struggling housing sector slowed the national economy in 2007. Home building, home
sales, and related retail sales all declined. The slowdown in home building alone reduced
national output growth by almost one percentage point. The problems with subprime
mortgages have raised financial market volatility and have spurred a credit tightening that
not only could delay a housing recovery, but hurt parts of the economy outside the housing
sector.

The contraction in residential construction and mortgage finance and a slide in housing-related
retailing cooled labor markets in the nation. In 2007, job gains averaged 111,000 per month, a
sharp drop from 2006 when the average monthly gain was 189,000.

Total personal income held up surprisingly well in California during the housing slump. This
broad measure of the economy was 5.8 percent higher than a year earlier in the first half of
2007, which is not much lower than the 6.5 percent growth in both 2005 and 2006.

However, the housing slump and higher energy prices took a significant toll on taxable sales,
another broad measure of the economic performance. After growing by 7.4 percent in 2005,
taxable sales increased by only 4 percent in 2006 and 0.8 percent in the first three quarters of
2007. Weaker vehicle sales and sales at home improvement outlets likely played a significant
role in the deceleration of taxable sales. New vehicle registrations fell 2.3 percent in 2006
and 7.3 percent from a year ago in the first nine months of 2007. And, no doubt, some of the
declines in sales of national home improvement chains were in California.

California home building and residential real estate markets continued to slow in 2007. Single-
family residential permits were down 37 percent in 2007, and existing single-family home
sales, 26 percent. In December, the number of unsold homes on the market amounted to
14.5 months of sales at the December sales rate. A year earlier, inventories amounted to

5.9 months of sales. The median price of existing single-family homes sold in December,
$475,500, was 16.5 percent lower than the median price a year earlier.

Growing private-sector nonresidential building offset some of the drag of residential
construction on the California economy in 2007. The value of private-sector nonresidential
building permits issued in 2007 was 6.3 percent higher than the year-ago value.

Monthly job gains slowed considerably in the state in 2007, averaging just 6,600. Gains
averaged 21,700 in 2006. The state’s unemployment rate increased from 4.8 percent in
March 2007 to 6.1 percent in December 2007.
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The state and national economies will continue to face the same headwinds—a struggling
housing sector, problems in mortgage markets, tighter credit, more volatile financial markets,
and high energy prices—in 2008 and, to a lesser extent, in 2009, but economic growth should
start to pick up in late 2008.
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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, 2007, 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

+ Certainenterprise fundsthat,in the aggregate, represent 82 percent, 42 percent, and 56 percent,
respectively, of the assets, net assets, and revenues of the business-type activities.

+ 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

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

+ Certain nonmajor enterprise funds that represent 89 percent, 79 percent, and 88 percent,
respectively, of the assets, net assets, and revenues of the nonmajor enterprise funds.

+ The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement
System that, in the aggregate, represent 93 percent, 94 percent, and 75 percent, respectively,
of the assets, net assets, and additions of the fiduciary funds and similar component units.

+ 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, 2007, and
the respective changes in financial position and cash flows, where applicable, thereof for the year then
ended in conformity with accounting principles generally accepted in the United States of America.

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

K. Gllns T

JOHN E. COLLINS II, CPA
Deputy State Auditor

March 3, 2008
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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, 2007. 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 economic growth that the State experienced in recent years began to slow down in the 2006-07 fiscal
year, resulting in a smaller increase in general revenues, primarily in personal income, corporate, and sales tax
revenues. However, the growth in expenses for the State's governmental activities continued. In fact,
expenses for governmental activities exceeded revenues for the year, resulting in a decrease in net assets.
Total expenses for the State’s business-type activities also exceeded revenues for the year; therefore, net
assets for the 2006-07 fiscal year for both governmental and business-type activities decreased by 2.6% from
last year.

Net Assets — The primary government’s net assets as of June 30, 2007, were $46.6 billion. After the total net
assets are reduced by $81.6 billion for investment in capital assets (net of related debt) and by $19.1 billion for
restricted net assets, the resulting unrestricted net assets were a negative $54.1 billion. Restricted net assets
are dedicated for specified uses and are not available to fund current activities. Two-thirds of the negative
$54.1 billion consists of $36.3 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 $1.2 billion (2.6%) during
the year ended June 30, 2007. Net assets of governmental activities decreased by $1.1 billion (3.0%), while
net assets of business-type activities decreased by $140 million (1.2%).

Fund Highlights

Governmental Funds — As of June 30, 2007, the primary government’s governmental funds reported a
combined ending fund balance of $18.0 billion, an increase of $635 million from the previous fiscal year. After
the total fund balance is reduced by $24.5 billion in reserves, the unreserved fund balance totaled a negative
$6.5 billion.

Proprietary Funds — As of June 30, 2007, the primary government’s proprietary funds reported combined
ending net assets of $11.6 billion, a decrease of $411 million from the previous fiscal year. After the total net
assets are reduced by $370 million for investment in capital assets (net of related debt) and expendable
restrictions of $8.6 billion, the unrestricted net assets totaled $2.6 billion.
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Noncurrent Assets and Liabilities

As of June 30, 2007, the primary government’s noncurrent assets totaled $123.5 billion, of which $98.1 billion
is related to capital assets. State highway infrastructure assets of $56.0 billion represent the largest part of the
State’s capital assets.

The primary government’s noncurrent liabilities totaled $98.8 billion, which consists of $50.0 billion in general
obligation bonds, $29.8 billion in revenue bonds, and $19.0 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.

e 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.

e 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.

e 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.

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.

e  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.

e 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 to 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 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 entities.

Government-wide Financial Analysis
Net Assets

The primary government’s combined net assets (governmental and business-type activities) decreased 2.6%,
from $47.8 billion as restated at June 30, 2006, to $46.6 billion a year later.

The primary government’s $81.6 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 $19.1 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, 2007, governmental activities showed an unrestricted net assets deficit of $56.5 billion and business-
type activities showed unrestricted net assets of $2.4 billion.

A large portion of the negative unrestricted net assets of governmental activities comprises $36.3 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, 2006 and 2007
(amounts in millions)

Governmental Activities Business-type Activities Total
2007 2006* 2007 2006* 2007 2006*
ASSETS
Current and other assets ........... $ 51,048 $ 50,240 $ 34234 % 34683 $ 85282 $ 84,923
Capital assets ............cceevunnnes 91,818 89,763 6,267 5,849 98,085 95,612
Total assets ........ceeeeuiirenen. 142,866 140,003 40,501 40,532 183,367 180,535
LIABILITIES
Noncurrent liabilities ............... 72,970 69,382 25,849 26,093 98,819 95,475
Other liabilities ....................... 34,519 33,411 3,438 3,097 37,957 36,508
Total liabilities ................ 107,489 102,793 29,287 29,190 136,776 131,983
NET ASSETS
Investment in capital assets
net of related debt ............... 81,353 83,489 208 818 81,561 84,307
Restricted ..........ccovviviiiiiiiinnns 10,543 8,431 8,575 8,723 19,118 17,154
Unrestricted .........cooeevvevneeenen. (56,519) (54,710) 2,431 1,801 (54,088) (52,909)
Total net assets ............... $ 35377 $ 37,210 $ 11,214 § 11,342 § 46,591 $ 48,552

* Not restated

Changes in Net Assets

The expenses of the primary government totaled $194.5 billion for the year ended June 30, 2007. Of this
amount, $84.2 billion (43.3%) was funded with program revenues (charges for services or program-specific
grants and contributions), leaving $110.3 billion to be funded with general revenues (mainly taxes). The
primary government’s general revenues of $109.1 billion were less than the unfunded expenses. As a result,
during the year, total net assets decreased by $1.2 billion, or 2.6%.

Of the total decrease, net assets for governmental activities decreased by $1.1 billion, while those for
business-type activities decreased by $140 million. The decrease in governmental activities is primarily due to
increased spending for health and human services, resources, 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, 2006 and 2007
(amounts in millions)

Governmental Activities Business-type Activities Total
2007 2006 2007 2006 2007 2006
REVENUES
Program revenues:
Charges for Services ...........cccoeeveeiiunnnenn. $ 18,822 $ 19,188 $ 20,614 $ 21,540 $ 39,436 $ 40,728
Operating grants and contributions ........... 43,440 42,254 — — 43,440 42,254
Capital grants and contributions ............... 1,165 1,273 183 57 1,348 1,330
General revenues:
108,016 100,461 — — 108,016 100,461
730 505 — — 730 505
334 292 — — 334 292
Total revenues 172,507 163,973 20,797 21,597 193,304 185,570
EXPENSES
Program expenses:
General government 13,314 9,675 — — 13,314 9,675
Education ........ccccoviiiiiiiii 61,542 62,653 — — 61,542 62,653
Health and human services ....................... 69,980 65,763 — — 69,980 65,763
RESOUICES ..eviviiiiiiieee e, 5,317 4,162 —_ —_ 5,317 4,162
State and consumer services ................... 1,215 596 — — 1,215 596
Business and transportation .................... 9,763 8,809 — — 9,763 8,809
Correctional programs ...........cc.cceeeeunnnen. 8,945 7,299 — — 8,945 7,299
Taxrelief ... 948 704 — — 948 704
Interest on long-term debt ....................... 2,596 2,894 — — 2,596 2,894
Electric Power ........... — — 5,865 5,342 5,865 5,342
Water Resources — — 952 950 952 950
Public Building Construction .................... — — 335 334 335 334
State Lottery .........ccc....... —_ —_ 3,471 3,912 3,471 3,912
Unemployment Programs — — 9,136 8,585 9,136 8,585
Nonmajor enterprise ...........ccoevvveveennnnnns — — 1,148 814 1,148 814
Total expenses 173,620 162,555 20,907 19,937 194,527 182,492
Excess (deficiency) before transfers ... (1,113) 1,418 (110) 1,660 (1,223) 3,078
Transfers .....ooovviiiiii 30 23 (30) (23) — —
Special item................. — 1,218 — — — 1,218
Change innetassets ..........ccooeeeveeiiininnnns (1,083) 2,659 (140) 1,637 (1,223) 4,296
Net assets, beginning of year (restated) ... 36,460 34,551 11,354 9,705 47,814 44,256
Net assets, end of year ...........cceveeniennnns $ 35377 $ 37,210 $ 11,214 $ 11,342 $ 46,591 $ 48,552
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Governmental Activities

Governmental activities expenses totaled $173.6 billion. Program revenues, including $44.6 billion received in
federal grants, funded $63.4 billion (36.5%) of that amount, leaving $110.2 billion to be funded with general
revenues (mainly taxes). However, general revenues and transfers for governmental activities totaled only
$109.1 billion, so governmental activities’ total net assets decreased by $1.1 billion, or 3.0%, during the year
ended June 30, 2007. 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, 2007
(amounts in billions)

General government
Education

Health and human services
Business and transportation

Other
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For the year ended June 30, 2007, total state tax revenues collected for governmental activities increased by
7.5% over the prior year. The largest increase in state tax revenue occurred in other taxes. Fuel tax revenue
previously reported as additions in an agency fund is now reported as other taxes. Certain fuel tax revenue
was reclassified from sales and use taxes to other taxes. Personal income, corporation, and sales tax revenue
also increased modestly during the year, due to job growth and increased personal income and retail sales.

Overall expenses for governmental activities increased by $11.0 billion (6.8%) over the prior year. The largest
increases in expenses were a $4.2 billion increase in health and human services spending and a $3.6 billion
increase in general government. The increase in health and human services spending was the result of
increased costs and use of medical services, increased rates for physicians and certain other providers,
significant policy changes in Medi-Cal, and ongoing growth in caseloads. The increase in general government
spending was the result of the inclusion of fuel tax revenue apportionment payments to local governments
previously reported as deductions in an agency fund.
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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 Revenues by Source
Year ended June 30, 2007 Year ended June 30, 2007
(as a percent) (as a percent)
Grants and
Education Business and s Contributions
o . ales and Use 25.9 %
35.5 % Transportation
6 Taxes
56% 20.5%
Charges for
General Services
Other 10.9 %
Government 10.9 %

7.7 %

Other Revenue

Health and Human Personal
0,
Services Income Tax 11.8%
40.3 % 30.9 %

Business-type Activities

Business-type activities expenses totaled $20.9 billion. Program revenues of $20.8 billion were generated
primarily from charges for services that fully paid these expenses. Consequently, business-type activities’ total
net assets decreased by $140 million, or 1.2%, during the year ended June 30, 2007. Most of the decrease
was due to a $118 million 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, 2006 and 2007
(amounts in billions)

State Lottery
Electric Power
Unemployment Programs

Other

[ 2007 [] 2006
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Fund Financial Analysis

The State’s slowing economy primarily affected 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, the increase
was lower than the dramatic increases the State experienced in the last three years. The expenditures of the
governmental funds increased at a higher rate than revenues. On the other hand, none of the major proprietary
funds had total revenues that were significantly different from total expenses during the year ended
June 30, 2007; however, increased unemployment did result in Unemployment Programs Fund expenses
exceeding its revenues.

Governmental Funds

The governmental funds’ Balance Sheet reported $55.4 billion in assets, $37.4 billion in liabilities, and
$18.0 billion in fund balance as of June 30, 2007. The largest change in account balances was a $1.1 billion
decrease in cash and pooled investments. This decrease is mainly the result of the timing of receipts and
disbursement at year end and of Assembly Bill 1802, enacted in July 2006, that authorized all student fees for
California State University programs previously deposited in the State Treasury (cash and pooled investments)
to be deposited in local banks (investments). This bill also results in increased investments for the universities
reported in nonmajor governmental funds. Within the total fund balance, $24.5 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 ($6.5 billion), noncurrent interfund receivables and loans receivable
($5.0 billion), continuing appropriations ($11.9 billion), and debt service ($1.1 billion). The unreserved balance
of the governmental funds is a negative $6.5 billion.

The Statement of Revenues, Expenditures, and Changes in Fund Balances of the governmental funds shows
$172.3 billion in revenues, $182.2 billion in expenditures, and a net $10.5 billion in receipts from other
financing sources. The ending fund balance of the governmental funds for the year ended June 30, 2007, was
$18.0 billion, a $635 million increase over the previous year’s restated ending fund balance of $17.4 billion.
Although the State's economy showed signs of slowing in the 2006-07 fiscal year, there was enough growth in
personal income and taxable sales to result in increased personal income and sales and use taxes in the
governmental funds. Personal income taxes, which account for 49.4% of tax revenues and 30.9% of total
governmental fund revenues, increased by $2.5 billion over the previous fiscal year. Sales and use taxes,
which account for 32.9% of tax revenues and 20.6% of total govermental fund revenues, increased by $1.2
billion.

The State’s major governmental funds are the General Fund, the Federal Fund, and the Transportation
Construction Fund. The General Fund ended the fiscal year with a fund deficit of $1.9 billion. The Federal Fund
and the Transportation Construction Fund ended the fiscal year with fund balances of $38 million and
$5.9 billion, respectively. The nonmajor governmental funds ended the year with a total fund balance of
$14.0 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 $16.5 billion, liabilities of $18.4 billion, and fund balance reserves of $2.6 billion,
leaving the General Fund with an unreserved fund deficit of $4.5 billion. The largest change in asset accounts
was in cash and pooled investments, which decreased from $11.7 billion to $6.0 billion. In addition to the
change for California State University student fees discussed above, the decrease in cash and pooled
investments is also due to current-year expenditures and transfers exceeding revenue collections.
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The largest change in liability account balances was a decrease in the amount due to other governments (from
$4.6 billion to $4.1 billion). The decrease in the amount due to other governments was caused mainly by the
inflation of last year's balance for the accrual of larger-than-usual state-mandated cost reimbursements to
schools and other local governments paid in the 2006-07 fiscal year budget.

As shown on the Statement of Revenues, Expenditures, and Changes in Fund Balances of the governmental
funds, the General Fund had $96.3 billion in revenues, $96.2 billion in expenditures, and a net $4.7 billion
disbursement from other financing sources (uses) for the year ended June 30, 2007. The largest source of
General Fund revenue was $93.7 billion in taxes, comprised primarily of personal income taxes ($52.4 billion)
and sales and use taxes ($27.4 billion).

The taxes with the largest increase in revenues were personal income taxes, which increased by $2.4 billion
(4.9%). This increase can be attributed to a small growth in the job market and increased personal income.
Corportation taxes also increased by $500 million (4.7%), to $11.2 billion. The decrease in sales and use tax
revenue in the General Fund is mainly due to amounts that were previously reported in the General Fund being
reported in nonmajor governmental funds for the repayment of the deficit-financing bonds and deferred
Proposition 42 transfers for transportation projects.

General Fund expenditures increased by $7.0 billion, to $96.2 billion. The programs with the largest increases
were education, which increased by $2.7 billion, to $49.3 billion, and health and human services, which
increased by $2.8 billion, to $28.9 billion. The transfers out of the General Fund to other funds increased by
$3.3 billion, to $6.5 billion. The General Fund’s ending fund balance (including reserves) for the year ended
June 30, 2007, was a negative $1.9 billion, a decrease of $4.6 billion over the previous year’s ending fund
balance of $2.7 billion.

The increase in education expenditures consists of increased funding for enroliment growth and cost-of-living
adjustments; elimination of deficit funding and other historical revenue-limit reductions; and expansion of after
school, child care, and preschool programs. Health and human service expenditures increased, primarily due
to ongoing growth in medical and social services caseloads, increases in costs and use of medical services,
rate increases for physicians and certain other providers, and a number of significant policy changes in Medi-
Cal. Transfers out of the General Fund increased mainly as a result of the partial repayment of deferred
Proposition 42 transfers to the Transportation Construction Fund. Proposition 42 required, beginning in
2003-04, that revenue from the sales tax on gasoline that previously went to the General Fund be transferred
to the Transportation Construction Fund for state and local transportation projects. However, the General Fund
transfers were partially suspended in 2003-04 and fully suspended in 2004-05, as allowed by Proposition 42,
because the transfers would have had a negative fiscal impact on the General Fund.

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 $32.4 billion
(74.1%) of the total $43.7 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—$6.7 billion (15.3%)—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 $3 million increase in fund balance from the prior year.

Transportation Construction Fund: This fund accounts for fuel taxes, bond proceeds, and other revenues used
for highway and passenger rail construction. Expenditures increased by 62.3%, while revenues increased by
48.1% from the prior year. The increased revenues and a majority of the increased expenditures is attributable
to the inclusion of certain fuel tax revenue and apportionment payments to local governments that were

15



State of California Comprehensive Annual Financial Report

previously accounted for as additions and deductions in an agency fund rather than as revenues and
expenditures. The remaining increase in expenditures is caused by the reclassification of certain nonmajor
governmental funds. Fund expenditures of $7.3 billion exceeded revenues by $1.8 billion. However, the fund
balance increased by $1.5 billion, due to the increase in previously deferred Proposition 42 transfers from the
General Fund.

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, resulting in only a $140 million decrease in net assets.

As shown on the Statement of Net Assets of the proprietary funds, total assets of the enterprise funds were
$41.0 billion as of June 30, 2007. Of this amount, current assets totaled $13.4 billion and noncurrent assets
totaled $27.6 billion. The largest change in asset account balances was a $726 million decrease in noncurrent
recoverable power costs (costs that are recoverable through future billings) in the Electric Power Fund. This
decrease was due to current year collections of recoverable power costs exceeding current year costs,
reducing recoveries due in future billing periods. The total liabilities of the enterprise funds were $29.8 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 minimal.

Total net assets of the enterprise funds were $11.2 billion as of June 30, 2007. Total net assets consisted of
three segments: expendable restricted net assets of $8.6 billion; investment in capital assets (net of related
debt) of $208 million; and unrestricted net assets of $2.4 billion. The Unemployment Programs Fund had the
largest net assets, with $5.6 billion (50% of the enterprise funds’ total net assets). The expendable restricted
net assets of the Unemployment Programs Fund decreased by $118 million.

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 $19.1 billion, operating expenses of
$18.4 billion, and net disbursements from other transactions of $985 million. The largest sources of operating
revenue were unemployment and disability insurance receipts of $8.6 billion in the Unemployment Programs
Fund and power sales of $4.8 billion collected by the Electric Power Fund. The largest operating expenses
were distributions to beneficiaries of $8.9 billion by the Unemployment Programs Fund and power purchases
(net of recoverable costs) of $4.8 billion by the Electric Power Fund. The ending net assets of the enterprise
funds for the year ended June 30, 2007, were $11.2 billion, or $140 million less than the previous year’s
restated ending fund balance of $11.4 billion. The decrease was mainly caused by an excess of unemployment
claim payments over unemployment insurance receipts as a result of the State's increased unemployment. The
employer's contribution rate is currently set at the highest rate allowed, so future increases in unemployment
would continue to deplete the current reserves in the Unemployment Programs Fund.

Internal Service Funds: Total net assets of the internal service funds were $394 million as of June 30, 2007.

These net assets consist of two segments: investment in capital assets (net of related debt) of $162 million and
unrestricted net assets of $232 million.

16



Management'’s Discussion and Analysis

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 $2.7 billion. The pension and other employee benefit trust funds ended the
fiscal year with net assets of $432.3 billion. The State’s only investment trust fund, the Local Agency
Investment Fund, ended the fiscal year with net assets of $19.7 billion. Agency funds act as clearing accounts
and thus do not have net assets.

For the year ended June 30, 2007, the fiduciary funds’ combined net assets were $455 billion, a $73.5 billion
increase from prior year net assets. The increase in net assets was mainly attributable to investment income
and an increase in the fair value of investments of retirement funds.

The Economy for the Year Ending June 30, 2007

As the 2006-07 fiscal year began, the economy was slowing down, but still moving. Several of the indicators of
the slowdown were signaling the way: interest rates had been rising as a result of tightening in the previous
year by the Federal Reserve, oil and gasoline prices were continuing a general rise, and residential
construction was down 38% from the prior year. Surprisingly though, the overall employment appeared
relatively solid. In July 2006, California’s year-over-year employment growth was 1.7%, while the State’s
unemployment rate, at 4.8%, was the lowest since March of 2001.

In December 2006, employment was still growing by 1.3% on a year-over-year comparison, but problems in
the real estate market had started to emerge. Housing sales were down 22% compared to December 2005,
but statewide prices continued to rise—though by only a modest 3.5% increase. In some regions of California,
and particularly in San Diego, prices were beginning to decline. More troubling signs were also being seen, as
foreclosures in California more than doubled in the last quarter of 2006 compared to the last quarter of 2005.
The problems were concentrated in the subprime portion of the market—Iloans made to high-risk borrowers. In
particular, those subprime loans that were experiencing a “reset” to higher interest rates were seeing
escalating delinquency rates.

Evidence of a major crack in the foundations of the real estate boom appeared in February 2007. New Century
Financial, a California company that was the nation’s second-largest player in subprime lending, announced
“accounting errors” that would require the restatement of its 2006 earnings and a loss for the final quarter of
2006. By early April, the company had filed for bankruptcy.

California was at the center of the real estate and financial turmoil as the fiscal year ended in June 2007. The
California Association of Realtors reported that in the second quarter of 2007, an estimated 15% of all
mortgages in California were subprime. Around the same time period, the Mortgage Bankers Association
reported that California represented 17% of subprime loans and over 19% of the foreclosure starts on
subprime loans.

Nevertheless, it still appeared that the damage from real estate activities would be confined to real estate
sales, construction, and the subprime market. As the fiscal year ended, employment was growing at 1.1%;
unemployment was increasing, but was still low at 5.3%. Most of the employment growth was in Education and
Health services, Leisure and Hospitality services, and Professional and Business Services.

17



State of California Comprehensive Annual Financial Report

General Fund Budget Highlights
The original General Fund budget of $102.1 billion was increased by $865 million due to miscellaneous
augmentations for emergencies. During the 2006-07 fiscal year, General Fund actual expenditures were

$101.5 billion, $1.5 billion less than the final budgeted amounts.

Table 3

General Fund Original and Final Budgets
Year ended June 30, 2007
(amounts in millions)

Increase/
Original Final (Decrease)
Budgeted amounts
State and CONSUMET SEIVICES .....uiveeeiiieeeiiet i et eee e ee e eeeeaiieees $ 645 $ 602 $ (43)
Business and transportation ...........oo.oiii i 2,649 2,649 0
RESOUICES ...t et 1,824 1,720 (104)
Health and human ServiCeSs ...........ivuiiiiiiiie e 29,526 29,866 340
Correctional Programs .........cuue.ieen ettt 8,786 9,289 503
EAUCALION ...t 49,251 49,321 70
General government:

TAX TEIET et 977 981 4
DEbt SEIVICE ... 3,388 3,402 14
Other general gQOVEIMMENT .........iuitiiit i 5,084 5,165 81
TORal .. $ 102,130 $ 102,995 $ 865

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, 2007,
amounted to $98.1 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, bridges, streets and sidewalks,
drainage systems, and lighting systems.

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

Capital Assets
Year ended June 30, 2007
(amounts in millions)

Governmental Business-type

Activities Activities Total

LaNG - e e $ 15510 $ 47 % 15,557
State highway infrastructure ............ccooouiiiiiiii e 55,991 — 55,991
Collections — NoNdepreciable ..............ooeiiiiiiiiiiiee e 21 — 21
Buildings and other depreciable property ............ccccoiiiiiiiiii 21,009 8,662 29,671
Less: accumulated depreciation ..............cooouiiiiiiiiiiii (8,590) (3,618) (12,208)
CONSrUCHON IN PrOGrESS ..cvvuiiin ittt e e 7,877 1,177 9,054

TORAL ..o e $ 91,818 $ 6,268 $ 98,086

The budget authorized $2.1 billion for the State’s capital outlay program in the 2006-07 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 $2.1 billion authorized, $234 million was from the
General Fund; $393 million was from lease-revenue bonds; $1.3 billion was from proceeds of various general
obligation bonds; and $236 million was from reimbursements, federal funds, and special funds. The major
capital projects authorized include:

e $1.2 billion for numerous construction projects within the University of California, the California State
University, and the California Community Colleges;

* $217 million for the Department of Corrections and Rehabilitation for waste-water and potable water
treatment projects; housing for inmates with mental health needs; and critical fire, life, and safety projects;

e $161 million for the Department of Forestry and Fire Protection to replace 14 fire stations and two
conservation camps, address other significant health and safety issues, and remedy critical infrastructure
deficiencies at emergency response facilities; and

*  $102 million for the Department of Developmental Services for improvements at Porterville Developmental
Center.

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

The State has adopted the Modified Approach as an alternative to depreciating the cost of its infrastructure
(state roadways and bridges). Under the Modified Approach, the State will not report depreciation expense for
roads and bridges but will capitalize all costs that add to the capacity and efficiency of State-owned roads and
bridges. All maintenance and preservation costs will be expensed and not capitalized. Under the Modified
Approach, the State must maintain an asset management system and demonstrate that it is preserving the
infrastructure at or above established condition levels. The State is responsible for maintaining 49,477 lane
miles and 12,155 bridges.
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During the 2006-07 fiscal year, the actual amount spent on preservation was 74.1% 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, 2007, the primary government had total bonded debt outstanding of $83.2 billion. Of this amount,
$52.2 billion (62.8%) represents general obligation bonds, which are backed by the full faith and credit of the
State. Included in the $52.2 billion of general obligation bonds is $9.0 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 $2.2 billion and the long-term portion is $50.0 billion. The remaining
$31.0 billion (37.2%) 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 $29.8 billion.

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, 2007
(amounts in millions)

Governmental Business-type
Activities Activities Total
Government-wide noncurrent liabilities
General obligation bonds ..........coooviiiiiiii $ 48,224  $ 1,818 § 50,042
Revenue bONAS ........c.iiiiiiii e 7,883 21,891 29,774
Certificates of participation and commercial paper .........cccccoeevevnieennn. 106 180 286
Capital lease obligations ...........coouiiiiiiiiiii e 4,047 — 4,047
Other noncurrent liabilities ...........coouuiiiiiiiii e 12,710 1,960 14,670
Total noncurrent liabilities ......................ccooii 72,970 25,849 98,819
Current portion of long-term obligations ..............oooiiiiiiiiiiiniiine 4,576 1,842 6,418
Total long-term obligations ...................ccoceoiiiiieiiici e $ 77,546 $ 27,691 $ 105,237

The primary government’s total long-term obligations increased during the year ended June 30, 2007. The
largest change in governmental activities’ long-term obligations is an increase of $3.3 billion in general
obligation bonds payable.

Note 10, Long-term Obligations, and Notes 11 through 16 include additional information on the State’s
long-term obligations.
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The State’s general obligation bond credit ratings remained unchanged during fiscal year 2006-07. The current
ratings from the three credit rating agencies are as follows: Standard & Poor's — “A+”, Moody’s — “A1”, and
Fitch — “A+".

Recent Economic Events and Future Budgets
Recent Economic Conditions

Real estate market troubles continue to dominate the economic news of both California and the nation. Since
the beginning of the 2007-08 fiscal year, the problems of the real estate market have spread into the larger
U.S. financial market and even into global financial markets.

In late July 2007, a California-based business, Countrywide Financial—the largest mortgage lender in the
nation—sent a tremor through the stock and bond markets when it revealed that delinquencies in both its prime
and subprime borrowers were rising. Rising concerns among investors about the risks associated with
mortgages and mortgage-backed securities threatened to freeze credit markets.

The Federal Reserve responded and took a series of quick actions to try to calm the markets. On
August 10, 2007, the Federal Reserve said it was “providing liquidity to facilitate the orderly functioning of
financial markets.” On August 17, 2007, the Federal Reserve reduced interest rates by 0.5% and assured
banks that they could come to the Federal Reserve to alleviate funding needs caused by “dislocations in
money and credit markets.” On September 18, 2007, the Federal Reserve dropped interest rates another
0.5%, followed by 0.25% reductions at each of its Federal Open Market Committee meetings in October and
December 2007.

By fall 2007, the turmoil in U.S. markets was mirrored in European markets. A British bank, Northern Rock, had
to be bailed out by British regulators in September due to its investments in the U.S. subprime market.

As 2007 closed, employment growth in California was slowing and unemployment was rising. By the end of
December 2007, employment growth in California had fallen to 0.6% from the 1.1% seen in July 2007, while
unemployment had risen to 5.9% from the 5.4% of July.

As 2008 opened, more turmoil hit the stock and bond markets as the problems of risky debt affected more
parts of the financial community. Both the Federal Reserve and Congress have stepped in to try to give a floor
to the damage done by the credit crisis. The Federal Reserve reduced interest rates by an unprecedented
1.25% in January 2008. A federal tax rebate was approved by Congress, the proceeds of which should reach
taxpayers in May 2008. Also to help the housing market, especially in California, the caps on Freddie Mac and
Fannie Mae loans were raised for one year. It is hoped that these actions will be enough of an economic
stimulus to avoid a national recession in 2008.

California’s Future Budgets

California’s 2007-08 Budget Act was enacted on August 24, 2007. The total spending plan adopted for the
State was $145.5 billion, including the General Fund, special funds, and bond funds. The General Fund’s
available resources and expenditures were projected to be $105.6 billion and $102.2 billion, respectively. The
adopted budget included the largest reserve of any budget act in State history—a $4.1 billion reserve (Reserve
for Economic Uncertainties of $2.6 billion and $1.5 billion in the Budget Stabilization Account). However, a
current projection by the Legislative Analyst’'s Office (LAO), California’s nonpartisan fiscal and policy advisor,
shows that rather than ending the 2007-08 fiscal year with a $4.1 billion reserve, the General Fund will have an
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estimated deficit of $106 million. The deterioration of the budget outlook is due to a worsening economy, lower-
than-expected revenue collections, delayed benefits from one-time budget-balancing solutions, and higher
costs.

General Fund revenues come predominately from taxes, with personal income taxes expected to provide 54%
of the revenues. California’s major taxes (personal income, sales, and corporation taxes) are projected to
supply approximately 94% of the General Fund’s budgeted resources in the 2007-08 fiscal year. Since the
enactment of the budget, the State’s weakening economy—particularly the depressed real estate market and
high energy and gasoline prices—has caused year-to-date cash receipts for tax revenues to fall considerably
short of budget estimates

Governor’s Proposed Budget for 2008-09

The Governor released his proposed budget on January 10, 2008. The 2008-09 proposed spending plan
(assuming all proposed budget reductions are enacted) totals $141 billion. This spending plan represents
estimated General Fund expenditures of $101 billion, special fund expenditures of $26.2 billion, and bond fund
expenditures of $13.8 billion. Proposed General Fund expenditures are 2.3% less than the $103.4 billion
expenditures estimated for the 2007-08 fiscal year.

The Governor’s budget projects to end the 2007-08 fiscal year with a $2.8 billion General Fund reserve in the
Special Fund for Economic Uncertainties. The Governor suspended the annual transfer to the Budget
Stabilization Account required by Proposition 58, passed by California’s voters in 2004. Proposition 58 requires
that, beginning in the 2007-08 fiscal year, the State transfer into the Budget Stabilization Account by
September 30 of each year a specified portion of estimated General Fund revenues until the account balance
reaches $8 billion or 5% of the estimated General Fund revenues, whichever is greater.

In the 2008-09 Overview of the Governor’s Budget, the LAO states that the Governor's budget revenue
forecast is generally reasonable and the spending proposals are built upon solid assumptions about caseload
and program requirements. However, the LAO added that, considering recent cash trends and economic
reports, there are some risks in the Governor’'s assumptions. The proposed budget continues to demonstrate
an annual operating shortfall, whereby the General Fund’s operating expenses exceed its revenue.

Proposed budget-balancing solutions include issuing $3.2 billion of additional deficit-financing bonds (actually
issued on February 14, 2008); suspending the planned supplementary payments for early redemption of
$1.5 billion of outstanding deficit-financing bonds; accruing in fiscal year 2008-09 $2.0 billion of the personal
income and corporation tax revenue that will be received in fiscal year 2009-10; reducing K-14 education
spending by $400 million and suspending the Proposition 98 minimum-funding guarantee, resulting in $4.0
billion additional savings in education spending; and reducing spending in most state programs through $4.0
billion in across-the-board reductions.

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.

22



Basic Financial

Statements
- ]




Government-wide

Financial Statements
- ]




State of California Comprehensive Annual Financial Report

Statement of Net Assets

June 30, 2007

(amounts in thousands)
Primary Government

Governmental Business-type Component
Activities Activities Total Units
ASSETS
Current assets:
Cash and pooled investments ...........cc.c.ccceeviunnen. $ 23,818,784 $ 5,292,421 $ 29,111,205 $ 2,155,052
Amount on deposit with U.S. Treasury ................... — 3,455,035 3,455,035 —
INVESIMENTS ....eviieiiii 2,186,949 570,525 2,757,474 12,641,306
Restricted assets:
Cash and pooled investments ..............cccceeevnnne. — 1,897,014 1,897,014 8,316
INVeStMENtS .......cvoviiiiiiiiee e — 636 636 45,981
Due from other governments ........................... — 55,965 55,965 —
Net investment in direct financing leases ............... — 339,025 339,025 —
Receivables (net) 10,241,248 558,483 10,799,731 3,610,632
Internal balances 91,026 (91,026) — —
Due from primary government ...............cc..c..ooo.. — — — 258,295
Due from other governments ...........ccoceeveiiiiinnnns 10,120,093 162,530 10,282,623 630,403
Prepaid items .......coviiiiii e 86,914 9,208 96,122 3,468
INVENLONIES ..eueeeeiee e 28,309 22,602 50,911 143,567
Recoverable power costs (net) ..........c.ccccevvveennnne. — 610,000 610,000 —
Other current assets ........ccocevvvveieiiiiiiiiiiieeens 333,631 91,545 425,176 197,343
Total current assets .........ccceveveeieiiieiniiieenenns 46,906,954 12,973,963 59,880,917 19,694,363
Noncurrent assets:
Restricted assets:
Cash and pooled investments ...............cccoeeeeunne. — 1,116,426 1,116,426 128,334
Investments .......cccoovviiiiiiiii s — 734,112 734,112 63,184
Loans receivable ............coeeeiiiiiiiiiiiiiieens — 512,173 512,173 —
Investments .......ccoiviiii i — 1,533,945 1,533,945 37,532,121
Net investment in direct financing leases ............... — 6,130,815 6,130,815 —
Receivables (Net) ........coovveiiiiiiiiii e 1,508,848 26,854 1,535,702 968,072
Loans receivable ...........coooieiiiiiiiiii e 2,557,843 3,340,818 5,898,661 7,487,539
Recoverable power costs (net) ..........cccoceuvvveennnne. — 6,503,000 6,503,000 —
Deferred charges .........occceeeiuiiiiiiiiiiiieeeeeeeies 74,615 1,354,142 1,428,757 59,083
Capital assets:
Land ..o 15,510,432 46,766 15,557,198 762,229
State highway infrastructure ...............cc..oee 55,991,217 — 55,991,217 —
Collections — nondepreciable ..................cc....e.. 20,682 29 20,711 270,097
Buildings and other depreciable property ........... 21,008,680 8,661,646 29,670,326 27,071,887
Less: accumulated depreciation ....................... (8,589,745) (3,617,654) (12,207,399) (12,538,684)
Construction in Progress .......ooeueevvieieeineeeinaennnns 7,876,896 1,176,650 9,053,546 3,966,242
Other noncurrent assets .........ccccceeeveeiniiiiinnennn.. — 6,903 6,903 354,751
Total noncurrent assets ............cccceeeeiiininnn. 95,959,468 27,526,625 123,486,093 66,124,855
Total assets .......coveerrieiiiriiiici e $ 142,866,422 $ 40,500,588 $ 183,367,010 $ 85,819,218
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LIABILITIES
Current liabilities:
Accounts payable ..o
Due to component units ...........ccccoviiieeininneinneennn
Due to other governments ..........c...cooeiviiiiiennnes
Dividends payable .............cocooveiiiiin
Deferred revenue ............cccceoviiiiiiiiiiiiiinieeinn.
Tax overpayments ..........ccceueveeermiieenennneeeeennnn
DEPOSItS ..ueviee i
Contracts and notes payable .............c.ccoeeeeeeennnn.
Advance collections ...............ccoeeiiin,
Interest payable ..o
Securities lending obligations ............c..ccccciviins
Benefits payable ..........ccooiiiiiiiii
Current portion of long-term obligations ...............
Other current liabilities ...............cccooeveeiiiininnnn.
Total current liabilities ..............cco.coeiii.

Noncurrent liabilities:
Loans payable ..........cccoiiiiiiiiiiii
Benefits payable ...........cccoooiiiiiii
Lottery prizes and annuities ..........
Compensated absences payable

Certificates of participation, commercial paper,

and other borrowings ...........ccccceveeiinineieinnnnnn.
Capital lease obligations ...............ccciiiiiiinnnnnnn.
General obligation bonds payable .......................
Revenue bonds payable .................ccccoiiiiinl
Other noncurrent liabilities ..............cccooeeiiinnnn.

Total noncurrent liabilities ..............ccceeennnn,

Total liabilities .......cccceiiieiimiiiiiien,
NET ASSETS
Investment in capital assets, net of related debt ....
Restricted:
Nonexpendable — endowments ........................
Expendable:
Endowments and gifts ..........cccccoviiiiiiiicinnn,
Business and transportation ............cc.cccoceeeen.
RESOUICES oot
Health and human services ..
Education ........cccoveeiiieeeee e
General government ...........cccooeeeeviniciinienenne
Unemployment programs ..... e ———
Workers' compensation liability ........................
Total expendable ..........cccceeevieeiicieeeiieeeees
Unrestricted ......co.ovviiiiiiiei

Total net assets .......ccoeeeviiriiiecr e,

Total liabilities and net assets ....................

Primary Government

Governmental Business-type Component
Activities Activities Total Units

14,272,044  $ 701,959 § 14,974,003 $ 1,968,021
252,732 5,563 258,295 —
8,512,815 116,274 8,629,089 38
— — — 3,100
— 58,360 58,360 812,025
4,135,882 — 4,135,882 —
327,082 3,868 330,950 526,238
71,495 — 71,495 10,598
649,066 25,712 674,778 140,460
770,737 186,649 957,386 149,802
— — — 6,720,587
— 406,740 406,740 2,236,720
4,575,389 1,842,565 6,417,954 1,704,571
951,966 90,378 1,042,344 1,492,033
34,519,208 3,438,068 37,957,276 15,764,193
925,855 — 925,855 —
— 8,881 8,881 17,004,589
— 1,382,603 1,382,603 —
1,900,114 27,578 1,927,692 212,883
106,119 179,782 285,901 128,925
4,047,186 — 4,047,186 2,115,552
48,224,339 1,817,790 50,042,129 —
7,882,593 21,891,372 29,773,965 14,171,930
9,884,140 540,822 10,424,962 1,665,706
72,970,346 25,848,828 98,819,174 35,299,585
107,489,554 29,286,896 136,776,450 51,063,778
81,352,744 208,268 81,561,012 9,973,008
_ — — 3,295,495
— — —_ 7,675,480
767,878 140,750 908,628 1,392,047
1,822,499 1,701,060 3,523,559 —
2,639,357 93,036 2,732,393 —
1,721,735 341,686 2,063,421 1,591,151
3,493,338 678,372 4,171,710 852,703
98,795 5,620,028 5,718,823 —
— — —_ 3,808,975
10,543,602 8,574,932 19,118,534 15,320,356
(56,519,478) 2,430,492 (54,088,986) 6,166,581
35,376,868 11,213,692 46,590,560 34,755,440
142,866,422 $ 40,500,588 $ 183,367,010 $ 85,819,218

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

27



State of California Comprehensive Annual Financial Report

Statement of Activities

Year Ended June 30, 2007 Program Revenues
(amounts in thousands)
Operating Capital
Charges Grants and Grants and
FUNCTIONS/PROGRAMS Expenses for Services Contributions Contributions
Primary government
Governmental activities:
General government .............eceieieeeeneieeineeninn. $ 13,313,463 $ 4,490,117  $ 1,086,838 $ —
Education .......cc.ooiiiiiiiiii 61,542,105 2,689,906 6,352,236 —
Health and human services .............cccceeenennn. 69,979,980 4,751,011 33,538,232 —
RESOUICES ...cvviiiiiiieee e 5,316,769 2,110,593 501,393 —
State and consumer Services ............c.ccceeeeunnns 1,214,740 704,512 31,045 —
Business and transportation ...............ccc.ooeuuntee 9,763,200 4,040,268 1,735,395 1,164,526
Correctional programs ............ccccceevvviieninneennnn. 8,945,325 30,821 194,963 —
Taxrelief ... 948,127 5,049 — —
Interest on long-term debt ...........cooiiiiiiininnne. 2,596,316 — — —
Total governmental activities ........................ 173,620,025 18,822,277 43,440,102 1,164,526
Business-type activities:
Electric POWer .......cocooiiiiiiii e 5,865,000 5,865,000 — —
Water RESOUICeS ......cceuvviviiiiiiiiiiieiieeeeenen, 951,590 951,590 — —
Public Building Construction ...................coocee... 334,777 396,895 — —
State Lottery ..o 3,470,615 3,461,699 — —
Unemployment Programs ............ccooeeveeeneeneens 9,136,218 9,017,969 — —
High Technology Education .............c...ccoeieennn. 22,704 22,966 — —
State University Dormitory Building
Maintenance and Equipment ........................ 844,798 554,851 — —
State Water Pollution Control Revolving ............ 12,702 78,564 — 182,989
Housing Loan .........ouuiiiiiiiiiiii e 127,206 130,293 — —
Other enterprise programs ...........c.ccceeeeeevrnennnn. 141,859 134,018 — —
Total business-type activities ........................ 20,907,469 20,613,845 — 182,989
Total primary government .............ccceeuues $ 194,527,494 $ 39,436,122 $ 43,440,102 $ 1,347,515
Component units:
University of California ..............cccevveeeeeeieeeeenen. $ 19,572,249 $ 10,714,361 $ 7,475,951  $ 216,783
State Compensation Insurance Fund ................... 3,791,291 3,477,665 — —
California Housing Finance Agency ..................... 536,157 516,398 114,235 —
Public Employees' Benefit Fund .............cccccceenee. 1,903,139 1,649,056 — —
Nonmajor component units .............coeeeieinieiinenns 1,961,587 1,187,287 518,346 14,780
Total component units ...........ccevvirmnniiinennns, $ 27,764,423 $ 17,544,767 $ 8,108,532 $ 231,563

General revenues:
Personal iNCOME taXES ......iui e e e e e et e e e aeeas
SalES AN USE tAXES ...uuiuiiiiiiiieei e 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, 2006 .........cccirmmrmmmuimmeiiie e e s ennarees

Net assets, June 30, 2007 ........cccevuimmiimermmrme s s na s sasssasssnssnns
* Restated

28 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
$ (7,736,508) $ (7,736,508)
(52,499,963) (52,499,963)
(31,690,737) (31,690,737)
(2,704,783) (2,704,783)
(479,183) (479,183)
(2,823,011) (2,823,011)
(8,719,541) (8,719,541)
(943,078) (943,078)
(2,596,316) (2,596,316)
(110,193,120) (110,193,120)
$ — —
62,118 62,118
(8,916) (8,916)
(118,249) (118,249)
262 262
(289,947) (289,947)
248,851 248,851
3,087 3,087
(7,841) (7,841)
(110,635) (110,635)
(110,193,120) (110,635) (110,303,755)
$ (1,165,154)
(313,626)
94,476
(254,083)
(241,174)
(1,879,561)
53,272,229 — 53,272,229 —
35,427,013 — 35,427,013 —
11,211,267 — 11,211,267 —
2,165,567 — 2,165,567 —
5,939,890 — 5,939,890 —
730,066 — 730,066 3,310,604
334,002 — 334,002 —
— — — 2,289,508
29,855 (29,855) — —
109,109,889 (29,855) 109,080,034 5,600,112
(1,083,231) (140,490) (1,223,721) 3,720,551
36,460,099 * 11,354,182 * 47,814,281 31,034,889 *
$ 35,376,868 $ 11,213,692 $ 46,590,560 $ 34,755,440

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

June 30, 2007
(amounts in thousands)

Transportation Nonmajor
General Federal Construction  Governmental Total
ASSETS
Cash and pooled investments .................. $ 5963406 $ 464,518 $ 2,858,025 $ 13,748,126 23,034,075
Investments ............ — — — 2,186,949 2,186,949
Receivables (net) 8,442,061 1,854 401,440 1,264,137 10,109,492
Due from other funds ...........cccocevviiiinennn. 1,169,840 719 1,480,042 2,024,215 4,674,816
Due from other governments .................... 695,527 9,287,856 2,985 116,882 10,103,250
Interfund receivables ...........c..ccevveiiiennnnn. 83,785 — 1,699,747 726,549 2,510,081
Loans receivable ..........cooviiiiiiiiiiiineen, 99,768 43,465 — 2,347,674 2,490,907
Other assets ........cccceevunnnn. 36,327 — 76,144 169,394 281,865
Total assets $ 16,490,714 $ 9,798412 $ 6,518,383 $ 22,583,926 55,391,435
LIABILITIES
Accounts payable .............ccoevieiiiiiiiiinnnn. $ 1,093,020 $ 1,323,497 $ 106,518 $ 3,140,801 5,663,836
Due to other funds ..........ccooeeeniiiiiiiiinee. 4,877,236 6,344,969 12,458 1,321,798 12,556,461
Due to component units ...........cccceeeennnnen. 185,327 — — 60,484 245,811
Due to other governments ........................ 4,131,316 2,006,709 305,952 2,447,756 8,891,733
Interfund payables ..........cccocoeiiiiiiiiiiine. 3,350,931 — — 13,849 3,364,780
Tax overpayments .........cocceveeeerivnnennnennns 4,126,462 — — 9,420 4,135,882
DEePOSItS «.uoevieeeeiiei 7,615 — 10,632 302,493 320,740
Contracts and notes payable .................... — — — 65,706 65,706
Advance collections ...........ccccceviiieniennnnen. 40,058 57,980 5,867 300,677 404,582
Interest payable ..............ccccccoeiiiiinn, 16,782 9,130 — 200,400 226,312
General obligation bonds payable................ — —_ —_ 189,705 189,705
Other liabilities ........c..coouiviiiiiiiiinns 569,505 18,403 197,347 536,321 1,321,576
Total liabilities ...........cccceeeuiiienineanns 18,398,252 9,760,688 638,774 8,589,410 37,387,124
FUND BALANCES
Reserved for:
Encumbrances ..........ccooiiiiiiin 746,729 — 2,468,256 3,246,260 6,461,245
Interfund receivables ..............cco.oeeaenin 83,785 — 1,699,747 726,549 2,510,081
Loans receivable .............ccooiiiiiiiiiinn. 99,768 43,465 — 2,347,674 2,490,907
Continuing appropriations ...................... 1,666,255 — 4,903,990 5,366,369 11,936,614
Debt Service.......ocovviieeiiiieeee e, — — — 1,152,990 1,152,990
Unreserved, reported in:
General Fund ..o (4,504,075) — — — (4,504,075)
Special revenue funds ...............cco.eeeee. — (5,741) (3,192,384) 2,283,282 (914,843)
Capital projects funds ............ccoceiveneenns — — — (1,128,608) (1,128,608)
Total fund balances ...........ccccuuiieennnne (1,907,538) 37,724 5,879,609 13,994,516 18,004,311
Total liabilities and fund
balances .......ccooviiiiiiieirie s $ 16,490,714 $ 9,798,412 $ 6,518,383 $ 22,583,926
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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 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 and premiums are reported as current expenditures in the funds. 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 $50,624,162 and revenue bonds totaling $8,009,784 are not due and payable
in the current period and, therefore, are not reported in the funds.

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

Compensated absences adjustments (1,940,167)
Certificates of participation and commercial paper adjustments (1,358,051)
Capital lease adjustments (4,335,561)
Other long-term obligations (9,987,791)

Net assets of governmental activities

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

$

18,004,311

91,633,168

1,526,553

393,737

74,615

(58,633,946)

(17,621,570)

35,376,868
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Statement of Revenues, Expenditures,

and Changes in Fund Balances

Governmental Funds

Year Ended June 30, 2007

(amounts in thousands)

REVENUES

Personal income taxes

Sales and use taxes
Corporation taxes

Insurance taxes

Other taxes ..............
Intergovernmental
Licenses and permits

Total revenues
EXPENDITURES

Current:

General government
Education ..............

Health and human services .....................

Resources .............

State and consumer services ...................
Business and transportation .....................

Correctional programs
Tax relief ...............

Capital outlay ...
Debt service:

Bond and commercial paper retirement .....

Interest and fiscal charges

Total expenditures

Excess (deficiency) of revenues
over (under) expenditures ..................

OTHER FINANCING SOURCES (USES)
General obligation bonds and commercial

paper issued ..........
Refunding bonds issued
Payment to refunding agent
Capital leases ............
Transfersin ..............
Transfers out ............

Total other financing sources (uses) ...

Net change in fund balances
Fund balances, July 1, 2006

Fund balances (deficits), June 30, 2007 .......

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

Transportation Nonmajor
General Federal Construction Governmental Total

52,350,764 $ — $ — % 938,760 $ 53,289,524
27,402,715 — 950,814 7,097,782 35,451,311
11,210,267 — — — 11,210,267
2,165,567 — — — 2,165,567
537,736 — 3,224,021 2,038,270 5,800,027

— 44,590,863 — 1,851,656 46,442,519

17,331 — 1,006,343 4,242,468 5,266,142
168,934 — 737 741,716 911,387
586,448 — — 4,746,042 5,332,490
50,169 1,221 — 710,068 761,458
561,766 — 146,166 847,270 1,555,202
334,002 — — — 334,002
923,798 — 83,990 2,724,803 3,732,591
96,309,497 44,592,084 5,412,071 25,938,835 172,252,487
2,608,056 1,080,787 1,139,806 8,276,267 13,104,916
49,343,928 6,726,053 980 5,032,047 61,103,008
28,945,062 32,376,784 — 8,835,960 70,157,806
1,455,477 374,313 12 3,361,276 5,191,078
538,343 31,033 — 645,376 1,214,752
13,624 2,824,607 6,112,879 2,533,959 11,485,069
8,811,099 199,503 — 19,697 9,030,299
958,004 — — — 958,004
178,936 — — 1,166,085 1,345,021
1,416,946 49,190 310 4,225,345 5,691,791
1,917,108 22,959 7,110 934,672 2,881,849
96,186,583 43,685,229 7,261,097 35,030,684 182,163,593
122,914 906,855 (1,849,026) (9,091,849) (9,911,106)

— — 310 9,040,190 9,040,500

— — 302,900 8,795,476 9,098,376
— — (302,900) (7,537,721) (7,840,621)

178,936 — — — 178,936
1,590,173 — 3,385,830 4,335,459 9,311,462
(6,472,376) (903,571) (28,687) (1,838,137) (9,242,771)
(4,703,267) (903,571) 3,357,453 12,795,267 10,545,882
(4,580,353) 3,284 1,508,427 3,703,418 634,776
2,672,815 34,440 4,371,182 * 10,291,098 * 17,369,535
(1,907,538) $ 37,724 $ 5,879,609 $ 13,994,516 $ 18,004,311
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Reconciliation of the Statement of Revenues,
Expenditures, and Changes in Fund Balances of
Governmental Funds to the Statement of Activities

(amounts in thousands)

Net change in fund balances — total governmental funds

Amounts reported for governmental activities in the Statement of Activities are different from the Statement of
Revenues, Expenditures, and Changes in Fund Balances of governmental funds because:

Governmental funds report capital outlays as expenditures. However, in the Statement of Activities, the cost of
those assets is allocated over their estimated useful lives as depreciation expense. This is the amount by which
capital outlays exceed depreciation in the current period.

Revenues in the Statement of Activities that do not provide current financial resources are deferred and not
reported as revenues in the funds.

Bonds and other noncurrent financing instruments provide current financial resources to governmental funds in
the form of debt, which increases long-term liabilities in the Statement of Net Assets. Repayment of bond
principal is an expenditure in the governmental funds, but the repayment reduces long-term liabilities in the
Statement of Net Assets. The following amounts represent the difference between proceeds and repayments.

General obligation bond adjustments (3,278,017)
Revenue bond adjustments (900,237)
Certificates of participation and commercial paper adjustments (434,161)

Some expenses reported in the Statement of Activities do not require the use of current financial resources
and, therefore, are not reported as expenditures in governmental funds.

Compensated absences (226,062)
Lease adjustments 119.146
Other long-term obligations 219,514

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 net revenue (expense) of the internal service
funds is reported with governmental activities.

Change in net assets of governmental activities

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

634,776

2,752,640

299,451

(4,612,415)

112,598

(270,281)

(1,083,231)
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Statement of Net Assets
Proprietary Funds

June 30, 2007
(amounts in thousands)

Water
Electric Power Resources
ASSETS
Current assets:
Cash and pooled investments .................. $ — 391,517
Amount on deposit with U.S. Treasury — —
INVESTMENTS ...t ettt ettt e et e e et et e e e a e an e — —
Restricted assets:
Cash and pooled iINVESIMENES ..........iiitiiiiie e e e 1,716,000 —
INVESTIMENTS. ...ttt e et e e s ab e e s st e e e st e e e e anseeeanseeeenseeeeeneeeeannes — —
Due from other governments ................ — —
Net investment in direct financing leases — —
ReCeIVabIES (NEL) ...ceei et — 151,009
Due from other funds ..................... 41,000 8,230
Due from other governments — 15,381
Prepaid ifEmMS ... e — —
Inventories ........c.cooeveeiiiiiiinn. — 12,606
Recoverable power costs (net) 610,000 —
Other CUITENT @SSEES ...ouiiiiii e e e e e e e e e 91,000 —
L] €= o U 1 (=Y o = TT=Y £ PP 2,458,000 578,743
Noncurrent assets:
Restricted assets:
Cash and pooled INVESTMENES ..........iiitiiiii et 942,000 120,703
INVESIMIBNES .ot eaaaas 600,000 99,958
LO@NS FECERIVADIE ... e e e e — —
INVESTMENTS ... ettt et et e e — —
Net investment in direct fin@nciNg 1ASES .........ceuuiiiiiiii e — —
RECEIVADIES ... e et e e e — —
INtErfUNA rECEIVADIES ... ...eeiieiit e e e e eeanas — 91,517
LOANS FECEIVADIE .....viiniiiii e e ettt e et e e e e et e anaas — 25,928
Recoverable POWET COSES (NEL) .. .ceuuniiit ittt e et e e e e e e aans 6,503,000 —
Deferred Charges ........oeue i ettt e e — 1,239,653
Capital assets:
= Lo Lo L PP TP PPN — —
Collections — NONAEPIECIADIE. ..........coiuiiiiieiii ettt es — —
Buildings and other depreciable property ............ooeiiiiii i — 4,584,669
Less: accumulated depreCiation ............c..ooeuueiiiiiii i e — (1,800,158)
CONSIIUCHON IN PrOGIESS .. evvieit ettt et e e et et e e e e eaaaaen e — 253,152
Other NONCUITENT @SSEES .. .c.uiiiii it e et — —
Total NONCUITENE @SSEES ..ot i e e e e e eans 8,045,000 4,615,422
e €= L= T = PR $ 10,503,000 5,194,165

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



Fund Financial Statements

Governmental
Business-type Activities — Enterprise Funds Activities
Public Building State Unemployment Nonmajor Internal

Construction Lottery Programs Enterprise Total Service Funds
$ — 350,836 $ 2,490,806 2,059,262 5,292,421 $ 784,709
— — 3,455,035 — 3,455,035 —

— 314,702 — 255,823 570,525 —

109,524 — — 71,490 1,897,014 —

636 — — — 636 —

— — — 55,965 55,965 -

324,416 — — 14,609 339,025 —
133,157 225,278 152,488 31,079 693,011 117,209
28,814 6,298 36,853 31,009 152,204 328,806

— — 30,720 116,429 162,530 16,843

— 8,630 — 578 9,208 69,209

— 6,314 — 3,682 22,602 28,309

— — — — 610,000 —

— — — 545 91,545 50,751

596,547 912,058 6,165,902 2,640,471 13,351,721 1,395,836
38,353 — — 15,370 1,116,426 —

22,915 — — 11,239 734,112 —

— — — 512,173 512,173 —

— 1,472,958 — 60,987 1,533,945 —

6,029,202 — — 101,613 6,130,815 —

— — 26,854 — 26,854 —

— — — 2,188 93,705 —

— — — 3,314,890 3,340,818 —

— — — — 6,503,000 —

65,712 13,027 — 35,750 1,354,142 —

— 4,923 — 41,843 46,766 231

— — — 29 29 —

— 98,398 14,458 3,964,121 8,661,646 569,030
— (53,118) (4,982) (1,759,396) (3,617,654) (387,803)

676,642 — — 246,856 1,176,650 3,536

— — — 6,903 6,903 —

6,832,824 1,536,188 36,330 6,554,566 27,620,330 184,994

$ 7,429,371 2,448,246 $ 6,202,232 9,195,037 40,972,051 $ 1,580,830

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

(continued)
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Statement of Net Assets (continued)
Proprietary Funds

June 30, 2007
(amounts in thousands)

LIABILITIES

Current liabilities:
ACCOUNTS PAYADIE ... e
Due to other funds ..........
Due to component units
Due 10 0ther QOVEINMENES ..........iiiii e e
Deferred revenue
DIBPOSIES ... et ettt et et e e
Contracts and NOtes PAYaDIE ............coooiuiiiiii e
Advance collections

Interest Payable ...

Benefits payable ...
Current portion of long-term obligations
Other current abIlItIeS ..........oooeiiii e

Total current IAbIlIIES .......cee e e
Noncurrent liabilities:

INterfund PaYabIES ..........oii e

Benefits payable ...... ..o

Lottery prizes and annuUIties .............oooiiiiiiiiiii

Compensated absences PAYabIe .............oiiiuiiiiiiiii e e
Certificates of participation, commercial paper,

and Other DOMTOWINGS .. ....uuiii ittt e e
Capital 1ease oblIgationS ...........ciuuiiiiiii e
General obligation bonds payable ............couuuiiiiiiiiii e
Revenue bonds payable ..o

Other noncurrent labilities ...........ooiiiiiii i e
Total noncurrent Iabilities .......co.ovniiii e e

Total liabilities ....ccuieiieiieiieic i rr e e e e e s e s s s e rea s e e n e rn e

NET ASSETS

Investment in capital assets, net of related debt ...

Restricted — Expendable:

CONSIIUCHION ...ttt et e et e e et e e et e e e e eateeeeaeeeeeaaeeessseeesanseeesaseeeenraeaas
(=T o) aF=7=T 0V, (o] PP UPPN
Security fOr reVENUE DONAS .......c.oiiiiiiiiei ettt eee s

Lottery ..ocovveieiiiiee
Unemployment program
ONEI PUIMPOSES ...ttt ettt ettt sttt ae et b et e bt nae e bt naeentesaeenenne
Total expendable

[0 =11 14103 (=T PP

Lo = L 1= =TT PN

Total liabilities and Net asSets .........ccvveiiiiicciirr s e

38

Water

Electric Power Resources
453,000 107,968
— 195
— 99,462
55,000 19,278
487,000 145,556
995,000 372,459
— 133,362
— 584,395
9,508,000 2,492,548
— 405,970
9,508,000 3,616,275
10,503,000 3,988,734
— 98,490
— 1,106,941
— 1,106,941
— 1,205,431
10,503,000 5,194,165

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



Fund Financial Statements

Governmental
Business-type Activities — Enterprise Funds Activities
Public Building State Unemployment Nonmajor Internal
Construction Lottery Programs Enterprise Total Service Funds
$ 18,005 38,347 $ 5 $ 58,815 676,140 $ 200,268
116,758 292,466 51,068 34,607 495,094 523,483
— — — 5,563 5,563 6,921
897 —_ 14,618 1,297 116,274 13
— — — 58,360 58,360 -
— — — 3,868 3,868 6,342
— — — — — 5,789
19,037 2,570 — 4,105 25,712 244,484
64,251 —_ — 48,120 186,649 —
— — 406,740 — 406,740 —
348,674 630,374 — 230,961 1,842,565 15,052
— —_ 85,441 4,937 90,378 3,115
567,622 963,757 557,872 450,633 3,907,343 1,005,467
— — — 2,188 2,188 95,737
— — — 8,881 8,881 —
— 1,382,603 — — 1,382,603 —
— 5,162 14,855 7,561 27,578 46,912
— — — 46,420 179,782 —
— — — — — 9,115
— — — 1,233,395 1,817,790 —
6,567,593 — — 3,323,231 21,891,372 —
— 1,409 — 133,443 540,822 29,862
6,567,593 1,389,174 14,855 4,755,119 25,851,016 181,626
7,135,215 2,352,931 572,727 5,205,752 29,758,359 1,187,093
— 50,203 9,477 50,098 208,268 162,222
262,461 — — 290,071 1,659,473 —
31,695 — — 54,393 86,088 —
— — — 568,138 568,138 —
— 95,315 — — 95,315 —
— — 5,620,028 — 5,620,028 —
— — — 545,890 545,890 —
294,156 95,315 5,620,028 1,458,492 8,574,932 —
— (50,203) — 2,480,695 2,430,492 231,515
294,156 95,315 5,629,505 3,989,285 11,213,692 393,737
$ 7,429,371 2,448,246 $ 6,202,232 $ 9,195,037 40,972,051 $ 1,580,830

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

(concluded)
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Statement of Revenues, Expenses, and
Changes in Fund Net Assets

Proprietary Funds

Year Ended June 30, 2007
(amounts in thousands)

Water
Electric Power Resources
OPERATING REVENUES
Unemployment and disability iNSUraNCe .............c..oiiiiiiiiinii e $ — 8 —
Lottery tiCKEt SAIES ........e i — —
POWET SAIES ...ttt ettt et e et et e e 4,843,000 222,206
Student tUItION @Nd FEES .. ... e — —
SEIVICES ANA SAIES ..ottt e e — 729,384
INVESTMENT AN INTEIEST . ..nieie e e ettt e e e e e eaeneees — —
1= o — —
1043 T PP — —
Total operating rEVENUES ........ccuiieiieiiiiinine s s srr s s rre srn s raa s sas s ans s s e annas 4,843,000 951,590
OPERATING EXPENSES
LOMEIY PIIZES ..ot ettt — —
Power purchases (net of recoverable power COStS) ..........coiuiiiiiiiiiiiiiiiiiii e 4,813,000 374,568
PeISONAI SEIVICES ...ouiiiiiit e e e et e et et e e — 203,021
SUPPIES ettt e et e e et e e — —
Services and charges 30,000 116,471
(D= o] (=To1 = o] o H AU OO PP PPN — 78,065
Distributions t0 DENEfICIANES ......ccunieeiii e — —
INEIEST EXPENSE ...t et — —
Amortization of deferred charges — —
Other ..o — —
Total operating expenses 4,843,000 772,125
Operating iNCOME (IOSS) ...cuuiiii ittt et e e e e e e eet e e e a e e e e e aan e eeens — 179,465
NONOPERATING REVENUES (EXPENSES)
Investment and iNtereSt INCOME .......oouiuii i e e e 1,022,000 —
Interest expense and fiscal Charges .............oiieiiiiiiiiiii e (1,022,000) (151,746)
Lottery payments for @dUCAtION .............iiiiiiiiiiiii e — —
[ (o =T PP PP PPPPPP — (27,719)
Total nonoperating revenues (EXPENSES) .......ucuiiruuirruiimensrrrsirsr s s s annssrnnss — (179,465)
Income (loss) before contributions and transfers .............c.oiiiiiiiiii — —
Capital CONTADULIONS ......ciii et eeen s — —
I 15 (=Y £ o PRSP — —
R 1) (= £ 0| PP — —
Change iN NEE ASSEES .. .eui it et e — —
Total net assets, JUly 1, 2006 .........ccuuimiiuiimiiiirrir e s s s s s rn s srn s snnsnnnss — 1,205,431
Total net assets, JUNE 30, 2007 ........ccieiiiimiierierr i rirresrrare s sarasasnsnssasasasassssnssrnsassnnssnns $ — 3 1,205,431
* Restated

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



Fund Financial Statements

Governmental
Business-type Activities — Enterprise Funds Activities
Public Building State Unemployment Nonmajor Internal

Construction Lottery Programs Enterprise Total Service Funds
$ — — 3 8,607,112 $ — 3 8,607,112 §$ —
— 3,318,346 — — 3,318,346 —

— — — — 5,065,206 —

— — — 499,667 499,667 —

— — 126,741 91,451 947,576 2,205,471

33,075 — — 184,492 217,567 289

363,818 — — 43,031 406,849 —

2 — — 14,205 14,207 —

396,895 3,318,346 8,733,853 832,846 19,076,530 2,205,760

— 1,765,643 — — 1,765,643 —

— — — — 5,187,568 —

— 42,225 138,191 153,299 536,736 640,715

— 12,524 — — 12,524 11,766

3,699 336,423 65,194 622,653 1,174,440 1,461,437

— 9,100 716 87,837 175,718 39,926

— — 8,932,117 — 8,932,117 —

324,246 — — 231,567 555,813 734

6,832 — — 874 7,706 —

— — — 36,942 36,942 —

334,777 2,165,915 9,136,218 1,133,172 18,385,207 2,154,578
62,118 1,152,431 (402,365) (300,326) 691,323 51,182

— 142,153 284,116 87,681 1,535,950 2,931
— (127,771) — (9,208) (1,310,725) (357)

— (1,176,929) — — (1,176,929) —
— 1,200 — (6,724) (33,243) (285,201)
— (1,161,347) 284,116 71,749 (984,947) (282,627)
62,118 (8,916) (118,249) (228,577) (293,624) (231,445)

— — — 182,989 182,989 —

66,601 — — 1,571 68,172 —
— — — (98,027) (98,027) (38,836)
128,719 (8,916) (118,249) (142,044) (140,490) (270,281)

165,437 104,231 5,747,754 4,131,329 * 11,354,182 664,018 *
$ 294,156 95,315 § 5,629,505 $ 3,989,285 $ 11,213,692 $ 393,737

The notes to the financial statements are an integral part of this statement.
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Statement of Cash Flows
Proprietary Funds

Year Ended June 30, 2007
(amounts in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from customers/employers
Receipts from 