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

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, 2011. The report contains the Independent Auditor’s
Reports on the state’s general-purpose financial statements, compliance and internal contro}
over financial reporting, compliance and internal control related to federal grants, and schedule
of federal assistance. Although the Independent Auditor identified four significant deficiencies
related to internal control over financial reporting and two instances of noncompliance or other
matters, the conditions do not adversely affect the state’s general-purpose financial statements.
The Independent Auditor also identified significant deficiencies related to internal control over
compliance with major federal program requirements and identified several instances of
noncompliance that were considered material. We recognize that there are areas where internal
controls and administration of federal awards need to be improved, and we are taking steps to

address these issues.

California provides its citizens with numerous state and federal programs. The mix of programs
provided makes us larger and more complex than most economic 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 directives to departments that establish statewide
policy and provide technical advice on various audit-related areas.
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The state is committed {o 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 respensibility 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. State agencies follow the Financial Integrity and Staie Manager's
Accountability Act (FISMA), which requires each agency to conduct an internal review of its
controls and prepare a report of its findings. Finance provides 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, and 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,

Ao e

ANA J. MATOSANTOS
Director

Enclosure
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OVERVIEW OF CALIFORNIA’'S ECONOMY

OVERVIEW OF
CALIFORNIA'S ECONOMY

FISCAL YEAR 2010-11

alifornia, like the nation, ended 2011 in the midst of an uneven economic recovery.

Some sectors of the economy, including high technology and export markets,
were doing well. However, economic conditions were still hamstrung by weak real
estate markets, recessionary consumer confidence levels, and volatile equity markets.

Global and national events created economic uncertainty and had an impact on the
recovery. Congressional gridlock on budgetary issues, including the debt ceiling, added
to economic uncertainty and stock market volatility. Further, the European debt, banking,
and budgetary crisis adversely affected the California and national economies.

By the end of 2011, it appeared that the national economy had begun a slow, steady
expansion, including a recovery from midyear weakness. In October 2011, the Index

of Leading Indicators posted the largest monthly increase since November 2010,
suggesting that the economy should continue to experience at least moderate growth
well into 2012. After slowing sharply during May and June, nonfarm employment gains
rebounded to over 100,000 jobs per month on average during the last half of the year.
The unemployment rate dropped from 9.1 percent in June to 8.5 percent in December.

Consumer confidence also improved steadily. The Conference Board Consumer
Confidence Index rose in November, posting its largest monthly increase since April
2003. Even though indicators remain at recessionary levels, the improved confidence
level led to increased spending. Overall consumer spending in December 2011 was
up 3.9 percent from a year earlier led by a surge in motor vehicle sales, which in
November and December reached their best level since June 2008 (excluding the
August 2009 one-time Cash-for-Clunkers surge).
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Businesses remained cautious but boosted spending on equipment and software. Corporations
with healthy profits invested in replacement needs neglected during the recession.

After losing ground in August and September, industrial production accelerated in October
and continued to grow modestly. Construction spending also grew moderately during the
last five months of 2011.

In September, U.S. exports were up 16 percent over the year, led by industrial supplies

and consumer goods. Even though exports softened in the final months of 2011 in response
to the economic slowdown in Europe, they were still substantially greater than during the
same months of 2010. During 2011, exports added 0.87 percentage point to Gross Domestic
Product growth; trailing only the growth rates for personal consumption expenditures.

Despite these indications that the economy was improving at the close of 2011, a number of
factors will dampen economic growth in 2012. Since spending growth outpaced income gains,
the boost from consumers may slow again. Much of the additional spending was financed

by the greater use of credit and reduced savings. Businesses also have been reluctant to
expand payrolls too quickly and national economic growth has been extraordinarily dependent
on exports, and thus more sensitive to global economic developments. The European debt,
banking and budgetary crisis resulted in slower economic growth and possibly a recession in
Europe, thereby weakening the demand for U.S. exports, reducing corporate earnings, and
strengthening the dollar.

Most of the indicators that affect the nation, both positive and negative, also affect California.
In addition, California is affected by other positive and negative factors ranging from a robust
high-technology sector to being one of the states hardest hit by the collapse of the

housing market.

The state added 46,100 industry jobs in January and February of 2011, and then lost

63,700 jobs from March through July after the Japanese earthquake. Nonfarm employment
accelerated substantially from August through December and the unemployment rate
dropped to 11.2 percent in December, the lowest rate since May 2009. Comparing
December 2011 with a year earlier, 167,900 new jobs were created.

California wages also made substantial gains at the end of 2010 that continued into 2011.

In the fourth quarter of 2010, California wages made their strongest quarter-to-quarter jump
since the middle of 2000—the height of the dot-com bubble. Seven high-paying industries
accounted for two-thirds of the overall wage gains in the fourth quarter of 2010, including
computer and electronic manufacturing, finance and insurance, professional, scientific and
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technical services, mining, information (which includes motion pictures), management of
companies, and health care and social assistance. In 2011, California personal income grew
nearly $100 billion, the largest gain since 2006.

A disproportionately large share of the wage gain was driven by the state’s high-technology
and professional service sectors and by robust global demand for California exports. The surge
reflected growing high-tech exports, booming Silicon Valley investment activity, strong stock
market gains, and high oil prices. If these trends continue, it is expected that these sectors will
expand their workforces.

Strong growth and rising profits among Silicon Valley companies and by booming investment
activity likely led to wage gains in electronics manufacturing. In 2010, the 150 largest Silicon
Valley corporations had their most profitable year in history. By the end of the first quarter
of 2011, their combined stock market value rose over 11 percent from 2010.

2010 was a banner year for California-made exports with the total value rising 19 percent
from 2009. This boom was dominated by computers, electronics, and electronic machinery,
which combined accounted for over 60 percent of California’s 2010 export growth.

Similar to the nation, consumption spending in California rebounded in 2011 with growing
vehicle sales playing a significant role. Taxable retail sales during 2011 grew 8.1 percent from
2010. New motor vehicle registrations during the first eleven months of 2011 were up nearly
10 percent from the same months of 2010.

California industries that are not connected to high technology and export markets, however,
did not fare as well. In particular, the state’s housing market, still burdened by high foreclosure
rates, weakened considerably during the midyear slowdown. Existing home sales during 2011
were up slightly from the same months of 2010. However, this came at the expense of
falling prices.

In contrast to the healthy wage gains noted above, wage rate growth in other industries,
such as agriculture, construction, retail trade, and accommodation and food services, did
not even keep pace with inflation. These sectors employ nearly half of the state’s private
sector workforce.

The prospects for the national and California economies are guardedly positive. Another
recession is not anticipated. The national recovery regained momentum in the closing months
of 2011. While disappointing, labor markets have improved slowly. Exports are making solid
improvements over 2010. Manufacturing activity was growing, albeit sluggishly.
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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,
2011, 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:

Government-wide Financial Statements

e Certain enterprise funds that, in the aggregate, represent 86 percent and 36 percent, respectively,
of the assets and revenues of the business-type activities.

e The University of California, State Compensation Insurance Fund, California Housing Finance
Agency, Public Employees’ Benefits, and certain other funds that, in the aggregate, represent

over 99 percent of the assets and revenues of the discretely presented component units.

Fund Financial Statements

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

e Certain nonmajor enterprise funds that represent 92 percent and 66 percent, respectively, of the
assets and revenues of the nonmajor enterprise funds.

e The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement
System, and certain other funds that, in the aggregate, represent 90 percent and 76 percent,
respectively, of the assets and additions of the fiduciary funds and similar component units.

e The discretely presented component units noted above.

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

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States of America. Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test basis, evidence



supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit and the reports of other
auditors provide a reasonable basis for our opinions.

In our opinion, based on our audit and the reports of other auditors, the financial statements referred
to above present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each
major fund, and the aggregate remaining fund information of the State of California, as of June 30,
2011, and the respective changes in financial position, and where applicable, cash flows 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, we will issue a separate report on our
consideration of the State’s internal control over financial reporting and on our tests of its compliance
with certain provisions of laws, regulations, contracts, and grant agreements, and other matters. The
purpose of that report is to describe the scope of our testing of internal control over financial
reporting and compliance and the results of that testing, and not to provide an opinion on internal
control over financial reporting or on compliance. That report is an integral part of an audit
performed in accordance with Government Auditing Standards and should be considered in assessing
the results of our audit.

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 accounting principles generally accepted in the United States of America.
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 by us and the other
auditors 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.

CALIFORNIA STATE AUDITOR

/%«e?%sﬂrf

JOHN F. COLLINS II, CPA
Deputy State Auditor

February 24, 2012



Management’s Discussion and Analysis

Management’s Discussion and Analysis

The following Management’'s Discussion and Analysis is a required supplement to the State of California’s
financial statements. It describes and analyzes the financial position of the State, providing an overview of the
State’s activities for the year ended June 30, 2011. 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

During the 2010-11 fiscal year, California showed signs of fiscal recovery, but it continued to struggle
financially as a result of the recent recession. The State’s general revenues increased by $10.1 billion (10.7%)
from last year; however, revenues were $5.1 billion lower than those received in the 2007-08 fiscal year.
Expenses for the State’s governmental activities increased slightly from the prior year, but exceeded revenue
received resulting in a $3.5 billion decrease in governmental activities’ net assets. Total expenses for the
State’s business-type activities exceeded revenues for fiscal year 2010-11. In fiscal year 2010-11, the
California State University financial activities were reclassified from governmental activities to enterprise
activities. Reduced general revenues, expenses that exceeded revenues, and increased long-term obligations
resulted in a 50% decrease in the total net assets for governmental and business-type activities from the
2009-10 fiscal year.

Net Assets — The primary government’s net assets as of June 30, 2011, were a negative $9.7 billion. After the
total net assets are reduced by $86.8 billion for investment in capital assets (net of related debt) and by
$31.5 billion for restricted net assets, the resulting unrestricted net assets totaled a negative $128.0 billion.
Restricted net assets are dedicated for specified uses and are not available to fund current activities. Almost
one-half of the negative $128.0 billion consists of $62.6 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 $3.2 billion (50.0%) during
the year ended June 30, 2011. Net assets of governmental activities decreased by $3.5 billion (51.3%), while
net assets of business-type activities increased by $330 million (69.3%).

Fund Highlights

Governmental Funds — GASB Statement No. 54 provides new fund balance classifications for governmental
funds. The previous reserved and unreserved classifications have been replaced with nonspendable, restricted,
and unrestricted balances. Additional information on the State’s fund balances can be found in Note 1K in the
notes to the basic financial statements. As of June 30, 2011, the primary government’s governmental funds
reported a combined ending fund balance of $10.8 billion, a decrease of $1.0 billion from the prior fiscal year’s
restated ending fund balance. The unrestricted fund balance, comprised of committed, assigned, and
unassigned balances, was negative $17.3 billion. The nonspendable and restricted fund balances were
$187 million and $27.9 billion, respectively.
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Proprietary Funds — As of June 30, 2011, the primary government’s proprietary funds reported combined
ending net assets of $1.4 billion, an increase of $375 million from the prior fiscal year. After the total net assets
are reduced by $1.5 billion for investment in capital assets (net of related debt), expendable restrictions of
$3.6 billion, and nonexpendable restrictions of $22 million, the unrestricted net assets totaled a negative
$3.8 billion.

Noncurrent Assets and Liabilities

As of June 30, 2011, the primary government’s noncurrent assets totaled $134.8 billion, of which $109.0 billion
is related to capital assets. State highway infrastructure assets of $61.4 billion represent the largest portion of
the State’s capital assets.

The primary government’s noncurrent liabilities totaled $158.1 billion, which consists of $78.3 billion in general
obligation bonds, $29.4 billion in revenue bonds, and $50.3 billion in all other noncurrent liabilities. During the
2010-11 fiscal year, the primary government’'s noncurrent liabilities increased by $8.7 billion (5.8%) over the
prior fiscal year. This increase was primarily the result of a $3.8 billion increase in the unemployment
programs’ loan payable to the U.S. Department of Labor, and a $2.6 billion increase in net other
postemployment benefits obligations.

Overview of the Financial Statements

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

Government-wide Financial Statements

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

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

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

* The Statement of Activities presents information showing how the State’s net assets changed during the
most recent fiscal year. The State reports changes in net assets as soon as the event giving rise to the
change occurs, regardless of the timing of the related cash flows. Thus, this statement reports revenues
and expenses for some items that will result in cash flows in future fiscal periods (e.g., uncollected taxes
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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),
business and transportation, correctional programs, general government, resources, 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.

«  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
and certain building authorities that are blended component units of the State are included in the
governmental activities.

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

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

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



State of California Comprehensive Annual Financial Report

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.

* 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
of the fiscal year. Such information may be useful in evaluating a government’s short-term financing
requirements. This approach is known as the flow of current financial resources measurement focus and
the modified accrual basis of accounting. These governmental fund statements provide a detailed
short-term view of the State’s finances, enabling readers to determine whether adequate financial
resources exist to meet the State’s current needs.

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

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

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

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

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

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

Notes to the Financial Statements

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

Required Supplementary Information

A section of required supplementary information follows the notes to the basic financial statements in this
publication. This section includes a schedule of funding progress for certain pension and other
postemployment benefit trust funds, information on infrastructure assets based on the modified approach, a
budgetary comparison schedule, and a reconciliation of the budgetary basis and the GAAP basis fund
balances 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, nonmajor proprietary
funds, fiduciary funds, and nonmajor component units. The basic financial statements present only summary
information for these activities.

Government-wide Financial Analysis

Net Assets

The primary government’s combined net assets (governmental and business-type activities) decreased by
50.0%, from a negative $6.4 billion as restated at June 30, 2010, to a negative $9.7 billion a year later.

The primary government’s $86.8 billion investment in capital assets, such as land, buildings, 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 net of related debt, 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 $31.5 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. As of June 30, 2011, governmental
activities showed an unrestricted net assets deficit of $124.0 billion and business-type activities showed an
unrestricted net assets deficit of $4.2 billion.
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A large portion of the negative unrestricted net assets of governmental activities consists of $62.6 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.

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, 2010 and 2011
(amounts in millions)

Governmental Activities Business-type Activities Total
2011 2010 2011 2010 2011 2010
ASSETS
Current and other assets ......... $ 50,820 $ 56,355 $ 33,884 $ 30,324 $ 84,704  $ 86,679
Capital assets ...........ccceeeunnnes 100,464 98,798 8,551 6,794 109,015 105,592
Total assets .......cceeeeureenens 151,284 155,153 42,435 37,118 193,719 192,271
LIABILITIES
Noncurrent liabilities ............... 120,905 115,465 37,203 33,951 158,108 149,416
Other liabilities ...................... 40,835 43,887 4,426 3,923 45,261 47,810
Total liabilities ................ 161,740 159,352 41,629 37,874 203,369 197,226
NET ASSETS
Investment in capital assets
net of related debt ............... 85,461 84,085 1,383 90 86,844 84,175
Restricted ..........ccooveiiviiininnnne 27,866 14,988 3,638 3,405 31,504 18,393
Unrestricted ..........cccveeuveenne.. (123,783) (103,272) (4,215) (4,251) (127,998) (107,523)
Total net assets (deficit) .. $ (10,456) $ (4,199) $ 806 $ (756) $ (9,650) $ (4,955)

Changes in Net Assets

The expenses of the primary government totaled $234.6 billion for the year ended June 30, 2011. Of this
amount, $126.4 billion (53.9%) was funded with program revenues (charges for services or program-specific
grants and contributions), leaving $108.2 billion to be funded with general revenues (mainly taxes). The
primary government’s general revenues of $105.0 billion were less than the unfunded expenses. As a result,
the total net assets decreased by $3.2 billion, or 50%.

Of the total decrease, net assets for governmental activities decreased by $3.5 billion, while those for
business-type activities increased by $330 million.
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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, 2010 and 2011
(amounts in millions)

Governmental Activities Business-type Activities Total
2011 2010 2011 2010 2011 2010
REVENUES
Program revenues:
Charges for Services ...........cccceeeveveenennnn. $ 21,122 $ 21,610 $ 34,819 $ 20,661 $ 55,941 $ 42,271
Operating grants and contributions ........... 67,849 75,470 1,217 — 69,066 75,470
Capital grants and contributions ............... 1,272 962 86 92 1,358 1,054
General revenues:
TAXES evveneeeeiie et 104,705 94,593 — — 104,705 94,593
Investment and interest ...........cccceeveennn. 63 115 —_ —_ 63 115
Miscellaneous ...........coveeviiiiiiiiiiieinennns. 229 150 — — 229 150
Total revenues ......cccceveeeeeiieenreennens, 195,240 192,900 36,122 20,753 231,362 213,653
EXPENSES
Program expenses:
General government ...........ccooooeevininenns 13,520 12,455 — — 13,520 12,455
Education ........cccooviiiiiiiiiii 56,487 61,764 — — 56,487 61,764
Health and human services ..................... 92,475 80,800 — — 92,475 80,800
RESOUICES ...covvvieiiiieiiiee e 5,853 6,019 —_ —_ 5,853 6,019
State and consumer services ................... 1,405 980 — — 1,405 980
Business and transportation .................... 11,120 14,156 — — 11,120 14,156
Correctional programs ............ccccceeeeeenenn. 10,296 10,310 — — 10,296 10,310
Interest on long-term debt ....................... 4,377 4,146 — — 4,377 4,146
Electric Power .......cccoovviiiiiiiiiiiieen — — 2,317 3,908 2,317 3,908
Water ReSOUrces ........ccoevvvvvnieeneinieinnnnns — — 1,116 1,070 1,116 1,070
Public Building Construction .................... — — 390 494 390 494
State Lottery .......oeuvvviiieiinieiii e — — 3,507 3,166 3,507 3,166
Unemployment Programs ........................ — — 25,619 29,615 25,619 29,615
Nonmajor enterprise ...........cccceeviviieeeneen. — — 6,095 1,140 6,095 1,140
Total eXPeNnSes ........oeeeeuiieremraiernnnanans 195,533 190,630 39,044 39,393 234,577 230,023
Excess (deficiency) before transfers ... (293) 2,270 (2,922) (18,640) (3,215) (16,370)
Transfers ......ooveeiiiiiii (3,252) (13,442) 3,252 13,442 — —
Change innetassets .........ccccceiveiinennnn, (3,545) (11,172) 330 (5,198) (3,215) (16,370)
Net assets, beginning of year (restated) ... (6,911) 6,973 476 4,442 * (6,435) 11,415
Net assets (deficit), end of year ............... $ (10,456) $ (4,199) $ 806 $ (756) $ (9,650) $ (4,955)

* Not restated
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Governmental Activities

Governmental activities’ expenses and transfers totaled $198.8 billion. Program revenues, including
$69.1 billion received in federal grants, funded $90.2 billion (45.4%) of expenses and transfers, leaving
$108.5 billion to be funded with general revenues (mainly taxes). However, general revenues for governmental
activities totaled only $105.0 billion, so governmental activities’ total net assets decreased by $3.5 billion, or
51.3%, during the year ended June 30, 2011.

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, 2011
(amounts in billions)

General Government

Education

Health and Human Services

Business and Transportation

Correctional Programs

Other

I:l Program Revenues - Expenses

For the year ended June 30, 2011, total state tax revenues collected for governmental activities increased by
$10.1 billion (10.7%) from the prior year. Personal income taxes increased by $7.9 billion (17.9%) as a result of
higher personal income reported. The other taxes category increased by $2.5 billion. This $2.5 billion increase
was primarily the result of Assembly Bill X8-6, also known as the Fuel Tax Swap, which redirected a portion of
gasoline taxes from sales taxes to other taxes. Sales and use taxes would have reflected this increase if these
taxes had not been redirected.

Overall expenses for governmental activities increased by $4.9 billion (2.6%) from the prior year. The largest
increase in expenses was an $11.7 billion increase in health and human services spending primarily due to the
creation of the Hospital Quality Assurance Revenue Fund, which was established by Assembly Bill 1383
effective October 2009. This increase in expenses was somewhat offset by a $5.3 billion decrease in education
expenditures reported as a result of the reclassification of the California State University financial activities
from a governmental fund to an enterprise 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
Year ended June 30, 2011
(as a percent)

Revenues by Source
Year ended June 30, 2011
(as a percent)

Education
28.9%

Business and
Transportation
5.7%

General
Government Other
6.9 % 5.9%
Correctional
Programs
5.3 %

Health and Human
Services
47.3%

Personal Sales and Use
Income Tax Taxes
26.5 % 17.2%
Other
Revenue
10.1 %
Grants and
Contributions
Charg.es for 353 %
Services
10.9 %

Business-type Activities

Business-type activities expenses totaled $39.0 billion. Program revenues of $36.1 billion, primarily generated
from charges for services, and $3.3 billion in transfers were sufficient to cover these expenses. Consequently,
business-type activities’ total net assets increased by $330 million, or 69.3%, during the year ended

June 30, 2011.

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, 2010 and 2011
(amounts in billions)

State Lottery

Electric Power
Unemployment Programs
California State University

Other

$0 $3 %6 %9 812

* Not Restated

$15 $18 $21  $24 $27 $30
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Fund Financial Analysis

The national recession and the State’s weakened economy had the greatest impact on governmental funds,
which rely heavily on taxes to support the majority of their services and programs. The State’s governmental
funds had a $1.0 billion decrease in fund balance over the prior year's restated ending fund balance. Some
proprietary funds incurred net asset reductions, as their expenses exceeded revenues for the fiscal year
2010-11. The Unemployment Programs Fund incurred the largest decline in net assets, $324 million, despite a
$13.4 billion increase in operating revenues due to a draw of federal unemployment funds. More federal funds
were drawn to compensate for the decreased in funding from the federal American Reinvestment and
Recovery Act (ARRA).

Governmental Funds

The governmental funds’ Balance Sheet reported $60.7 billion in assets, $49.9 billion in liabilities, and
$10.8 billion in fund balance as of June 30, 2011. Total assets of governmental funds decreased by 12.0%,
while total liabilities decreased by 9.6%, resulting in a total fund balance decrease of $1.0 billion (8.7%) over
the prior fiscal year. As in the prior year, the General Fund had to rely heavily on internal borrowing from the
State’s other funds to meet its payment obligations. However, by June 30, 2011, long-term borrowing had
decreased by $1.3 billion to $8.9 billion.

Within the governmental funds’ total fund balance, $187 million is classified as nonspendable because this
amount consists of long-term interfund receivables and loans receivable, or due to legal or contractual
requirements. Additionally, $27.9 billion is classified as restricted for specific programs by external constraints
such as debt covenants and contractual obligations, or by constitutional provisions or enabling legislation.
Furthermore, the total fund balance of $2.7 billion is classified as committed for specific purposes and
$269 million is classified as assigned for specific purposes. The unassigned balance of the governmental funds
is a negative $20.3 billion. These new fund balance classifications reflect the implementation of GASB
Statement No. 54 and are defined in more detail in Note 1K.

The Statement of Revenues, Expenditures, and Changes in Fund Balances of the governmental funds shows
$195.3 billion in revenues, $198.0 billion in expenditures, and a net $1.6 billion in receipts from other financing
sources. The ending fund balance of the governmental funds for the year ended June 30, 2011, was
$10.8 billion, a $1.0 billion decrease over the prior year’s restated ending fund balance of $11.8 billion. The
reasons for the change in the fund balance were a net decrease in intergovernmental revenue in the Federal
Fund, as a result of a reduction in economic stimulus funds received from the Federal ARRA, which exceeded
the increase of tax revenue.

Personal income taxes, which account for 49.3% of tax revenues and 26.5% of total governmental fund
revenues, increased by $7.8 billion from the prior fiscal year. Sales and use taxes, which account for 32.0% of
tax revenues and 17.1% of total governmental fund revenues, decreased by $208 million over the prior fiscal
year. Corporation taxes, which account for 9.0% of tax revenues and 4.8% of total governmental fund
revenues, decreased by $34 million from the prior fiscal year. Governmental fund expenditures increased by
$7.2 billion from the prior fiscal year, primarily in health and human services programs. General obligation
bonds and commercial paper of $4.5 billion were issued during the 2010-11 fiscal year; however, this was
$7.5 billion less than the amount issued in the prior fiscal year.

The State’s major governmental funds are the General Fund, the Federal Fund, and the Transportation Fund.
The General Fund ended the fiscal year with a fund deficit of $19.9 billion. The Federal Fund and the
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Transportation Fund ended the fiscal year with fund balances of $122 million and $7.8 billion, respectively. The
nonmajor governmental funds ended the year with a total fund balance of $22.8 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 $12.0 billion, liabilities of $31.9 billion, nonspendable, restricted, and committed fund
balances of $148 million, $156 million, and $30 million, respectively, leaving the General Fund with a negative
unassigned fund balance of $20.3 billion. Total assets of the General Fund decreased by $849 million from the
prior fiscal year, mainly because of a $627 million decrease in amounts due from other governments. During
the 2010-11 fiscal year, the General Fund continued to experience cash shortages and relied on internal
borrowing from the State’s other funds to meet its payment obligations. However, by June 30, 2011, long-term
borrowing from other funds had decreased by $1.3 billion to $8.9 billion. Even with this increase in short- and
long-term interfund payables, the total liabilities of the General Fund decreased by $518 million (1.6%).

As shown on the Statement of Revenues, Expenditures, and Changes in Fund Balances of the governmental
funds, the General Fund had $93.5 billion in revenues, $90.4 billion in expenditures, and a net $3.5 billion
disbursement from other financing sources (uses) for the year ended June 30, 2011. Approximately 93.3% of
General Fund revenue ($87.2 billion) is derived from the State’s big three taxes—personal income taxes
($50.8 billion), sales and use taxes ($27.0 billion), and corporation taxes ($9.4 billion). A total of $194 million in
revenue is included in the General Fund in compliance with GASB Statement No. 54. These revenues are not
considered General Fund Revenues for any budgetary purposes or for the Budgetary/Legal Basis Annual
Report. Most of these revenues ($190 million) are from unemployment programs.

During the 2010-11 fiscal year, total General Fund revenue increased by $8.4 billion, or 9.8%. Revenue from
personal income taxes and sales and use taxes increased by $7.7 billion (17.9%) and $132 million (0.5%),
respectively. These increases were primarily the result of California’s slowly improving economy and
decreasing unemployment rate. Revenue from corporation taxes decreased by $34 million (0.4%). Revenue
from licenses and permits continued to surpass that of fiscal year 2008-09, the result of a temporary increase
in the assessment rate for vehicle license fees effective May 2009 through June 2011; however, this year’s
revenues were $50 million less than in fiscal year 2009-10.

General Fund expenditures increased by $3.2 billion, to $90.4 billion. The programs with the largest increases
were health and human services, which increased by $3.7 billion, to $27.8 billion, and general government,
which increased by $829 million, to $3.4 billion. The General Fund’s ending fund balance for the year ended
June 30, 2011, was a negative $19.9 billion, a decrease of $448 million from the prior year's restated ending
fund balance of negative $19.5 billion. The increased expenditures for health and human services were mainly
the result of the reduction in Federal ARRA funds. The ARRA funding, which had reduced the General Fund’'s
share of Medical Assistance program costs, was phased out during the last half of the fiscal year and ended
June 30, 2011.

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 $47.9 billion
(76.9%) of the total $62.3 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—$9.1 billion (14.6%), down $1.2 billion (11.8%) from the prior
year—most of which were apportionments made to local educational agencies (school districts, county offices
of education, and community colleges). The Federal Fund’s revenues decreased by $8.6 billion (11.2%),
approximately the same amount as its combined expenditures and transfers, which decreased ($8.6 billion),
resulting in only a $30 million fund balance increase from the prior year's restated ending fund balance of
$91 million. The decrease in Federal Fund revenues and transfers was primarily the result of the phase out of
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stimulus funding from the Federal ARRA, which provided additional funding for many health and human
services and education expenditures in the prior year.

Transportation Fund: This fund accounts for fuel taxes, bond proceeds, and other revenues used primarily for
highway and passenger rail construction. The Transportation Fund’s revenues increased by 23.6% and
expenditures decreased by 17.3%. Other financing sources provided net receipts of $527 million. The
Transportation Fund ended the fiscal year with a $7.8 billion fund balance, an increase of $788 million over the
prior year.

Proprietary Funds

Enterprise Funds: The Unemployment Programs and State Lottery Fund each saw decreases of $324 million
and $23 million, respectively, in their net assets. Other State enterprise funds experienced increases in their
net assets during the 2010-11 fiscal year. The most significant increase was in the California State University
Fund, whose net assets increased by $575 million during the year.

As shown on the Statement of Net Assets of the proprietary funds, total assets of the enterprise funds were
$43.0 billion as of June 30, 2011. Of this amount, current assets totaled $12.7 billion and noncurrent assets
totaled $30.3 billion. The largest changes in asset account balances were a $2.7 billion increase in amount on
deposit with the U.S. Treasury in the Unemployment Programs Fund and a $484 million decrease in cash and
pooled investments in the Public Building Construction Fund. The total liabilities of the enterprise funds were
$42.2 billion. The largest liability of the enterprise funds is for bonds payable—$22.1 billion of revenue bonds
payable and $1.1 billion of general obligation bonds payable. During the 2010-11 fiscal year, the State
continued to obtain loans from the U.S Department of Labor to cover deficits in the Unemployment Programs
Fund. The balance due on these loans as of June 30, 2011, was $11.0 billion, an increase of $3.8 billion over
the prior year.

Total net assets of the enterprise funds were $806 million as of June 30, 2011. Total net assets consisted of
four segments: nonexpendable restricted net assets of $22 million, restricted expendable net assets of
$3.6 billion, investment in capital assets (net of related debt) of $1.4 billion, and unrestricted net assets of
negative $4.2 billion. The Unemployment Programs Fund had a deficit of $6.9 billion, a $324 million (4.9%)
decrease in net assets from the prior year. The net assets of all other enterprise funds experienced small
changes during the year with the exception of the California State University Fund which had an increase to
net assets of $575 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 $33.7 billion, operating expenses of
$36.6 billion, and net disbursements from other transactions of $108 million. The largest sources of operating
revenue were unemployment and disability insurance receipts of $24.7 billion in the Unemployment Programs
Fund and lottery ticket sales of $3.4 billion collected by the State Lottery Fund. The unemployment and
disability insurance receipts in the Unemployment Programs Fund increased by $13.4 billion from $11.3 billion
in fiscal year 2009-10. These receipts came primarily from the federal government unemployment account to
pay unemployment and disability benefits. The State received more federal unemployment funds because less
funding from Federal ARRA economic stimulus was available to cover unemployment and disability benefits.
The largest operating expenses were distributions to beneficiaries of $25.4 billion by the Unemployment
Programs Fund and personal services of $3.7 billion by the California State University Fund. The
Unemployment Programs Fund expenses were partially subsidized by $617 million of Federal ARRA economic
stimulus funding transferred from the Federal Fund. The ending net assets of the enterprise funds at
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June 30, 2011, were $806 million—$330 million greater than the prior year's restated ending net assets of
$476 million.

Internal Service Funds: Total net assets of the internal service funds were $574 million as of June 30, 2011.
These net assets consist of two segments: investment in capital assets (net of related debt) of $141 million and
unrestricted net assets of $433 million.

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 $4.6 billion. The pension and other employee benefit trust funds ended the
fiscal year with net assets of $409.6 billion. The State’s only investment trust fund, the Local Agency
Investment Fund, ended the fiscal year with net assets of $24.0 billion. Agency funds act as clearing accounts
and thus do not have net assets.

For the year ended June 30, 2011, the fiduciary funds’ combined net assets were $438.2 billion, a $69.7 billion
increase from prior year net assets. The increase in net assets for these funds was mainly attributable to an
increase in net investment income from the prior year of $34.6 billion (82.4%).

The Economy for the Year Ending June 30, 2011

Since the recession ended in June 2009, the U.S. has seen consecutive quarterly growth in real Gross
Domestic Product. The first quarter of California’s 2010-11 fiscal year saw an increase in the national growth
rate over the same period the year before, 2.5% versus 1.7%. For the remainder of the fiscal year, U.S.
economic output continued a slow growth driven primarily by consistent growth in personal consumption.
These positive national signs also started to play out at the state level during the year ending June 30, 2011.

California’s economic recovery continued throughout the last fiscal year, but at a slow pace. Although
employment levels remain well below their pre-recession peak, total non-farm employment grew fairly
consistently. By June 2011, total non-farm employment was 1.3% higher than at the beginning of the fiscal
year. The state unemployment rate as of June 2011 was 11.8%, a decrease from the July 2010 rate of 12.4%.
Unfortunately, the declining unemployment rate was due in part to discouraged job seekers dropping out of the
job market. The state labor force fell by 111,000 unemployed, or 0.6%, from July 2010 to June 2011. Although
labor market conditions were generally improving during the second half of the fiscal year, the labor force
figures point to an uneven recovery, with many California residents not benefitting from the growth.

The state housing market has remained a weakness in the State’s economy. Home sales rose sharply in the
last months of 2010, increasing 12% from October 2010 through January 2011, but then fell 8.8% from March
through June 2011. However, on a fiscal-year basis, home sales did increase 2.3% from July 2010 to
June 2011. Home prices have yet to record any significant increases, but the pace of decline slowed
substantially in the 2010-11 fiscal year. Both defaults and foreclosures in California were down in fiscal year
2010-11, with defaults declining 20.2% and foreclosures declining 11.4% from July 2010 through June 2011.
Residential construction permits were up 13.3% for the fiscal year, with construction employment up 1.8% for
the same time period. The housing market is still sluggish, but economic indicators support the view that the
market is slowly improving.

Other economic indicators point to a continued recovery in the State. State personal income showed consistent
increases in each quarter of fiscal year 2010-11, increasing 5.5% over the course of the year. Additionally,
consumer spending was a consistent strong element for the year. Seasonally adjusted taxable sales increased
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9.8% over the course of the fiscal year. International trade and tourism contributed to California’s economic
recovery during the year as well, with exports of goods and commodities from California increasing by nearly

15%.

General Fund Budget Highlights

The original General Fund budget of $95.3 billion was reduced by $266 million. This decrease is mainly
comprised of a reduction in funding education programs per Section 12.42 of the 2010 Budget Act that was
partially offset by correctional program augmentations authorized by Assembly Bill 122, Chapter 42, Statutes of
2011. During the 2010-11 fiscal year, General Fund actual budgetary basis expenditures were $91.9 billion,

$3.2 billion less than the final budgeted amounts.
Table 3 presents a summary of the General Fund original and final budgets.

Table 3

General Fund Original and Final Budgets
Year ended June 30, 2011
(amounts in millions)

Increase/
Original Final (Decrease)
Budgeted amounts
State and CONSUMET SEIVICES .....uivveeeriiieieit i eeeeiiae e eee e e e e eeeeanieees $ 609 590 $ (19)
Business and transportation ...............oooiiiiiii e 494 494 —
RESOUICES ...t et 1,224 1,178 (46)
Health and human services ............c.ccoiiiiiiiiiiiin e, 28,967 29,076 109
Correctional Programs .........cuue.iien ettt e 8,665 9,567 902
EAUCALION ...t 45,079 43,767 (1,312)
General government:

TaX TEIET .. 446 535 89
Debt SEIVICE ......uiiiiiiiii i 5,014 5,019 5
Other general gOVEIMMENT .........iuitiiiii i 4,833 4,839 6
I ] - $ 95,331 95,065 $ (266)
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Capital Assets and Debt Administration
Capital Assets

The State’s investment in capital assets for its governmental and business-type activities as of June 30, 2011,
amounted to $109.0 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, such as roads and bridges, are items that are normally immovable and can be
preserved for a greater number of years than can most capital assets.

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

Table 4

Capital Assets
Year ended June 30, 2011
(amounts in millions)

Governmental Business-type

Activities Activities Total

LaNG - e s $ 16,599 $ 215  § 16,814
State highway infrastructure .............cccoiiiiiiiiiii e, 61,439 — 61,439
Collections — NoNdepreciable ..o 22 2 24
Buildings and other depreciable property ...........ccooiiiiiiiiiiiieee 23,521 10,568 34,089
Intangible assets —amortizable ..o, 649 219 868
Less: accumulated depreciation/amortization ............c..ccooiiiiiiiiiiiiininnnn. (10,114) (4,113) (14,227)
CONSrUCON IN PrOGreSS ...vvuiiitieiiiee et a e 7,814 1,521 9,335
Intangible assets — nonamortizable .............ccoooiiiiiii 534 139 673

I | $ 100,464 $ 8,551 § 109,015

The budget authorized $9.3 billion for the State’s capital outlay program in the 2010-11 fiscal year, not including
funding for state highway infrastructure and K—-12 schools. State highway infrastructure assets are discussed in
more detail in the Required Supplementary Information that follows the notes to the financial statements. Of the
$9.3 billion authorized, $224 million was from the General Fund; $6.2 billion was from lease-revenue bonds;
$1.1 billion was from proceeds of various general obligation bonds; and $1.8 billion was from reimbursements,
federal funds, and special funds. These amounts include reappropriations and other funds carried over from
previous budgets for continuing projects.

The major capital projects authorized include:

e $200 million in lease-revenue bonds for the Department of Correction and Rehabilitation, for local youthful
offender rehabilitative facilities;

e  $549 million for numerous construction projects within the University of California, the California State
University, and the California Community Colleges;
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e $919 million for projects to replace structurally deficient court facilities; and

e  $155 million from the High-Speed Passenger Train bond fund and federal funds for primary engineering
and environmental review along the San Francisco-to-Anaheim section of the high-speed rail system.

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

Modified Approach for Infrastructure Assets

The State uses the modified approach to report the cost of its infrastructure assets (state roadways and
bridges). Under the modified approach, the State does not report depreciation expense for roads and bridges
but capitalizes all costs that add to the capacity and efficiency of State-owned roads and bridges. All
maintenance and preservation costs are expensed and not capitalized. Under the modified approach, the State
maintains an asset management system to demonstrate that it is preserving the infrastructure at or above
established condition levels. The State is responsible for maintaining 49,518 lane miles and 12,893 bridges.

During the 2010-11 fiscal year, the actual amount spent on preservation was 13.1% 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; it also presents the established condition standards, condition assessments,
and preservation costs.

Debt Administration

At June 30, 2011, the primary government had total bonded debt outstanding of $111.5 billion. Of this amount,
$80.7 billion (72.4%) represents general obligation bonds, which are backed by the full faith and credit of the
State. Included in the $80.7 billion of general obligation bonds is $7.2 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 $2.4 billion and the long-term portion is $78.3 billion. The remaining
$30.8 billion (27.6%) of bonded debt outstanding represents revenue bonds, which are secured solely by
specified revenue sources. The current portion of revenue bonds outstanding is $1.4 billion and the long-term
portion is $29.4 billion.
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Table 5 presents a summary of the primary government’s long-term obligations for governmental and
business-type activities.

Table 5

Long-term Obligations
Year ended June 30, 2011
(amounts in millions)

Governmental Business-type
Activities Activities Total

Government-wide noncurrent liabilities
General obligation bonds ..o $ 77217  $ 1,119 $ 78,336
ReVeNUE DONAS ......couiiiii s 7,359 22,091 29,450
Certificates of participation and commercial paper .............cccccoeeeeeennn. 1,328 140 1,468
Capital lease obligations ..............oiiiiiiiiiiiiiii e 4,544 734 5,278
Net other postemployment benefits obligation................cccceeiiinnn 9,607 319 9,926
Proposition 98 funding guarantee ...............ccoooviiiiiiii 2,637 — 2,637
Mandated COSES ......ocuiiie i 5,741 — 5,741
Loans payable ..........ooouiiiiii s 2,122 10,958 13,080
Other noncurrent liabilities ...........cccoeiiiiiii e 10,351 1,842 12,193
Total noncurrent liabilities ........cccceviiiiiii e 120,906 37,203 158,109
Current portion of long-term obligations ..............cccoceiviiiiiiniiiiiinn, 3,807 2,006 5,813
Total long-term obligations ...........ccoivieuiiiiirecin s e $ 124,713 $ 39,209 $ 163,922

During the year ended June 30, 2011, the primary government’s total long-term obligations increased by
$7.3 billion over the prior year’s restated balance. Governmental activities net other postemployment benefits
obligation had the largest increase ($2.6 billion), but other notable increases occurred in general obligation
bonds payable, compensated absences, and mandated costs. During the fiscal year, the State issued
$4.5 billion in new general obligation bonds for public education facilities, transportation projects, housing and
emergency shelters, and various water and flood control projects. The net other postemployment benefits
obligation increased because the State does not fully fund the annual cost of these benefits.

Note 10, Long-term Obligations, and Notes 11 through 17 include additional information on the State’s
long-term obligations.

The State’s general obligation bond credit ratings remained unchanged during the fiscal year 2010-11. The
current ratings from the three credit rating agencies are as follows: Standard and Poor's — “A-”, Moody’s
Investors Service — “A1”, and Fitch — “A-".

Recent Economic Condition and Future Budgets

Recent Economic Condition

From July 1 through December 31, 2011, economic data indicated that the California economy continued to
improve during the first half of fiscal year 2011-12. Since the first quarter of fiscal year 2010-11, the state has
gained 351,100 non-farm jobs. Other aspects of California’s labor markets are showing signs of improvement
as well. By December 2011, the state’s unemployment rate had dropped from a seasonally adjusted 12.5% in
December 2010 to 11.1%. Nearly 213,000 California residents re-entered the labor market during the last five
months of 2011, while the number of unemployed residents simultaneously fell by 154,000.
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Consumer spending has shown steady increases over the past two years, rising by more than 17.5% since its
low point in the second quarter of 2009. Personal income in California has already surpassed its pre-recession
peak, totaling $1.67 trillion in the third quarter of 2011 following almost two years of consecutive growth on a
quarterly basis.

In addition to growing consumer demand from domestic sources, international trade has also been
instrumental in assisting in California’s recovery. The U.S. dollar remained at its lowest level since the
mid-1990s, benefitting California’s export market. Industrial machinery (including computers) has posted solid
gains of almost 12% through November 2011, after growing by more than 30% in 2010. Additionally, other
high-technology exports, including vehicles and parts, aircrafts, pharmaceuticals, and plastics, have continued
to do well in 2011. Commodity exports have also done well in recent years. Over the past two years, the
State’s agricultural and natural resources industries have seen double-digit growth in the production of fruit,
nuts, dairy products, and fuel and oil.

Home prices have yet to rebound across the state, but the housing market has stabilized. Defaults and
foreclosures have been trending downward for almost two years, despite a small uptick in defaults in the first
quarter of fiscal year 2011-12. As this “shadow inventory” dwindles, demand for new home construction is
expected to increase. While the number of new single-family building permits was still declining through the
first six months of fiscal 2011-12, multi-family building permits have been trending upward since mid-2010. In
addition, new residential permit values steadily increased throughout 2011.

Overall, California still has a long way to go before it can claim recovery from the recession. Still, most
indicators point to an economy that is not only in recovery mode, but is beginning to outpace that of the rest of
the United States. The labor markets are showing real signs of improvement and both incomes and consumer
spending are up from their respective lows. A weak dollar, coupled with California’s proximity to Asia and the
State’s international trade infrastructure at its ports and airports, have helped to boost exports. Housing
remains soft, but even there the market is beginning to show some improvement. Recent economic conditions
show that the worst is behind the state and that its recovery will continue.

California’s 2011-12 Budget

California’s 2011-12 Budget Act was enacted on June 30, 2011. The Budget Act appropriated $129.5 billion:
$85.9 billion from the General Fund, $34.2 billion from special funds, and $9.4 billion from bond funds. The
2011 Budget Act continues to hold General Fund spending essentially flat for a third year — $85.9 billion in
2011-12, $86.6 billion in 2010-11, and $86.3 billion in 2009-10. The General Fund’s available resources were
projected to be $88.5 billion, resulting in a projected reserve for economic uncertainties of $543 million.
General Fund revenues come predominantly from taxes, with personal income taxes expected to provide 42%
of total revenue. California’s major taxes (personal income, sales and use, and corporation taxes) were
projected to supply approximately 89% of the General Fund’s resources in the 2011-12 fiscal year.

The Budget enacted $27.2 billion in actions to solve a General Fund gap between resources and expenditures.
The Budget solutions can be categorized into three major areas: expenditure-related solutions, revenue
actions, and one-time loans and transfers. The $11.1 billion in expenditure-related solutions include ongoing
and temporary cost or service reductions primarily in health and social services, higher education, and
employee compensation, and a shift away from the General Fund for transportation debt payments toward
using weight fees. The majority of proposed new revenues assume $11.8 billion in growth due to an increase
in the baseline forecast of personal income and corporation tax revenues. These revenue actions would result
in a total increase in revenue of $13.2 billion. The Budget also included $2.9 billion in one-time loans, transfers,
and funding shifts, which include pausing for one year, building construction funded by the Trial Court Trust
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Fund for a savings of $743 million; a one-year decrease in the Stage 1 Child Care program, for a savings of
$369 million; and a one-time transfer of $155 million from the Gas Consumption Surcharge Fund.

The Budget introduced a major realignment of public safety programs, shifting certain state program
responsibilities and revenues to local governments, primarily counties. This realignment affected both
revenues and expenditures, as these programs will receive revenues and incur expenditures that previously
were the stewardship of the State. In total, the realignment plan provides $5.6 billion in 2011-12 to local
governments to fund various criminal justice, mental health, and social service programs. The savings to the
General Fund is estimated to be $2.6 billion.

The 2011-12 Budget, recognizing the potential risk to the State’s fiscal condition if revenues fell short of
June 2011 estimates, included a mechanism for further reducing the current year expenditures. As of
December 2011, total General Fund revenues were determined to be below forecasted amounts, and on
December 13, the Director of Finance, as required, implemented the mechanism and reduced by $1 billion
remaining-year funding to various appropriations.

The proposed 2012-13 Governor's Budget provides revised revenue and expenditure estimates for the
2011-12 fiscal year. If no corrective action is taken by the Governor and the Legislature, the revised gap
between General Fund revenues and expenditures is expected to be $4.1 billion by the end of the 2011-12
fiscal year. State cash flow data as of January 31, 2012 indicates that this gap is a combination of actual
expenditures exceeding estimates by $1.4 billion and revenues falling short of estimates by $3.8 billion. The
revenue shortfall can in part be attributed to lower-than-estimated personal income and corporate taxes.
Expenditures are greater than estimated because many of the cost-cutting measures included in the 2011-12
Budget have been disputed in court and have not been implemented. Court orders and delayed federal
approval related to several budget-balancing cuts in the health and human services area have increased
budgeted costs by nearly $2 billion. The Governor's proposed solutions are discussed further in the next
section.

California’s 2012-13 Budget

The Governor released his proposed 2012-13 Budget on January 5, 2012. The proposed Budget projects a
$9.2 billion gap between estimated revenues and state expenditures over the next 18 months. The $9.2 billion
figure is comprised of a $4.1 billion deficit carried over from the 2011-12 fiscal year and a $5.1 billion shortfall
in the 2012-13 fiscal year. The Governor's Budget proposes $4.2 billion in expenditure-related solutions,
$4.7 billion in net new revenues, and $1.4 billion borrowed from special funds and other sources. If enacted,
the Governor's proposed Budget would eliminate the 2011-12 and 2012-13 deficit and leave the State with a
surplus of $1 billion. The 2012-13 Budget continues to incorporate those solutions implemented in the prior
year Budget. It also assumes passage of the Governor’'s proposed initiative in the November 2012 election. If
approved by the voters, this initiative will temporarily increase the personal income tax on the state’s wealthiest
taxpayers and temporarily increase the sales tax by one-quarter percent, generating an estimated $6.8 billion
to $9 billion for 2012-13.

The 2012-13 Governor’s Budget projects (with all budget solutions enacted) that 2012-13 fiscal year General
Fund revenues and transfers will be $95.4 billion and expenditures will be approximately $92.6 billion, with a
$1.1 billion reserve. Proposed 2012-13 General Fund revenues and transfers are 7.7% more than the revised
2011-12 estimate of $88.6 billion, while 2012-13 expenditures are 7% greater than the revised 2011-12
estimate of $86.5 billion. Almost all of the Governor's proposed new revenue is derived from plans to
temporarily increase the sales tax and temporarily increase personal income tax on wealthy taxpayers, both of
which the Governor will submit to voters in November 2012. A portion of the new revenue, $2.5 billion, will
increase the Proposition 98 minimum guarantee to schools; the remaining $4.4 billion will prevent deeper cuts
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to schools, protect local public safety funding, and assist in balancing the budget. It is estimated that the
temporary tax increases will allow the State to pay off $33 billion in outstanding budgetary borrowing and
deferrals by fiscal year 2015-16. While additional tax revenues will mitigate the need for deeper cuts in
expenditures, they will not be sufficient to close the entire budget gap. Other expenditure-related solutions
include reductions of $1.4 billion for CalWorks and $1 billion in combined reductions to Medi-Cal and In-Home
Supportive Services.

According to the Legislative Analyst's Office (LAO), California’s nonpartisan fiscal and policy advisor, the
administration’s estimate of the budget shortfall is questionable. LAO’s revenue estimate is lower than the
Governor’s, specifically those revenues attributable to the Governor’s initiative to be included in the November
2012 general election. The LAO estimates that personal income taxes from upper-income taxpayers will be
lower than the Governor’'s estimate, which could result in the Legislature having to pursue billions of dollars
more in budget-balancing solutions. The LAO credited the Governor's proposed restructuring of the school
finance system, community college categorical funding, and education mandates, but also noted that the
Governor's $1.4 billion in proposed savings related to Social Services and subsidized child care has merit but
may be too severe, and commented that potential savings could be less under other alternatives.

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 94250-5872. This report is also available on the Controller's Office
website at www.sco.ca.gov.
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Statement of Net Assets

June 30, 2011

(amounts in thousands) Primary Government

Governmental Business-type Component
Activities Activities Total Units
ASSETS
Current assets:
Cash and pooled investments ...........c....ccceevennnne. $ 22,502,134 $ 2,720,440 25,222,574 $ 4,818,120
Amount on deposit with U.S. Treasury ................. — 2,855,711 2,855,711 —
Investments 659,676 2,138,779 2,798,455 8,021,674
Restricted assets:
Cash and pooled investments .............cc.cceeeeeee. — 2,773,418 2,773,418 91,958
Investments ..............cceeunnee. — — —_ 21,328
Due from other governments — 65,598 65,598 —
Net investment in direct financing leases .............. — 399,863 399,863 —
Receivables (net) 11,310,619 798,980 12,109,599 3,730,586
Internal balances (868,285) 868,285 — —
Due from primary government ................c.cccoeee — — — 204,299
Due from other governments ...............ooceveuiinenes 11,601,567 321,819 11,923,386 734,001
Prepaid items .......cooviviiiiiii e 107,513 51,252 158,765 2,621
INVENONIES ....eeiviieee e 92,328 42,887 135,215 170,700
Recoverable power costs (net) ............cceuvennnnen. — 220,000 220,000 —
Other current assets ........cccoevvviiiiiiiiiiieieeieenns 92,036 116,138 208,174 284,364
Total current assets ..........ccovvvvveeiniiiiiinennnnen, 45,497,588 13,373,170 58,870,758 18,079,651
Noncurrent assets:
Restricted assets:
Cash and pooled investments ................ccceeee. — 1,241,359 1,241,359 100,113
INVeStMeNts ..o — 410,858 410,858 16,052
Loans receivable — 238,597 238,597 —
INVeStMENtS ......coeiviii — 1,479,984 1,479,984 43,816,511
Net investment in direct financing leases .............. — 7,018,573 7,018,573 —
Receivables (net) 1,757,892 236,649 1,994,541 1,421,223
Loans receivable 3,383,521 4,102,167 7,485,688 6,494,592
Recoverable power costs (net) ...........oeceunievenen. — 4,809,000 4,809,000 —
Deferred charges 180,725 944,282 1,125,007 30,033
Capital assets:
Land ..coooiie e 16,599,386 214,817 16,814,203 928,714
State highway infrastructure 61,438,984 — 61,438,984 —
Collections — nondepreciable 22,422 2,697 25,119 332,128
Buildings and other depreciable property ........... 23,520,649 10,567,993 34,088,642 37,398,584
Intangible assets —amortizable ........................ 648,678 218,547 867,225 508,489
Less: accumulated depreciation/amortization ..... (10,114,089) (4,112,936) (14,227,025) (16,751,617)
Construction in progress .......cc.occovvveuieeeeneeennn. 7,814,016 1,521,118 9,335,134 2,959,465
Intangible assets — nonamortizable .................. 534,092 138,633 672,725 5,090
Other noncurrent assets ...........cocceviiieiinieiinnn. — 29,224 29,224 800,255
Total noncurrent assets ...........ccocevvevnieinnnne. 105,786,276 29,061,562 134,847,838 78,059,632
Total assets .....covvreeruiiiimmreiiiirrr s $ 151,283,864 $ 42,434,732 $ 193,718,596 $ 96,139,283

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

Governmental Business-type Component
Activities Activities Total Units
LIABILITIES
Current liabilities:
Accounts payable .................. $ 18,924,834 $ 533,687 $ 19,458,521 § 2,488,315
Due to component units 204,299 — 204,299 —
Due to other governments ...............ccoeeeiieinn. 7,718,550 180,500 7,899,050 23,688
Deferred revenue ...........ccooviiiiiiiniiiiiecici e — 242,254 242,254 1,008,219
Tax OVErpayMeENts ........c.eeeuuireuiniiineeeiieeeiieennns 5,683,628 — 5,683,628 —
DEPOSIES ..vvveeeieiiiiee e 476,466 82 476,548 686,586
Contracts and notes payable ...............cc.ceeeennnn. 413 — 413 23,345
Unclaimed property liability ...........cccooeiiiiiiinnienns 945,360 — 945,360 —
Advance collections ..........cccceviiviiiiiiiiiiie e 1,382,542 10,087 1,392,629 96,602
Interest payable ..o 1,206,982 190,855 1,397,837 102,879
Securities lending obligations ............c..cccceiviinns — — — 2,168,485
Benefits payable ...........c.ooooiiiii — 793,247 793,247 1,445,032
Current portion of long-term obligations ............... 3,807,382 2,005,726 5,813,108 1,917,706
Other current liabilities .............cccooeeiiiiinnnn. 484,351 469,302 953,653 2,826,145
Total current liabilities ............ccooiiiiiiiiinnns 40,834,807 4,425,740 45,260,547 12,787,002
Noncurrent liabilities:
Benefits payable ... — — — 15,061,113
Loans payable ..........cccoieiiiiiiiiii e 2,122,507 10,957,982 13,080,489 20,000
Lottery prizes and annuities ..............ccccoeeiiiennnn. — 886,009 886,009 —
Compensated absences payable ........................ 3,720,725 165,470 3,886,195 251,495
Certificates of participation, commercial paper,
and other borrowings ...........ccoooeiiiiiiiniiiinn. 1,327,876 139,974 1,467,850 77,483
Capital lease obligations ..........ccccooeevviriiiiinnnnnnn, 4,544,008 734,158 5,278,166 2,636,929
General obligation bonds payable ....................... 77,216,976 1,118,559 78,335,535 —
Revenue bonds payable ...........cccooeeiiiiiiiiiiininnnn. 7,358,748 22,091,010 29,449,758 18,932,217
Net other postemployment benefits obligation ....... 9,606,931 318,793 9,925,724 5,738,777
Pollution remediation obligation ..... . 761,823 5,080 766,903 —
Other noncurrent liabilities ...............ccoceeiiin. 14,245,999 785,737 15,031,736 3,768,045
Total noncurrent liabilities ...............ccooieenis 120,905,593 37,202,772 158,108,365 46,486,059
Total liabilities 161,740,400 41,628,512 203,368,912 59,273,061
NET ASSETS
Investment in capital assets, net of related debt .... 85,460,957 1,382,957 86,843,914 12,128,546
Restricted:
Nonexpendable — endowments ........................ — — — 4,304,461
Nonexpendable ............cccoovvviiiiiiiiiiiecieen, — 21,812 21,812 —
Expendable:
Endowments and gifts ..........cccccoviiiiiiiiennnn, — — — 7,640,520
Business and transportation ............cccoccceeeeneen. 10,875,076 6,558 10,881,634 1,478,961
RESOUICES ...t 7,257,940 1,012,430 8,270,370 —
Health and human services .........cccceeiieeennen. 4,214,342 126,738 4,341,080 —
EdUucation ........ccceevieriieeieee e 1,490,659 92,604 1,583,263 1,772,420
General government .........cccceeveeeveenieeneenneenne 3,274,196 511,656 3,785,852 372,088
Unemployment programs ...........cccceceevvreennenne. — 1,810,426 1,810,426 —
State and consumer Services ........cccoccceeevueennn. 749,806 37,530 787,336 1,046,164
Correctional programs ..........ccceveeeeneneenneneens 3,802 18,003 21,805 —
Workers’ compensation liability ..............c......... — — — 5,868,816
Total expendable ...........ccceeviiiiiiieiiiieees 27,865,821 3,615,945 31,481,766 18,178,969
UNrestricted ......ooevviiiiiiii e (123,783,314) (4,214,494) (127,997,808) 2,254,246
Total net assets (deficit) ........ccccevvrvnierannnne. (10,456,536) 806,220 (9,650,316) 36,866,222
Total liabilities and net assets .................... $ 151,283,864 $ 42,434,732 $ 193,718,596 $ 96,139,283

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

Year Ended June 30, 2011
(amounts in thousands)

FUNCTIONS/PROGRAMS
Primary government
Governmental activities:

General government ...........oocoeveeieeiinneennne.
Education .........coooiiiiiii e
Health and human services ............cc.ceeuiiennnenn.
RESOUICES ...oviiiiieiieei e
State and consumer Services ............c.cceeeeunnns
Business and transportation ..............ccc.eeeeene.
Correctional programs ...........ccoceeueeeeineeiineeenn
Interest on long-term debt ...........coociiiiiiinnne.

Total governmental activities ........................

Business-type activities:

Electric POWEr .......cooiiiiiiiiii e
Water Resources ...
Public Building Construction
State Lottery .....c.ovuviiiiiiiiiiiiii e
Unemployment Programs ............cccceeeeeeeennnnns
California State University ...........ccoovviiiieennnnn.
High Technology Education ....................c..e
State Water Pollution Control Revolving
Housing Loan ...........oooooiiiiiiiiiiiii e,
Other enterprise programs ............c.cceeeeeeevnennnn.

Total business-type activities ........................

Total primary government ...........ccoeeueeene
Component units:
University of California .............ccccevvreevennncenennnn.
State Compensation Insurance Fund ...................
California Housing Finance Agency
Public Employees’ Benefits Funds ..........cccccceene
Nonmajor component units .............coeeeieinieiinenns

Total component Units .......ccoooeeciiveiineeninn,

Program Revenues

Operating Capital
Charges Grants and Grants and
Expenses for Services Contributions Contributions
13,520,557 5,057,082 1,344,164 —
56,486,944 110,423 7,449,007 —
92,475,364 8,471,261 54,549,680 —
5,853,278 2,797,264 457,924 —
1,405,019 660,196 37,509 —
11,119,644 4,010,433 3,914,046 1,272,326
10,295,564 14,981 96,885 —
4,377,064 — — —
195,533,434 21,121,640 67,849,215 1,272,326
2,317,000 2,317,000 — —
1,115,793 1,115,793 — —
390,173 456,467 — —
3,507,524 3,484,689 — —
25,619,138 24,678,783 — —
5,851,355 2,505,545 1,216,808 —
9,590 10,498 — —
10,953 55,957 — 86,272
104,667 89,224 — —
118,006 105,676 — —
39,044,199 34,819,632 1,216,808 86,272
234,577,633 55,941,272 69,066,023 1,358,598
24,886,919 13,194,408 8,480,327 247,259
1,853,853 1,071,714 — —
621,055 409,297 42,948 —
1,905,816 2,047,922 — —
2,151,621 1,033,981 624,973 7,060
31,419,264 17,757,322 9,148,248 254,319

General revenues:
Personal income taxes
Sales and use taxes
Corporation taxes

Insurance taxes

(1 1= g = V(PP

Investment and interest

Total general revenues and transfers
Change in net assets

30

Net assets, July 1, 2010

Net assets (deficit), June 30, 2011 .......cooeiimiiiiei e

* Restated

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
$ (7,119,311) (7,119,311)
(48,927,514) (48,927,514)
(29,454,423) (29,454,423)
(2,598,090) (2,598,090)
(707,314) (707,314)
(1,922,839) (1,922,839)
(10,183,698) (10,183,698)
(4,377,064) (4,377,064)
(105,290,253) (105,290,253)
66,294 66,294
(22,835) (22,835)
(940,355) (940,355)
(2,129,002) (2,129,002)
908 908
131,276 131,276
(15,443) (15,443)
(12,330) (12,330)
(2,921,487) (2,921,487)
(105,290,253) (2,921,487) (108,211,740)
(2,964,925)
(782,139)
(168,810)
142,106
(485,607)
(4,259,375)
51,719,107 — 51,719,107 —
33,521,221 — 33,521,221 —
9,384,416 — 9,384,416 —
2,311,880 — 2,311,880 —
7,768,010 — 7,768,010 —
62,946 — 62,946 4,109,189
229,146 — 229,146 —
— — —_ 3,040,213
(3,251,598) 3,251,598 — —
101,745,128 3,251,598 104,996,726 7,149,402
(3,545,125) 330,111 (3,215,014) 2,890,027
(6,911,411) * 476,109 * (6,435,302) 33,976,195 *
$ (10,456,536) $ 806,220 $ (9,650,316) $ 36,866,222

The notes to the financial statements are an integral part of this statement. 31
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Balance Sheet
Governmental Funds

June 30, 2011
(amounts in thousands)

Nonmajor
General Federal Transportation Governmental Total
ASSETS
Cash and pooled investments .................. $ 913,703 $ 342,634 $ 4034580 $ 16,504,113 $ 21,795,030
Investments ............ — — — 659,676 659,676
Receivables (net) 9,302,494 1,034 793,013 1,094,852 11,191,393
Due from other funds ...........ccoeevviiiinennn. 1,193,258 46,245 1,442,199 1,726,953 4,408,655
Due from other governments .................... 382,406 11,009,726 83,257 115,887 11,591,276
Interfund receivables ...........cc.ceveiiieennnn. 47,304 — 2,608,626 4,881,517 7,537,447
Loans receivable ..........cooviiiiiiiiiiiineen, 159,845 124,879 — 3,098,797 3,383,521
Other assets ..........ccceeuee..e. 4,643 — 57,876 29,517 92,036
Total assets $ 12,003653 $ 11,524,518 $ 9,019,551 $ 28,111,312 $ 60,659,034
LIABILITIES
Accounts payable ...........cccceeeeeeieieeineenn. $ 1,332391 $ 1,376,456 $ 447,976 $ 1,667,620 $ 4,824,443
Due to other funds ..........ccooeeeniiiiiiiiinnee. 10,448,561 7,330,106 92,856 131,573 18,003,096
Due to component units ...........cccceevueeennnn. 198,389 — 15 5,156 203,560
Due to other governments ..................c..... 3,171,500 2,663,952 425,675 2,049,456 8,310,583
Interfund payables ..........cccoooiiiiiiiiiiinee. 8,918,885 — 2,421 16,526 8,937,832
Tax overpayments .........ccccevevienvnnennnennns 5,683,628 — — — 5,683,628
DEPOSItS ...vveeeieiiiieeii e 2,112 — 4,492 469,026 475,630
Advance collections ...........cccccevviieiennnnnn. 820,538 8,869 13,683 236,054 1,079,144
Interest payable ...........ccocviiiiiiiiiiin, — 6,900 — 190,794 197,694
Unclaimed property liability............cccceeeneeee. 945,360 — — — 945,360
General obligation bonds payable................ — — — 383,830 383,830
Other liabilities ........c..coouiviiiiiiiiinns 421,530 16,681 265,201 152,547 855,959
Total liabilities ...........cccceeeuiiimniineans 31,942,894 11,402,964 1,252,319 5,302,582 49,900,759
FUND BALANCES
Nonspendable ..........cooeiiiiiiiiiiiien, 148,019 — — 39,448 187,467
Restricted ... 156,496 121,554 7,723,471 19,864,300 27,865,821
Committed ......oooviiiii 29,850 — 48,525 2,653,177 2,731,552
ASSIGNEA ... — — — 268,888 268,888
UNnassigned ........cccooeeeiieniiniieeceecee e (20,273,606) — (4,764) (17,083) (20,295,453)
Total fund balances (deficit) .............. (19,939,241) 121,554 7,767,232 22,808,730 10,758,275
Total liabilities and fund
balances .......ccooviiiiciiininirceer s $ 12,003,653 $ 11,524,518 $ 9,019,551 $ 28,111,312 $ 60,659,034

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



Fund Financial Statements

Reconciliation of the Governmental Funds
Balance Sheet to the Statement of Net Assets

(amounts in thousands)

Total fund balances — governmental funds

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

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

Land 16,597,328
State highway infrastructure 61,438,984
Collections — nondepreciable 22,422
Buildings and other depreciable property 22,959,145
Intangible assets — amortizable 600,644
Less: accumulated depreciation/amortization (9,650,127)
Construction in progress 7,794,602
Intangible assets — nonamortizable 534,092

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

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

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

General obligation bonds and related accrued interest totaling $79,080,213, revenue bonds totaling $7,994,249,
and certificates of participation and commercial paper totaling $1,335,340 are not due and payable in the
current period and, therefore, are not reported in the funds.

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

Compensated absences (3,601,307)
Capital leases (4,881,488)
Net other postemployment benefits obligation (9,385,621)
Mandated costs (5,741,063)
Workers’ compensation (2,660,893)
Loans payable (2,032,275)
Proposition 98 funding guarantee (2,636,851)
Net pension obligation (83,002,637)
Pollution remediation obligations (804,231)
Other noncurrent liabilities (337,532)

Net assets of governmental activities

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

$

10,758,275

100,297,090

1,757,892

574,355

(350,448)

(88,409,802)

(35,083,898)

(10,456,536)
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Statement of Revenues, Expenditures,
and Changes in Fund Balances

Governmental Funds

Year Ended June 30, 2011

. Nonmajor
(amounts in thousands) .
General Federal Transportation Governmental Total
REVENUES
Personal income taxes $ 50,785,782 $ — % — 3 905,371 $ 51,691,153
Sales and use taxes .........coeeveeniiiniiiniinnene. 27,013,675 — 327,602 6,147,528 33,488,805
Corporation taxes 9,433,416 — — — 9,433,416
Insurance taxes 2,076,804 — — 235,077 2,311,881
Othertaxes .......coeeviiviiiiiiieiiieeee e 566,241 — 5,467,683 1,795,738 7,829,662
Intergovernmental ..............cccoooein, — 67,849,164 — 1,311,752 69,160,916
Licenses and permits 1,335,511 — 3,352,528 2,079,398 6,767,437
244,448 — 423,099 341,100 1,008,647
822,308 — 19,161 8,400,018 9,241,487
165,567 52 45,966 809,315 1,020,900
38,928 1 22,198 150,989 212,116
229,133 — 13 — 229,146
768,002 — 63,204 2,110,278 2,941,484
Total revenues ........ccceeiveiiieniirenninnen, 93,479,815 67,849,217 9,721,454 24,286,564 195,337,050
EXPENDITURES
Current:
General government ..........ccocoeiieinieeennnn. 3,423,934 894,403 193,545 8,485,769 12,997,651
Education .........ccooiuiiiiiiiii 43,532,898 9,138,900 2,396 2,872,945 55,547,139
Health and human services ..................... 27,783,447 47,880,101 2,740 16,275,021 91,941,309
RESOUICES ..oviviiiiiie e 879,201 402,608 269,660 3,703,288 5,254,757
State and consumer services ................... 550,020 37,529 93,994 501,993 1,183,536
Business and transportation ..................... 8,953 3,805,211 8,895,152 472,074 13,181,390
Correctional programs ............cocceeeeunnnen. 9,108,430 8,769 — 136,592 9,253,791
Capital outlay .........oeeeeiiiiiiiiiiiiieeceens 204,631 — — 923,380 1,128,011
Debt service:
Bond and commercial paper retirement ..... 1,793,294 64,785 1,334 1,259,493 3,118,906
Interest and fiscal charges ....................... 3,146,866 19,509 1,186 1,187,549 4,355,110
Total expenditures .........cccevuuiiieeninnnnns 90,431,674 62,251,815 9,460,007 35,818,104 197,961,600
Excess (deficiency) of revenues
over (under) expenditures .................. 3,048,141 5,597,402 261,447 (11,531,540) (2,624,550)
OTHER FINANCING SOURCES (USES)
General obligation bonds and commercial
PAPEr ISSUEA ....ccuuiiiiiieieeiie e — — 1,468,300 3,056,700 4,525,000
Premium on bonds issued............ccccceevveennen. 31,478 — 102 1,027 32,607
Proceeds from 10ans.........ccocveeeeeeveccvveeeeeeeennnn, 35,538 —_ — — 35,538
Capital 18aSES ......eorvveeiieiiiiiiieeee e 204,631 — — — 204,631
Transfers in .....oooooveiiii e, 1,176,616 — 235 7,528,378 8,705,229
Transfers out ........coeevvveiiiiciiiiieee e, (4,944,732) (5,567,127) (942,133) (448,808) (11,902,800)
Total other financing sources (uses) ... (3,496,469) (5,567,127) 526,504 10,137,297 1,600,205
Net change in fund balances ......................... (448,328) 30,275 787,951 (1,394,243) (1,024,345)
Fund balances (deficit), July 1, 2010 ............ (19,490,913) * 91,279 * 6,979,281 24,202,973 * 11,782,620
Fund balances (deficit), June 30, 2011 ......... $ (19,939,241) $ 121,554 $ 7,767,232 $ 22,808,730 $ 10,758,275

* Restated

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



Fund Financial Statements

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 those in 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
net 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.

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.

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 (1,564,891)
Revenue bond 100,846
Certificates of participation and commercial paper 6,779

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 (352,442)
Capital leases 80,164

Net other postemployment benefits obligation (2,497,450)
Mandated costs (642,979)
Workers’ compensation (252,012)
Loans payable (35,538)
Proposition 98 funding guarantee 368,842
Net pension obligation (343,393)
Pollution remediation obligations (48,619)
Other noncurrent liabilities 45,151

Change in net assets of governmental activities

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

(1,024,345)

2,666,750

(97,143)

45,155

(1,457,266)

(3,678,276)

(3,545,125)
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Statement of Net Assets
Proprietary Funds

June 30, 2011
(amounts in thousands)

ASSETS
Current assets:

Cash and pooled investments ...........ccooovviiiiiiiiiiiiei e,
Amount on deposit with U.S. Treasury ...........cccooovviiviiiiinieinnnns
INVESTMENTS ...ooeiiiii e

Restricted assets:

Cash and pooled investments ...........ccocoeviiiiiiiiiiiiieeceees

Due from other governments ...............cccccoiiiiiiiii
Net investment in direct financing leases ..............ccccccccieene
Receivables (Net) ........c.ooviviiiiiiii
Due from other funds ...........coooiiiiiiiiii
Due from other governments ................cciiiiiii .
Prepaid items .........oiiii i
INVENTOTIES ..oeeiiiite e e
Recoverable power costs (Net) .........c.ccevvviiiiiiiiiiinieieeee
Other current @ssets ..........ccoiiiiiiiiiii i,

Total Current @ssSets ......oveuieiiiiii i

Noncurrent assets:
Restricted assets:
Cash and pooled investments

INVESTMENTS ...t e

Loans receivable
Investments
Net investment in direct financing leases

RECEIVADIES ...

Interfund receivables

Loans receivable ...............cooiiiiiiiiiiii
Recoverable power CostS (Net) .......cocuuiiiiiiiiiiiiie e

Deferred charges
Capital assets:

Collections — nondepreciable.......................

Buildings and other depreciable property ...........cccccoviiiieiiinnenns
Intangible assets —amortizable ............c.cooeiiiiiii

Less: accumulated depreciation/amortization ...

CoNStruCtion iN Progress .......oeeeeerieeeieii e eeee e ee e e e

Intangible assets — nonamortizable
Other noncurrent assets

Total noncurrent assets .......cc.veeviiiiiiiiiiiie e

Total @SSets .....cvveiieiiiiiirr i e

38

Water Public Building

Electric Power Resources Construction
— 464,978 —
1,751,000 — 955,038
— — 377,575
— 80,301 170,480
6,000 2,206 27,199
— 19,625 —
— 32,984 —
220,000 — —
116,000 — —
2,093,000 600,094 1,530,292
907,000 65,689 252,374
300,000 75,312 23,849
_ — 6,585,671
— 91,517 —
— 21,040 —
4,809,000 — —
— 871,017 62,166
— 136,129 —
— 4,776,156 —
— 105,605 —
— (2,194,406) —
— 366,975 794,192
— 11,005 —
6,016,000 4,326,039 7,718,252
8,109,000 4,926,133 9,248,544

The notes to the financial statements are an integral part of this statement.
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Governmental
Business-type Activities — Enterprise Funds Activities
State Unemployment California State Nonmajor Internal

Lottery Programs University Enterprise Total Service Funds
279,173  $ 1,114,375  $ 405,227 456,687 2,720,440 $ 707,104
— 2,855,711 — — 2,855,711 —
180,585 — 1,958,194 — 2,138,779 —
— — — 67,380 2,773,418 —
— — — 65,598 65,598 —
— — 5,342 16,946 399,863 —
262,511 242,655 159,389 56,615 971,951 119,226
517 2,361 2,170 6,329 46,782 399,837

— 135,868 — 166,326 321,819 10,291

2,212 5,223 43,801 16 51,252 107,513
6,715 — — 3,188 42,887 92,328
— — — — 220,000 —
— — — 138 116,138 —
731,713 4,356,193 2,574,123 839,223 12,724,638 1,436,299
— — 910 15,386 1,241,359 —
— — — 11,697 410,858 —
— — — 238,597 238,597 —
997,205 — 450,532 32,247 1,479,984 —
— — 394,254 38,648 7,018,573 —
— 22,503 214,146 — 236,649 —

— 849,775 161,727 143,978 1,246,997 202,245
— — 95,919 3,985,208 4,102,167 —
— — — — 4,809,000 —
2,429 — — 8,670 944,282 —
6,469 — 70,947 1,272 214,817 2,058
— — 2,697 — 2,697 —
147,848 10,748 5,562,915 70,326 10,567,993 561,505
— 3,592 108,201 1,149 218,547 48,034
(67,812) (4,620) (1,781,417) (64,681) (4,112,936) (463,963)
— — 359,951 — 1,521,118 19,414
— 126,378 1,250 — 138,633 —
— — 5,074 24,150 29,224 —
1,086,139 1,008,376 5,647,106 4,506,647 30,308,559 369,293
1,817,852 $ 5,364,569 $ 8,221,229 5,345,870 43,033,197 $ 1,805,592

The notes to the financial statements are an integral part of this statement.
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Statement of Net Assets (continued)
Proprietary Funds

June 30, 2011
(amounts in thousands)

Water Public Building
Electric Power Resources Construction
LIABILITIES
Current liabilities:
Accounts payable ... $ 174,962 59,852 19,450
Due to other funds .........ooiiiiiii e — 36,547 62,515
Due to component units — — —
Due to other governments — 111,004 11,716
Deferred reVeNUE ..........ooiiiiiiiii e — — —
DEPOSIES ...ttt e — — —
Contracts and notes payable ............c.cooiuiiiiiiiiiiiiii —_ — —_
Advance COIIECHIONS .........ouueiiiiiiie e — — 6,757
Interest payable ... 56,000 17,845 99,760
Benefits payable ... — — —
Current portion of long-term obligations ...............cccccooiii. 561,000 181,947 408,191
Other current liabilities ..........ccoviiriiii e, 36,000 — —
Total current liabilities ........c.coeviiriii e, 827,962 407,195 608,389
Noncurrent liabilities:
Interfund PayabIes ..........coouiiiiiiii e — — —
Benefits payable ... — — —
Loans payable — — —
Lottery prizes and annuities — — —
Compensated absences payable ...........cccoooiiiiiiiiiii e —_ 29,052 —
Certificates of participation, commercial paper,
and other DOIrTOWINGS .......ovviii e e —_ 54,578 —_
Capital lease obligations ...........cocuiiiiiiiiiiii e — — —
General obligation bonds payable ............cccccoeiiiiiiiiiiiiicee e — 362,375 —
Revenue bonds payable ... 7,275,000 2,346,444 8,425,490
Net other postemployment benefits obligation .................c..cccoi. 3,038 97,898 —
Pollution remediation obligations ...........c..cccoviiiiiiiiiiiii i — 5,080 —
Other noncurrent liabilities..........c.cooiiiiiirii e, 3,000 418,080 —_
Total noncurrent liabilities .... 7,281,038 3,313,507 8,425,490
Total liabilities .......cccviiirremiiiiiir 8,109,000 3,720,702 9,033,879
NET ASSETS
Investment in capital assets, net of related debt ..................ccceinnne. — 554,854 —
Restricted:
NONEXPENAADIE ... — — —
Expendable:
Construction — 650,577 192,140
Debt service — — 22,525
Security for revenue bonds ... — — —
LOHEIY e e —_ — —_
Unemployment Programs ..........oooceeeeieeeenreee e sneee e — — —
Oher PUMPOSES ....ceveieiiiiieeste ettt e e — — —
Total expendable ..o — 650,577 214,665
UNrestriCted ... o e — — —
Total net assets (defiCit) ......cceimeiiiiiiiiiii e — 1,205,431 214,665
Total liabilities and net assets ........cceeiieiiiiccn i $ 8,109,000 4,926,133 9,248,544

40 The notes to the financial statements are an integral part of this statement.
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Governmental
Business-type Activities — Enterprise Funds Activities
State Unemployment California State Nonmajor Internal
Lottery Programs University Enterprise Total Service Funds
53,377 $ 4 % 173,257 52,146 533,048 $ 207,271
277,176 222,227 — 639 599,104 146,833
— — — — — 739
— 57,758 — 22 180,500 547
— — 242,180 74 242,254 —
— — — 82 82 836
— — — — — 15,437
3,137 — — 193 10,087 303,398
— — — 17,250 190,855 —
— 793,247 — — 793,247 —
465,693 — 292,926 95,969 2,005,726 17,229
— 105,054 328,095 153 469,302 15,366
799,383 1,178,290 1,036,458 166,528 5,024,205 707,656
— — — — — 139,089
— 10,957,982 — — 10,957,982 —
886,009 — — — 886,009 —
6,966 43,165 83,641 2,646 165,470 123,188
— — 85,396 — 139,974 —
— — 734,158 — 734,158 —
— — — 756,184 1,118,559 —
— — 3,348,117 695,959 22,091,010 —
20,408 64,312 128,545 4,592 318,793 221,310
— — — — 5,080 —
2,070 — 255,590 106,997 785,737 39,994
915,453 11,065,459 4,635,447 1,566,378 37,202,772 523,581
1,714,836 12,243,749 5,671,905 1,732,906 42,226,977 1,231,237
86,506 136,082 599,826 5,689 1,382,957 141,295
— — 21,812 — 21,812 —
— — 34,268 — 876,985 —
— —_ 18,955 82,757 124,237 —
— — — 304,195 304,195 —
103,016 — — — 103,016 —
— 1,810,426 — — 1,810,426 —
— — 39,381 357,705 397,086 —
103,016 1,810,426 92,604 744,657 3,615,945 —
(86,506) (8,825,688) 1,835,082 2,862,618 (4,214,494) 433,060
103,016 (6,879,180) 2,549,324 3,612,964 806,220 574,355
1,817,852 $ 5,364,569 $ 8,221,229 5,345,870 43,033,197 $ 1,805,592

(concluded)

The notes to the financial statements are an integral part of this statement.
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Statement of Revenues, Expenses, and

Changes in Fund Net Assets
Proprietary Funds

Year Ended June 30, 2011
(amounts in thousands)

OPERATING REVENUES
Unemployment and disability inSurance .............cccccoveiiiiiiiiiiniinnennnn,
Lottery ticket Sales ..........ooeiiiii
POWEK SAIES ...t
Student tuition and fEES .........cuuuiii i

Services and SAIES .......uuiuuiiiiiii e

Total operating reVENUES ........c..oieiieiimimninnriina s
OPERATING EXPENSES

LOMEry Prizes ....ccooveiiii e
Power purchases (net of recoverable power costs)
Personal SEIVICES ......iiuiiiiiii e e
SUPPHIES et e
Services and Charges .............ovvviiiiiiiiiiiiii e
Depreciation
Scholarships & fellowShips ..........coiiuiiiiiiii
Distributions to beneficiaries ...........ccovviiiiiiiii

Total operating expenses

Operating iNCoOME (I0SS) ......uuunieiiiiieee ittt

NONOPERATING REVENUES (EXPENSES)
Donations and Grants
Private gifts ....................
Investment and interest income

Total nonoperating revenues (EXPeNnSes) .........ccuvuuirrunirrnnsrrrasnnnns
Income (loss) before contributions and transfers ...............cc..ooeennne.
Capital CONtIDULIONS .......cetiiiiii e
TransSfers iN ...
Transfers out
Change iN NEt @SSELS ......uuiiiiiiiiie e

Total net assets (deficit), July 1, 2010 ......coveriirniimeiime e

Total net assets (deficit), June 30,2011 .......coeuiimiiiieiiirr e,
* Restated

Water Public Building
Electric Power Resources Construction

— 3 — 3 _
1,443,000 193,154 —
— 903,042 —

— — 3,864

— — 405,832

— — 46,771
1,443,000 1,096,196 456,467
1,401,000 342,446 _
— 232,016 —

26,000 306,078 507

— 100,257 —

— — 383,185

— — 6,481
1,427,000 980,797 390,173
16,000 115,399 66,294
874,000 — —
(890,000) (134,996) —
— 19,597 —
(16,000) (115,399) —
— — 66,294
— — (32,692)

— — 33,602

— 1,205,431 181,063

—  $ 1,205,431 $ 214,665

42 The notes to the financial statements are an integral part of this statement.
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Governmental
Business-type Activities — Enterprise Funds Activities
State Unemployment California State Nonmajor Internal

Lottery Programs University Enterprise Total Service Funds
— % 24,655,625 $ — $ — S 24,655,625 —
3,438,578 — — — 3,438,578 —
— — — — 1,636,154 —

— — 1,748,535 — 1,748,535 —

— — 383,870 111,171 1,398,083 2,398,513

— — — 123,777 127,641 —

— — — 16,266 422,098 —

— — 96,889 — 96,889 —

— — 174,318 4,063 225,152 —
3,438,578 24,655,625 2,403,612 255,277 33,748,755 2,398,513
1,904,788 — — — 1,904,788 —
— — — — 1,743,446 —

52,084 161,401 3,724,891 16,674 4,187,066 805,991
15,013 —_ 927,759 — 942,772 7,746
360,000 84,640 — 117,711 894,936 1,438,641
5,875 378 214,757 2,650 323,917 44,181

— — 802,409 — 802,409 —

—_ 25,372,719 — — 25,372,719 —

— — — 81,156 464,341 62

—_ — — 2,794 9,275 —

_ — — 2,400 2,400 —
2,337,760 25,619,138 5,669,816 223,385 36,648,069 2,296,621
1,100,818 (963,513) (3,266,204) 31,892 (2,899,314) 101,892
— — 1,216,808 — 1,216,808 —

— — 30,991 — 30,991 —

46,046 23,158 46,558 4,373 994,135 863
(66,903) — (181,539) (5,996) (1,279,434) (905)
(1,102,861) — — — (1,102,861) —
66 — 24,384 (12,131) 31,916 (2,668)
(1,123,652) 23,158 1,137,202 (13,754) (108,445) (2,710)
(22,834) (940,355) (2,129,002) 18,138 (3,007,759) 99,182
— — — 86,272 86,272 —

— 616,657 2,703,982 — 3,320,639 397
_ — — (36,349) (69,041) (54,424)
(22,834) (323,698) 574,980 68,061 330,111 45,155
125,850 (6,555,482) 1,974,344 * 3,544,903 * 476,109 529,200
103,016 $ (6,879,180) $ 2,549,324 $ 3,612,964 $ 806,220 574,355

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, 2011
(amounts in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES
Receipts from cuStomMErs/@MPIOYEIS ..........iiiiiiiii et
Receipts from interfund services provided ..o
Payments t0 SUPPIIEIS .......iie e e
Payments to @mPlOYEES ........couiiii
Payments for interfund services used
Payments for Lottery prizes ............ccoooiiiiiiiiiiiiiiiinnn,
Claims paid to other than employees
Other receipts (PAYMENTS) ......u ittt e et et e e e e eaees

Net cash provided by (used in) operating activities
CASH FLOWS FROM NONCAPITAL FINANCING ACTIVITIES

Changes in interfund payables and loans payable ...,
Proceeds from DONAS ..........iiiiiii e e
Receipts of bond Charges ...........ooooiiiiiiiiiiii
Retirement of general obligation bonds ..o
Retirement of revenue DONAS ..........coiuiiiiiiii e
Interest paid on operating debt ...........oiiiiiii
Transfers in ..o
TrANSTEIS QUL ..t e et et e ettt e e e e e e e
GIrANES FECEIVEM .....iiii ittt e et ettt et e et e e et e e e e e e e ean,
Lottery payments for @dUCAtION ............c.uciiiiiiiiiiiii
Net cash provided by (used in) noncapital financing activities ...........cccveiiiriiiiieiinnnnn,
CASH FLOWS FROM CAPITAL AND RELATED FINANCING ACTIVITIES
Changes in interfund payables and loans payable .............c.ooiiiiiiiiii e
Acquisition Of Capital @SSETS .......iiiuiii e
Proceeds from sale of capital @SSets .......cc.iiiuuiiiiiiii i
Proceeds from notes payable and commercial PAPET .......c..ooiuiiiiuiiiiiiieiiee e
Principal paid on notes payable and commercial paper
Proceeds from capital 1eases ............ccceeeeiiiiiiiiiiiiinaennn.
Payment on capital debt and leases
Retirement of general obligation DONAS ..........ooouiiiiiiiiiii e
Proceeds from revenue DONAS ...........coouiiiiiiiiii e
Retirement of revenue DoNdS ..........ccoouiiiiiiiiii
Interestpaid .........cccoeveeiinnninns
Grants received
Net cash provided by (used in) capital and related financing activities .........................
CASH FLOWS FROM INVESTING ACTIVITIES
Purchase of INVeStMENts ...
Proceeds from maturity and sale of investments ...

Change in interfund receivables and loans receivable
Earnings on inVestMENts ...

Net cash provided by (used in) investing activities ...........ccccvvruiiiii i
Net increase (decrease) in cash and pooled iNVeStMENES ...........ooviiiiiiiii e

Cash and pooled investments at July 1, 2010
Cash and pooled investments at June 30, 2011
*Restated

Water
Electric Power Resources

$ 1,546,000 $ 1,068,964
(2,182,000) (526,170)
— (232,016)
250,000 (3,040)
(386,000) 307,738
1,923,000 —
862,000 —
(2,500,000) —
(344,000) —
(59,000) —
— (86,537)

— 79,643
— (71,538)
— (56,375)

— 111,053
— (138,655)
— (144,406)
— (306,815)
— (252,174)

— 252,174

— 1,571

26,000 8,944

26,000 10,515
(419,000) 11,438

3,077,000 519,229 *
$ 2,658,000 $ 530,667

44 The notes to the financial statements are an integral part of this statement.
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Governmental
Business-type Activities — Enterprise Funds Activities
Public Building State Unemployment California State Nonmajor Internal

Construction Lottery Programs University Enterprise Total Service Funds
$ 752,272 % 3,437,077 $ 24,664,839 $ 2,145,168 $ 160,421 $ 33,774,741 $ 2,274,493
— — — — 1,250 1,250 104,956
(1,679) (148,893) (84,640) (1,006,616) (146,186) (4,096,184) (1,437,493)
— (39,468) (139,133) (3,676,731) (16,074) (4,103,422) (716,285)
— (11,228) — — (3,371) (14,599) (72,343)

— (2,200,195) — — — (2,200,195) —

— (233,596) (25,586,345) — (@) (25,819,943) —
(330,466) 138,567 380,600 (678,790) 89,574 (153,555) (39,223)
420,127 942,264 (764,679) (3,216,969) 85,612 (2,611,907) 114,105
— — 3,754,686 (1,047) 32,746 3,786,385 (132)

— — — — — 1,923,000 —

— — — — — 862,000 —

— — — — (202,750) (202,750) —

— — — — (175,155) (2,675,155) —
— — — — (7,081) (351,081) (14)

— — 616,656 2,671,979 49 3,288,684 6,395
(32,692) — — — (38,521) (71,213) (101,079)
— — — 1,208,723 — 1,208,723 —

— (1,118,081) — — — (1,118,081) —
(32,692) (1,118,081) 4,371,342 3,879,655 (390,712) 6,650,512 (94,830)
— — — — 80 80 —
(433,845) (49,869) (93,104) (596,894) (258) (1,260,507) (23,835)
— — — 472 3,152 3,624 35,638

— — — 62,200 — 141,843 —
— — — — — (71,538) (16,222)

— — — 20,032 — 20,032 —

— — — (398,759) — (398,759) —

— — — — — (56,375) —

— — — — — 111,053 —
(394,490) — — — — (533,145) —
— — — — — (144,406) (952)

— — — 366,788 91,120 457,908 —
(828,335) (49,869) (93,104) (546,161) 94,094 (1,730,190) (5,371)
— (260,723) (2,744,881) (6,745,147) — (10,002,925) —

— 445,223 — 6,498,710 35,666 7,231,773 —

— — 179,495 — 24,429 205,495 (109,169)

— 25,292 23,158 30,903 4,424 118,721 870
— 209,792 (2,542,228) (215,534) 64,519 (2,446,936) (108,299)
(440,900) (15,894) 971,331 (99,009) (146,487) (138,521) (94,395)
1,648,312 295,067 143,044 505,146 * 685,940 * 6,873,738 801,499
$ 1,207,412 $ 279,173 $ 1,114,375 $ 406,137 $ 539,453 $ 6,735,217 $ 707,104

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

Year Ended June 30, 2011 Water
(amounts in thousands) Electric Power Resources
RECONCILIATION OF OPERATING INCOME (LOSS) TO NET CASH
PROVIDED BY (USED IN) OPERATING ACTIVITIES
(@7 o= ¢ Ll gTo T TaTeTeT o TN (o T T $ 16,000 $ 115,399
Adjustments to reconcile operating income (loss) to net cash provided
by (used in) operating activities:
Interest expense on operating debt — —
Depreciation .........ccoeeiviiiiiiiiiiiiieee — 100,257
Provisions and allowances ....................... — —
Accrual of deferred charges — —
AMOrtization Of dISCOUNES ........uiit it e e et et eea e — —
Amortization of deferred Charges ...........ooouiiiiiii e — 83,383
(01 0= S TP PP TPPPPPT — (3,040)
Change in assets and liabilities:
RECEIVADIES ... ..ot e e e e — 4,266
Due from other funds ...........ccooooeiiiiiininnnnn. — —
Due from other governments ... e — 4,689
Prepaid items ..................... e — —
INVENTOMIES ..eeenieiiiie i e — (9,902)
Net investment in direct fiNnancing 1ASES ..........coeuiiiiiiiii e — —
Recoverable POWET COSES (NEL) .. .c.uuiiie it e (366,000) —
Other CUIMENT @SSELS ...oeuiitiii ittt e e et e e e e e e e e et e et e e en, 13,000 —
LO@NS FECERIVADIE ... e e — —
INtErfuNd reCEIVADIE ...... o e — —
ACCOUNTS PAYADIE ...t (49,000) 14,456
DUE t0 Other FUNAS ....oeeei e e e e et e e e e — 8,264
Due 10 COMPONENT UNIES ..ceuniie e et e e e — —
Due to other governments ............... — (10,034)
Deposits ......ccvveeeniiiiiiiiine — —
Contracts and notes payable ... — —
AAVANCE COIIEBCHIONS ...t et e e e e et e e e — —
INterest PAYADIE ..o e — —
Other current lIabilities .........ouui e e — —
INterfund PaYADIES ..........oii e — —
DEfErred MEVENUE ... et et e e e e e e eeaeeens — —
BeNEfits PAYADIE ... oot e — —
Lottery prizes and annUItIES ............uiiieiiiiii e — —
Compensated absences PAYabIe .............ooiiuuiiiiiiii e e — —
Capital lease obligations .............. — —
Other noncurrent liabilities ... — —
Total @dJUSTMENTS ...t et e (402,000) 192,339
Net cash provided by (used in) operating activities ..........cccoeiiiiiiiiiiiicc i, $ (386,000) $ 307,738
Noncash investing, capital, and financing activities
Interest accreted on anNUItIZEd PriZES .......covueeniiieiii i e $ — 8 —
Interest accreted ON DONAS .......cooiiniii e — —
Unclaimed Lottery prizes directly transferred to Education Fund ...............ccooeiiiiiiiiiincnnne. — —
Unrealized [0SS ON INVESTMENT ... ..o e e et e e s — —
Capital acquisitions financed through notes payable... — —
Contributed capital assets ..........ccoeeeveiiiiiiiiieennans — —
Acquisition of capital asset through capital lease .... — —
Direct deposit of debt to auxiliaries ....................... — —
Change in accrued capital assets purchases — —
L1 €= T T (1T PP — —
Miscellaneous related to auxiliary organizations and capital assets ..............ccocceiiiiiiine. — —
Amortization of bond premium and diSCOUNT ............oiuuiiiiiiiii e — —
Amortization of 10SS 0N rEfUNTINGS .. .....uiiiiiiie e — —

46 The notes to the financial statements are an integral part of this statement.
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Governmental
Business-type Activities — Enterprise Funds Activities
Public Building State Unemployment California State Nonmajor Internal

Construction Lottery Programs University Enterprise Total Service Funds
$ 66,294 $ 1,100,818 $ (963,513) $  (3,266,204) $ 31,892 $§  (2,899,314) $ 101,892
— — - — - — (42)

— 5,875 378 214,757 2,650 323,917 44,181

— 13,673 — — 9,592 23,265 —

194 — — — — 194 —

— — — — 87 87 —

6,481 (243) — — 6,898 96,519 —
(5,038) 5,654 — — (4,393) (6,817) —
733 (35,915) (4,154) (55,319) 1,749 (88,640) (12,322)
(12,200) 286 146,376 — (769) 133,693 80,003
— — (45,766) — (42) (41,119) 402
— — — 117 231 348 (9,053)

— (1,900) — — 173 (11,629) 9,158
361,375 — — — 14,844 376,219 —
— — — — — (366,000) —

— (596) — — 1,698 14,102 —

— — — — 64,060 64,060 —

— — 13,367 (161,727) (9,062) (157,422) —
(111) 9,527 — (12,990) (17,147) (55,265) (15,710)
1,092 37 232,857 — (3,550) 238,700 (85,899)
— — — — — — 12
(1,169) — 21,492 — 15 10,304 325
— — — 212 @) 210 (5,694)
— — — — — — (1,061)
(2,668) 413 — — (85) (2,340) (72,814)
5,144 — — — (90) 5,054 —
— — 32,050 15,323 (4,225) 43,148 9,854

— — — — — — 476

— — — 19,696 (83) 19,613 —
— — (219,945) — (2,586) (222,531) (6,044)

— (156,968) — — — (156,968) —

— 1,054 6,332 (9,322) (345) (2,281) 18,523
— — — — — — (4,893)

— 549 15,847 38,488 (5,898) 48,986 62,811
353,833 (158,554) 198,834 49,235 58,720 287,407 12,213
$ 420,127 $ 942,264 $ (764,679) $ (3,216,969) $ 85,612 $  (2,611,907) $ 114,105
(concluded)

$ — 3 66,903 $ —  $ — 3 — 3 66,903 $ —
— 23,652 — — — 23,652 —

— 25,690 — — — 25,690 —

— 3,315 — — — 3,315 —

— — — — — — 6,412

— — — 14,089 — 14,089 —

— — — 16,850 — 16,850 —

—_ — — 27,775 — 27,775 —

— — — 27,590 — 27,590 —

— — — 3,756 — 3,756 —

— — — 1,075 — 1,075 —

— — — 3,430 — 3,430 —

— — — 1,145 — 1,145 —

The notes to the financial statements are an integral part of this statement.
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Statement of Fiduciary Net Assets
Fiduciary Funds and Similar Component Units

June 30, 2011
(amounts in thousands)

Pension
and Other Investment
Private Employee Trust
Purpose Benefit Local Agency
Trust Trust Investment Agency
ASSETS
Cash and pooled investments .............c.ccevvveieeiinneeenennn. $ 105,099 $ 2,832,498 $ 24,012,079 $ 4,251,563
Investments, at fair value:
ShOrt-teIM ... — 9,435,064 — —
EQUItY SECUITIES ..o 67,810 199,712,591 — —
Debt SECUNHIES ...ooueeieiieei s — 82,141,888 — —
Real estate .......cccocveeiiie — 38,232,098 — —
OFNET e s 4,453,712 76,824,884 — —
Securities lending collateral ...........cc.ccooveeiiiiieniniiiens — 45,620,619 — —
Total INVeStMENTS .......ceeviiiiiee e 4,521,522 451,967,144 — —_
Receivables (Net) ... 13,218 3,787,609 — 479,549
Due from other funds ...........ccooviiiiiiiii e 2 423,144 — 13,470,613
Due from other governments ...........ccocoieviiiiiiiniiiinenn. 62 8 — 118,459
Prepaid Rems .........ovveiiii — — — 27,142
Interfund receivables ...........ccooviiiiiiiii — — — 90,232
Loans receivable ...........ccoooiiiiiiii — — — 6,875
Other @SSetS .....ccuvriiiiiiiiiii e, 157,260 934,920 — 130
Total aSSets ....cceuieiieiicice e e 4,797,163 459,945,323 24,012,079 $ 18,444,563
LIABILITIES
Accounts payable ... 14,204 1,966,332 — 3 5,448,842
Due to other governments ..........c..ccooeiiiiiiiiiiiiieenns — 2,356 30,207 11,083,541
Tax overpayments ... — — — 2,995
Benefits payable ..........ccooiiiiiiii — 2,189,941 — 169,165
DEPOSIES ...t 157,259 — — 800,521
Advance collections — — — 86,251
Securities lending obligations — 45,537,244 — —
Loans payables...........c.oveeiiiiiiiiii e — 25,985 — —
Other liabilities ........ 519 599,699 — 853,248
Total liabilities 171,982 50,321,557 30,207 $ 18,444,563
NET ASSETS
Held in trust for pension benefits, pool participants,
and other PUrPOSES .......ccceiveiiirniiiieec e s eee e $ 4,625,181 $ 409,623,766 $ 23,981,872

48 The notes to the financial statements are an integral part of this statement.
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Statement of Changes in Fiduciary Net Assets
Fiduciary Funds and Similar Component Units

Year Ended June 30, 2011
(amounts in thousands)

Pension
and Other Investment
Private Employee Trust
Purpose Benefit Local Agency
Trust Trust Investment
ADDITIONS
Contributions:
EMPIOYET ..ttt et ettt e e e $ — 3 12,023,723 —
Plan MemDEer ... e — 6,699,601 —
Total CoNtHIDULIONS .....eie e e e — 18,723,324 —
Investment income:
Net appreciation in fair value of investments ...........cc.ccooviiiiiiiiieennn, 485,844 68,271,940 —
Interest, dividends, and other investment income .............cc.coeeiieiennne 132,765 10,229,583 112,656
Less: iNVEStMENt EXPENSE ......iieiiiiii i (8,022) (2,723,168) —
Net investment INCOME ..o 610,587 75,778,355 112,656
Receipts from depoSitors ..........oveeuuiiiiiiii e 1,532,447 — 28,342,052
1013 T= USSP — 25,790 —
Total additions .......cceiiieuiiiiie e 2,143,034 94,527,469 28,454,708
DEDUCTIONS
Distributions paid and payable to participants ...........cc..ccoovviiiiiiiiicinnnn. — 25,119,671 111,096
Refunds of contributions ............c.ooiiiiiiiiii — 349,567 —
AdMINISTrativVe EXPENSE . ...veeieeiiee et e e aa e 22 491,202 1,560
Payments to and for depositors .............ceuuiiiiiiiiiii i 1,123,733 592,436 27,623,778
Total deductions ............ 1,123,755 26,552,876 27,736,434
Change in net assets 1,019,279 67,974,593 718,274
Net assets, July 1, 2010 ....... 3,605,902 341,649,173 * 23,263,598
Net assets, June 30,2011 .......oiiuiimiiie e s e $ 4,625,181 $ 409,623,766 23,981,872

* Restated

The notes to the financial statements are an integral part of this statement.
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Statement of Net Assets
Discretely Presented Component Units — Enterprise Activity

June 30, 2011 California
(amounts in thousands) University State Housing Public Nonmajor
of Compensation Finance Employees’ Component
California Insurance Agency Benefits Units Total

ASSETS
Current assets:

Cash and pooled investments $ 285,350 $ 1,016,798 $ 2,620,139 $§ 220,808

$ 675025 $ 4,818,120

Investments .........cccveiiiiiiiiiien 5,854,981 1,616,110 314,851 6,119 229,613 8,021,674
Restricted assets:
Cash and pooled investments — — — — 91,958 91,958
INVestMents .........cccovveeeeeeeieccirieee e, — — — — 21,328 21,328
Receivables (net) .........coooevieiiiiieennn. 2,656,059 374,146 246,277 67,014 387,090 3,730,586
Due from primary government ........... 203,541 — — 571 187 204,299
Due from other governments ............. 687,488 — — 46,513 — 734,001
Prepaid items ..o, — — 463 — 2,158 2,621
Inventories ................ 170,358 — — — 342 170,700
Other current assets 183,839 8,690 51,972 — 39,863 284,364
Total current assets ...........ccceeeeeee. 10,041,616 3,015,744 3,233,702 341,025 1,447,564 18,079,651
Noncurrent assets:
Restricted assets:
Cash and pooled investments .......... — — — — 100,113 100,113
Investments ...........ccoieiiiininnnnn. — — — — 16,052 16,052
Investments ...........ccooeeiiiiiiiinen, 20,746,897 17,669,997 378,608 3,730,540 1,290,469 43,816,511
Receivables (net) .........cocooeeeiiinninnn. 952,590 151,080 — — 317,553 1,421,223
Loans receivable ...............c.cceeeenne. — — 6,149,078 — 345,514 6,494,592
Deferred charges .........occoeviiiiinnanns — — 28,689 — 1,344 30,033
Capital assets:
Land .....oooiiiii e 742,021 64,873 — — 121,820 928,714
Collections — nondepreciable ........... 326,508 — — — 5,620 332,128
Buildings and other depreciable
[o1(e] 01T o |V 34,917,390 557,565 2,008 — 1,921,621 37,398,584
Intangible assets — amortizable ........ 334,516 155,982 — — 17,991 508,489
Less: accumulated
depreciation/amortization .............. (15,551,800) (356,318) (894) — (842,605) (16,751,617)
Construction in progress ................. 2,941,642 — — — 17,823 2,959,465
Intangible assets — nonamortizable ... — — — — 5,090 5,090
Other noncurrent assets ................... 341,752 — 405,032 — 53,471 800,255
Total noncurrent assets ................. 45,751,516 18,243,179 6,962,521 3,730,540 3,371,876 78,059,632
Total assets ......cccoeevrmrniireniirenns $ 55,793,132 § 21,258,923 §$ 10,196,223 $ 4,071,565 $ 4,819,440 $ 96,139,283

52 The notes to the financial statements are an integral part of this statement.
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California
University State Housing Public Nonmajor
of Compensation Finance Employees’ Component
California Insurance Agency Benefits Units Total
LIABILITIES
Current liabilities:
Accounts payable .............ccc..eiee. $ 1,862,653 $ 48,440 $ 13,810 § 420,306 $ 143,106 § 2,488,315
Due to other governments ................. — — 23,222 — 466 23,688
Deferred revenue ............ccceevevnennnnns 934,801 — — — 73,418 1,008,219
Deposits ...oeveeeeieie 463,547 —_ 220,244 — 2,795 686,586
Contracts and notes payable ............. — — — — 23,345 23,345
Advance collections ......................... — 69,148 26,931 — 523 96,602
Interest payable ...............cccccoeeeeeniin. — — 100,679 — 2,200 102,879
Securities lending obligations ............ 2,168,485 — — — — 2,168,485
Benefits payable ...........cccooveiiiiennnn — 1,445,032 — — —_ 1,445,032
Current portion of long-term
obligations ...........coeeiiiiiiiiiien 1,457,064 72,258 178,326 55,041 155,017 1,917,706
Other current liabilities ...................... 2,277,909 85,433 113,110 144,961 204,732 2,826,145
Total current liabilities ................... 9,164,459 1,720,311 676,322 620,308 605,602 12,787,002
Noncurrent liabilities:
Benefits payable .........ccccoooviiiin. — 12,666,163 — 2,394,950 — 15,061,113
Loans payable ..........cccoveiiiiiiiinieennn. — — — — 20,000 20,000
Compensated absences payable ....... 239,462 — — — 12,033 251,495
Certificates of participation,
commercial paper, and
other borrowings ..........cccooviiiiiiinnns — — — — 77,483 77,483
Capital lease obligations ................... 2,273,338 — — — 363,591 2,636,929
Revenue bonds payable ................... 10,653,749 — 7,768,042 — 510,426 18,932,217
Net other postemployment
benefits obligation .......................... 5,257,422 312,864 9,939 10,143 148,409 5,738,777
Other noncurrent liabilities ................. 3,029,995 268,667 261,845 — 207,538 3,768,045
Total noncurrent liabilities .............. 21,453,966 13,247,694 8,039,826 2,405,093 1,339,480 46,486,059
Total liabilities .........ccccoviirenennnnn 30,618,425 14,968,005 8,716,148 3,025,401 1,945,082 59,273,061
NET ASSETS
Investment in capital assets, net of
related debt .......ccooiiiiiiiii 11,161,810 422,102 1,114 — 543,520 12,128,546
Restricted:
Nonexpendable ............c..ccoeevennnn. 3,475,226 — — — 829,235 4,304,461
Expendable:
Endowments and gifts 7,631,367 — — — 9,153 7,640,520
Education ........ccccoeeeiiiiieieeeee 1,106,797 — —_ — 647,319 1,754,116
INdenture ........cccoveeeeeeieeiiiieeeee e, — — 339,441 — —_ 339,441
Employee benefits .........ccooevineenne. — — — 1,046,164 — 1,046,164
Workers’ compensation liability ........ — 5,868,816 — — — 5,868,816
Statute ....oovveiie . — — 1,139,520 — 270,736 1,410,256
Other purposes — — — — 119,656 119,656
Total expendable .........ccccoecvveeenneen. 8,738,164 5,868,816 1,478,961 1,046,164 1,046,864 18,178,969
Unrestricted .........cccoovvviiiiiiiiiiin, 1,799,507 — — — 454,739 2,254,246
Total net assets ..........cceuviireeenne. 25,174,707 6,290,918 1,480,075 1,046,164 2,874,358 36,866,222

Total liabilities and net assets .... § 55,793,132 § 21,258,923 §$ 10,196,223 § 4,071,565 $ 4,819,440 $ 96,139,283

The notes to the financial statements are an integral part of this statement. 53
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Statement of Activities
Discretely Presented Component Units — Enterprise Activity

Year Ended June 30, 2011
(amounts in thousands)

State California
University Compensation  Housing Public Nonmajor
of Insurance Finance Employees’ Component
California Fund Agency Benefits Units Total
OPERATING EXPENSES
Personal services .........c.ccevevveunnnnnn. $ 15,763,785 $ 693,446 $ 30,447 $ — $ 530,158 §$ 17,017,836
Scholarships and fellowships ............. 597,350 — — — 46,284 643,634
SUPPNES «.eeeeeiieeeiiii e 2,107,881 — — — 8,039 2,115,920
Services and charges .............c..uueeee. 280,995 86,891 25,906 1,905,816 1,311,067 3,610,675
Department of Energy laboratories ..... 970,054 — — — — 970,054
Depreciation ...........cccoviiiiiiiiinneennnn, 1,404,837 33,026 248 — 72,116 1,510,227
Distributions to beneficiaries................. — 850,439 — — — 850,439
Interest expense and fiscal charges .... 572,412 — 249,253 — 46,876 868,541
Amortization of deferred charges ........ — 97,061 62,858 — 152 160,071
Grants provided .........c.coceuviiiiiiiinnne. 144,235 — — — — 144,235
Other ...coovviieiii e 3,045,370 92,990 252,343 — 136,929 3,527,632
Total operating expenses ............. 24,886,919 1,853,853 621,055 1,905,816 2,151,621 31,419,264
PROGRAM REVENUES
Charges for services ...........ccccceeeee 13,194,408 1,071,714 409,297 2,047,922 1,033,981 17,757,322
Operating grants and contributions ..... 8,480,327 — 42,948 — 624,973 9,148,248
Capital grants and contributions ......... 247,259 — — — 7,060 254,319
Total program revenues ............... 21,921,994 1,071,714 452,245 2,047,922 1,666,014 27,159,889
Net revenues (expenses) ............... (2,964,925) (782,139) (168,810) 142,106 (485,607) (4,259,375)
GENERAL REVENUES
Investment and interest income (loss).. 2,161,329 1,166,327 (4,851) 560,596 225,788 4,109,189
L Y 2,443,574 121,390 99,753 42,691 332,805 3,040,213
Total general revenues ................ 4,604,903 1,287,717 94,902 603,287 558,593 7,149,402
Change in net assets 1,639,978 505,578 (73,908) 745,393 72,986 2,890,027
Net assets, July 1, 2010 23,534,729 5,785,340 1,553,983 300,771 2,801,372 * 33,976,195
Net assets, June 30, 2011 ...........ccueee $ 25,174,707 $ 6,290,918 $ 1,480,075 $ 1,046,164 $ 2,874,358 $ 36,866,222

* Restated

54 The notes to the financial statements are an integral part of this statement.
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Notes to the Financial Statements

NOTE 1: SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

The accompanying financial statements present information on the financial activities of the State of California
over which the Governor, the Legislature, and other elected officials have direct or indirect governing and fiscal
control. These financial statements have been prepared in conformity with accounting principles generally
accepted in the United States of America (GAAP). The provisions of the following Governmental Accounting
Standards Board (GASB) Statements have been implemented for the year ended June 30, 2011:

GASB Statement No. 54, Fund Balance Reporting and Governmental Fund Type Definitions; and

GASB Statement No. 59, Financial Instruments Omnibus.
A. Reporting Entity

These financial statements present the primary government of the State and its component units. The primary
government consists of all funds, organizations, institutions, agencies, departments, and offices that are not
legally separate from the State. Component units are organizations that are legally separate from the State
but for which the State is financially accountable or organizations whose relationship with the State is such that
exclusion would cause the State’s financial statements to be misleading or incomplete. The decision to include
a component unit in the State’s reporting entity is based on several criteria, including legal standing, fiscal
dependency, and financial accountability. Following is information on the blended, fiduciary, and discretely
presented component units of the State.

1. Blended Component Units

Blended component units, although legally separate entities, are in substance part of the primary
government’s operations. Therefore, data from these blended component units are integrated into the
appropriate funds for reporting purposes.

Building authorities are blended component units because they have been created through the use of joint
exercise-of-powers agreements with various cities to finance the construction of state buildings. The building
authorities are reported as capital projects funds. As a result, capital lease arrangements between the building
authorities and the State in the amount of $501 million have been eliminated from the financial statements.
Instead, only the underlying capital assets and the debt used to acquire them are reported in the
government-wide financial statements. For information on how to obtain copies of the financial statements of
the building authorities, contact the State Controllers Office, Division of Accounting and Reporting,
P.O. Box 942850, Sacramento, California 94250-5872.

The Golden State Tobacco Securitization Corporation (GSTSC) is a not-for-profit corporation established
through legislation in September 2002 solely for the purpose of purchasing Tobacco Settlement Revenues
from the State. The five voting members of the State Public Works Board serve ex officio as the directors of
the corporation. GSTSC is authorized to issue bonds necessary to provide sufficient funds for carrying out its
purpose. GSTSC is reported in the combining statements in the Nonmajor Governmental Funds section as a
special revenue fund. For information on how to obtain copies of the financial statements of GSTSC, contact
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the Department of Finance, Natural Resources, Energy, Environmental, and Capital Outlay Section,
915 L Street, 9th Floor, Sacramento, California 94814.

2. Fiduciary Component Units

The State has two fiduciary component units that administer pension and other employee benefit trust funds.
These entities are legally separate from the State and meet the definition of a component unit because they
are fiscally dependent on the State; however, due to their fiduciary nature, they are presented in the Fiduciary
Fund Statements as pension and other employee benefit trust funds, along with other primary government
fiduciary funds.

The California Public Employees’ Retirement System (CalPERS) administers pension and health benefit plans
for state employees, non-teaching school employees, and employees of California public agencies. Its Board
of Administration has plenary authority and fiduciary responsibility for the investment of monies and the
administration of the plans. CalPERS administers the following seven pension and other employee benefit
trust funds: the Public Employees’ Retirement Fund, the Judges’ Retirement Fund, the Judges’ Retirement
Fund Il, the Legislators’ Retirement Fund, the State Peace Officers’ and Firefighters’ Defined Contribution Plan
Fund, the public agency Deferred Compensation Program, and the public employee Supplemental
Contributions Program Fund. Copies of CalPERS’ separately issued financial statements may be obtained in
writing from the California Public Employees’ Retirement System, Fiscal Services Division, P.O. Box 942703,
Sacramento, California 94229-2703.

The California State Teachers’ Retirement System (CalSTRS) administers pension benefit plans for California
public school teachers and certain other employees of the public school system. CalSTRS administers four
pension and other employee benefit trust funds: the State Teachers’ Retirement Fund; the Teachers’ Health
Benefits Fund; the Pension2 Program; and the Teachers’ Deferred Compensation Fund. Copies of CalSTRS’
separately issued financial statements may be obtained from the California State Teachers’ Retirement
System, P.O. Box 15275, Sacramento, California 95851-0275.

3. Discretely Presented Component Units

Enterprise activity of discretely presented component units is reported in a separate column in the
government-wide financial statements. Discretely presented component units are legally separate from the
primary government and mostly provide services to entities and individuals outside the primary government.
Discretely presented component units that report enterprise activity include the University of California, the
State Compensation Insurance Fund, the California Housing Finance Agency, the Public Employees’ Benefits
Fund, and nonmajor component units.

The University of California was founded in 1868 as a public, state-supported, land grant institution. It was
written into the State Constitution of 1879 as a public trust to be administered by a governing board, the
Regents of the University of California (the Regents). The University of California is a component unit of the
State because the State appoints a voting majority of the Regents and because expenditures for the support of
various university programs and capital outlay are appropriated by the annual Budget Act. The University of
California offers defined benefit pension plans and defined contribution pension plans to its employees through
the University of California Retirement System (UCRS), a fiduciary responsibility of the Regents. The financial
information of the UCRS is not included in the financial statements of this report due to its fiduciary nature.
Copies of the University of California’s financial statements may be obtained from the University of California,
Financial Accounting, 1111 Franklin Street, 10th Floor, Oakland, California 94607-5200.
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The State Compensation Insurance Fund (SCIF) is a self-supporting enterprise created to offer insurance
protection to employers at the lowest possible cost. It operates in competition with other insurance carriers to
provide services to the State, counties, cities, school districts, and corporations. It is a component unit of the
State because the State appoints all 11 voting members of SCIF’s governing board and has the authority to
approve or modify SCIF’'s budget. Copies of SCIF’s financial statements for the year ended
December 31, 2010, may be obtained from the State Compensation Insurance Fund, P.O. Box 420807,
San Francisco, California 94142-0807.

The California Housing Finance Agency (CalHFA) was created by the Zenovich-Moscone-Chacon Housing
and Home Finance Act, as amended. CalHFA’s purpose is financing the housing needs of persons and
families of low and moderate income. It is a component unit of the State because the State appoints a voting
majority of CalHFA’s governing board and has the authority to approve or modify its budget. Copies of
CalHFA'’s financial statements may be obtained from the California Housing Finance Agency, P.O. Box 4034,
Sacramento, California 95812.

The Public Employees’ Benefits Fund, which is administered by the California Public Employees’ Retirement
System, accounts for contributions and premiums for public employee long-term care plans and for
administration of a deferred compensation program. Copies of CalPERS’ separately issued financial
statements may be obtained in writing from the California Public Employees’ Retirement System, Fiscal
Services Division, P.O. Box 942703, Sacramento, California 94229-2703.

State legislation created various nonmajor component units to provide certain services outside the primary
government and to provide certain private and public entities with a low-cost source of financing for programs
deemed to be in the public interest. The California Pollution Control Financing Authority, the San Joaquin River
Conservancy, and the district agricultural associations are considered component units because they have a
fiscal dependency on the primary government. The California Educational Facilities Authority is considered a
component unit because its exclusion from the financial statements would be misleading because of its
relationship to the primary government. California State University auxiliary organizations are considered
component units because they exist entirely or almost entirely for the direct benefit of the universities. The
remaining nonmajor component units are considered component units because the majority of members of
their governing boards are appointed by or are members of the primary government, because the primary
government can impose its will on the entity, or because the entity provides a specific financial benefit to the
primary government. For information on how to obtain copies of the financial statements of these component
units, contact the State Controller's Office, Division of Accounting and Reporting, P.O. Box 942850,
Sacramento, California 94250-5872.

The nonmajor component units are:

The California Alternative Energy and Advanced Transportation Financing Authority, which provides
financing for alternative energy and advanced transportation technologies;

The California Infrastructure and Economic Development Bank, which provides financing for business
development and public improvements;

The California Pollution Control Financing Authority, which provides financing for pollution control facilities;

The California Health Facilities Financing Authority, which provides financing for the construction, equipping,
and acquisition of health facilities;
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The California Educational Facilities Authority, which issues revenue bonds to finance loans for students
attending public and private nonprofit colleges and universities and to assist private educational institutions
of higher learning in financing the expansion and construction of educational facilities (the EdFund financial
report included in this entity is as of and for the year ended September 30, 2010);

The California School Finance Authority, which provides loans to school and community college districts to
assist them in obtaining equipment and facilities;

California State University auxiliary organizations, which provide services primarily to university students
through foundations, associated student organizations, student unions, food service entities, book stores,
and similar organizations;

District agricultural associations, which exhibit all of the industries, industrial enterprises, resources, and
products of the state (the district agricultural association’s financial report is as of and for the year ended
December 31, 2010);

The University of California Hastings College of the Law, which was established as the law department of
the University of California to provide legal education programs and operates independently under its own
board of directors. The college has a discretely presented component unit, the Foundation, that provides
private sources of funds for academic programs, scholarships, and faculty research;

The San Joaquin River Conservancy, which was created to acquire and manage public lands within the San
Joaquin River Parkway;

The State Assistance Fund for Enterprise, Business and Industrial Development Corporation, which
provides financial assistance to small business; and

The California Urban Waterfront Area Restoration Financing Authority, which provides financing for coastal
and inland urban waterfront restoration projects.

4. Joint Venture

A joint venture is an entity resulting from a contractual arrangement; it is owned, operated, or governed by two
or more participants as a separate and specific activity subject to joint control. In such an arrangement, the
participants retain an ongoing financial interest or an ongoing financial responsibility in the entity. These
entities are not part of the primary government or a component unit.

The State participates in a joint venture called the Capitol Area Development Authority (CADA). CADA was
created in 1978 by the joint exercise of powers agreement between the primary government and the City of
Sacramento for the location of state buildings and other improvements. CADA is a public entity, separate from
the primary government and the city, and is administered by a board of five members: two appointed by the
primary government, two appointed by the city, and one appointed by the affirmative vote of at least three of
the other four members of the board. The primary government designates the chairperson of the board.
Although the primary government does not have an equity interest in CADA, it does have an ongoing financial
interest. Based upon the appointment authority, the primary government has the ability to indirectly influence
CADA to undertake special projects for the citizenry of the participants. The primary government subsidizes
CADA’s operations by leasing land to CADA without consideration; however, the primary government is not
obligated to do so. At June 30, 2011, CADA had total assets of $37.3 million, total liabilities of $21.2 million,
and total net assets of $16.1 million. Total revenues for the fiscal year were $10.6 million and expenses were
$9.2 million, resulting in a change in net assets of $1.4 million. Because the primary government does not

62



Notes to the Financial Statements

have an equity interest in CADA, CADA’s financial information is not included in the financial statements of this
report. Separately issued financial statements may be obtained from the Capitol Area Development Authority,
1522 14th Street, Sacramento, California 95814-5958.

5. Related Organizations

A related organization is an organization for which a primary government is accountable because that
government appoints a voting majority of the organization’s governing board, but for which it is not financially
accountable.

Chapter 854 of the Statutes of 1996 created an Independent System Operator, a state-chartered, nonprofit
market institution. The Independent System Operator provides centralized control of the statewide electrical
transmission grid to ensure the efficient use and reliable operation of the transmission system. The
Independent System Operator is governed by a five-member board, the members of which are appointed by
the Governor and confirmed by the Senate. The State’s accountability for this institution does not extend
beyond making the initial oversight board appointments. Because the primary government is not financially
accountable for the Independent System Operator, the financial information of this institution is not included in
the financial statements of this report. For information on how to obtain copies of the financial statements of
the Independent System Operator, contact the State Controller’s Office, Division of Accounting and Reporting,
P.O. Box 942850, Sacramento, California 94250-5872.

The California Earthquake Authority (CEA), a legally separate organization, offers earthquake insurance for
California homeowners, renters, condominium owners, and mobile home owners. A three-member board of
state-elected officials governs the CEA. The State’s accountability for this institution does not extend beyond
making the appointments. Because the primary government is not financially accountable for the CEA, the
financial information of this institution is not included in the financial statements of this report. For information
on how to obtain copies of the financial statements of the CEA, contact the California Earthquake Authority,
801 K Street, Suite 1000, Sacramento, California 95814.

The Bay Area Toll Authority (BATA), which is not part of the State’s reporting entity, was created by the
California Legislature in 1997 to administer a portion of the toll revenues collected from the San Francisco Bay
Area’s seven state-owned toll bridges and to have program oversight related to certain bridge construction
projects. In 2005, the California Legislature transferred toll-bridge administration responsibility from the
California Department of Transportation (Caltrans) to BATA. This responsibility includes consolidation of all
toll-bridge revenue under BATA’s administration. BATA is a blended component unit of the Metropolitan
Transportation Commission. Additional information may be obtained from the Metropolitan Transportation
Commission, 101 Eighth Street, Oakland, California 94607.
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B. Government-wide and Fund Financial Statements

Government-wide financial statements (the Statement of Net Assets and the Statement of Activities) give
information on all the nonfiduciary activities of the primary government and its component units. The primary
government is reported separately from legally separate component units for which the State is financially
accountable. Within the primary government, the State’s governmental activities, which are normally supported
by taxes and intergovernmental revenues, are reported separately from business-type activities, which rely to
a significant extent on fees and charges for support. The effect of interfund activity has been removed from the
statements, with the exception of amounts between governmental and business-type activities, which are
presented as internal balances and transfers. Centralized services provided by the General Fund for other
funds are charged as direct costs to the funds that received those services. Also, the General Fund recovers
the cost of centralized services provided to federal programs from the federal government.

The Statement of Net Assets reports all of the financial and capital resources of the government as a whole in
a format where assets equal liabilities plus net assets. The statement of activities demonstrates the degree to
which the expenses of a given function are offset by program revenues. Program revenues include charges to
customers who purchase, use, or directly benefit from goods, services, or privileges provided by a given
function. Program revenues also include grants and contributions that are restricted to meeting the operational
or capital requirements of a particular function. Taxes and other items that are not program-related are
reported as general revenues.

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 fiscal and accounting entity with a
self-balancing set of accounts. Fund accounting segregates funds according to their intended purpose and is
used to aid management in demonstrating compliance with finance-related legal and contractual provisions.
The State maintains the minimum number of funds consistent with legal and managerial requirements.
Fiduciary funds, although excluded from the government-wide statements, are included in the fund financial
statements. Major governmental and enterprise funds are reported in separate columns in the fund financial
statements. Nonmajor governmental and proprietary funds are grouped into separate columns. Discretely
presented component unit statements, which follow the fiduciary fund statements, also separately report the
enterprise activity of the major discretely presented component units. In this report, the enterprise activity of
nonmajor discretely presented component units is grouped in a separate column.

Governmental fund types are used primarily to account for services provided to the general public without
direct charge.

The State reports the following major governmental funds.

The General Fund is the main operating fund of the State. It accounts for transactions related to resources
obtained and used for those services that do not need to be accounted for in another fund.

The Federal Fund accounts for the receipt and use of grants, entitlements, and shared revenues received
from the federal government.

The Transportation Fund accounts for fuel taxes, including the State’s diesel, motor vehicle, and fuel use

taxes; bond proceeds; automobile registration fees; and other revenues that are used for transportation
purposes, including highway and passenger rail construction and transportation safety programs.
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Proprietary fund types focus on the determination of operating income, changes in net assets, financial
position, and cash flows.

Proprietary funds distinguish operating revenues and expenses from nonoperating items. Operating revenues
and expenses generally result from providing services and producing and delivering goods in connection with
a proprietary fund’s principal ongoing operations. Operating expenses include the cost of sales and services,
administrative expenses, and depreciation on capital assets. All revenues and expenses not meeting this
definition are reported as nonoperating revenues and expenses.

For its proprietary funds, the State applies all applicable GASB pronouncements. In addition, the State applies
all applicable Financial Accounting Standards Board (FASB) Statements and Interpretations, Accounting
Principles Board (APB) Opinions, and Committee on Accounting Procedure (CAP) Accounting Research
Bulletins issued on or before November 30, 1989, unless these pronouncements conflict with or contradict
GASB pronouncements. The State has elected not to apply FASB pronouncements issued after
November 30, 1989, for its enterprise funds.

The State has two proprietary fund types: enterprise funds and internal service funds.
Enterprise funds record business-type activity for which a fee is charged to external users for goods and
services. In addition, the State is required to report activities as enterprise funds in the context of the activity’s

principal revenue sources when any of the following criteria are met:

* The activity’s debt is secured solely by fees and charges of the activity;
* There is a legal requirement to recover costs; or
* The pricing policies of fees and charges are designed to recover costs.

The State reports the following major enterprise funds.

The Electric Power Fund accounts for the acquisition and resale of electric power to retail
end-use customers.

The Water Resources Fund accounts for charges to local water districts and the sale of excess power to
public utilities.

The Public Building Construction Fund accounts for rental charges from the lease of public assets.

The State Lottery Fund accounts for the sale of California State Lottery (Lottery) tickets and the Lottery’s
payments for education.

The California State University Fund accounts for student fees and other receipts from gifts, bequests,
donations, federal and state grants, and loans that are used for educational purposes.

The Unemployment Programs Fund accounts for employer and worker contributions used for payments of
unemployment insurance and disability benefits.

Nonmajor enterprise funds account for additional operations that are financed and operated in a manner
similar to private business enterprises.

Additionally, the State reports internal service funds as a proprietary fund type with governmental activity.
Internal service funds account for goods or services provided to other agencies, departments, or governments
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on a cost-reimbursement basis. The goods and services provided include: architectural services, construction
and improvements, printing and procurement services, goods produced by inmates of state prisons, data
processing services, and administrative services related to water delivery. Internal service funds are included
in the governmental activities at the government-wide level.

Fiduciary fund types are used to account for assets held by the State. The State acts as a trustee or as an
agent for individuals, private organizations, other governments, or other funds. Fiduciary funds, including
fiduciary component units, are not included in the government-wide financial statements.

The State has the following four fiduciary fund types.

Private purpose trust funds account for all trust arrangements, other than those properly reported in pension
or investment trust funds, whereby principal and income benefit individuals, private organizations, or other
governments. The following are the State’s largest private purpose trust funds.

The Scholarshare Program Trust Fund accounts for money received from participants to fund their
beneficiaries’ higher-education expenses at certain postsecondary educational institutions.

The Unclaimed Property Fund accounts for unclaimed money and properties held in trust by the State.
Unclaimed property is remitted to the General Fund where it can be used by the State until it is claimed.

Pension and other employee benefit trust funds of the primary government and fiduciary component units
account for transactions, assets, liabilities, and net assets available for plan benefits of the retirement
systems and for other employee benefit programs.

An investment trust fund accounts for the deposits, withdrawals, and earnings of the Local Agency
Investment Fund, an external investment pool for local governments and public agencies.

Agency funds account for assets held by the State, which acts as an agent for individuals, private
organizations, or other governments. The following are the State’s largest agency funds.

The Receipting and Disbursing Fund accounts for the collection and disbursement of revenues and
receipts on behalf of local governments. This fund also accounts for receipts from numerous state funds,
typically for the purpose of writing a single warrant when the warrant is funded by multiple funding
sources.

The Deposit Fund accounts for various deposits, such as those from condemnation and litigation
proceedings.

Discretely presented component units consist of certain organizations that have enterprise activity. The
enterprise activity component units are the University of California, the State Compensation Insurance Fund,
the California Housing Finance Agency, the Public Employees’ Benefits Fund, and nonmajor component units.
In this report, all of the enterprise activity of the discretely presented component units is reported in a separate
column in the government-wide financial statements and on separate pages following the fund financial
statements.
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C. Measurement Focus and Basis of Accounting
1. Government-wide Financial Statements

The government-wide financial statements are reported using the economic resources measurement focus
and the accrual basis of accounting. Revenues are recorded when they are earned and expenses are
recorded when a liability is incurred, regardless of the timing of related cash flows. Grants and similar
transactions are recognized as revenue as soon as all eligibility requirements imposed by the provider have
been met.

2. Fund Financial Statements

The measurement focus and basis of accounting for the fund financial statements vary with the type of fund.
Governmental fund types are presented using the current financial resources measurement focus. With this
measurement focus, operating statements present increases and decreases in net current assets; the
unreserved fund balance is a measure of available spendable resources.

The accounts of the governmental fund types are reported using the modified accrual basis of accounting.
Under the modified accrual basis, revenues are recorded as they become measurable and available, and
expenditures are recorded at the time the liabilities are incurred. The State records revenue sources when
they are earned or when they are due, provided they are measurable and available within the ensuing
12 months. Principal tax revenues susceptible to accrual are recorded as taxpayers earn income (personal
income and corporation taxes), as sales are made (consumption and use taxes), and as the taxable event
occurs (miscellaneous taxes), net of estimated tax overpayments.

Proprietary fund types, the investment trust fund, private purpose trust funds, and pension and other
employee benefit trust funds are accounted for using the economic resources measurement focus. Agency
funds are custodial in nature and do not measure the results of operations.

The accounts of the proprietary fund types, the investment trust fund, private purpose trust funds, pension and
other employee benefit trust funds, and agency funds are reported using the accrual basis of accounting.
Under the accrual basis, most transactions are recorded when they occur, regardless of when cash is received
or disbursed.

Lottery revenue and the related prize expenses are recognized when sales are made. Certain prizes are
payable in deferred installments. Such liabilities are recorded at the present value of amounts payable in

the future.

For purposes of the Statement of Cash Flows, all cash and pooled investments in the State Treasurer’s pooled
investment program are considered to be cash and cash equivalents.

Discretely presented component units are accounted for using the economic resources measurement focus
and the accrual basis of accounting.
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D. Inventories

Inventories of supplies are reported at cost and inventories held for resale are stated at the lower of average
cost or market. In the government-wide financial statements, inventories for both governmental and
business-type activities are expensed when they are consumed and unused inventories are reported as an
asset on the Statement of Net Assets. In the fund financial statements, governmental funds report inventories
as expenditures when purchased, and proprietary funds report inventories as expenditures when consumed.
The discretely presented component units have inventory policies similar to those of the primary government.

E. Deposits and Investments

The State reports investments at fair value, as prescribed by GAAP. Additional information on the State’s
investments can be found in Note 3, Deposits and Investments.

F. Net Investment in Direct Financing Leases

The State Public Works Board, an agency that accounts for its activities as an enterprise fund, has entered
into lease-purchase agreements with various other primary government agencies, the University of California,
and certain local agencies. The payments from these leases are used to satisfy the principal and interest
requirements of revenue bonds issued by the State Public Works Board to finance the cost of projects such as
acquisition and construction of facilities and equipment. Upon expiration of these leases, title to the facilities
and projects transfers to the primary government agency, the University of California, or the local agency. The
State Public Works Board records the net investment in direct financing leases at the net present value of the
minimum lease payments.

California State University Systems (CSU) accounts for its lease activities in the State University Dormitory
Building Maintenance and Equipment Fund, a major enterprise fund, has entered into 30-year capital lease
agreements with certain auxiliary organizations. These agreements lease existing and newly constructed
facilities to the auxiliary organizations. A portion of the proceeds from certain revenue bonds issued by CSU
were used to finance the construction of these facilities.

G. Deferred Charges

The deferred charges account in the enterprise funds primarily represents operating and maintenance costs
and unrecovered capital costs that will be recognized in the Water Resources Fund as expenses over the
remaining life of long-term state water supply contracts. These costs are billable in future years. In addition,
the account includes unbilled interest earnings on unrecovered capital costs that are recorded as deferred
charges. These charges are recognized when billed in future years under the terms of water supply contracts.
The deferred charges for the Public Buildings Construction Fund include bond counsel fees, trustee fees,
rating agency fees, underwriting costs, insurance costs, and miscellaneous expenses. Bond issuance costs
are amortized using the straight-line method over the term of the bonds. Amortization of bond issue costs
during the facility construction period is capitalized and included in the construction costs. Deferred charges
are also included in the State Lottery Fund and nonmajor enterprise funds. Bond issuance costs recorded as
expenditures in governmental funds are reclassified as deferred charges in the governmental activities column
of the Statement of Net Assets and are amortized over the life of the bonds.
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H. Capital Assets

Capital assets are categorized into land, state highway infrastructure, collections, buildings and other
depreciable property, intangible assets, and construction in progress. The buildings and other depreciable
property account includes buildings, improvements other than buildings, equipment, personal property, certain
infrastructure assets, certain books, and other capitalized and depreciable property. Intangible assets include
computer software, land use rights, patents, copyrights, and trademarks. The value of the capital assets,
including the related accumulated depreciation and amortization, is reported in the applicable governmental,
business-type, or component unit activities columns in the government-wide Statement of Net Assets.

The primary government has a large collection of historical and contemporary treasures that have important
documentary and artistic value. These assets are not capitalized or depreciated because they are cultural
resources and cannot reasonably be valued and/or the assets have inexhaustible useful lives. These treasures
and works of art include furnishings, portraits and other paintings, books, statues, photographs, and
miscellaneous artifacts. These collections meet the conditions for exemption from capitalization because the
collections are: held for public exhibition, education, or research in furtherance of public service, rather than
financial gain; protected, kept unencumbered, cared for, and preserved; and are subject to an organizational
policy that requires the proceeds from sales of collection items to be used to acquire other items for
collections.

In general, capital assets of the primary government are defined as assets that have a normal useful life of at
least one year and a unit cost of at least $5,000. These assets are recorded at historical cost or estimated
historical cost, including all costs related to the acquisition. Donated capital assets are recorded at the fair
market value on the date the gift was received. Major capital asset outlays are capitalized as projects are
constructed.

Buildings and other depreciable or amortizable capital assets are depreciated using the straight-line method
with no salvage value for governmental activities. Generally, buildings and other improvements are
depreciated over 40 years, equipment is depreciated over five years, and intangible assets are amortized over
10 to 20 years. Depreciable or amortizable assets of business-type activities are depreciated or amortized
using the straight-line method over their estimated useful or service lives, ranging from three to 100 years.

California has elected to use the modified approach for capitalizing the infrastructure assets of the state
highway system. The state highway system consists of 49,518 lane-miles and 12,893 bridges that are
maintained by the California Department of Transportation. By using the modified approach, the infrastructure
assets of the state highway system are not depreciated and all expenditures made for those assets, except for
additions and improvements, are expensed in the period incurred. All additions and improvements made after
June 30, 2001, are capitalized. All infrastructure assets that are related to projects completed prior to
July 1, 2001, are recorded at the historical costs contained in annual reports of the American Association of
State Highway and Transportation Officials (AASHTO) and the Federal Highway Administration.

The capital assets of the discretely presented component units are reported at cost at the date of acquisition or

at fair market value at the date of donation, in the case of gifts. They are depreciated or amortized over their
estimated useful service lives.
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l. Long-term Obligations

Long-term obligations consist of certain unmatured general obligation bonds, certain unmatured revenue
bonds, capital lease obligations, certificates of participation, commercial paper, the net pension obligation of
the pension and other employee benefit trust funds, the net other postemployment benefits obligation, the
liability for employees’ compensated absences and workers’ compensation claims, pollution remediation
obligations, amounts owed for lawsuits, reimbursement for costs mandated by the State, the outstanding
Proposition 98 funding guarantee owed to schools, the liability for Lottery prizes and annuities, loans from
other governments and fiduciary funds, and the primary government’s share of the University of California
pension liability that is due in more than one year. In the government-wide financial statements, current and
noncurrent obligations are reported as liabilities in the applicable governmental activities, business-type
activities, and component units columns of the Statement of Net Assets.

Pollution remediation obligations are recorded by the State when one or more of the GASB Statement No. 49
obligating events have occurred and when a reasonable estimate of the remediation cost is available. These
liabilities are measured using actual contract costs, where no change in cost is expected, or the expected cash
flow technique. The remediation obligation estimates that appear in this report are subject to change over time.
Cost may vary due to price fluctuations, changes in technology, changes in potential responsible parties,
results of environmental studies, changes to statutes or regulations and other factors that could result in
revisions to these estimates. Prospective recoveries from responsible parties may reduce the State’s
obligation.

Bond premiums, discounts, and loss on refundings for business-type activities and component units are
generally deferred and amortized over the life of the bonds. In these instances, bonds payable are reported
net of the applicable premium, discount, or loss. Bond premiums and discounts for governmental activities are
reported as other financing sources (uses) in the fund financial statements. However, in the government-wide
financial statements, the bonds payable for governmental activities is reported net of the applicable
unamortized premium, discount, and loss on refundings.

With approval in advance from the Legislature, certain authorities and state agencies may issue revenue
bonds. Principal and interest on revenue bonds are payable from the pledged revenues of the respective
funds, building authorities, and agencies. The General Fund has no legal liability for payment of principal and
interest on revenue bonds. With the exception of certain special revenue funds (Transportation and the Golden
State Tobacco Securitization Corporation) and the building authorities’ capital projects funds, the liability for
revenue bonds is recorded in the respective fund.

J. Compensated Absences

The government-wide financial statements report both the current and the noncurrent liabilities for
compensated absences, which are vested unpaid vacation, annual leave, and other paid leave programs.
However, unused sick-leave balances are not included in the compensated absences because they do not
vest to employees. In the fund financial statements for governmental funds, only the compensated absences
for employees that have left state service and have unused reimbursable leave at year-end would be included.
The amounts of vested unpaid vacation and annual leave accumulated by state employees are accrued in
proprietary funds when incurred. In the discretely presented component units, the compensated absences are
accounted for in the same manner as in the proprietary funds of the primary government.
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K. Net Assets and Fund Balance

The difference between fund assets and liabilities is called “net assets” on the government-wide financial
statements, the proprietary and fiduciary fund statements, and the component unit statements; it is called “fund
balance” on the governmental fund statements. The government-wide financial statements include the
following categories of net assets:

Investment in capital assets, net of related debt, represents capital assets, net of accumulated depreciation,
reduced by the outstanding principal balances of debt attributable to the acquisition, construction, or
improvement of those assets.

Restricted net assets result from transactions with purpose restrictions and are designated as either
nonexpendable or expendable. Nonexpendable restricted net assets are subject to externally imposed
restrictions that must be retained in perpetuity. Expendable restricted net assets are subject to externally
imposed restrictions that can be fulfilled by actions of the State. As of June 30, 2011, the government-wide
financial statements show restricted net assets for the primary government of $31.5 billion, of which
$6.3 billion is due to enabling legislation.

Unrestricted net assets are neither restricted nor invested in capital assets, net of related debt.

In the fund financial statements, proprietary funds include categories of net assets similar to those in the
government-wide statements. The fund balance amounts for governmental funds have been reclassified in
accordance with GASB Statement No. 54. Amounts previously reported as reserved and unreserved are now
reported as nonspendable, restricted, committed, assigned, or unassigned.

Nonspendable fund balance includes amounts that cannot be spent because they are not in spendable form
(inventories; prepaid amounts; long-term portion of loans or notes receivable; or property held for resale
unless the proceeds are restricted, committed, or assigned) or they are legally or contractually required to
remain intact, such as a principal balance in a permanent fund.

Restricted fund balances have constraints placed upon the use of the resources either by an external party
(creditors, grantors, contributors, or laws or regulations of other governments) or by law through a
constitutional provision or enabling legislation.

Committed fund balances can be used only for specific purposes pursuant to constraints imposed by a
formal action of the State’s highest level of decision-making authority. Those committed amounts cannot be
used for any other purpose unless the State removes or changes the specified use by taking the same type
of action. The formal action that commits a fund balance to a specific purpose should occur prior to the end
of the reporting period, but the amount subject to the constraint may be determined in a subsequent period.
Committed fund balance should incorporate contractual obligations to the extent that existing resources in
the fund have been specifically committed for use in satisfying those contractual requirements.

Assigned fund balances include amounts that are constrained by the State’s intent to be used for a specific
purpose, but are neither restricted nor committed. For governmental funds other than the General Fund, this
is the residual amount of the fund that is not classified as nonspendable and is neither restricted nor
committed.
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Unassigned fund balance is the residual amount of the General Fund not included in the four classifications
described above. In other governmental funds where expenditures incurred for specific purposes exceed
amounts restricted, committed, or assigned to those purposes, a negative unassigned fund balance may
need to be reported.

Fiduciary fund net assets are amounts held in trust for benefits and other purposes.
L. Restatement of Beginning Fund Balances and Net Assets

1. Fund Financial Statements

The beginning fund balance of the governmental funds decreased by $2.0 billion as a result of a prior year
overstatement of $613 million in the Unemployment Programs Administration Fund, and a reclassification of
$1.4 billion in the California State University Programs Fund to the enterprise funds. In addition, the following
changes occurred as a result of the implementation of GASB Statement No. 54, Fund Balance Reporting and
Governmental Fund Type Definitions: a $118 million increase in the General Fund, a major governmental
fund, a $1 million increase in the Federal Trust Fund, a major governmental fund, a $50 million increase in
the Business and Professions Regulatory and Licensing Fund, a nonmajor governmental fund, a $39 million
increase in the Environmental and Natural Resources Fund, a nonmajor governmental fund, a $96 million
decrease in the Unemployment Programs Administration Fund, a nonmajor governmental fund, a
$1.5 billion decrease in the Financing for Local Governments and the Public Fund, a nonmajor governmental
fund, a $720 million increase in the Health Care Related Programs Fund, a nonmajor governmental fund, a
$585 million increase in the Hospital Construction Fund, a nonmajor governmental fund, a $1.6 billion
increase in the Local Government Construction Fund, a nonmajor governmental fund, and a $1.5 billion
decrease in the Other Special Revenue Programs, a nonmajor governmental fund.

The beginning net assets of the enterprise funds increased by $1.2 billion as a result of reclassifications from
governmental activities to the new California State University Fund. In addition, nonmajor enterprise funds’
beginning net assets decreased by $742 million as a result of the reclassification to the new California State
University Fund, a major enterprise fund. This had no effect on the overall beginning net assets balance for
enterprise funds.

The beginning net assets of the pension and other employee benefit trust funds increased by
$723 thousand as a result of the reclassification of the State Employees’ Pretax Parking Fund from
governmental activities.

The beginning net assets of the discretely presented component units—enterprise activity increased by
$1 million. The net increase is comprised of a $3 million net decrease in the California State University
auxiliary organizations as a result of error corrections and a change in capitalization threshold for capital
assets and a $4 million increase due to the inclusion of the State Assistance Fund for Enterprise, Business,
and Industrial Development Corporation.

2. Government-wide Financial Statements
The beginning net assets of the governmental activities decreased by $2.7 billion. In addition to the amounts
described in the previous section for governmental funds, the restatement is comprised of a $192 million

increase to adjust compensated absences payable; a $63 million increase to adjust the net pension obligation;
a $50 million increase to adjust the net other postemployment benefits obligation; a $54 million decrease to
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adjust pollution remediation obligations; a $19 million decrease to prepaid items; and a $964 million decrease
to capital assets related to reclassifications to the new California State University Fund.

The beginning net assets of the business-type activities and component units were restated as described
in the previous section for enterprise funds and discretely presented component units—enterprise activity.

M. Guaranty Deposits

The State is custodian of guaranty deposits held to protect consumers, to secure the State’s deposits in
financial institutions, and to ensure payment of taxes and fulfillment of obligations to the State. Guaranty
deposits of securities and other properties are not shown on the financial statements.

NOTE 2: BUDGETARY AND LEGAL COMPLIANCE

A. Budgeting and Budgetary Control

The State’s annual budget is prepared primarily on a modified accrual basis for governmental funds. The
Governor recommends a budget for approval by the Legislature each year. This recommended budget
includes estimated revenues; however, revenues are not included in the annual budget bill adopted by the
Legislature. Under state law, the State cannot adopt a spending plan that exceeds estimated revenues.

Under the State Constitution, money may be drawn from the treasury only through a legal appropriation. The
appropriations contained in the Budget Act, as approved by the Legislature and signed by the Governor, are
the primary sources of annual expenditure authorizations and establish the legal level of control for the annual
operating budget. The budget can be amended throughout the year by special legislative action, budget
revisions by the Department of Finance, or executive orders of the Governor. Amendments to the original
budget for the year ended June 30, 2011, were legally made, and they had the effect of decreased spending
authority for the Budgetary/Legal Basis reported General Fund and the Transportation Funds.

Appropriations are generally available for expenditure or encumbrance either in the year appropriated or for a
period of three years if the legislation does not specify a period of availability. At the end of the availability
period, the encumbering authority for the unencumbered balance lapses. Some appropriations continue
indefinitely, while others are available until fully spent. Generally, encumbrances must be liquidated within
two years from the end of the period in which the appropriation is available. If the encumbrances are not
liquidated within this additional two-year period, the spending authority for these encumbrances lapses.

B. Legal Compliance

State agencies are responsible for exercising basic budgetary control and ensuring that appropriations are not
overspent. The State Controller's Office is responsible for overall appropriation control and does not allow
expenditures in excess of authorized appropriations.

Financial activities are mainly controlled at the appropriation level but can vary, depending on the presentation
and wording contained in the Budget Act. The Budget Act appropriations are identified by department,
reference item, and fund. The annual appropriated budget may establish detailed allocations to specific
programs, projects, or sources of reimbursement within an appropriation. The Department of Finance can
authorize adjustments between the detail allocations but cannot increase the amount of the overall
appropriation. While the financial activities are controlled at various levels, the legal level of budgetary
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control—the extent to which management may amend the budget without seeking approval of the governing
body—has been established in the Budget Act for the annual operating budget.

NOTE 3: DEPOSITS AND INVESTMENTS

The State Treasurer administers a single pooled investment program comprising both an internal investment
pool and an external investment pool (the Local Agency Investment Fund). A single portfolio of investments
exists, with all participants having an undivided interest in the portfolio. Both pools are administered in the
same manner, as described below.

As required by generally accepted accounting principles, certain risk disclosures are included in this note to
the extent that the risks exist at the date of the statement of net assets. Disclosure of the following risks is
included:

Interest Rate Risk is the risk that the value of fixed-income securities will decline because of changing
interest rates. The prices of fixed-income securities with longer time to maturity tend to be more sensitive to
changes in interest rates than those with shorter durations.

Credit Risk is the risk that a debt issuer will fail to pay interest or principal in a timely manner, or that
negative perceptions of the issuer’s ability to make these payments will cause security prices to decline.

Custodial Credit Risk is the risk that, in the event a financial institution or counterparty fails, the investor will
not be able to recover the value of deposits, investments, or collateral.

Concentration of Credit Risk is the risk of loss attributed to the magnitude of an investor’s holdings in a
single issuer.

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

A. Primary Government

The State’s pooled investment program and certain funds of the primary government are allowed by state
statutes, bond resolutions, and investment policy resolutions to invest in United States government securities,
federal agency securities, negotiable certificates of deposit, bankers’ acceptances, commercial paper,
corporate bonds, bank notes, other debt securities, repurchase agreements, reverse repurchase agreements,
and other investments.

Certain discretely presented component units participate in the State Treasurer's Office pooled investment
program. As of June 30, 2011, the discretely presented component units accounted for approximately 3.5% of
the State Treasurer's pooled investment portfolio. This program enables the State Treasurer's Office to
combine available cash from all funds and to invest cash that exceeds current needs.

Both deposits and investments are included in the State’s investment program. For certain banks, the State
Treasurer’s Office maintains cash deposits that cover uncleared checks deposited in the State’s accounts and

that earn income which compensates the banks for their services.

Demand and time deposits held by financial institutions as of June 30, 2011, totaling approximately
$5.9 billion, were insured by federal depository insurance or by collateral held by the State Treasurer’s Office
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or an agent of the State Treasurer’s Office in the State’s name. The California Government Code requires that
collateral pledged for demand and time deposits be deposited with the State Treasurer.

As of June 30, 2011, the State Treasurer's Office had on deposit with a fiscal agent amounts totaling
$28.6 million related to principal and interest payments to bondholders. These deposits were insured by
federal depository insurance or by collateral held by an agent of the State Treasurer’s Office in the State’s
name.

The State Treasurer’s Office reports its investments at fair value. The fair value of securities in the State
Treasurer’'s pooled investment program generally is based on quoted market prices. The State Treasurer’s
Office performs a quarterly fair market valuation of the pooled investment program portfolio. In addition, the
State Treasurer’s Office performs a monthly fair market valuation of all securities held against carrying cost.
These valuations are posted to the State Treasurer's Office website at www.treasurer.ca.gov. As of
June 30, 2011, the weighted average maturity of the securities in the pooled investment program administered
by the State Treasurer's Office was approximately 245 days. Weighted average maturity is the average
number of days, given a dollar-weighted value of individual investments, that the securities in the portfolio
have remaining from evaluation date to stated maturity.

The Pooled Money Investment Board provides oversight of the State Treasurer’s pooled investment program.
The purpose of the board is to design and administer an effective cash management and investment program,
using all monies flowing through the State Treasurer’s Office bank accounts and keeping all available funds
invested in a manner consistent with the goals of safety, liquidity, and yield. The Pooled Money Investment
Board is comprised of the State Treasurer as chair, the State Controller, and the Director of Finance. This
board designates the amounts of money available for investment. The State Treasurer is charged with making
the actual investment transactions for this program. This investment program is not registered with the
Securities and Exchange Commission as an investment company.

The value of the deposits in the State Treasurer's pooled investment program, including the Local Agency
Investment Fund, is equal to the dollars deposited in the program. The fair value of the position in the program
may be greater or less than the value of the deposits, with the difference representing the unrealized gain or
loss. As of June 30, 2011, this difference was immaterial to the valuation of the program. The pool is run with
“dollar-in, dollar-out” participation. There are no share-value adjustments to reflect changes in fair value.

Certain funds have elected to participate in the pooled investment program even though they have the
authority to make their own investments. Others may be required by legislation to participate in the program;
as a result, the deposits of these funds or accounts may be considered involuntary. However, these funds or
accounts are part of the State’s reporting entity. The remaining participation in the pool, the Local Agency
Investment Fund, is voluntary.

Certain funds that have deposits in the State Treasurer’'s pooled investment program do not receive the
interest earnings on their deposits. Instead, by law, the earnings are to be assigned to the State’s General
Fund. Most of the $37.1 million in interest revenue received by the General Fund from the pooled investment
program in the 2010-11 fiscal year was earned on balances in these funds.

The State Treasurer’s pooled investment program values participants’ shares on an amortized cost basis.
Specifically, the program distributes income to participants quarterly, based on their relative participation
during the quarter. This participation is calculated based on (1) realized investment gains and losses
calculated on an amortized cost basis, (2) interest income based on stated rates (both paid and accrued),
(3) amortization of discounts and premiums on a straight-line basis, and (4) investment and administrative
expenses. This amortized cost method differs from the fair value method used to value investments in these
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financial statements; the amortized cost method is not designed to distribute to participants all unrealized
gains and losses in the fair value of the pool’s investments. Because the total difference between the fair value
of the investments in the pool and the value distributed to pool participants using the amortized cost method
described above is not material, no adjustment was made to the financial statements. The State Treasurer’s
Office also reports participant fair value as a ratio of amortized cost on a quarterly basis. The State Treasurer’s
Office has not provided or obtained a legally binding guarantee to support the principal invested in the
investment program.

As of June 30, 2011, structured notes and medium-term asset-backed securities comprised approximately
3.19% of the pooled investments. A significant portion of the structured notes consisted of corporate
floating-rate certificates of deposit. For the agency and corporate floating-rate securities held in the portfolio
during the fiscal year, the interest received by the State Treasurer’s pooled investment program rose or fell as
the underlying index rate rose or fell. The portion representing the asset-backed securities consists of
mortgage backed securities, Small Business Administration (SBA) pools, and asset-backed commercial paper.
The mortgage-backed securities are called real estate mortgage investment conduits (REMICs), and are
securities backed by pools of mortgages. The REMICs in the State’s portfolio have a fixed principal payment
schedule. A portion of the asset-backed securities consisted of floating-rate SBA notes. For floating-rate SBA
notes held in the portfolio during the fiscal year, the interest received by the State Treasurer’s pooled
investment program rose or fell as the underlying index rate rose or fell. The structure of the floating-rate notes
in the State Treasurer’s pooled investment program portfolio provided a hedge against the risk of increasing
interest rates. A portion of the asset-backed portfolio holdings was short-term, asset-backed commercial paper
(ABCP), which represented 1.82% of pooled investments.

Enterprise funds and special revenue funds also make separate investments, which are presented at fair
value.
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Table 1 identifies the investment types that are authorized by the California Government Code and the State

Treasurer’s Office investment policy for the pooled investment program.

Table 1

Authorized Investments

Maximum Maximum Percentage Maximum Investment Credit

Authorized Investment Type Maturitv1 of Portfolio in One Issuer Rating
U.S. Treasury Securities 5 years N/A N/A N/A
Federal Agency and Supranational Securities 5 years N/A N/A N/A
Certificates of Deposit 5 years N/A N/A N/A
Bankers Acceptances 180 days N/A N/A N/A
Commercial Paper 180 days 30% 10% of issuer’s outstanding A-2/P-2/F-22

Commercial Paper

Corporate Bonds/Notes 5 years N/A N/A A-/A3/A-3
Repurchase Agreements 1 year N/A N/A N/A
Reverse Repurchase Agreements 1 year 10% N/A N/A

' Limitations are pursuant to the State Treasurer’s Office Investment Policy for the Pooled Money Investment Account.
2 The State Treasurer's Office Investment Policy for the Pooled Money Investment Account is more restrictive than the

Government Code, which allows investments rated A-3/P-3/F-3.

3 The Government Code requires that a security fall within the top three ratings of a nationally recognized rating service.

N/A Neither the Government Code nor the State Treasure’s Office Investment Policy for the Pooled Money Investment Account

sets limits for this investment type.
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1. Interest Rate Risk
Table 2 presents the interest rate risk of the primary government’s investments.

Table 2

Schedule of Investments — Primary Government — Interest Rate Risk
June 30, 2011
(amounts in thousands)

Weighted
Average
Interest Fair Value Maturity
Rates' Maturity at Year End (in years)
Pooled investments
U.S. Treasury bills and Notes .........ccccoecveeveeecieeneeicieens 0.15-1.63 28 days - 2.96 years $ 35,621,950 0.91
U.S. agency bonds and discount notes ............cc.ccceueee. 0.20-1.18 5 days - 337 days 4,825,246 0.44
Supranational debentures and discount notes (IBRD) .. 1.32 299 days 300,552 0.82
Small Business Administration loans .............ccccceeeeneee. 0.53 -1.38 0.25 year 544,255 0.25 2
Mortgage-backed securities ® ..............ccoccovrereeereernnnn. 3.92-14.25 154 days - 3.51 years 506,294 2.73
Certificates of deposit .........ccoerveriieriiiicc, 0.11-0.55 1day - 1.15 years 7,380,020 0.15
Commercial PAPET .......cocveiciiiriiiieeie e 0.10-0.37 1 day - 124 days 7,480,975 0.12
Corporate bonds and NOtES ..........ccceevcveeieeeiiienieeeee, 0.13-0.30 27 days - 33 days 550,048 0.08
Total pooled INVESTMENTS .......cccciiiimiiirrr s ann s s s 57,209,340 4
Other primary government investments
U.S. Treasuries and @QENCIES ........c.oeiriiiiieriiiiiieeiee ettt ettt ettt et e bt sae e beesen e nbeeene 2,203,843 2.17
COMMEICIAI PAPET ...ttt ettt s et b e e sar e et e e s bt e s b e e sareeebeesaneeteenene 339,831 0.04
Guaranteed iNVeStMENt CONTIACES ............oeiiiiiiiiiiiiiie e e e e e e e e 225,597 11.14
[O70] o To) =1 (= Te (=] o] BT Yol U 11 =Y PR 780,812 1.91
Repurchase agre@mMENts ..........ocuiiiiiiiii e e 5,439 0.00 °
L@ (T SR PRPPR 1,142,914 4.19
Total other primary government investments R, 4,698,436
Funds outside primary government included in pooled investments
Less: iNVeStMENt truSt fUNAS .......oooii i e e e e e e e e e eenaees 24,012,079
Less: other trust and @agency fUNAS .........cccuoiiiiiiiii e 3,286,091
Less: discretely presented component units 2,295,603

Total primary government investments ...

These numbers represent high and low interest rates for each investment type.

quarterly reset date.

$ 32,314,003

In calculating SBA holdings’ weighted average maturity, the State Treasurer’s Office assumes that stated maturity is the

These securities are issued by U.S. government agencies such as the Federal National Mortgage Association.

Total pooled investments does not include certain assets of the State’s pooled investment program. The other assets include

$4.0 billion of time deposits and $4.8 billion of internal loans to state funds, primarily the General Fund.

These repurchase agreements of the California State University mature in one day.

and pooled investments.

Total other primary government investments include approximately $9 million of cash equivalents that are included in cash
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Table 3 identifies the debt securities that are highly sensitive to interest rate fluctuations (to a greater degree
than already indicated in the information provided previously).

Table 3

Schedule of Highly Sensitive Investments in Debt Securities — Primary Government — Interest Rate Risk
June 30, 2011

(amounts in thousands)

Percent of Total

Fair Value Pooled
at Year End Investments
Pooled investments
Mortgage-backed
Federal National Mortgage Association Collateralized Mortgage Obligations ..................... $ 506,247 0.885 %
Government National Mortgage Association POOIS ............ccccoviiiiiiiiiiiin e 47 0.000

These mortgage-backed securities entitle the purchaser to receive a share of the cash flows, such as principal and interest
payments, from a pool of mortgages. Mortgage securities are sensitive to interest rate changes because principal prepayments
either increase (in a low interest rate environment) or decrease (in a high interest rate environment). A change, up or down, in
the payment rate will result in a change in the security yield.
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2. Credit Risk
Table 4 presents the credit risk of the primary government’s debt securities.

Table 4

Schedule of Investments in Debt Securities — Primary Government — Credit Risk
June 30, 2011
(amounts in thousands)

Credit Rating as of Year End

Short-term Long-term Fair Value

Pooled investments'

A-1+/P-1/F-1+ AAA/Aaa/AAA $ 12,194,405

A-1/P-1/F-1 AA/Aa/AA 8,342,436

A-2/P-2/F-2 A/A/A —

Not rated 506,247

Not applicable ..........ccoooiieiiiiieceeeee 36,166,252
Total pooled investments .........ccccviveminiienniniiennns $ 57,209,340 2

Other primary government investments

A-1+/P-1/F-1+ AAA/Aaa/AAA $ 1,872,515
A-1/P-1/F-1 AA/Aa/AA 1,001,183
A-2/P-2/F-2 A/A/A 1,146,134
A-3/P-3/F-3 BBB/Baa/BBB 4,661
Not rated ..o, 638,397
Not applicable ..o 35,546

Total other primary government investments .... $ 4,698,436

' The State Treasurer’s Office uses Standard & Poor’s, Moody’s, and Fitch ratings services. Securities are classified by the lowest
rating of the three agencies.

2 Total pooled investments does not include certain assets of the State’s pooled investment program. The other assets include time
deposits of $4.0 billion, for which credit risk is mitigated by collateral that the State holds for them—as discussed earlier in this
note—and $4.8 billion in loans to state funds, primarily to the General Fund, for which external credit risk is not applicable
because they are internal loans.
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3. Concentration of Credit Risk

The investment policy of the State Treasurer's Office contains no limitations on the amount that can be
invested in any one issuer beyond those limitations stipulated in the California Government Code. Table 5
identifies debt securities in any one issuer (other than U.S. Treasury securities) that represent 5% or more of
the State Treasurer’s investments, or of the separate investments of other primary government funds.

Table 5

Schedule of Investments — Primary Government — Concentration of Credit Risk
June 30, 2011
(amounts in thousands)

Percent of Total

Reported Agency
Issuer Investment Type Amount Investments

California State University

Federal Home Loan Bank U.S. agency securities $ 274,299 11.39 %

Federal Home Loan Mortgage Corporation U.S. agency securities 277,850 11.54

Federal National Mortgage Association U.S. agency securities 158,806 6.59
California State Lottery

State of California Municipal securities $ 226,926 19.27 %

Commonwealth of Massachusetts Municipal securities 62,772 5.33
Golden State Tobacco Securitization Corporation

Abbey National North America LLC Commercial paper $ 165,100 33.04 %

Federal Home Loan Mortgage Corporation U.S. agency securities 203,934 40.81

Federal National Mortgage Association U.S. agency securities 130,662 26.15
Department of Water Resources

Federal National Mortgage Association U.S. agency securities $ 75,313 89.10 %

4. Custodial Credit Risk

The State of California has a deposit policy for custodial credit risk that requires deposits held by financial
institutions to be insured by federal depository insurance or secured by collateral. As of June 30, 2011,
$3 million in deposits of the Electric Power Fund were uninsured and uncollateralized.
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B. Fiduciary Funds

The fiduciary funds include pension and other employee benefit trust funds of the following fiduciary funds and
component units: the California Public Employees’ Retirement System (CalPERS), the California State
Teachers’ Retirement System (CalSTRS), the fund for the California Scholarshare program, and various other
funds. CalPERS and CalSTRS account for 97% of these separately invested funds. CalPERS and CalSTRS
exercise their authority under the State Constitution and invest in stocks, bonds, mortgages, real estate, and
other investments, including derivative instruments.

CalPERS reports investments in securities at fair value, generally based on published market prices and
quotations from pricing vendors. Many factors are considered in arriving at fair value. Real estate investments
are held either directly, in separate accounts, or as a limited partnership or in a joint venture or commingled
fund. Properties owned directly or in a joint venture are subject to independent third-party appraisals.
Short-term investments are reported at market value, when available, or, when market value is not available,
at cost plus accrued interest, which approximates market value. For investments where no readily
ascertainable market value exists, management, in consultation with its investment advisors, determines the
fair values for the individual investments.

CalSTRS also reports investments at fair value, generally based on published market prices and quotations
from pricing vendors for securities. Real estate equity investment fair values are based on either recent
estimates provided by CalSTRS’ contract real estate advisors or by independent appraisers. Short-term
investments are reported at fair value or at cost or amortized cost, which approximates fair value. For short-
term investments which are reported at fair value, the investments are valued using similar methodologies as
used for debt securities. Fair value for commingled funds (other than those funds traded on a national or
international exchange) is based on information provided by the applicable fund managers. Private Equity
partnerships are valued using their respective Net Asset Value (NAV), and are audited annually. The most
significant input into the NAV of such an entity is the fair value of its investment holdings. These holdings are
valued by the general partners on a quarterly or semi-annual basis, in conjunction with management and
investment advisors. For private equity investments and other investments for which no readily ascertainable
market value exists, CalSTRS management, in consultation with its investment advisors, has determined the
fair value for the individual investments. Purchases and sales are recorded on the trade date.

The State Constitution, state statutes, and board policies permit CalPERS and CalSTRS to lend their
securities to broker-dealers and other entities with a simultaneous agreement to return the collateral for the
same securities in the future. Third-party securities lending agents are under contract to lend domestic and
international equity and debt securities. For both CalPERS and CalSTRS, collateral, in the form of cash or
other securities, is required at 102% and 105% of the fair value of domestic and international securities
loaned, respectively. CalPERS’ management believes that CalPERS has minimized its credit risk exposure by
requiring the borrowers to provide collateral greater than 100% of the market value of the securities loaned.
The securities loaned are priced daily. Securities on loan can be recalled on demand by CalPERS and loans
of securities may be terminated by CalPERS or the borrower.

At June 30, 2011, the cash collateral had weighted average maturities of 31, 312, 367, 587, and 479 days for
two externally managed portfolios, and durations of 71, 0, 32, 0, and 36 days for three internally managed
portfolios.

For CalSTRS, collateral received on each security loan was placed in investments that, at June 30, 2011, had

a 45-day difference in weighted average maturity between the investments and loans. Most of CalSTRS’
security loans can be terminated on demand by CalSTRS or the borrower. CalSTRS is not permitted to pledge
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or sell collateral securities received unless the borrower defaults. The contracts with the security lending
agents require them to indemnify CalSTRS if the borrowers fail to return the securities (or if the collateral is not
sufficient to replace the securities lent) or if the borrowers fail to pay CalSTRS for income distributions by the
securities’ issuers while the securities are on loan.

Table 6 presents the investments, including derivative instruments, of the fiduciary funds by investment type.

Table 6

Schedule of Investments - Fiduciary Funds
June 30, 2011
(amounts in thousands)

Fair Value
Investment Type
o U V== U411 S $ 199,780,401
Debt securities™ 91,576,952
L L0y U=V {09 T L TP P PR PROPR PP 10,200,315
REAI ESTALE ... et e e e e e s nr e e e e n e e e et e e nr e e e nnn e e e nreeas 38,232,098
INFIAHION INKEA ...ttt et h et et e e e ae e e bt e s h et e s bt e eae e e bt e sa s e e neeanteenneenareentee s 8,126,757
L[ QTS U] = g Ter = o] 1 7= o7 USSP 1,591,300
L 1Y Z= L L= =T o U PSPPSR 57,537,268
Securities 18NAING COATETAL ........c...iiiiiie ettt b ettt e sae e e bt e s st e e nneenareenaee s 45,620,619
(13T OO PPURUPPPRN 3,822,956
LI LT Yo (4T LTS $ 456,488,666

* Debt securities include short-term investments not included in cash and pooled investments.

1. Interest Rate Risk

CalPERS and CalSTRS manage the interest rate risk inherent in their investment portfolios by measuring the
effective or option-adjusted duration of the portfolio. In using the duration method, these agencies may make
assumptions regarding the timing of cash flows or other factors that affect interest rate risk information. The
CalPERS investment policies require the option-adjusted duration of the total fixed-income portfolio to stay
within 10% of the option-adjusted duration of its benchmark. All individual portfolios are required to maintain a
specific level of risk relative to their benchmark. Risk exposures are monitored daily. The CalSTRS investment
guidelines allow the core long-term investment grade portfolios the discretion to deviate within plus or minus
20% (0.80 to 1.20) of the weighted average effective duration of the relevant performance benchmark. The
permissible range of deviation for the weighted average effective duration within the opportunistic strategy
portfolios is negotiated with each manager and detailed within their respective investment guidelines. The
CalSTRS investment guidelines state that the average maturity of the short-term fixed-income portfolio shall
be managed such that it will not exceed 180 days.

83



State of California Comprehensive Annual Financial Report

Table 7 presents the interest rate risk of the fixed-income securities of these fiduciary funds.

Table 7

Schedule of Investments in Fixed-Income Securities - Fiduciary Funds - Interest Rate Risk

June 30, 2011
(amounts in thousands)

Fair Value at

Effective
Duration

Year End (in years)1
California Public Employees’ Retirement Fund 2
U.S. Treasuries and geNCIES ........cccuuirrrieriieiiieiieesiee st ettt seeenne e, $ 25,235,748 7.57
Mortgages .... .. 11,258,573 4.45
(070 )0 o] = | (-SSR 11,030,330 8.86
ASSEE-DACKET ...ttt e e e et e e e e e a it r e e e e e e e nnres 3,861,730 2.18
LU T = TSR 33,793 8.98
a1 (=T b=V iTo] o= | AP RRUPRPPR 5,339,734 8.65
Structured investment VENICIE ...........cooeviiiiiiiieiiie e 314,197 41.08
Floating rate collateralized mortgage-backed security ............ccccoivviiiiiiiiiicniinn, 651,914 0.66
NO EffeCtiVE AUIALION .......eeeeeeeeeeeecece ettt et 10,988,713 N/A
Total cererrn i ———— $ 68,714,732
Deferred Compensation Plan Fund
INVESTMENT CONTIACES.......eiiiiiie e e $ 1,379,742 2.34
Scholarshare Program Trust Fund
INSUFANCE CONTFACES .....eeiiiiiie ettt $ 211,558 1.87
California State Teachers’ Retirement System
Long-term fixed-income investments
U.S. Government and agency obligations ............ccccuerieeiieinennieenee e $ 8,004,079 4.82
(0701401 ] - | YRSV SPUURUPPRPN 5,633,392 6.02
HIGN YIEIA .o 1,843,672 4.07
DEDE COE PIUS .. e e 2,863,252 4.45
SpPECial SIUALIONS .....eeiiieiiieiie et 189,252 0.19
Debt tranSitioNS ......oooeiiiiee e 2,836 4.46
761,719 3.77
7,821,042 3.21
$ 27,119,244
0-30 31-90 91-120
days days days
Short-term fixed-income investments
Money market SECUIHIES .......ooiiiiiii i $ 562,757 $ 362,804 $ 30,000
Corporate credit obligations 89,954 153,350 8,958
U.S. Government and agency obligations
NONCAIADIES ...ttt s, 65,019 — 30,007
DISCOUNT NOES ....veveueeneeiieiieiisiestesie et et steseesee e e seesesbesbesbe e e e enesseeseseeseeneenas 40,000 159,592 —
CAllADIE ...ttt ere e ebeeaesaeennens — — 15,004
U.S. TIEASUIY ettt — — —
ASSEt-DACKEA SECUNMHIES ...vevereeueeiieeiiteeee ettt 32,134 11,673 —
Total ......... e ——— $ 789,864 $ 687,419 $ 83,969

' Effective duration is described in the paragraph preceding this table.

2Includes investments of fiduciary funds and certain discretely presented component units that CalPERS administers.
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121-180

181-365 366+ Fair Value at

days days days Year End
$ — 3 — 3 — $ 955,561
— — — 252,262
48,520 55,077 — 198,623
177,155 77,430 — 454177
9,166 15,002 130,594 169,766
44,990 171,014 25,097 241,101
7,628 — 3,386 54,821

$ 287459 $ 3185523 $ 159,077 $ 2,326,311
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2. Credit Risk

The CalPERS investment policies require that 80% of the total fixed-income portfolio be invested in
investment-grade securities. Investment-grade securities are those fixed-income securities with a Moody’s
rating of AAA to BAA or a Standard and Poor’s rating of AAA to BBB. Each portfolio is required to maintain a
specified risk level. Portfolio exposures are monitored daily. The CalSTRS investment guidelines require that,
at the time of purchase, at least 95% of the corporate securities comprising the credit portion of the core
fixed-income portfolio be rated Baa3/BBB-/BBB- or better by two out of the three nationally recognized
statistical rating organizations (NRSROs), such as Moody’s Investors Service, Inc, Standard and Poor’s Rating
Service, or Fitch Ratings. Furthermore, the total position of the outstanding debt of any one private
mortgage-backed and asset-backed securities issuer shall be limited to 10% of the market value of the
portfolio. Obligations of other issuers are held to a 5% per issuer limit (at the time of purchase) of the market
value of any individual portfolio. The investment guidelines also include an allocation to opportunistic
strategies, a portion of which are managed externally and allow for the purchase of bonds rated below
investment grade. Limitations on the amount of debt of any one issuer a manager may hold are negotiated on
a manager-by-manager basis.

Table 8 presents the credit risk of the fixed-income securities of these fiduciary funds.

Table 8

Schedule of Investments in Fixed-Income Securities — Fiduciary Funds — Credit Risk
June 30, 2011
(amounts in thousands)

Credit Rating as of Year End

Short-term Long-term Fair Value
A-1+/P-1/F-1+ AAA/Aaa/AAA $ 55,143,535
A-1/P-1/F-1 AA/Aa/AA 7,267,664
A-2/P-2/F-2 A/A/A 13,898,855
A-3/P-3/F-3 BBB/Baa/BBB 8,973,790
B/NP/B BB/Ba/BB 1,753,014
B/NP/B B/B/B 1,817,266
C/NP/C CCC/Caa/CCC 870,114
C/NP/C CC/Ca/CC 89,609
C/NP/C C/C/C 17,990
D/NP/D D/D/D 10,057

WIRAFAWN ..o 893
[ Lo A = L(=To TR 14,655,296
Not applicable ..........oooiiiiiiiii e 24,065,540
Total fixed-income securities ........cccrremrirrcnrrsssnrnssnnnns $ 128,563,623
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3. Concentration of Credit Risk

The Deferred Compensation Plan Fund held $1.4 billion in investment contracts of Dwight Asset-Management
Company; this amount represented 17.1% of the fund’s total investments as of June 30, 2011. The
Scholarshare Program Trust Fund held $211 million in investment contracts of TIAA-CREF Life Insurance
Company; this amount represented 4.7% of the fund’s total investments as of June 30, 2011.

CalPERS and CalSTRS did not have investments in a single issuer that represented 5% or more of total fair
value of all investments.

4, Custodial Credit Risk

CalPERS’ investments at June 30, 2011 were not exposed to custodial risk. As of June 30, 2011, all of
CalSTRS investments, other than those of two tax-deferred defined contribution plans amounting to $312
million held in the name of TIAA-CREF, are held in CalSTRS’ name and/or are not exposed to custodial credit
risk. CalPERS and CalSTRS have no general policies relating to custodial credit risk.

5. Foreign Currency Risk

At June 30, 2011, CalPERS and CalSTRS held $76.2 billion and $32.6 billion, respectively, in investments,
including derivative instruments, subject to foreign currency risk. CalPERS’ asset allocation and investment
policies allow for active and passive investments in international securities. CalPERS’ policy for total global
equity specifies investment in international equities be based on market capitalization. For total fixed income,
10% is targeted for investment in international securities. Real estate and alternative investments do not have
a target allocation for international investment. CalPERS uses a currency overlay program to reduce risk by
hedging approximately 15% of the plan’s total exposure to international currencies. Its currency exposures are
monitored daily. CalSTRS believes that its Currency Management Program should emphasize the protection
of the value of its non-dollar public and private equity assets against a strengthening U.S. dollar first, yet
recognizes that opportunities also exist for alpha generation (the ability to derive a return in excess of a market
return) within the currency markets. The hedging range has been designed to allow for some degree of
symmetry around the underlying exposure to the foreign denominated assets within CalSTRS in order to both
protect the translation value of the assets against a strengthening U.S. dollar and to enhance returns in a
declining U.S. dollar environment. As a result, the hedging range is - 25% to 50% of the total notional value of
the non-U.S. public and non-U.S. private equity portfolios.

Table 9 identifies the investments, including derivative instruments, of the fiduciary funds that are subject to

foreign currency risk. Derivative instruments are included in the amounts reported under equity, fixed income,
and forward contracts.
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Table 9

Schedule of Investments - Fiduciary Funds - Foreign Currency Risk

June 30, 2011

(amounts in thousands of U.S. dollars at fair value)

Fixed
Currency Cash Equity Alternative Income Real Estate
Argentine Peso .................... $ — 3 — % — % — % —
Australian Dollar .................. 32,027 5,089,106 77,897 230,765 372,034
Bermuda Dollar .................... — 886 — — —
Brazilian Real ...........c......... 23,059 2,258,268 — 78,547 470,889
British Pound Sterling . 86,544 12,503,870 3,534 1,474,695 147,362
Canadian Dollar .......... 49,765 6,778,385 220,908 372,619 350,086
Cayman Islands Dollar — 3,058 — — —
Chilean Peso ........cceceeeeunnee. 561 186,933 — 1,067 —
Chinese Yuan ........ccccuuueee.... — 5,124 — — —
Columbian Peso 936 66,965 — — —
Czech Koruna ... 486 88,605 — — —
Danish Krone .... 5,812 815,775 — 14,468 —
Egyptian Pound . 221 112,130 — — —
EUro ..o 601,046 26,752,853 3,702,132 3,050,326 965,862
Guatemalan Quetzal ... — — — — 44,988
Guernsey Pound .................. — 1,849 — — —
Hong Kong Dollar ................ 10,666 4,736,982 — — 1,055,508
Hungarian Forint ...... 88 119,970 — — —
Indian Rupee .........ccoceveeeene 9,371 1,359,527 — 11 393,237
Indonesian Rupiah ... 2,349 595,576 — 3,469 —
Israeli Shekel ..........cc.......... 2,909 396,928 — —_ 1,912
Japanese Yen .......ccoceeenenn, 160,047 12,982,437 110,069 1,093,783 459,185
Kazakhstan Tenge — — — — —
Korean Won .......... — 16,688 — — —
Malaysian Ringgit . . 816 474,259 — — —
Mexican Peso ........cccceeeenn. 5,071 600,551 — 127,334 220,928
Moroccan Dirham ................ 202 10,268 — — —
New Romanian Leu . — — — — —
New Russian Ruble ............. — — — — —
New Taiwan Dollar .............. 17,311 1,719,433 — — —
New Turkish Lira .................. 162 313,172 — — —
New Zealand Dollar ............. 1,902 97,322 — 74,993 1,714
Norwegian Krone ..... 5,112 785,166 — 11,368 2,159
Pakistan Rupee ........... 81 43,281 — — —
Peruvian Nouveau Sol . 41 14,734 — — —
Philippine Peso .................... 78 75,741 — — —
Polish Zloty .......cccoevvveennee. 513 237,856 — 86,516 —
Singapore Dollar ...... 5,196 1,157,405 — 8,610 76,764
South African Rand ..... 12,438 1,621,253 — 21,131 —
South Korean Won .. 4,753 3,170,600 — — —
Sri Lanka Rupee .................. 3 — — — —
Swedish Krona ...........ccc...... 11,447 1,893,891 — 67,535 226,486
Swiss Franc ....... 23,649 4,733,863 — 180 20,894
Thailand Baht .... 1,705 423,410 — — —
Tunisian Dinar ... — — — — —
Turkish Lira .......cccooveveeeeenns 156 237,619 — — —
UAE Dirham .........c.ccceeeeenne 180 16,263 — — —
U.S. Dollar ......coeeeveeurnennnnn. — 3,058 — — —
Total investments subject
to foreign currency risk .. $ 1,076,703 $ 92,501,060 $ 4,114,540 $ 6,717,417 $ 4,810,008
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Spot Forward
Contracts Contracts Total
31 § 10 $ 41
(37) (2,544) 5,799,248
— — 886
@) (1,354) 2,829,407
1 18,057 14,234,063
— (6,317) 7,765,446
— — 3,058
155 (108) 188,608
— 226 5,350
— — 67,901
— (1,781) 87,310
(1) (975) 835,079
— (20) 112,331
128 (73,879) 34,998,468
_ — 44,988
_ — 1,849
— 614 5,803,770
— (321) 119,737
—_ 294 1,762,440
— (5) 601,389
— (499) 401,250
4 (43,682) 14,761,843
— 17 17
— — 16,688
— 28 475,103
4 317 954,205
— (31) 10,439
— (394) (394)
— 10 10
— (247) 1,736,497
— — 313,334
— (1,325) 174,606
(1) (953) 802,851
— — 43,362
63 373 15,211
— (77) 75,742
— (1,800) 323,085
— (188) 1,247,787
14 964 1,655,800
— 580 3,175,933
— — 3
4 (1,424) 2,197,939
10 (13,453) 4,765,143
— (344) 424,771
— (12) (12)
—_ 347 238,122
—_ —_ 16,443
— — 3,058
373 $ (129,896) $ 109,090,205
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C. Discretely Presented Component Units

The discretely presented component units consist of the University of California (University) and its
foundations, the State Compensation Insurance Fund (SCIF), the California Housing Finance Agency
(CalHFA), the Public Employees’ Benefits Fund administered by CalPERS, and various funds that constitute
3% of the total investments of discretely presented component units. State law, bond resolutions, and
investment policy resolutions allow component units to invest in U.S. government securities, state and
municipal securities, commercial paper, corporate bonds, investment agreements, real estate, and other
investments. Additionally, a portion of the cash and pooled investments of SCIF, CalHFA, and other
component units is invested in the State Treasurer’s pooled investment program.

The investments of the University of California, a discretely presented component unit, are primarily stated at
fair value. Investments authorized by the regents include equity securities, fixed-income securities, and certain
other asset classes. The equity portion of the investment portfolio includes domestic and foreign common and
preferred stocks, which may be included in actively or passively managed strategies, along with a modest
exposure to private equities. Private equities include venture capital partnerships, buy-outs, and international
funds. The fixed-income portion of the investment portfolio may include both domestic and foreign securities,
as well as certain securitized investments including mortgage-backed and asset-backed securities. Absolute
return strategies, incorporating short sales, plus derivative positions to implement or hedge an investment
position, are also authorized. Where donor agreements have placed constraints on allowable investments,
assets associated with endowments are invested in accordance with the terms of the agreements.

The university participates in a securities lending program as a means to augment income. Campus
foundations’ cash, cash equivalents, and investments that are invested with the university and managed by the
university’s treasurer are included in the university’s investment pools that participate in a securities lending
program. The campus foundations’ allocated share of the program’s cash collateral received, investment of
cash collateral, and collateral held for securities lending is determined based upon the foundations’ equity in
the investment pools. The Board of Trustees for each campus foundation may also authorize participation in a
direct securities lending program. The university loans securities to selected brokerage firms and receives
collateral that equals or exceeds the fair value of such investments during the period of the loan. Collateral
may be cash or securities issued by the U.S. government or its agencies, or the sovereign or provincial debt of
foreign countries. Securities collateral cannot be pledged or sold by the university unless the borrower
defaults. Loans of domestic equities and all fixed-income securities are initially collateralized at 102% of the
fair value of the securities loaned. Loans of foreign equities are initially collateralized at 105%. All borrowers
are required to provide additional collateral by the next business day if the value falls to less than 100% of the
fair value of the securities loaned. The university earns interest and dividends on the collateral held during the
loan period, as well as a fee from the brokerage firm, and it is obligated to pay a fee and a rebate to the
borrower. The university receives the net investment income. As of June 30, 2011, the university had
insignificant exposure to borrower default because the amounts that it owed the borrowers were substantially
the same as the amounts the borrowers owed the university. The university is indemnified by its lending
agents against any losses incurred as a result of borrower default.

Securities loans immediately terminate upon notice by either the university or the borrower. Cash collateral is
invested by the university’s lending agents in short-term investment pools in the university’s name, with
guidelines approved by the university. As of June 30, 2011, the securities in these pools had a weighted
average maturity of 17 days.
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Table 10 presents the investments, including derivative instruments, of the discretely presented component

units by investment type.

Table 10

Schedule of Investments — Discretely Presented Component Units
June 30, 2011
(amounts in thousands)

Investment Type
EQUITY SECOUNTIES ...ttt ettt a ettt e b e e e b e s et e e bt e sae e et e e e ab e e sbe e st e e sbeeebeeaaneeane
DDt SECUIIES™ ...ttt bbbt sttt e e e ae e e bt e e ae e e bt e sateeebee e b e e saneeaneens
INVESTMENT CONTACES ...ttt bbbt e e e e st b e sae e bt e h e e e bt e e et e et et e eaeesteene et e enis
IMIUBURT FUNAS ..ttt h et a et e e he e e bt s ae e et e e s bt e et e e be e e bt e saneeabeesaneeareeeaneens
REAI ESTATE ...t e e et e e e bt s e e et e e nte e bt e nane e
MONEY MATKET SECUIHIES ...ttt sttt e b e e e a e e bt san e et e e st e e b e e sateesbeenareenane s
PrIVATE @QUITY ...ttt ettt b e bttt h e bttt e e b e e st e et e e bt reeene s
MOMGAGE JOBNS ... e e e e e
Externally held irreVoCable TrUSES ........cocuiiiiii et
Securities lending collateral ..
INVESTEA FOr OLNEIS ...ttt h e ettt e et e et e s a e e st e e sbe e e b e e ebeeeanees

* Debt securities include short-term investments not included in cash and pooled investments.

Fair Value

5,457,292
34,395,060
238,662
6,199,694
702,876
730,843
942,256
705,970
265,681
2,168,495
(1,780,375)
1,849,111

51,875,565

1. Interest Rate Risk

Interest rate risk for the university’s short-term investment pool is managed by constraining the maturity of all
individual securities to be less than five and one-half years. There is no restriction on weighted average
maturity of the portfolio, as it is managed relative to the liquidity demands of the investors. Portfolio guidelines
for the fixed-income portion of the university’s general endowment pool limit weighted average effective
duration to the effective duration of the Citigroup Large Pension Fund Index and Lehman Aggregate Index,

plus or minus 20%.

SCIF guidelines provide that 15% or more of its total portfolio shall be maintained in securities maturing in five
years or less. For information about CalPERS’ policies related to interest rate risk, refer to Section B, Fiduciary

Funds.
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Table 11 presents the interest rate risk of the fixed-income or variable-income securities of the major discretely
presented component units.

Table 11

Schedule of Investments in Fixed-Income or Variable-Income Securities - Discretely Presented Component Units -
Interest Rate Risk

June 30, 2011

(amounts in thousands)

University of University of
California California Foundations
Fair Value at Effective Fair Value at Effective
Investment Type Year End Duration Year End Duration
U.S. Treasury bills, notes, and bonds .........cccccceeeveeiiieiiecieeceeee, $ 1,351,366 1.10 $ 222,691 3.10
U.S. Treasury StPS ....ccciiiiiiieeiie ettt 102,041 8.00 115 —
U.S. Treasury inflation-protected securities ...........ccoceeeeiriiirneenne. 225,994 4.50 — —
U.S. government-backed SECUNtIES ..........cocceevviiiieniieiiicnieeeee, — — 3,071 3.70
U.S. government-backed asset-backed securities .......................... — — 145 2.30
Corporate BONAS .......ooiiiiiiiiiie e 5,012,475 3.40 80,190 3.60
COMMEICIAl PAPET ...eeeeiiiee ettt e e et e e e, 2,517,403 0.10 — —
U.S. @QENCIES ...ttt 981,541 2.10 10,594 3.00
U.S. agencies asset-backed Securities ............cccocverevenecniineneennne. 238,328 4.50 74,020 1.70
Corporate asset-backed SECUNIES .......ccceviueeiiiieririiie e 100,994 4.50 6,510 0.20
Supranational/foreign ........ccceoreeiiieniieieec e 1,263,165 4.60 745 4.20
Corporate (foreign currency denominated) ...........cceceeveiriiieneennne. 18,060 2.10 — —
U.S. boNd fUNAS ..o 81,410 5.00 318,165 4.50
NoN-U.S. bond funds ..........eeeeeiiiiiiiiieie e — — 50,741 5.80
Money market fUNAS .........ooeiiiiiiiie e 257,403 — 436,960 1.40
Mortgage 10ans ... 705,548 — 422 —
Forward contracts on a to-be-announced basis ..........ccccccceerceeenn. (1,740) — (1,081) —
(@ (=Y PR 221,836 0.30 11,960 5.20
Total ........ rererer $ 13,075,824 $ 1,215,248
State Compensation California Housing
Insurance Fund Finance Agency
Weighted
Average
Fair Value at Maturity Fair Value at Effective
Investment Type Year End (in years) Year End Duration
U.S. Treasury and agency SECUNtIES .......ccoccveveereeeereeeerieseenieneens $ 4,488,519 3.43 $ 378,607 16.91
Municipal SECUNLIES ......ccoiuiieiiie e 613,986 16.23 — —
Other goOVEIMMENT ........c.oiiiiiiiie e 275,994 4.56 — —
Corporate bONAS ........ooiiiiiiiiiii e 3,836,001 3.78 — —
SPECIAI FEVENUE ..ottt 1,658,568 15.18 — —
Mortgage-backed SECUNtIES .........cccviveiiriiiieiiiie e 8,402,552 23.19 — —
MULUAL FUNAS ..o 10,488 0.04 — —
(O] =T SO — — 77,599 —
Total ........ cererrr——— $ 19,286,108 $ 456,206

1 Effective duration is the approximate change in price of the security resulting from a 100 basis points (1 percentage point) change
in the level of interest rates. It is not a measure of time.
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Table 12 identifies the debt securities that are highly sensitive to interest rate fluctuations (to a greater degree
than already indicated in the information provided previously) because of the existence of prepayment or
conversion features, although the effective duration of these securities may be low.

Table 12

Schedule of Highly Sensitive Investments in Debt Securities — University of California and its Foundations — Interest Rate Risk
June 30, 2011
(amounts in thousands)

University of
California

Fair Value at Effective
Year End Duration

Mortgage-Backed Securities $ 203,249 4.90
These securities are primarily issued by the Federal National Mortgage Association (Fannie Mae),
Government National Mortgage Association (Ginnie Mae) and Federal Home Loan Mortgage
Corporation (Freddie Mac) and include short embedded prepayment options. Unanticipated
prepayments by the obligees of the underlying asset reduce the total expected rate of return.

Collateralized Mortgage Obligations 15,133 3.80
Collateralized mortgage obligations (CMOs) generate a return based upon either the payment of
interest or principal on mortgages in an underlying pool. The relationship between interest rates
and prepayments makes the fair value highly sensitive to changes in interest rates. In falling
interest rate environments, the underlying mortgages are subject to a higher propensity of
prepayments. In a rising interest rate environment, the underlying mortgages are subject to a lower
propensity of prepayments.

Other Asset-Backed Securities 16,369 0.50
Other asset-backed securities also generate a return based upon either the payment of interest or
principal on obligations in an underlying pool, generally associated with auto loans or credit cards.
As with CMOs, the relationship between interest rates and prepayments makes the fair value
highly sensitive to changes in interest rates.

Variable-Rate Securities 140,479 3.50
These securities are investments with terms that provide for the adjustment of their interest rates
on set dates and are expected to have fair values that will be relatively unaffected by interest rate
changes. Variable-rate securities may have limits on how high or low the interest rate may change.
These constraints may affect the market value of the security.

Callable Bonds 1,150,143 3.30
Although bonds are issued with clearly defined maturities, an issuer may be able to redeem, or
call, a bond earlier than its maturity date. The university must then replace the called bond with a
bond that may have a lower yield than the original. The call feature causes the fair value to be
highly sensitive to changes in interest rates.

Convertible Bonds 1,198 9.10
Convertible bonds are fixed-income securities with coupon rates that tend to be lower than those in
conventional debt issues. Consequently, an increase in the market's rate of interest causes a
greater decline in the price of issues of convertible bonds than that of non-convertible bonds.
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University of
California Foundations

Fair Value at Effective
Year End Duration
$ 63,422 1.60
2,833 2.80
6,510 0.20
458 4.20
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2. Credit Risk

The investment guidelines for the university’s short-term investment pool provide that no more than 5% of the
total market value of the pool’'s portfolio may be invested in securities rated below investment grade (BB, Ba,
or lower). The average credit quality of the pool must be A or better and commercial paper must be rated at
least A-1, P-1, or F-1. For its general endowment pool, the University uses a fixed-income benchmark, the
Barclays Capital Aggregate Index, comprising approximately 25% high grade corporate bonds and 36%
mortgage/asset-backed securities, all of which carry some degree of credit risk. The remaining 39% are
government-issued bonds. Credit risk in this pool is managed primarily by diversifying across issuers, and
portfolio guidelines mandate that no more than 10% of the market value of fixed-income securities may be
invested in issues with credit ratings below investment grade. Further, the weighted average credit rating must
be A or higher.

SCIF investment guidelines provide that securities issued and/or guaranteed by the government of Canada
and its political subdivisions must be rated Aa3/AA- or better by two nationally recognized rating services. No
single Canadian political subdivision may exceed 0.75% of the book value of the portfolio. Canadian political
subdivisions in aggregate shall not exceed 5% of the portfolio. Securities issued and/or guaranteed by a state
or its political subdivision must be rated A3/A- or better by a nationally recognized rating service. Securities
issued by a qualifying corporation and purchased prior to May 9, 2008, must be rated A3/A- or better by a
nationally recognized rating service.

Table 13 presents the credit risk of the fixed-income or variable-income securities of the major discretely
presented component units.

Table 13

Schedule of Investments in Fixed-Income or Variable-Income Securities — Major Discretely Presented
Component Units — Credit Risk

June 30, 2011

(amounts in thousands)

Credit Rating as of Year End

Short-term Long-term Fair Value
A-1+ AAA $ 14,870,491
A-1/P-1 AA2/AA 5,837,000
A-2 A2/A 6,944,642
A-3 BAA2/BBB 1,803,510
B BA2/BB 277,382
B B2/B 280,123
C CC or below 59,730
NOE rated ....ceeeiiieeee e 1,916,551
Total fixed-income securities .........ccceeeeerrrrnnnne $ 31,989,429
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3. Concentration of Credit Risk

Investment guidelines addressing concentration of credit risk related to the investment-grade fixed-income
portion of the university’s portfolio include a limit of no more than 3% of the portfolio’s market value to be
invested in any single issuer (except for securities issued by the U.S. government or its agencies). These
same guidelines apply to the university’s short-term investment pool. The university did not have investments
in a single issuer that represented 5% or more of total fair value of all investments as of June 30, 2011. Each
campus foundation may have its own individual investment policy designed to limit exposure to a
concentration of credit risk.

4, Custodial Credit Risk

The university’s securities are registered in its name by the custodial bank as an agent for the university. Other
types of investments represent ownership interests that do not exist in physical or book-entry form. As a result,
custodial credit risk is remote.

5. Foreign Currency Risk

The university’s portfolio guidelines for U.S. investment-grade fixed-income securities allow exposure to
non-U.S. dollar denominated bonds up to 10% of the total portfolio market value. Exposure to foreign currency
risk from these securities may be fully or partially hedged using forward foreign currency exchange contracts.
Under the university’s investment policies, such instruments are not permitted for speculative use or to create
leverage.
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Table 14 identifies the investments of the University of California — including its campus foundations — that are
subject to foreign currency risk.

Table 14

Schedule of Investments — University of California — Foreign Currency Risk
June 30, 2011
(amounts in thousands of U.S. dollars at fair value)

Investment
Currency Equity Real Estate Derivatives Fixed-Income Total
Australian Dollar ..............ccccooeuen.. $ 119,606  $ 3345  $ (892) $ — $ 122,059
Brazilian Real .........ccoceiiiiiiiean — — — 2,855 2,855
British Pound Sterling .........cccccceue. 309,987 1,799 (320) — 311,466
Canadian Dollar ............ccccoeeeeveenenn. 143,905 — (778) — 143,127
Danish Krone ........cccccoeveeiieeiienienne 15,635 — — — 15,635
BUIO el 481,601 2,571 (2,919) 2,177 483,430
Hong Kong Dollar .............cccceeueenee 53,939 4,399 — — 58,338
Indonesian Rupiah ..........cccceeienne — — — 2,023 2,023
Israeli Shekel .... . 7,772 — — — 7,772
Japanese Yen .......cccocoiiiiiiiiniienen, 301,507 2,820 435 — 304,762
Malaysian Ringgit ..........cccccoeiiienne — — — 2,207 2,207
Mexican Peso ........cccoceeeeeeeeccivnnennn.. — — — 2,256 2,256
Norwegian Krone ..........ccccoceerceeenen. 15,039 — — — 15,039
Polish ZIoty .......cccoeevieeiiiiieieeee — — — 1,515 1,515
Singapore Dollar .........ccccceeceeineennen. 26,617 1,702 — — 28,319
South African Rand ...........cccoceeenne — — — 2,153 2,153
Swedish Krona .........ccccoceeeeeueeeneenes, 46,593 — (514) — 46,079
SWiss Franc ........cccceeeeeiieeiiecineee. 130,943 — — — 130,943
Turkish Lira .....ccooeoeeeieneiiee e — — — 1,191 1,191
Other ..o, 17,166 2,599 123 1,683 21,571
Commingled currencies ................... 1,236,531 — — 41,200 1,277,731
Total investments subject to
foreign currency risk ..................... $ 2,906,841 $ 19,235 $ (4,865) $ 59,260 $ 2,980,471
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NOTE 4: ACCOUNTS RECEIVABLE

Table 15 presents the disaggregation of accounts receivable attributable to taxes, interest expense
reimbursements, Lottery retailer collections, California State University, and unemployment program receipts.
Other receivables are for interest, gifts, grants, various fees, penalties, and other charges.

Table 15

Schedule of Accounts Receivable
June 30, 2011
(amounts in thousands)

Reimbursement
of Accrued
Interest Lottery Unemployment
Taxes Expense Retailers Programs

Current governmental activities
General Fund
Federal Fund
Transportation Fund ...........c.oooiiiiiiiiiiinen, 502,001 — — —
Nonmajor governmental funds ........................ 71,063 — — —
Internal service funds ...........cccoooeiiiiiiiininen. — — — —

Total current governmental activities ......... $ 9,021,187 $ — § — 3 —

8,448,123 $ — 3 — 3 —

Amounts not scheduled for collection
during the subsequent year ...........cccceceeeenee $ 1,494,719 $ — $ — $ —

Current business-type activities
Water Resources Fund ..........cccccceviiiiininnnnn, — 3 — — $ —
Public Building Construction Fund — 170,480 — —
State Lottery Fund .............oooiiiiiiiiii — — 262,511 —
Unemployment Programs Fund ...................... — — — 242,655
California State University — — — —
Nonmajor enterprise funds
Adjustment:
Account reclassification ...............ccooeveeinnnnn. — (170,480) — —

Total current business-type activities ........ $ — 8 — $ 262,511 $ 242,655

Amounts not scheduled for collection
during the subsequent year ...........cccccceeeeneee $ — $ — $ — 3 22,503
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California
State
University Other Total
— 3 854,371 $ 9,302,494
— 1,034 1,034
— 291,012 793,013
— 1,023,789 1,094,852
— 119,226 119,226
— $ 2,289,432 $ 11,310,619
— $ 263,173 $ 1,757,892
— 3 80,301 $ 80,301
— — 170,480
— — 262,511
— — 242,655
159,389 — 159,389
— 56,615 56,615
— (2,491) (172,971)
159,389 $ 134,425 $ 798,980
214,146 $ — $ 236,649
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NOTE 5: RESTRICTED ASSETS

Table 16 presents a summary of the legal restrictions placed on assets in the enterprise funds of the primary
government and the discretely presented component units.

Table 16

Schedule of Restricted Assets
June 30, 2011
(amounts in thousands)

Cash Due From
and Pooled Other Loans
Investments Investments Governments Receivable Total
Primary government
Debt SErvice .......ooeiiiiiiiiii $ 1,626,432 $ 391,132 $ 65,598 $ 238,597 $ 2,321,759
Construction .... 941,545 17,815 — — 959,360
Operations .........ccuuieeniieiiiiiii e 1,444,429 463 — — 1,444,892
Other ..o, 2,371 1,448 — — 3,819
Total primary government ..........cccevvveniirnnnnes 4,014,777 410,858 65,598 238,597 4,729,830
Discretely presented component units
Debt SErvice ......oovuvviiiiiii i 192,071 37,380 —_ — 229,451
Total discretely presented component units .. 192,071 37,380 — — 229,451
Total restricted assets .........cccovuiiieniinnniinnnns, $ 4,206,848 $ 448,238 $ 65,598 $ 238,597 $ 4,959,281
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NOTE 6: NET INVESTMENT IN DIRECT FINANCING LEASES

The State Public Works Board, an agency that accounts for its activities as an enterprise fund, has entered
into lease-purchase agreements with various other primary government agencies, the University of California,
and certain local agencies. Payments from these leases will be used to satisfy the principal and interest
requirements of revenue bonds issued by the State Public Works Board.

California State University (CSU) accounts for its lease activities in the State University Dormitory Building
Maintenance and Equipment Fund, a major enterprise fund, has entered into 30-year capital lease agreements
with certain auxiliary organizations. These agreements lease existing and newly constructed facilities to the
auxiliary organizations. A portion of the proceeds from certain revenue bonds issued by CSU were used to
finance the construction of these facilities.

Table 17 summarizes the minimum lease payments to be received by the primary government.

Table 17

Schedule of Minimum Lease Payments to be Received by the Primary Government
(amounts in thousands)

Primary University California

Year Ending Government of State Local
June 30 Agencies California University Agencies Total
2012 $ 533,166 $ 199,983 $ 26,595 $ 64,641 $ 824,385
2013 523,965 199,864 28,494 63,671 815,994
2014 oo 525,519 199,665 29,804 63,776 818,764
2015 o 523,975 191,290 29,741 62,177 807,183
2016 oo 520,255 157,741 27,121 53,892 759,009
2017-2021 2,216,888 801,448 145,369 124,990 3,288,695
2022-2026 1,493,173 561,638 150,786 63,523 2,269,120
2027-2031 1,042,217 424,790 141,118 56,823 1,664,948
2032-2036 ....eueiiiiieee e 374,519 85,747 75,694 7,513 543,473
2037-2041 ooiiiiii e — — 25,775 — 25,775
2042-2046 ......oiiiieieeei e — — 17,972 — 17,972

Total minimum lease payments 7,753,677 2,822,166 698,469 561,006 11,835,318

Less: unearned income ...........cccoeeeuiiiinnen. 3,042,494 933,071 298,873 142,444 4,416,882

Net investment in direct financing leases ... $ 4,711,183 $ 1,889,095 $ 399,596 $ 418,562 $ 7,418,436
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NOTE 7: CAPITAL ASSETS

Table 18 summarizes the capital activity for the primary government, which includes $6.7 billion in capital
assets related to capital leases.

Table 18

Schedule of Changes in Capital Assets — Primary Government
June 30, 2011
(amounts in thousands)

Beginning
Balance Ending
(Restated) Additions Deductions Balance
Governmental activities
Capital assets not being depreciated/amortized
LaNd oo $ 16,310,911 $ 308,217 $ 19,742 $ 16,599,386
State highway infrastructure ...........cc.occovviiiiiiniine, 60,090,779 1,407,056 58,851 61,438,984
COllECHONS ...t 22,488 — 66 22,422
CoNStruction iN Progress .........veeeuueeeeiiiieee e e eeeeeees 6,950,846 2,855,891 1,992,721 7,814,016
Intangible assets 480,910 75,779 22,597 534,092
Total capital assets not being depreciated/amortized ........... 83,855,934 4,646,943 2,093,977 86,408,900
Capital assets being depreciated/amortized
Buildings and improvements ...............ccooeiiiiiiiiiii i 17,937,945 629,183 130,938 18,436,190
INfrastruCture ........c.ooviii i 660,679 51,374 29 712,024
Equipment and other assets............coooiiiiiiiii e 4,396,272 308,401 332,238 4,372,435
Intangible assets..........cviiiiiiiii 511,825 144,472 7,619 648,678
Total capital assets being depreciated/amortized ................. 23,506,721 1,133,430 470,824 24,169,327
Less accumulated depreciation/amortization for:
Buildings and improvements ............coooeoiiiiiiiniii e 5,608,501 465,898 76,531 5,997,868
INFrastruCture. ... ..o 246,693 23,498 2 270,189
Equipment and other assets............ccceiiiiiiiiiiiiine 3,349,946 394,345 255,808 3,488,483
Intangible assets...........ovviiiiiii 322,960 40,693 6,104 357,549
Total accumulated depreciation/amortization ...................... 9,528,100 924,434 338,445 10,114,089
Total capital assets being depreciated/amortized, net .......... 13,978,621 208,996 132,379 14,055,238
Governmental activities, capital assets, net ...........cccveeienneene $ 97,834,555 $ 4,855,939 $ 2,226,356 $ 100,464,138
Business-type activities
Capital assets not being depreciated/amortized
LaNd Lo e $ 217,014 $ — 3 2,197 $ 214,817
COllECHIONS. ...ttt 1,885 812 — 2,697
CoNStruCtion iN ProgreSss ....c..eveuuiuin e eee e 1,595,797 567,058 641,737 1,521,118
Intangible assets. ... 48,477 99,291 9,135 138,633
Total capital assets not being depreciated/amortized ........... 1,863,173 667,161 653,069 1,877,265
Capital assets being depreciated/amortized
Buildings and improvements ............ccooeoviiiiiinii i 9,146,313 724,339 1,107 9,869,545
INfrastruCture ..........ooviviieii e, 174,427 14,083 — 188,510
Equipment and other assets.............ccceiiiiiiiiiin 435,015 88,586 13,663 509,938
Intangible assets....... ..o 209,224 10,272 949 218,547
Total capital assets being depreciated/amortized ................. 9,964,979 837,280 15,719 10,786,540
Less accumulated depreciation/amortization for:
Buildings and improvements ...............cccccoiiiiii, 3,450,848 252,447 135 3,703,160
INfrastruCture ..........cooviiniii e, 29,507 7,133 — 36,640
Equipment and other assets..............ccooeiiiiiii 256,005 42,329 9,779 288,555
Intangible assets...... ..o 63,211 22,008 638 84,581
Total accumulated depreciation/amortization ...................... 3,799,571 323,917 10,552 4,112,936
Total capital assets being depreciated/amortized, net .......... 6,165,408 513,363 5,167 6,673,604
Business-type activities, capital assets, net ...........c.cceevueeeeeee $ 8,028,581 $ 1,180,524 $ 658,236 $ 8,550,869
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Table 19 summarizes the depreciation expense charged to the activities of the primary government.

Table 19

Schedule of Depreciation Expense — Primary Government
June 30, 2011
(amounts in thousands)

Amount
Governmental activities
[T ooy =Tl ToN =T o 01T | PP TUPRPN $ 108,852
=T [ T2 o o PP 189,271
Health and NUMEAN SEIVICES ......cvuiiiiiiit et et et e e et e e ettt e e e et e e e e e e et e en e taeaaeanes 68,436
=T Yo (oY PP 54,456
State and consumer services 57,913
Business and transportation .................... 221,300
Correctional Programs .........c....ceenieiiiee e 180,025
Internal service funds (charged to the activities that utilize the fund) .... 44,181
Total governmental activities 924,434
Business-type activities ............ccccevueent 323,917
Total primary gOVErnMENt ..........cieuiiiiiiiieiiee i e s sen s rrr s s s ena s srr s ar s raas s rrn s senannens $ 1,248,351
Table 20 summarizes the capital activity for discretely presented component units.
Table 20
Schedule of Changes in Capital Assets — Discretely Presented Component Units
June 30, 2011
(amounts in thousands)
Beginning Ending
Balance Additions Deductions Balance
Capital assets not being depreciated/amortized
Land ... e $ 903,938 $ 26,324 $ 1,548 $ 928,714
COMECHONS ...t 324,654 12,364 4,890 332,128
Construction iN Progress .........cuveueiereeuiineieeianeeeeeiiieeeees 2,864,451 113,922 18,908 2,959,465
Intangible @ssets ... 5,083 8 1 5,090
Total capital assets not being depreciated/amortized ..... 4,098,126 152,618 25,347 4,225,397
Capital assets being depreciated/amortized
Buildings and improvements 25,715,676 1,904,355 50,606 27,569,425
Infrastructure ..., 593,008 39,295 295 632,008
Equipment and other depreciable assets ........................ 8,851,474 ~* 620,763 275,086 9,197,151
Intangible @ssets ... 426,290 * 87,264 5,065 508,489
Total capital assets being depreciated/amortized ........... 35,586,448 2,651,677 331,052 37,907,073
Less accumulated depreciation/amortization for:
Buildings and improvements 8,947,259 889,695 28,701 9,808,253
Infrastructure ...........cccoeeeiiiennts 240,576 21,700 115 262,161
Equipment and other depreciable assets ........................ 5,990,162 * 548,241 224,596 6,313,807
Intangible @ssets ... 321,948 50,327 4,879 367,396
Total accumulated depreciation/amortization ................ 15,499,945 1,509,963 258,291 16,751,617
Total capital assets being depreciated/amortized, net .... 20,086,503 1,141,714 72,761 21,155,456
Capital assets, Net .......ccocceuiiieiiiiiii i e e $ 24,184,629 $ 1,294,332 $ 98,108 $ 25,380,853

* Restated
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NOTE 8: ACCOUNTS PAYABLE

Accounts payable are amounts due taxpayers, vendors, customers, beneficiaries, and employees related to
different programs. Table 21 presents details related to accounts payable.

The adjustment for the fiduciary funds represents amounts due fiduciary funds that were reclassified as
external payables on the government-wide Statement of Net Assets.

Table 21

Schedule of Accounts Payable
June 30, 2011
(amounts in thousands)

Health General
and Business Government
Human and and
Education Services Resources Transportation Others Total
Governmental activities
General Fund ..........ccoooiiiiiiii. $ 1,962 $§ 697,902 $ 106,277 $ 405 $ 525,845 $ 1,332,391
Federal Fund .............cccoiiiiii. 125,730 424,212 138,853 222,131 465,530 1,376,456
Transportation Fund ...............c....... — 55 2,331 412,827 32,763 447,976
Nonmajor governmental funds ............ 61,085 509,224 393,861 22,608 680,842 1,667,620
Internal service funds ........................ 126 — 17,229 — 189,916 207,271
Adjustment:
Fiduciary funds ...........ccoooeiiiinnnn. 9,339,285 3,874,587 — 24,545 654,703 13,893,120

Total governmental activities ..... $ 9,528,188 $ 5,505,980 $ 658,551 $ 682,516 $ 2,549,599 $ 18,924,834

Business-type activities

Electric Power Fund ...........cc.occoeeee. $ — 3 — $ 174962 $ — 3 — $ 174,962
Water Resources Fund ..................... — — 59,852 — — 59,852
Public Building Construction Fund ...... — — — — 19,450 19,450
State Lottery Fund ............c.ccoevinieennt. — — — — 53,377 53,377
Unemployment Program Fund ............ — 4 — — — 4
California State University Fund.......... 173,257 — — — — 173,257
Nonmajor enterprise funds ................. 5,453 580 56 43,071 2,986 52,146
Adjustment:

Fiduciary funds ...........ccoovviiiiiiininnnn. — — — — 639 639

Total business-type activities .... $ 178,710 $ 584 $ 234,870 $ 43,0711 $ 76,452 $ 533,687

NOTE 9: SHORT-TERM FINANCING

As part of its cash management program, the State regularly issues short-term obligations to meet cash flow
needs. The State issues revenue anticipation notes (RANs) to partially fund timing differences between
revenues and expenditures. A significant portion of the General Fund revenues are received in the latter half of
the fiscal year, while disbursements are paid more evenly throughout the fiscal year. If additional external cash
flow borrowing is required, the State issues revenue anticipation warrants (RAWSs).
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To fund cash flow needs for the 2010-11 fiscal year, the State issued $6.7 billion of interim RANs through
private placement on October 28, 2010. The interim RANs were repaid on November 23, 2010. In addition, the
State issued $10 billion of RANs on November 23, 2010. The RANs were repaid during May and June 2011.

The California Housing Finance Agency, a discretely presented component unit, entered into an agreement
with a financial institution to provide a line of credit for short-term borrowings of up to $100 million, which may
increase up to $150 million. The line of credit ended on February 28, 2011, as such there was no outstanding
balance at June 30, 2011.

NOTE 10: LONG-TERM OBLIGATIONS

As of June 30, 2011, the primary government had long-term obligations totaling $163.9 billion. Of that amount,
$5.8 billion is due within one year. The largest change in governmental activities long-term obligations is an
increase of $2.6 billion in net other postemployment benefits obligations. Another notable increase occurred in
general obligation bonds payable.

As of June 30, 2011, the pollution remediation obligations increased by $103 million, to $804 million. Under
federal Superfund law, responsibility for pollution remediation is placed upon current and previous owners or
operators of polluted sites. Currently, the State’s most significant superfund site is the Stringfellow Class 1
Hazardous Waste Disposal Facility (Stringfellow) located in Riverside County. As of June 30, 2011, the State
estimates that remediation costs at Stringfellow will total $378 million. At two other sites, Leviathan Mine and
BKK Landfill, obligating events have occurred that will probably result in significant liability to the State, but
reasonable estimates of the remediation costs cannot be made at this time. Currently, litigation is in process to
determine the responsible party for Leviathan Mine, a superfund site. The State’s activities at the site relate to
water pollution remediation. BKK is a closed Class 1 landfill site at which the State is conducting post-closure
care. In addition to superfund sites, the State’s other pollution remediation efforts include underground storage
tank removal and cleanup, cleanup of polluted groundwater, and contaminated soil removal and cleanup.

Not included in Note 10 are certain state mandated programs that are still in the adjudication process. Until the
Commission on State Mandates (CSM) rules on a test claim and parameters and guidelines for the claim has
been established, expected costs cannot be reasonably determined; however, a positive finding for any of the
claimants could individually or in aggregate pose a significant cost to the State.

The other long-term obligations for governmental activities consist of $3.0 billion for net pension obligations,
$171 million owed for lawsuits, the University of California unfunded pension liability of $44 million, and the
California Technology Agency notes payable of $25 million. The compensated absences will be liquidated by
the General Fund, special revenue funds, capital projects funds, and internal service funds. Workers’
compensation and capital leases will be liquidated by the General Fund, special revenue funds, and internal
service funds. The General Fund will liquidate net pension obligations, the Proposition 98 funding guarantee,
lawsuits, reimbursement of costs incurred by local agencies and school districts for costs mandated by the
State, and the University of California pension liability.

The largest change in business-type long-term obligations is an increase of $3.8 billion for loans payable to the

U.S. Department of Labor to cover shortfalls in the Unemployment Programs Fund. The $845 million in other
long-term obligations for business-type activities is mainly for advance collections.

107



State of California Comprehensive Annual Financial Report

Table 22 summarizes the changes in the long-term obligations during the year ended June 30, 2011.

Table 22

Schedule of Changes in Long-term Obligations
(amounts in thousands)

Balance Balance Due Within Noncurrent
July 1, 2010 Additions Deductions June 30, 2011 One Year Liabilities
Governmental activities
Loans payable ..............ccoeeeuunvinnnns $ 2,109,324 $ 35,538 $ 22,355 $ 2,122,507 $ — $ 2,122,507
Compensated absences payable ...... 3,367,464 * 1,425,240 1,054,108 3,738,596 17,871 3,720,725
Certificates of participation and
commercial paper ........cccoeevenannn. 1,334,319 — 4,471 1,329,848 4,760 1,325,088
Accreted interest ............cooeeiiiiientl 7,800 658 2,966 5,492 2,704 2,788
Certificates of participation and
commercial paper payable ........ 1,342,119 658 7,437 1,335,340 7,464 1,327,876
Capital lease obligations .................. 4,967,290 204,631 289,688 4,882,233 338,225 4,544,008
General obligation bonds .................... 76,705,309 4,525,000 2,775,554 78,454,755 2,196,360 76,258,395
Accreted interest ............cooeeiiiiientl 3,792 268 4,060 — — —_
Premiums/discounts/other .................. 1,036,688 32,607 54,965 1,014,330 55,749 958,581
General obligation bonds payable . 77,745,789 4,557,875 2,834,579 79,469,085 2,252,109 77,216,976
Revenue bonds .........cccccoeiiienienens 7,893,297 — 170,769 7,722,528 163,558 7,558,970
Accreted interest ............cooeeiiiiienil 212,568 59,153 — 271,721 — 271,721
Premiums/discounts/other .................. (493,926) — (10,769) (483,157) (11,214) (471,943)
Revenue bonds payable 7,611,939 59,153 160,000 7,511,092 152,344 7,358,748
Net other postemployment
benefits obligation ........................ 7,049,820 * 4,038,482 1,481,371 9,606,931 — 9,606,931
Pollution remediation obligations ....... 755,612 * 127,802 79,139 804,275 42,452 761,823
Proposition 98 funding guarantee ....... 3,755,693 2,958 671,800 3,086,851 450,000 2,636,851
Mandated costs ............cccceeeiiininnnnn. 5,189,809 785,559 91,725 5,883,643 142,580 5,741,063
Workers’ compensation .......... 2,706,739 * 699,770 376,653 3,029,856 338,906 2,690,950
Other long-term obligations 2,958,816 * 570,970 287,220 3,242,566 65,431 3,177,135
Total governmental activities ...... $ 119,560,414 $ 12,508,636 $ 7,356,075 §$ 124,712,975 $ 3,807,382 $ 120,905,593
Business-type activities
Benefits payable ..........ccccoeeeevinnnnnnn, $ 2,586 $ — 8 2,586 $ — $ — 3 —
Loans payable ............cocceviieeennnnn. 7,203,296 3,754,686 — 10,957,982 — 10,957,982
Lottery prizes and annuities ............. 1,464,849 2,112,738 2,225,885 1,351,702 465,693 886,009
Compensated absences payable ...... 296,147 * 125,341 127,025 294,463 128,993 165,470
Certificates of participation and
commercial paper ........cc.ccovveenennnee 64,518 148,510 73,054 139,974 — 139,974
Capital lease obligation ..... 786,216 * 5,273 — 791,489 57,331 734,158
General obligation bonds 1,479,140 — 259,125 1,220,015 100,080 1,119,935
Premiums/discounts/other .................. (1,477) 101 — (1,376) — (1,376)
General obligation bonds payable . 1,477,663 101 259,125 1,218,639 100,080 1,118,559
Revenue bonds ................. 24,454,403 1,860,675 3,090,850 23,224,228 1,193,425 22,030,803
Premiums/discounts/other 83,691 19,578 37,182 66,087 5,880 60,207
Revenue bonds payable ............. 24,538,094 1,880,253 3,128,032 23,290,315 1,199,305 22,091,010
Net other postemployment
benefits obligation ........................ 230,346 * 142,885 54,438 318,793 — 318,793
Other long-term obligations .............. 963,597 * 44,494 162,950 845,141 54,324 790,817
Total business-type activities ..... $ 37,027,312 $ 8,214,281 $ 6,033,095 $ 39,208,498 $ 2,005,726 $ 37,202,772

* Restated
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NOTE 11: CERTIFICATES OF PARTICIPATION

Table 23 shows debt service requirements for certificates of participation, which are financed by lease
payments from governmental activities. The certificates of participation were used to finance the acquisition
and construction of a state office building.

Table 23

Schedule of Debt Service Requirements for Certificates of Participation — Primary Government
(amounts in thousands)

Year Ending
June 30 Principal Interest Total
20T 2 et $ 7,576 $ 2,065 $ 9,641
P20 1 ORI 7,503 2,140 9,643
20T et 8,140 1,503 9,643
20T et 8,565 1,075 9,640
20T it e e e et e e 11,915 625 12,540
8 o | $ 43,699 $ 7,408 $ 51,107

NOTE 12: COMMERCIAL PAPER AND OTHER LONG-TERM BORROWINGS

The primary government has two commercial-paper-borrowing programs: a general obligation commercial
paper program and an enterprise fund commercial paper program for the Department of Water Resources.
Under the general obligation and enterprise fund programs, commercial paper (new issuance or rollover notes)
may be issued at the prevailing market rate, not to exceed 11%, for periods not to exceed 270 days from the
date of issuance. The proceeds from the initial issuance of commercial paper are restricted primarily for
construction costs of general obligation bond program projects and certain state water projects. For both
commercial-paper-borrowing programs, the commercial paper is retired by the issuance of long-term debt, so
commercial paper is considered a noncurrent liability.

To provide liquidity for the programs, the State has entered into revolving credit agreements with commercial
banks. The current “Letter of Credit” agreement for the general obligation commercial paper program, effective
March 11, 2010, authorizes the issuance of notes in an aggregate principal amount not to exceed $2.0 billion.
The current agreement for the enterprise fund commercial paper program authorizes the issuance of notes in
an aggregate principal amount not to exceed $142 million. As of June 30, 2011, the enterprise fund
commercial paper program had $55 million in outstanding notes.

As of June 30, 2011, the general obligation commercial paper program had $1.3 billion in outstanding
commercial paper notes for governmental activities.

The primary government has a revenue bond anticipation note (BAN) program that consists of borrowing for
capital improvements on certain California State University campuses. As of June 30, 2011, $85.4 million in
outstanding BANs existed in anticipation of the primary government issuing revenue bonds to the public.

The University of California, a discretely presented component unit, has established a $2.0 billion commercial

paper program with tax-exempt and taxable components. The program is supported by available investments
in the university’s investment pools. Commercial paper has been issued by the University to provide for interim
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financing of the construction, renovation, and acquisition of certain facilities and equipment. Commercial paper
is secured by a pledge of the net revenues derived from the University’s ownership or operation of the projects
financed—not by any encumbrance, mortgage, or other pledge of property—and does not constitute a general
obligation of the University. At June 30, 2011, outstanding tax-exempt and taxable commercial paper totaled
$246 million and $554 million, respectively. The University has other borrowings consisting of contractual
obligations resulting from the acquisition of land or buildings and the construction and renovation of certain
facilities. Included in other borrowings, which total $197 million as of June 30, 2011, are various unsecured
financing agreements with commercial banks totaling $56 million.

NOTE 13: LEASES

The aggregate amount of lease commitments for facilities and equipment of the primary government in effect
as of June 30, 2011, was approximately $9.0 billion. Primary government leases that are classified as
operating leases, in accordance with the applicable standards, contain clauses providing for termination.
Operating lease expenditures are recognized as being incurred over the lease term. It is expected that, in the
normal course of business, most of these operating leases will be replaced by similar leases.

The total present value of minimum capital lease payments for the primary government is comprised of
$745,000 from internal service funds and $4.9 billion from other governmental activities. Note 10, Long-term
Obligations, reports the additions and deductions of capital lease obligations. Also reported in Note 10 are the
current and noncurrent portions of the capital lease obligations. Lease expenditures for the year ended
June 30, 2011, amounted to approximately $951 million.

Included in the capital lease commitments are lease-purchase agreements, amounting to a present value of
net minimum lease payments of $4.7 billion, that certain state agencies have entered into with the State Public
Works Board, an enterprise fund agency. This amount represents 96.5% of the total present value of minimum
capital lease payments of the primary government. Also included in the capital lease commitments are some
lease-purchase agreements to acquire equipment.

The capital lease commitments do not include $501 million in lease-purchase agreements with building
authorities that are blended component units. These building authorities acquire or develop office buildings
and then lease the facilities to state agencies. Upon expiration of the lease, title passes to the primary
government. The costs of the buildings and the related outstanding revenue bonds and certificates of
participation are reported in the government-wide financial statements. Accordingly, the lease receivables or
capital lease obligations associated with these buildings are not included in the financial statements. Table 24
summarizes future minimum lease commitments of the primary government.
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Table 24

Schedule of Future Minimum Lease Commitments — Primary Government

(amounts in thousands)

Capital Leases

Internal Other
Year Ending Operating Service Governmental
June 30 Leases Funds Activities Total

2012 e $ 324,128 $ 765 $ 596,597 $ 921,490
2018 254,790 — 572,487 827,277
180,136 — 565,052 745,188
96,600 — 548,044 644,644
70,969 — 528,995 599,964
116,173 — 2,218,303 2,334,476
7,551 — 1,493,173 1,500,724
3,871 — 1,042,217 1,046,088
3,236 — 374,519 377,755
2037-2041 oo 2,725 — — 2,725
20422046 ....oneieiii e 663 — — 663
2047-2051 oo 463 — — 463
2052-2056 .....neeeeiiieee e 126 — — 126
2057-2061 77 — — 77
2062-2066 33 — — 33
2067-2071 33 — — 33
2072-2076 33 — — 33
2077-2081 33 — — 33
2082-2086 33 — — 33
2087-2091 33 — — 33
2092-2096 33 — — 33
2097-2101 12 — — 12
Total minimum lease payments ... . $ 1,061,751 765 7,939,387 $ 9,001,903

Less: amount representing interest ............ccccovieeiieeennn, 20 3,057,899

Present value of net minimum lease payments ......... $ 745 $ 4,881,488
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The aggregate amount of the major discretely presented component units’ lease commitments for land,
facilities, and equipment in effect as of June 30, 2011, was approximately $4 billion. Table 25 presents the
future minimum lease commitments for the University of California and the State Compensation Insurance
Fund. Operating lease expenditures for the year ended June 30,2011, amounted to approximately
$233 million for major discretely presented component units.

Table 25

Schedule of Future Minimum Lease Commitments — Major Discretely Presented Component Units
(amounts in thousands)

University State
of Compensation
Year Ending California Insurance Fund
June 30 Capital Operating Operating Total
2012 e $ 289,624 $ 91,946 $ 35,633 $ 417,203
2018 e 272,568 74,137 29,490 376,195
2014 o 304,238 57,634 19,256 381,128
200D, e 237,140 43,240 11,469 291,849
2016 oo e 199,782 30,875 3,343 234,000
2017-20271 oo 943,709 71,707 — 1,015,416
2022-2026 ......ceiiiiieee e 714,393 9,609 — 724,002
2027-2031 .o 551,957 4,067 — 556,024
2032-2036 ...evneeeiiiiieee e e 183,251 4,641 — 187,892
2037-2041 oo — 3,692 — 3,692
Total minimum lease payments .........cceeuuciiiiirinnnneees 3,696,662 $ 391,548 $ 99,191 § 4,187,401
Less: amount representing interest .............ccceeeeeveeenns 1,253,406
Present value of net minimum lease payments ......... $ 2,443,256

NOTE 14: COMMITMENTS

As of June 30, 2011, the primary government had commitments of $7.4 billion for certain highway construction
projects. The primary government also had commitments of $682 million for terrorism prevention and disaster
preparedness response projects, $451 million for various education programs, $425 million for services under
the workforce development program, $358 million for services provided under various public health programs,
$349 million for community service programs, $89 million for services provided under the welfare program,
$64 million for services provided under the rehabilitation program, and $21 million for services provided under
the child support program.

The primary government had other commitments, totaling $8.8 billion, that are not included as a liability on the
Balance Sheet or the Statement of Net Assets. The $8.8 billion in commitments includes grant agreements
totaling approximately $5.7 billion to reimburse other entities for construction projects for school building aid,
parks, transportation-related infrastructure, housing and other improvements, and to reimburse counties and
cities for costs associated with various programs. Any constructed assets will not belong to the primary
government, whose payments are contingent upon the other entities entering into construction contracts. The
$8.8 billion in commitments includes $581 million in undisbursed loan commitments for various programs
aimed at providing housing and emergency shelter to needy persons. In addition, the $8.8 billion in
commitments includes $779 million in long-term contracts to purchase power. Most of these contracts qualify
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for the Normal Purchase Normal Sale (NPNS) exception under GASB 53 and, therefore, are not included on
the Statement of Net Assets of the Electric Power Fund nor disclosed in Note 17.

The $8.8 billion in commitments also includes contracts of $607 million for the construction of water projects
and the purchase and transmission of power that are not included as a liability on the Statement of Net Assets
of the Water Resources Fund. Included in this amount are certain power purchase, sale, and exchange
contracts. These contracts had a fair value of $183 million as of June 30, 2011. The primary government had
commitments of $409 million for California State University construction projects. The University participates in
forward-purchase contracts of natural gas and electricity. As of June 30, 2011, the University’s obligation
under these special purchase arrangements requires it to purchase at fixed prices an estimated total of
$32 million of electricity through March 2014 and $59 million of natural gas through June 2017. The primary
government also had commitments of $2 million to veterans for the purchase of properties under contracts of
sale. The California State Lottery Commission had commitments of $681 million, of which $673 million is for
gaming and telecommunication systems and services and $8 million is for a construction contract. These are
long-term projects, and all of the contracts’ needs may not have been defined. The projects will be funded with
existing and future program resources or with the proceeds of revenue and general obligation bonds.

As of June 30, 2011, the primary government encumbered expenditures of $803 million for the General Fund,
$3.8 billion for the Transportation Fund, and $1.2 billion for the nonmajor governmental funds. See Note 2A for
an explanation of the primary government’s policy concerning encumbrances.

As of June 30, 2011, the discretely presented component units had other commitments that are not included
as liabilities on the Statement of Net Assets. The University of California had authorized construction projects
totaling $3.0 billion. The university also made commitments to make investments in certain investment
partnerships pursuant to provisions in the partnership agreements. These commitments totaled $368 million as
of June 30, 2011. The California Housing Finance Agency had no outstanding commitments to provide loans
under its housing programs. The California Public Employees’ Retirement System had capital commitments to
private equity funds of $16.2 billion and commitments to purchase real estate equity of $6.9 billion that
remained unfunded and not recorded as liabilities on the Statement of Net Assets of either the fiduciary or
discretely presented component units.

NOTE 15: GENERAL OBLIGATION BONDS

The State Constitution permits the primary government to issue general obligation bonds for specific purposes
and in such amounts as approved by a two-thirds majority of both houses of the Legislature and by a majority
of voters in a general or direct primary election. The debt service for general obligation bonds is appropriated
from the General Fund. Under the State Constitution, the General Fund is used first to support the public
school system and public institutions of higher education; the General Fund can then be used to service the
debt on outstanding general obligation bonds. Enterprise funds and certain other funds reimburse the General
Fund for any debt service it provides on their behalf. General obligation bonds that are directly related to, and
are expected to be paid from, the resources of enterprise funds are included as a liability of such funds in the
financial statements. However, the General Fund may be liable for the payment of any principal and interest
on these bonds that is not met from the resources of such funds.

As of June 30,2011, the State had $78.5 billion in outstanding general obligation bonds related to
governmental activities and $1.2 billion related to business-type activities. In addition, $38.3 billion of general
obligation bonds had been authorized but not issued, of which $37.0 billion is related to governmental activities
and $1.3 billion is related to business-type activities. The total amount authorized but not issued includes
$11.3 billion authorized by the applicable finance committes for issuance in the form of commercial paper
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notes. Of this amount, $1.3 billion in general obligation indebtedness in the form of commercial paper notes
was not yet retired by long-term bonds.

Note 10, Long-term Obligations, discusses the change to general obligation bonds payable.

A. Variable-rate General Obligation Bonds

The State issues both fixed and variable-rate general obligation bonds. As of June 30, 2011, the State had
$2.7 billion of variable-rate general obligation bonds outstanding, consisting of $912 million in daily rate bonds
and $1.8 billion in weekly rate bonds. The interest rates associated with the daily rates and weekly rates are
determined by the remarketing agents to be the lowest rate that would allow the bonds to sell on the effective
date of such rate at a price (without regard to accrued interest) equal to 100% of the principal amount. The
interest is paid on the first business day of each calendar month.

Letters of credit were issued to secure payment of principal and interest on the daily and weekly variable-rate
bonds. Under these letters of credit, the credit providers pay all principal and interest payments to the
bondholders; the State is then required to reimburse the credit providers for the amounts paid. Different credit
providers exist for each series of variable-rate bonds issued. The letters of credit for the variable-rate bonds
issued during the 2002-03 fiscal year have expiration dates of November 23, 2011, December 1, 2011, and
December 1, 2012. The letters of credit for the variable-rate bonds issued during the 2004-05 fiscal year have
an expiration date of October 15, 2012. The letters of credit for the variable-rate bonds issued during the
2005-06 fiscal year have expiration dates of November 10, 2011, January 12, 2012, and November 12, 2013.

Based on the schedules provided in the Official Statements, sinking fund deposits for the variable-rate general
obligation bonds will be set aside in a mandatory sinking fund at the beginning of each of the following fiscal
years: the 2015-16 through 2033-34 fiscal years and the 2039-40 fiscal year. The deposits set aside in any
fiscal year may be applied, with approval of the State Treasurer and the appropriate bond finance committees,
to the redemption of any other general obligation bonds then outstanding. To the extent that the deposit is not
applied by January 31 of each fiscal year, the variable-rate general obligation bonds will be redeemed in whole
or in part on an interest payment date in that fiscal year.

B. Economic Recovery Bonds

In 2004 voters approved the one-time issuance of Economic Recovery Bonds. The debt service for these
bonds is payable from and secured by amounts available in the Economic Recovery Bond Sinking Fund, a
debt service fund that consists primarily of revenues from a dedicated sales tax. However, the General Fund
may be liable for the payment of any principal and interest on the bonds that cannot be paid from the
Economic Recovery Bond Sinking Fund.

As of June 30, 2011, the State had $7.2 billion of Economic Recovery Bonds outstanding. Of the $7.2 billion
outstanding, bonds totaling $625 million are variable rate bonds, consisting of $500 million in daily rate bonds
and $125 million in weekly rate bonds. The interest rates associated with the daily rates and weekly rates are
determined by the remarketing agents to be the lowest rates that would enable them to sell the bonds for
delivery on the effective date of such rate at a price (without regard to accrued interest) equal to 100% of the
principal amount. The interest is paid on the first business day of each calendar month. As described in the
Official Statement, payment of principal, interest, and purchase price upon tender, for a portion of these bonds,
is secured by a direct-pay letter of credit. The State reimburses its credit providers for any amounts paid, plus
interest. Different credit providers exist for each series of variable-rate bonds issued. The expiration date for
these letters of credit is June 15, 2012.
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C. Mandatory Tender Bonds

Of the $7.2 billion in outstanding Economic Recovery Bonds, $500 million have interest-reset dates of
July 1, 2014. At that time, the bonds are subject to mandatory tender for purchase at a price equal to 100% of
the principal amount, plus accrued interest, without premium. Upon mandatory tender, the State will seek to
remarket these bonds. The debt service requirements published in the Official Statement differ from the
calculation included in Table 26 because the statement presumes a successful remarketing at an interest rate
of 4.0% per year. The debt service calculation in Table 26 uses the interest rates in effect at year-end, which
are the same interest rates in effect until the applicable reset date. In the event of a failed remarketing, the
State is required to return all tendered bonds to their initial purchasers and pay an annual interest rate of 11%
until the bonds are successfully remarketed.

As of June 30, 2011, the State had $1.0 billion in outstanding various-purpose general obligation bonds with
interest reset dates beginning April 2, 2012. On each reset date, these bonds are subject to mandatory tender
for purchase at a price equal to 100% of the principal amount thereof, plus accrued interest, without premium,
unless the bonds have been called for redemption on or prior to that date. If the bonds are not redeemed, the
interest rate mode for the bonds will be adjusted to a new mode, and the bonds will be remarketed by a
remarketing agent appointed by the State. The State has not obtained any credit enhancement with respect to
the mandatory tender of these bonds on the first mandatory tender date and does not expect to do so. The
debt service calculation in Table 26 uses the interest rates in effect at year-end, which are the same interest
rates in effect until the applicable reset dates, and assumes full redemption of the bonds beginning on
April 1, 2029. In the event of a failed remarketing, funding for the payment of principal and interest will be
provided by the General Fund.

D. Build America Bonds

In November 2010, the State issued taxable various-purpose general obligation bonds as “Build America
Bonds” in the amount of $3.0 billion. As of June 30, 2011, the State had $13.5 billion in taxable various-
purpose general obligation bonds outstanding that were issued as “Build America Bonds” under the American
Recovery and Reinvestment Act of 2009 signed into law on February 17, 2009 (ARRA). While the bonds
mature between 2020 and 2040, two series are part of the mandatory tender bonds previously described that
have reset dates of April 2, 2012, and April 1, 2013. Pursuant to the ARRA, the State receives a cash subsidy
payment from the United States Treasury equal to 35% of the interest payable by the State on the Build
America Bonds on or near each interest payment date. The cash payment does not constitute a full faith and
credit guarantee of the United States Government, but is required to be paid by the United States Treasury
under the ARRA. The cash subsidy payments received are available for use by the General Fund.
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E. Debt Service Requirements

Table 26 shows the debt service requirements for all general obligation bonds as of June 30, 2011. The
estimated debt service requirements for the $2.7 billion variable-rate general obligation bonds and the
$625 million variable-rate Economic Recovery Bonds are calculated using the actual interest rates in effect on
June 30, 2011. The amounts do not reflect any interest subsidy under the Build America Bond program or any
other offsets to general fund costs of debt service.

Table 26

Schedule of Debt Service Requirements for General Obligation Bonds
(amounts in thousands)

Year Ending Governmental Activities Business-type Activities
June 30 Principal Interest Total Principal Interest Total

2,196,360 $ 4,095,748 $ 6,292,108 $ 100,080 $ 51,421 §$ 151,501

2,075,785 3,987,359 6,063,144 82,195 47,815 130,010

2,757,880 3,883,443 6,641,323 104,110 44,406 148,516

2,894,975 3,748,477 6,643,452 77,565 41,129 118,694

2,878,125 3,603,947 6,482,072 75,620 38,115 113,735

14,391,665 16,046,531 30,438,196 234,665 152,216 386,881

12,361,100 12,850,414 25,211,514 86,555 120,048 206,603

12,026,305 10,139,984 22,166,289 191,620 89,636 281,256

14,024,350 6,765,468 20,789,818 176,040 37,540 213,580

12,848,210 2,341,240 15,189,450 90,840 10,163 101,003

— — — 725 38 763

$ 78,454,755 $ 67,462,611 $ 145,917,366 $ 1,220,015 $ 632,527 $ 1,852,542

F. General Obligation Bond Defeasances
1. Current Year
The primary government did not issue any refunding bonds in the 2010-11 fiscal year.

2. Prior Years

In prior years, the primary government placed the proceeds of the refunding bonds in a special irrevocable
escrow trust account with the State Treasury to provide for all future debt service payments on defeased
bonds. The assets of the trust accounts and the liability for defeased bonds are not included in the State’s
financial statements. As of June 30, 2011, the outstanding balance of general obligation bonds defeased in
prior years was approximately $2.8 billion.
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NOTE 16: REVENUE BONDS

A. Governmental Activities

The State Treasurer is authorized by state law to issue Federal Highway Grant Anticipation Revenue Vehicles
(GARVEE bonds). The purpose of these bonds is to accelerate the funding and construction of critical
transportation infrastructure projects in order to provide congestion relief benefits to the public significantly
sooner than with traditional funding mechanisms. These bonds are secured and payable from the annual
federal appropriation for the State’s federal-aid transportation projects. The primary government has no legal
liability for the payment of principal and interest on these revenue bonds. Total principal and interest remaining
on the bonds is $394 million, payable through 2020. In addition, the California Alternative Energy and
Advanced Transportation Financing Authority is authorized to issue Clean Renewable Energy Bonds to fund
the acquisition and installation of certain transportation related solar energy facilities located throughout the
state. Both of these bonds fund activity in the Transportation Fund and are included in the governmental
activities column of the government-wide Statement of Net Assets.

The Golden State Tobacco Securitization Corporation (GSTSC), a blended component unit, is authorized by
state law to issue asset-backed bonds to purchase the State’s rights to future revenues from the Master
Settlement Agreement with participating tobacco companies. These bonds are secured by and payable solely
from future Tobacco Settlement Revenue and interest earned on that revenue. The primary government has
no legal liability for the payment of principal and interest on these bonds. Total principal and interest remaining
on the bonds is $20.0 billion, payable through 2047. The annual principal and interest payments on these
bonds are expected to require all of the Tobacco Settlement Revenue and interest. Principal and interest paid
in the current year and total Tobacco Settlement Revenue and interest were $375 million and $362 million,
respectively. These bonds are included in the governmental activities column of the government-wide
Statement of Net Assets.

Under state law, certain building authorities may issue revenue bonds. These bonds are issued for the
purpose of constructing state office buildings. Leases with state agencies pay the principal and interest on the
revenue bonds issued by the building authorities. The primary government has no legal liability for the
payment of principal and interest on these revenue bonds. These revenue bonds are included in the
governmental activities column of the government-wide Statement of Net Assets.

B. Business-type Activities

Revenue bonds that are directly related to, and are expected to be paid from, the resources of enterprise
funds are included in the accounts of such funds. Principal and interest on revenue bonds are payable from
the pledged revenues of the respective funds of agencies that issued the bonds. The General Fund has no
legal liability for payment of principal and interest on revenue bonds.

Revenue bonds to acquire, construct, or renovate state facilities or to refund outstanding revenue bonds in

advance of maturity are issued for water resources, public building construction, financing of electric power
purchases for resale to utility customers, and certain nonmajor enterprise funds.
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C. Discretely Presented Component Units

The University of California issues revenue bonds to finance various auxiliary, administrative, academic,
medical center, and research facilities. The revenue bonds are not collateralized by any encumbrance,
mortgage, or other pledge of property, except pledged revenues, and do not constitute general obligations of
the university.

Under state law, the California Housing Finance Agency (CalHFA) issues fixed- and variable-rate revenue
bonds to fund loans to qualified borrowers for single-family houses and multifamily developments.
Variable-rate debt is typically related to a common index, such as the Securities Industry and Financial
Markets Association (SIFMA) or the London Interbank Offered Rate (LIBOR) and is reset periodically. CalHFA
issues both federally taxable and tax-exempt bonds. The bonds issued by CalHFA are payable solely from and
collateralized by revenues and other pledged assets.
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Table 27 shows outstanding revenue bonds of the primary government and the discretely presented
component units.

Table 27

Schedule of Revenue Bonds Outstanding
June 30, 2011
(amounts in thousands)

Primary government
Governmental activities

I T EsT oo T4 c=ile] o I =¥ o Lo EOU USSP $ 380,113
Nonmajor governmental funds
Golden State Tobacco Securitization Corporation FUNG ...........couiiuiiiii e e 6,771,714
BUIlAING QUENOTITIES ....ee e e ettt e et et e e e e et e e e e 359,265
Total governmental aCtivities .......cocuuiieeiiiiii e e 7,511,092
Business-type activities
==t g Tl =T g U o o PP 7,836,000
Water RESOUICES FUNG ... ..ttt e et e et et e e et ee et e e e e e e e nne e eeens 2,462,594
Public Building ConStrUCHION FUNG .........tiii et e e e ann e 8,833,681
California State UnIVersity FUNG ... e et e e e aeeas 3,415,092
NONMAJOr ENEEIPIISE FUNGS ...ttt et e ettt e et et e e e et e e e e 742,948
Total business-type aCtiVIties ........ccireiiiiiiiiie e 23,290,315
Total primary QOVEINMENL ........c.iiiuiiiei i e e s ree s e e e s s s ena s rrea st e e smnn s ern s seeaanennnrs 30,801,407
Discretely presented component units
University Of CalifOrnia ....... .o et e ettt et e e e e e e et eaa e e 10,937,240
California HousiNg FINANCE AGENCY ....cuniiiiiii it et e e e et e eee e e e 7,942,003
NONMAJOr COMPONENT UNIES ....euiiitii it e et e e et e e et e e e s e e eees 527,962
Total discretely presented cOmponent UNits ..........ooieiiieiiiiinii e e 19,407,205
LI $ 50,208,612
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Table 28 shows the debt service requirements for fixed- and variable-rate bonds. It excludes certain
unamortized refunding costs, premiums, discounts, and other costs that are included in Table 27.

Table 28

Schedule of Debt Service Requirements for Revenue Bonds
(amounts in thousands)

Discretely Presented

Primary Government Component Units
Year Governmental Business-type
Ending Activities Activities

June 30 Principal Interest Principal Interest* Principal Interest*
163,558 $ 347,921 $ 1,193,425 $ 1,109,741 $ 434,241  $ 827,681
149,048 353,955 1,265,555 1,051,679 504,374 801,666
158,403 360,647 1,316,655 991,239 470,184 786,763
132,858 352,917 1,361,490 928,516 492,300 762,411
70,984 346,388 1,387,120 864,724 509,738 736,484
724,262 1,662,575 7,510,113 3,302,673 2,621,468 3,311,795
679,060 1,667,543 4,180,730 1,870,518 2,957,488 2,673,745
770,913 1,500,231 2,953,545 1,001,125 3,266,218 2,011,945
745,010 1,244,322 1,622,745 336,585 3,210,415 1,330,168
1,891,609 948,766 392,810 56,231 2,192,245 685,760
1,812,000 783,185 40,040 2,495 1,837,525 304,724
696,544 3,322,012 — — 472,290 89,257
— — — — 222,470 957

7,994,249 $ 12,890,462 $ 23,224,228 $ 11,515,526 $ 19,190,956 $ 14,323,356

* Includes interest on variable-rate bonds based on rates in effect on June 30, 2011.

D. Revenue Bond Defeasances

1. Current Year—Governmental Activities

The primary government did not issue any refunding bonds in the 2010-11 fiscal year.

2. Current Year—Business-type Activities

In November 2010, the primary government issued $98 million in water system revenue bonds. The bond
proceeds were used to current-refund $30 million of outstanding water system revenue bonds. The proceeds
were deposited into an escrow account to provide for all future debt service payments on the refunded bonds.
As a result, the bonds are considered defeased and the liability for those bonds has been removed from the
financial statements. This refunding will decrease debt service payments by $3 million over the life of the
bonds and will result in an economic gain of $2 million for the refunded bonds. These water system revenue
bonds are reported in the Water Resources Fund.

In October 2010, the primary goverment issued $1.8 billion in fixed-rate power supply revenue bonds to

current-refund $1.1 billion of outstanding variable-rate bonds and advance-refund $813 million of outstanding
fixed-rate bonds. The refunding reduced the amount of outstanding variable-rate debt and reduced the risk
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and dependency from credit support providers and interest-rate swap counterparties. The proceeds were
deposited into an escrow account to provide for all future debt service payments on the refunded bonds. As a
result, the bonds are considered defeased and the liability for these bonds has been removed from the
financial statements. The refunding decreased overall debt service payments by $76 million and resulted in an
economic gain of $25 million. The power supply revenue bonds are reported in the Electric Power Fund.

3. Current Year—Discretely Presented Component Units

In July 2010, the University of California issued $144 million in general revenue bonds. A portion of the
proceeds were used to refund $146 million in outstanding revenue bonds. The bonds mature at various dates
through 2024 and have a weighted average interest rate of 4.9 percent. The deferred premium will be
amortized as a reduction to interest expenses over the term of the bonds.

4. Prior Years

In prior years, the primary government defeased certain bonds by placing the proceeds of new bonds in
irrevocable trust accounts to provide for all future debt service requirements. Accordingly, the assets and
liabilities for these defeased bonds are not included in the financial statements. As of June 30, 2011, the
outstanding balance of revenue bonds defeased in prior years was $4.2 billion for governmental activities and
$3.7 billion for business-type activities.

In prior years, the University of California, a discretely presented component unit, defeased certain bonds.
Investments that have maturities and interest rates sufficient to fund retirement of defeased liabilities are being
held in irrevocable trusts for the debt service payments. Accordingly, the assets of the trust accounts and the
liabilities for the defeased bonds are not included in the State’s financial statements. As of June 30, 2011, the
outstanding balance of University of California revenue bonds defeased in prior years was $754 million.

NOTE 17: DERIVATIVE FINANCIAL INSTRUMENTS

Certain primary government business-type activities and discretely presented component units use
derivatives—including futures, forward contracts, options and interest rate swap contracts—as a substitute for
investment in equity and fixed-income securities, to reduce the effect of fluctuating foreign currencies on
foreign currency-denominated investments, or to limit its exposure of variable-rate bonds to changes in market
interest rates.

A futures contract is an agreement between two parties to buy and sell a security, financial index, interest rate,
foreign currency, or other financial instrument at a set price on a future date. They are standardized contracts
that can be easily bought and sold and are exchange-traded. A futures contract obligates a buyer to purchase
the commodity or financial instrument and a seller to sell it, unless an offsetting contract is entered into to
offset one’s obligation. The resources or obligations acquired through these contracts are usually terminated
by entering into offsetting contracts.

Forward contracts are similar to futures contracts, although they are not exchange-traded. One example of a
forward contract is a foreign currency exchange contract used to hedge against foreign currency exchange
rate risks on non-U.S. dollar-denominated investment securities and to increase or decrease exposure to
various foreign currencies. Another example is when forward contracts are used to purchase certain
mortgage-backed securities on a to-be-announced (TBA) basis when the price cannot be determined until the
coupon rate is known. A forward contract on a TBA basis is a commitment to purchase a mortgage-backed
pass-through pooled security when issued by the Federal National Mortgage Association (Fannie Mae),
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Federal Home Loan Mortgage Corporation (Freddie Mac), and Government National Mortgage Association
(Ginnie Mae).

An option contract gives the State the right, but not the obligation, to buy or sell a financial instrument or
commodity at a fixed price during a specified period.

The State considers its futures, forward contracts, and options to be investment derivatives. A swap is a
contractual agreement to exhange future cash flows. These cash flows may be either fixed or variable and
may be either received or paid. The State holds interest rate swaps as both investment derivatives and
hedging derivatives.

Table 29 shows debt service requirements as of June 30, 2011, for variable-rate debt included in Table 28, as

well as net swap payments, assuming that current interest rates remain the same for their terms. As interest
rates vary, variable-rate bond interest payments and net swap payments will vary.

Table 29

Schedule of Debt Service and Swap Requirements for Variable-rate Revenue Bonds
(amounts in thousands)

Discretely Presented Component Units

Interest-
Year Ending Rate* Swap
June 30 Principal Interest* Net Total
20 $ 36,253 §$ 8,181 § 114,719 § 159,153
20 40,006 6,647 106,622 153,275
2014 e e e 49,430 6,488 98,913 154,831
20 1 P 56,251 6,326 91,851 154,428
20 1 65,274 6,156 85,319 156,749
2017-2021 374,190 28,004 346,550 748,744
2022-2026 454,045 22,918 247,228 724,191
2027-2031 689,524 17,368 167,578 874,470
2032-2036 604,131 10,208 83,441 697,780
2037-2041 242,069 5,315 26,822 274,206
2042-2046 92,497 2,059 8,053 102,609
2047-2051 485 5 18 508
LI - | $ 2,704,155 $ 119,675 $ 1,377,114 $ 4,200,944

* Based on rates in effect on June 30, 2011.
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A. Primary Government

The Department of Water Resources (DWR) is party to interest-rate swap agreements and natural gas
hedging positions that are considered to be derivatives. Table 30 summarizes the fair values, classification,
and notional amounts outstanding for the DWR’s natural gas hedges accounted for as derivative financial
instruments.

Table 30

Schedule of Fair Values and Notional Amounts - Electric Power Fund
June 30, 2011
(dollars in thousands)

Notional
Amount
Classification Fair Value (in MMBtu)'
Effective hedges
Natural gas swaps Other current assets ..................... $ 3,000 7,485,000
Other current liabilities .................. (30,000) 16,925,000
Total effective hedges.......ccuuiiiiimiiie i $ (27,000)
Investment hedges
Natural gas swaps Other current assets ..................... $ 2,000 10,982,500
Other current liabilities .................. (3,000) 3,250,000
Other noncurrent liabilities ............. (3,000) 990,000
Natural gas options Other current assets ..................... 2,000 33,937,500

Total investment hedges...........ueuiiieiiiiiiiii i e $ (2,000)

"Millions of British thermal units.

1. Natural Gas Swaps and Options

Objective: The DWR enters into forward gas futures and options contracts to hedge the cost of natural gas.
Most of the DWR’s forward gas futures are being treated as normal purchase normal sale (NPNS) contracts
and are therefore not required to be recorded prior to settlement. Forward gas futures not qualifying as NPNS
are recorded on the statement of net assets at fair value. All natural gas options are treated as derivatives and
are classified as investment derivatives. For the DWR’s gas hedging contracts that are effective hedges,
unrealized gains and losses are deferred on the statement of net assets as other current assets or liabilities for
contracts with fewer than 12 months remaining until expiration, or as other noncurrent assets or liabilities for
contracts with more than 12 months remaining until expiration. The deferred amount recorded on the
statement of net assets reflects the deferred inflow or outflow associated with the derivative financial
instruments. Changes in fair value of derivatives that are classified as investment derivatives are included as
investment and interest income on the statement of revenues, expenses, and changes in fund net assets.

Fair Value: The reported fair values from Table 30 above were determined based on quoted market prices for
similar financial instruments.
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Credit Risk: The DWR’s open natural gas hedge positions at June 30, 2011 are with nine different
counterparties, all of which have credit ratings of at least A-/Baa1. At June 30, 2011, the DWR has credit risk
exposure to three counterparties totaling $2 million, representing transactions with market values that are in
the DWR'’s favor. There is no substantial credit exposure to the remaining six counterparties, as the decrease
in natural gas prices has resulted in valuations in the counterparties’ favor. The remaining gas hedge positions
have been entered into through the DWR’s brokerage accounts and the associated clearing accounts have
collateral requirements that limit the DWR’s counterparty credit risk.

Termination Risk: With regards to gas hedge agreements, the DWR or the counterparty may terminate an
agreement if the other party fails to perform under the terms of the contract. In addition, the agreements allow
either party to terminate in the event of a significant loss of creditworthiness by the other party. If a termination
were to occur, the DWR or the counterparty would owe the other a payment equal to the fair value of the open
positions.

2. Interest-Rate Swaps

Termination of Interest Rate Swaps: As part of the Series 2010 M refunding transaction in October 2010, the
DWR terminated all remaining interest rate swaps for $102 million to settle the negative fair market value of
the swap agreements. The interest rate swap derivative values were removed from the statements of net
assets and the loss incurred on termination is being deferred and amortized as part of the refunding
transaction.
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B. Fiduciary Funds

Under the State Constitution and statutory provisions governing the investment authority of the California
Public Employees’ Retirement System (CalPERS), CalPERS holds investments in swaps, options, futures,
rights, and warrants and enters into forward foreign currency exchange. The fair value of options, futures,
rights, and warrants is determined based upon quoted market prices. The fair value of derivative investments
that are not exchange traded, such as swaps, is determined by an external pricing service using various
proprietary methods. Futures contracts are marked-to-market at the end of each trading day and the
settlement of gains or losses occur on the following business day through variation margins. The fair value of
international currency forwards represents the unrealized gain or loss on the related contracts, which is
calculated as the difference between the specified contract exchange rate and the exchange rate at the end of
the reporting period.

CalPERS uses forward foreign currency exchange contracts primarily to hedge against changes in exchange
rates related to foreign securities. Derivatives with positive fair values are recorded as either investments or
receivables (net) in the statement of fiduciary net assets. Derivatives with negative fair values are recorded as
other liabilities in the statement of fiduciary net assets. Changes in fair value are recorded as net appreciation
or depreciation in fair value of investments in the statement of changes in fiduciary net assets.

The California State Teachers’ Retirement System (CalSTRS) also holds investments in derivative
instruments. CalSTRS’ investments that are not exchange traded, such as credit default swaps and interest
rate swaps, are valued using methods employed for debt securities. Futures contracts are marked-to-market at
the end of each trading day and the settlement of gains or losses occur on the following business day. As a
result, the derivative instruments themselves have no fair value at June 30, 2011, or at the end of any trading
day. Daily settlement of gains and losses is a risk control measure to limit counterparty credit risk. Futures
variation margin amounts are settled each trading day and are recognized as net appreciation or depreciation
in fair value of investments as they are incurred.

CalSTRS holds foreign currency forwards, which are obligations to buy or sell a currency at a specified
exchange rate and quantity on a specific future date. The fair value of foreign currency forwards is the
unrealized gain or loss calculated based on the difference between the specified exchange rate and the
closing exchange rate at June 30, 2011. Derivatives with positive fair values are recorded as investments in
the statement of fiduciary net assets. Derivatives with negative fair values are recorded as accounts payable in
the statement of fiduciary net assets. Changes in fair value are recorded as net appreciation or depreciation in
fair value of investments in the statement of changes in fiduciary net assets.
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All fiduciary fund derivative instruments are included in the investments disclosed in Note 3, Deposits and
Investments. Table 31 presents the net appreciation (depreciation) in fair value, the fair values, and notional
amounts of derivative instruments outstanding of these fiduciary funds.

Table 31

Schedule of Changes in Fair Values, Fair Values, and Notional Amounts - Fiduciary Funds
June 30, 2011
(dollars in thousands)

Net Appreciation
(Depreciation) Notional
Investment Type in Fair Value Classification Fair Value Amount

Credit default swaps ................... $ 605 Debt securities .............c........ $ 75 $ 29,936
Credit default swaps bought ......... (3,304)  Debt securities ..........cccceeeeeeenn 6,218 44,150
Credit default swaps written ......... 2,307 Debt securities .............ccevvenen. 1,184 77,150
Equity options bought ................. (8,427)  Equity securities .............c.cc.... 1,960 1,462,500 shares
Equity options written .................. 7,286 Equity securities ..................... (2,354) (120,000) shares
Fixed-income futures long ........... 910 Investment sales/purchases ..... — 195,643
Fixed-income futures short .......... (8,336)  Investment sales/purchases ..... — (785,991)
Fixed-income options written ....... 11,029 Equity securities ..................... (4,568) (496,183)
Foreign currency options bought .. (3,238)  Equity securities .............c.ce.... 1,488 275,954
Foreign currency options written ... 1,210 Equity securities ..................... (51) (5,219)
Foreign currency forwards ........... (115,428)  Foreign currency contracts ...... (1,224) 7,105,386
Futures options bought ............... (5,475) Debt securitieS .......cooveevevninnnn, 12,120 ' 786,625
Futures options written ................ 2,409 Debt securities ....................... (70) (46,540)
Futures options written ................ 1,195 Equity securities ..................... — —
Futures (domestic and foreign) ..... 84,232 Futures .......ccooooiiiiiiin. — (751,635)
Foreign exchange forwards ......... (1,186,921)  Investment sales/purchases ..... (128,672) 28,140,569
Index futureslong ...........c.ceeeeee 1,453,941 Investment sales/purchases ..... — 31,587
Index futures short ..................... 30 Investment sales/purchases ..... — —
Interest-rate swaps ..................... (5,803)  Debt securities ..........cccceeeeeeenn (9,613) 429,153
Pay-fixed interest-rate swaps ....... (5,683)  Debt securities ..........cccceeeeeeenn (1,745) 118,228
Receive-fixed interest-rate swaps . 2,739 Debt securities ..........cccceevvenen. 769 149,011

Rights ...oeeii e (1,042)  Equity securities .............c.cc.... 5,088 27,885,963 shares
Total return bond swaps .............. (126,841)  Debt securities ..........cccceeeeeeee. (131,061) 2,642,443

Warrants .......coceeeveeenieiiiiniieennn, (2,751)  Equity securities .............c.cc.... 4,002 991,950 shares

L) [P $ 94,644 $  (246,454)

" The total Futures options bought of $12,120 is comprised of debt and equity securities option bought of $11,611 and $509, respectively.
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Interest Rate Risk: Table 32 describes the maturity periods of the derivative instruments during which these
fiduciary funds were exposed to interest rate risk.

Table 32

Schedule of Derivative Instruments Subject to Interest Rate Risk - Fiduciary Funds
June 30, 2011

(amounts in thousands)

Fair Investment Maturities (in years)
Investment Type Value Under 1 1-10 10+
Credit default SWaPS .........c.coevrueeueeeeereeeeeeeeeeeeeeeeneeen. $ 75 % — $ (93) $ 168
Credit default swaps bought ...........cccocoveiiiieniiienenn. 6,218 (194) 179 6,233
Credit default swaps written 1,184 18 1,166 —
Fixed income options ............. 11,611 — 11,611 —
Fixed income options written (4,568) (4,055) (513) —
INtEreSt-rate SWAPS «.....v.cveceeeeeeceereeeeeeeeeeeeseeereeneeeeeeees (9,613) — (7,510) (2,103)
Pay fixed interest-rate SWaps .........c.cccceeerereeerieenieencns (1,745) — (614) (1,131)
Receive fixed interest-rate SWaps ..........ccccoeecuereeeevenennen. 769 — (851) 1,620
Total return bonNd SWaPS ........cccveeveeieeieeeesieeiecie e (131,061) (97,249) (33,884) 72
TORAL ..o $ (127,130) $ (101,480) $ (30,509) $ 4,859
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Table 33 details the reference rate, fair value and notional amount of the derivative instruments held by these
fiduciary funds that were highly sensitive to changes in interest rate risk.

Table 33

Schedule of Derivative Instruments Highly Sensitive to Interest Rate Changes - Fiduciary Funds
June 30, 2011
(amounts in thousands)

Fair Notional
Investment Type Reference Rate Value Amount
Interest-rate swaps Receive variable 3-month LIBOR, pay fixed 4.25% ........... $ (1,131) $ 34,600
Receive variable 3-month LIBOR, pay fixed 3.928% ......... (1,860) 75,000
Receive variable 3-month LIBOR, pay fixed 3.905% ......... (4,711) 175,000
Receive variable 3-month LIBOR, pay fixed 3.829% ......... (743) 12,000
Receive variable 3-month LIBOR, pay fixed 3.575% ......... (938) 150,000
Receive variable 3-month LIBOR, pay fixed 3.50% (686) 31,200
Receive variable 3-month LIBOR, pay fixed 3.36% ... 815 40,428
Receive variable 3-month LIBOR, pay fixed 0% ............... (2,104) 29,153
Receive fixed 5.8%, pay variable 6-month CDOR" ........... 219 8,807
Receive fixed 2.0%, pay variable 6-month LIBOR? ........... (58) 19,812
Receive fixed 1.5%, pay variable 6-month LIBOR ............. 1,459 61,912
Receive fixed 4.385%, pay variable 3-month LIBOR ......... (215) 17,336
Receive fixed 6.96%, pay variable 1-month TIE® ............. (667) 38,484
Receive fixed 6.75%, pay variable 1-month TIIE .............. 23 1,885
Receive fixed 6.59%, pay variable 1-month TIIE .............. 8 776

Subtotal Interest-rate swaps $ (10,589) $ 696,393

Fixed-income options Swaption 5YR RTP FEB13 5.11 PUT........ccocoiiiiiiniiinnines $ 1,554 $ 250,000
Swaption 5YR RTR MAR13 3.405 CALL 5,038 175,000
Swaption 5YR RTR APR13 3.428 CALL.........ccccvnnernennne. 2,123 75,000
Swaption 5YR RTR MAY13 3.075 CALL.......ccccvvveverinnnnn. 1,450 75,000
Swaption 5YR RTR MAY13 3.075 CALL 1,446 75,000
Subtotal Fixed-iNCOMe OPHIONS .....c.ueuiiireeiiiir i irr s rrr s rrr e s e e e e s s sr e s mm e e s e mnnnanenes $ 11,611 $ 650,000
Total return bond swaps Receive fixed 1.00%, pay fixed 1.00% .......ccceevvmviiiuniennnnns $ (131,120) $ 2,623,499
LI - $ (130,098) $ 3,969,892

' Canadian Dealer Offered Rate (CDOR)
2 London Interbank Offered Rate (LIBOR)
® Tasa de Interes Interbancaria de Equilibrio (TIIE)
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Credit Risk: Due to the level of risk associated with certain derivative investment securities, it is reasonably
possible that changes in the values of investment securities will occur in the near term, and such changes
could affect the amounts reported in the financial statements. CalPERS could be exposed to risk if the
counterparties to the contracts are unable to meet the terms of the contracts. CalPERS seeks to control this
risk through counterparty credit evaluations and approvals, counterparty credit limits, posting collateral and
exposure monitoring procedures.

Table 34 details the counterparty, percent of net exposure, and credit ratings for the derivative instruments
held by CalPERS that were subject to credit risk.

Table 34

Schedule of Derivative Instruments Subject To Credit Risk - California Public Employees’ Retirement System
June 30, 2011

Percent of S&P Fitch Moody’s
Counterparty Net Exposure Ratings Ratings Ratings
SOCIEtE GENEIAIE .....ecveieieiie et 2153 % A+ A+ Aa2
JP Morgan Chase Bank NA ...........ccocovinirrienienene e 21.45 AA- AA- Aal
Credit Suisse Securities (USA), LLC 14.72 A+ AA- Aa1l
UBS AG ..ottt 12.47 A+ A+ Aa3
Barclays Capital .........ccceeeeeeeiieiieieceeie et 11.32 AA- AA- Aa3
Goldman Sachs International ...........ccoeeeereriereneneseeeseseseene 11.27 A A+ A1l
Royal Bank of Scotland PLC .........ccoocoeiiiiiiiiiee e 3.64 A+ AA- Aa3
Morgan Stanley and Co. International PLC .........cccccccvevrerieenene 1.82 A A A2
BNP Paribas .......cccoeoveiuieiecieciesieceste et 1.27 AA AA- Aa2
Deutsche Bank AG LONAON .........cccoviiriiiiiieiiieieceeese e 0.51 A+ AA- Aa3
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In cases where a wholly owned broker-dealer does not engage the rating companies for a standalone rating,
the subsidiary is assigned the parent company rating as the broker-dealer is an integral part of their business
model(s). With the exception of foreign currency forwards, it is CalSTRS’ practice to require counterparty
collateral posting provisions in its non-exchange-traded derivative instruments where it is consistent with
market practice. As of June 30, 2011, the aggregate amount of cash collateral held at CalSTRS on behalf of
the non-exchange traded derivatives was $3 million. The aggregate fair value of investment derivative
instruments in an asset position subject to counterparty credit risk at June 30, 2011, was $8.1 million. This
represents the maximum loss that would be recognized at the reporting date if all counterparties failed to
perform as contracted. At June 30, 2011, CalSTRS did not have any significant exposure to counterparty
credit risk with any single party.

While CalSTRS did not have any master netting agreements with its counterparties at June 30, 2011, Table 35
presents exposure for similar instruments with the same counterparty on a net basis and describes the
counterparty credit ratings for the non-exchange-traded derivative instruments held by CalSTRS that were
outstanding and subject to loss.

Table 35

Schedule of Counterparty Credit Rating - California State Teachers’ Retirement System
June 30, 2011
(amounts in thousands)

Foreign
Credit Defalt Interest-Rate Total Return Currency
Ratings Swaps Swaps Swaps Forwards Total
$ — $ — $ 34 $ 1,995 $ 2,029
688 — 27 5,367 6,082
Subtotal investments in asset
POSItioNn .........ccoooiiiii 688 — 61 7,362 8,111
Investments in liability position ............ (613) (9,613) (2) (8,586) (18,814)
Total investments in asset/
(liability) position ........cccccevererinnaes $ 75 $ (9,613) $ 59 $ (1,224) $ (10,703)
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C. Discretely Presented Component Unit—University of California

The University of California, a discretely presented component unit, holds investment derivatives in futures and
forward contracts, and interest-rate swap contracts. The Board of Trustees for each campus foundation may
also authorize derivatives in its investment policy. The university enters into futures contracts for the purpose
of acting as a substitute for investment in equity and fixed-income securities. The university also holds
interest-rate swaps that are derivative instruments that meet the criteria for an effective hedge. Certain of the
interest-rate swaps are considered hybrid instruments since, at the time of execution, the fixed rate on each of
the swaps was off-market and the university received an up-front payment. As such, these swaps are
comprised of a derivative instrument, an at-the-market swap that is an effective hedge, and a companion
instrument, a borrowing represented by the up-front payment. The unamortized amount of the borrowing under
the companion instrument was $30 million at June 30, 2011. Derivatives are recorded at fair value as either
assets or liabilities in the statement of net assets. Certain derivatives are determined to be hedging derivatives
and designated as either a fair value or cash-flow hedge. Under hedge accounting, changes in the fair value of
hedging derivatives are considered to be deferred inflows (for hedging derivatives with positive fair values) or
deferred outflows (for hedging derivatives with negative fair values). Deferred inflows are included with other
noncurrent liabilities and deferred outflows with other noncurrent assets in the statement of net assets.
Changes in the fair value of derivatives that are not hedging derivatives are reported as net appreciation or
depreciation in fair value of investments in the statement of activities. Table 36 summarizes the fair value
balances and notional amounts of derivative instruments outstanding, categorized by type, and the changes in
fair value of such derivatives.

Table 36

Schedule of Changes in Fair Values, Fair Values, and Notional Amounts - University of California
June 30, 2011

(amounts in thousands)

Changes in
Fair Notional
Value Classification Fair Value Amount
Investment derivatives
Domestic equity futures contracts long ................ $ 45,109 Investments ................. $ 1,725 $ 238,874
Domestic equity futures contracts short ............... (303) Investments ................. — —
Foreign equity futures contracts long .................. 3,267 Investments ................. 397 33,368
Foreign equity futures contracts short ................. (883) Investments ................. (130) (9,524)
Foreign currency exchange contracts long ........... 40,678 Investments ................. (127) 37,705
Foreign currency exchange contracts short .......... (78,301)  Investments ................. (5,005) (486,844)
Stock rights/warrants ............ccccoiiiiiiiieiiininenns 498 Investments ................. 1,400 —
Total investment derivatives..........ccccceevvvrencrennene. $ 10,065 $ (1,740) $  (186,421)
Cash flow hedges
Interest-rate swaps Other noncurrent
Pay fixed, receive variable ............................. $ 16,990 assets (liabilities) ....... $ (47,092) $ 260,690

Table 29 includes the university’s debt service requirements and net swap payments as of June 30, 2011.
Total principal, variable interest, and interest rate net swap payments are $261 million, $42 million, and
$209 million, respectively.
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Objective and Terms: The university entered into interest-rate swap agreements in connection with certain
variable-rate Medical Center Pooled Revenue Bonds as a means to lower borrowing costs, rather than using
fixed-rate bonds at the time of issuance. Under each swap agreement, the university pays the swap
counterparties a fixed-interest-rate payment and receives a variable-interest-rate payment that effectively
changes the variable-interest-rate bonds to synthetic fixed-rate bonds.

Fair Value: There is a risk that the fair value of a swap will become negative as a result of market conditions.
The swaps have an estimated negative fair value of $47 million as of June 30, 2011. The fair value of the
interest rate swaps is the estimated amount the university would have either received or paid if the swap
agreements had been terminated on June 30, 2011. The fair value was estimated by financial institutions or
independent advisors using available quoted market prices or discounted expected future net cash flows.

Table 37 summarizes the terms and fair value of the swap agreements.

Table 37

Schedule of Terms and Fair Values of Swap Agreements
(amounts in thousands)

Outstanding Fixed Rate Variable Rate
Swap Notional Fair Paid by Received by Counterparty
Termination Effective Amount at Value at University University Credit Ratings
Date Date June 30, 2011 June 30, 2011 of California of California (Moody’s, S&P’s)
2032 ..o 2001 $ 85915 § (9,133) 3.5897 % 58% of 1-Month A2, A
LIBOR + 0.48%*
2047 .ccoeeeenne 2008 174,775 (37,959) 4.6873 67% of 3-Month Aa3, A+
LIBOR + 0.73%*
Total ....ceveeruernns $ 260,690 $ (47,092)

* Weighted average spread

Interest Rate Risk: There is a risk the value of the interest-rate swaps will decline because of changing interest
rates. The values of the interest-rate swaps with longer maturities tend to be more sensitive to changing
interest rates and, therefore, more volatile than those with shorter maturities.

Basis Risk: The university is exposed to basis risk whenever the interest rates on the bonds are reset. The
interest rate on the bonds is a tax-exempt interest rate, while the variable receipt rate on the interest rate
swaps is taxable. However, there is no basis or tax risk related to the swap with the $175 million notional
amount since the variable rate the university pays to the bond holders matches the variable-rate payments
received from the swap counterparty and the interest rates are reset at the same intervals.

Termination Risk: The university is exposed to risk in the event of nonperformance by counterparties resulting
in cancellation of the synthetic interest rate and returning the interest-rate payments to the variable interest
rates on the bonds. In addition, depending on the agreement, certain swaps may be terminated if the
counterparty’s credit quality rating, as issued by Moody’s or Standard & Poor’s, falls below certain thresholds.
At termination, the university may also owe a termination payment if there is a realized loss based on the fair
value of the swap.
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Credit Risk: The university could be exposed to credit risk if the interest-rate swap counterparties to the
contracts are unable to meet the terms of the contracts. Contracts with positive fair values are exposed to
credit risk. The university faces a maximum possible loss equivalent to the amount of the derivative’s fair
value, less any collateral held by the university provided by the counterparty. Contracts with negative fair
values are not exposed to credit risk. There are no collateral requirements related to the interest-rate swap
with the $86 million notional amount. Depending on the fair value related to the swap with the $175 million
notional amount, the university may be entitled to receive collateral from the counterparty to the extent the
positive fair value exceeds $35 million, or be obligated to provide collateral to the counterparty if the negative
fair value of the swap exceeds $75 million or the cash and investments held by the medical centers fall below
$250 million. As of June 30, 2011, no collateral was required.

D. Discretely Presented Component Unit—California Housing Finance Agency

The California Housing Finance Agency (CalHFA), a discretely presented component unit, holds interest-rate
swaps that are derivative instruments. As of June 30, 2011, the fair value of the swaps is reported as other
noncurrent assets or as other noncurrent liabilities in the statement of net assets. The cumulative gain or loss
on the fair value of the effective swaps is reported as other noncurrent assets or as other noncurrent liabilities
in the statement of net assets. Alternatively, the gain or loss on the fair value of the ineffective swaps is
reported as other general revenues in the statement of activities. CalHFA did not pay or receive any cash
when the swap transactions were initiated except for in-substance assignments. Except as discussed under
rollover risk, CalHFA’s swap agreements contain scheduled reductions to outstanding notional amounts that
are expected to approximately follow scheduled or anticipated reductions in the associated bonds payable.
Table 38 summarizes the swap fair value activity in the statement of net assets and the statement of activities.

Table 38

Schedule of Swap Agreement Fair Value - California Housing Finance Agency
June 30, 2011
(amounts in thousands)

Amount
Statement of net assets:
OthEI NONCUITENT ASSELS .......uiviiiiei it ee e e ettt e e e e et e e e eeeeeeeataeeeeaeeeaaaasseeeeeeesassseeeaaesaasnnsseeaeeeasssnnneeeenn, $ 212,487
Other NONCUITENT HADIIHIES .......oiiiiie ettt et e e et e e sttt e e eae e e e s be e e e snbeeesnbeeesnneeeeanneas 252,486
Statement of activities:
Other general reVENUES (EXPENSES) ......couiiitieiiieiieiiteeeit et e ete ettt et e e bt sae e et e e s et e e bt e sabe e sbee st e ebeesaneesbeesareesrnesanea. (3,360)

Table 29 includes debt service requirements and net swap payments as of June 30, 2011, for CalHFA. Total
principal, variable interest, and interest rate net swap payments are $2.4 billion, $77 million, and $1.2 billion,
respectively.

Objective: CalHFA has entered into interest-rate swap agreements with various counterparties to protect itself
against rising rates by providing synthetic fixed rates for a like amount of variable-rate bond obligations. The
majority of CalHFA’s interest-rate swap transactions are structured to pay a fixed rate of interest while
receiving a variable rate of interest, with some exceptions. CalHFA has used multiple swap formulas. As of
June 30, 2011, the formulas for the swap portfolio used the SIFMA, the one-month LIBOR, the three-month
LIBOR, and the six-month LIBOR rates. The swap formula will continue to be monitored for its effectiveness in
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case CalHFA chooses to enter into any future interest-rate swaps. In addition, CalHFA entered into eight basis
swaps as a means to change the variable-rate formula received from counterparties for $240 million
outstanding notional amount from 65% of LIBOR to varying floating rates.

Terms, Fair Value, and Credit Risk: CalHFA uses 13 counterparties for its interest-rate swap transactions. All
of CalHFA’s interest-rate swap agreements require CalHFA to post collateral if its general obligation credit
ratings, as issued by Moody’s and Standard & Poor’s, fall below a certain level or if the fair value of the swaps
breach a certain threshold. The collateral can be posted in several forms in the amount of the fair value of the
interest-rate swaps. If CalHFA does not post collateral, the interest-rate swap can be terminated by the
counterparty. As of June 30, 2011, CalHFA’s swap portfolio has an aggregate negative fair value of
$252 million due to a decline in interest rates. Fair values are as reported by CalHFA’s counterparties and are
estimated using the zero-coupon method. As CalHFA’s swap portfolio has an aggregate negative fair value,
CalHFA has no net exposure to credit risk. CalHFA has 106 swap transactions, with outstanding notional
amounts of $2.8 billion, effective dates from December 9, 1999, to November 1, 2009, and scheduled
termination dates from August 1, 2012, to August 1, 2042. Standard & Poor’s credit ratings for these
counterparties range from A- to AAA; Moody’s credit ratings range from A3 to Aaa.

Interest Rate Risk: CalHFA is exposed to interest rate risk on its fixed-payer swaps. As the LIBOR or the
SIFMA swap index decreases, CalHFA’s net payments on the swaps increase.

Basis Risk: CalHFA’s swaps contain the risk that the floating-rate component of the swap will not match the
floating rate of the underlying bonds. This risk arises because floating rates paid by swap counterparties are
based on indices that consist of market-wide averages, while interest paid on CalHFA’s variable-rate bonds is
specific to individual bond issues. CalHFA’s variable-rate tax-exempt bonds trade at a slight discount to the
SIFMA index. For swaps associated with tax-exempt bonds for which CalHFA receives a variable-rate
payment based on a percentage of LIBOR, CalHFA is exposed to basis risk if the relationship between SIFMA
and LIBOR converges. As of June 30, 2011, the SIFMA rate was 0.09%, the one-month LIBOR was 0.19%,
the three-month LIBOR was 0.25%, and the six-month LIBOR was 0.40%.

Termination Risk: Counterparties to CalHFA’s interest-rate swaps have termination rights that require
settlement payments by either CalHFA or the counterparty, based on the fair value of the swap.

Rollover Risk: CalHFA is exposed to rollover risk on interest-rate swaps that are hedges of debt that mature or

may be terminated prior to the maturity of the hedged debt. When these swaps terminate, CalHFA will be
re-exposed to the risks being hedged by the swaps.
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NOTE 18: INTERFUND BALANCES AND TRANSFERS

A. Interfund Balances

Due from other funds and due to other funds represent short-term interfund receivables and payables resulting
from the time lag between the dates on which goods and services are provided and received and the dates on
which payments between entities are made. In addition, interfund borrowing, mainly from nonmajor
governmental funds and fiduciary funds, is used to meet temporary imbalances of receipts and disbursements
in the General Fund. Table 39 presents the amounts due from and due to other funds.

Table 39

Schedule of Due From Other Funds and Due To Other Funds
June 30, 2011
(amounts in thousands)

Due To
Nonmajor Electric Water
General Federal Transportation Governmental Power Resources
Due From Fund Fund Fund Fund Fund Fund
Governmental funds
General Fund...........cooeeveiinneennen. $ — $ — $ 215916 $ 1,130,821 $ — $ —
Federal Fund............ccooieiiiiennn. 970,235 — 1,171,808 199,785 — —
Transportation Fund 1 — — 33,426 — —
Nonmajor governmental funds ....... 29,670 — 28,755 32,600 — —
Total governmental funds ........ 999,906 — 1,416,479 1,396,632 — —
Enterprise funds
Water Resources Fund ................. — — — — — —
Public Building Construction Fund .. 1,388 — — — — —
State Lottery Fund........................ 177 — — 276,999 — —
Unemployment Programs Fund ...... 175,982 46,245 — — — —
Nonmajor enterprise funds ............ 30 — — 550 — —
Total enterprise funds ... 177,577 46,245 — 277,549 — —
Internal service funds ................... 15,775 — 25,720 52,772 6,000 2,206
Total primary government ............. $ 1,193,258 $ 46,245 $ 1,442,199 $ 1,726,953 $ 6,000 $ 2,206
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Due To
Public California
Building State Unemployment State Nonmajor Internal
Construction Lottery Programs University Enterprise Service Fiduciary
Fund Fund Fund Fund Funds Funds Funds Total
$ — $ — $ — $ — $ 1,302 $ 192,585 $ 8,907,937 $ 10,448,561
— — — — 4,165 41,319 4,942,794 7,330,106
275 — — — — 24,097 35,057 92,856
— — — 2,170 46 33,113 5,219 131,573
275 — — 2,170 5,513 291,114 13,891,007 18,003,096
— — — — — 36,547 — 36,547
— — — — — 60,499 628 62,515
— — — — — — — 277,176
— — — — — — — 222,227
— — — — — 48 11 639
— — — — — 97,094 639 599,104
26,924 517 2,361 — 816 11,629 2,113 146,833
$ 27,199 $ 517 § 2,361 $ 2,170 $ 6,329 $ 399,837 $ 13,893,759 $ 18,749,033
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Interfund receivables and payables are the result of interfund loans that are not expected to be repaid within
one year. In addition to the temporary interfund cash-flow borrowing shown in Table 39, annual enacted
budgets provide for long-term loans from many of the State’s special funds—mainly the Transportation Fund
and nonmajor governmental funds—to the General Fund. The $2.6 billion in Transportation Fund loans
payable from the General Fund also includes $1.3 billion of deferred Proposition 42 transfers for traffic
congestion relief and other direct loans from the Traffic Congestion Relief Program. Table 40 presents the
interfund receivables and payables.

Table 40

Schedule of Interfund Receivables and Payables
June 30, 2011
(amounts in thousands)

Interfund Payables

Nonmajor Water Unemployment
General Transportation Governmental Resources Programs
Interfund Receivables Fund Fund Funds Fund Fund

Governmental funds

General Fund ..........oocvviiiiiiiiineeecien, $ — 3 2,598,754 $ 4,880,735 $ — 3 849,775

Transportation Fund ..............coeeviannee. — — — — —

Nonmajor governmental funds ............... 6,654 9,872 — — —

Total governmental funds ................ 6,654 2,608,626 4,880,735 — 849,775

Internal service funds .........c.ccccuveueneens 40,650 —_ 782 91,517 —_

Total primary government ...........cccceene $ 47,304 $ 2,608,626 $ 4,881,517 $ 91,517 $ 849,775
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Interfund Payables

California
State Nonmajor Internal
University Enterprise Service Agency
Fund Funds Funds Funds Total
161,727 143,978 193,684 90,232 8,918,885
— — 2,421 — 2,421
— — — — 16,526
161,727 143,978 196,105 90,232 8,937,832
— — 6,140 — 139,089
161,727 143,978 202,245 90,232 9,076,921
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Due from primary government and due to component units represent short-term receivables and payables
between the primary government and component units resulting from the time lag between the dates on which
goods and services are provided and received and the dates on which payments between entities are made.
Table 41 presents the due from primary government and due to component units.

Table 41

Schedule of Due From Primary Government and Due to Component Units
June 30, 2011
(amounts in thousands)

Due To

Component Units

Public
University Employees’ Nonmajor
of Benefits Component
Due From California Fund Units Total
Governmental funds
General FUNd ......cooovviiiiiiiii e $ 198,389 $ — 3 — 3 198,389
Nonmajor governmental funds ...............cccoeeennee 5,152 — 19 5,171
Total governmental funds ...........cceiiinnnneeens 203,541 — 19 203,560
Internal service funds ........ccoeeieiiiiiiiiiniine, —_ 571 168 739
Total primary government ..........cceeuviimmrennneenenn, $ 203,541 $ 571 $ 187 $ 204,299
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B. Interfund Transfers

As required by law, transfers move money collected by one fund to another fund, which then disburses it. The
General Fund and certain other funds transfer money to support various programs accounted for in other
funds. The largest transfers from the General Fund were $2.6 billion to California State University (a major
enterprise fund) and $1.5 billion to nonmajor governmental funds for support of trial courts. The Federal Fund
transferred $4.0 billion to nonmajor governmental funds for hospital services under the Medi-Cal program.
Table 42 presents interfund transfers of the primary government.

Table 42

Schedule of Interfund Transfers
June 30, 2011
(amounts in thousands)

Transferred To

California
Nonmajor Unemployment State
General Transportation = Governmental Programs University
Transferred From Fund Fund Funds Fund Fund
Governmental funds
General Fund ...........ccocevvevvvnnennenne. $ — $ — $ 2,381,813 $ — 2,562,919
Federal Fund ..........cccooeiiiiiiiininnnne. 749,389 — 4,201,081 616,657 —
Transportation Fund ........................ 171,253 — 770,880 — —
Nonmajor governmental funds ........... 209,888 235 129,917 — 108,371
Total governmental funds ............ 1,130,530 235 7,483,691 616,657 2,671,290
Public Building Construction Fund .... — — — — 32,692
Nonmajor enterprise funds ............... 36,349 — — — —
Internal service funds ......cc.ccovvvennnens 9,737 — 44,687 — —
Total primary government ................. $ 1,176,616 $ 235 $ 7,528,378 $ 616,657 $ 2,703,982
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Internal
Service
Funds

Total

397

4,944,732
5,667,127
942,133
448,808

397

11,902,800

32,692
36,349
54,424

397

$

12,026,265
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NOTE 19: FUND BALANCES, FUND DEFICITS, AND ENDOWMENTS

A. Fund Balances

The fund balance amounts for governmental funds have been reclassified in accordance with GASB
Statement No. 54. As a result, amounts previously reported as reserved and unreserved are now reported as
nonspendable, restricted, committed, assigned, or unassigned. See Note 1K for the new fund balance
classifications as defined by GASB. For purposes of reporting in the State’s CAFR, the following are the
State’s policies based on its interpretation of GASB Statement No. 54.

Committed fund balance: The highest level of decision-making authority within California statewide
government is the California Legislature. The formal action required to establish, modify, or rescind a fund
balance commitment is a statute that becomes law after a bill is passed. Commitments of fund balance,
approved by State Legislative action, must be in place prior to the end of the State’s fiscal year. The California
State Legislature is made up of two houses: the Senate and the Assembly. Both houses must approve a bill. If
both houses approve a bill, it then goes to the Governor. The Governor has three choices: the Governor can
sign the bill into law, allow it to become law without his or her signature, or veto it. A governor’s veto can be
overridden by a two-thirds vote in each house.

Assigned fund balance: California does not have a formal policy to delegate authority to assign resources.
However, fund balance can be classified as assigned when a purchase order creates an outstanding
encumbrance amount unless the purchase order relates to restricted or committed resources. Furthermore, all
resources in governmental funds, other than the General Fund, that are not restricted, committed, or
nonspendable are classified as assigned.

Fund balance spending order: For the purpose of reporting fund balance in the CAFR under GASB Statement

No. 54, the State considers resources to be spent in the following order when an expenditure is incurred for
which these classifications are available: restricted, committed, assigned, and unassigned.
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Table 43 presents the composition of the fund balance of the governmental funds.

Table 43

Schedule of Fund Balance by Function
June 30, 2011
(amounts in thousands)

Nonmajor
General Federal Transportation  Governmental
Nonspendable
Long-term interfund receivables ...............cccoceieeiennnnnn. $ 47,304 $ — $ — $ —
Long-term loans receivable ............cccocvriiiiiiiiiiiieenn. 100,715 — — —
Assets not in spendable form...........ccooooeiiiiiiiiiiiniee — — — 32,196
Legally or contractually required to remain intact............. — — — 7,252
Total nonspendable ...........ccccoiiiiiiiiiiinninecnneneeanes 148,019 — —_ 39,448
Restricted
General government ...........ceeiiiiiiiiiiiin e 4,209 — — 3,269,987
Education ..........cooiviiiiii 59,328 296 4,632 1,426,403
Health and human services ............cccceeeieviiniiiiniennnn.. 89,026 212 — 4,125,104
RESOUICES ..vviiiiii e — 10,651 — 7,247,289
State and consumMer ServiCes ...........cooceveeiiiniiieneennnn. 3,933 — 206,272 539,601
Business and transportation ...............cccoooviiiiiiins — 110,395 7,512,567 3,252,114
Correctional programs ............ccceeviiiiiiiiniiiiiine e, — — — 3,802
Total restricted 156,496 121,554 7,723,471 19,864,300
Committed
General government 16,698 — — 550,710
Education .......cooiiiii e 4,433 — — 47,149
Health and human services ..........ccocovviiiiiiiiiiienann 8,719 — 2,304 189,458
Resources ........cooveveviniiieinnnnn, — — 20 1,350,585
State and consumer services — — — 61,372
Business and transportation ..............ccooiiiiiiiininnn. — — 46,201 437,593
Correctional programs — — — 16,310
Total committed ........cccoenieiriirii e 29,850 — 48,525 2,653,177
Assigned - General government...........ccooviremeninirennann — — — 268,888
UNassigned .........ceeeeiiimmeeinnieen s e e (20,273,606) — (4,764) (17,083)
Total fund balances (deficCit) ..........cceviiiimmniiiinnnniinnns $ (19,939,241) $ 121,554 $ 7,767,232 $ 22,808,730
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B. Fund Deficits

Table 44 shows the funds that had deficits.

Table 44

Schedule of Fund Deficits
June 30, 2011
(amounts in thousands)

Internal

Governmental Enterprise Service

Funds Funds Funds
GENETAl FUNG ...t e e e $ 19,939,241 $ — —
Unemployment Programs Fund — 6,879,180 —
Architecture Revolving FUN ..o — — 25,228
Financial Information Systems Fund .............ccoooiiiiiiiii e, — — 28,915
Office of Systems Integration Fund ............ccoeiiiiiiiiiii e — — 1,348
Service ReVOIVING FUNG .......ocoiiiiiiiiiiiecc e — — 52,412
Total fund defiCits .......ceuiiiuiiiiiirei s $ 19,939,241 $ 6,879,180 $ 107,903

C. Discretely Presented Component Unit Endowments and Gifts

The University of California, a discretely presented component unit, administers certain restricted
nonexpendable, restricted expendable, and unrestricted endowments that are included in the related net asset
categories of the government-wide and fund financial statements. As of June 30, 2011, the total value of
restricted endowments and gifts was $11.1 billion and unrestricted endowments and gifts was $1.6 billion. The
university’s policy is to retain appreciation on investments with the endowment after an annual income
distribution. The net appreciation available to meet future spending needs upon approval by the Board of
Regents amounted to $1.6 billion at June 30, 2011. The portion of investment returns earned on endowments
and distributed each year to support current operations is based on a rate approved by the Board of Regents.
In addition, the California State University Auxiliary Organizations and the University of California Hastings
College of the Law, nonmajor component units, have restricted nonexpendable and restricted expendable
endowments of $829 million and $9 million, respectively.

NOTE 20: RISK MANAGEMENT

The primary government has elected, with a few exceptions, to be self-insured against loss or liability.
Generally, the exceptions are when a bond resolution or a contract requires the primary government to
purchase commercial insurance for coverage against property loss or liability. There have been no significant
reductions in insurance coverage from the prior year. In addition, no insurance settlement in the last three
years has exceeded insurance coverage. The primary government generally does not maintain reserves.
Losses are covered by appropriations from each fund responsible for payment in the year in which the
payment occurs. All claim payments are on a “pay as you go” basis, with workers’ compensation benefits for
self-insured agencies being initially paid by the State Compensation Insurance Fund.

The discounted liability for unpaid self-insured workers’ compensation losses is estimated to be $3.1 billion as
of June 30, 2011. This estimate is primarily based on actuarial reviews of the State’s employee workers’
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compensation program and includes indemnity payments to claimants, as well as all other costs of providing
workers’ compensation benefits, such as medical care and rehabilitation. The estimate also includes the
liability for unpaid services fees, industrial disability leave benefits, and incurred-but-not-reported amounts.
The estimated total liability of approximately $4.2 billion is discounted to $3.1 billion using a 3.5% interest rate.
Of the total, $350 million is a current liability, of which $218 million is included in the General Fund, $119
million in the special revenue funds, $2 million in the internal service funds and $11 million in enterprise funds.
The remaining $2.7 billion is reported as other noncurrent liabilities in the government-wide Statement of Net
Assets.

The University of California, a discretely presented component unit, is self-insured for medical malpractice,
workers’ compensation, employee health care, and general liability claims. These risks are subject to various
claim and aggregate limits, with excess liability coverage provided by an independent insurer. Liabilities are
recorded when it is probable that a loss has occurred and the amount of the loss can be reasonably estimated.
These losses include an estimate for claims that have been incurred but not reported. The estimated liabilities
are based on an independent actuarial determination of the anticipated future payments, discounted at rates
ranging from 2.0% to0 5.0%.

The California Public Employees’ Retirement System (CalPERS) through its Public Employees’ Benefits, a
discretely presented component unit, administers three self-funded health care plans as risk pools available to
all entities that contract for health insurance coverage under the Public Employees’ Medical and Hospital Care
Act. The plans retain all the risk of loss of allowable health claims. Claim liabilities are based on estimates of
the ultimate costs of claims that have been reported but not settled and of claims that have been incurred but
not reported. The estimated claims were calculated by a third-party administrator using a variety of actuarial
and statistical techniques and adjusted for actual experience to produce current estimates that reflect recent
settlements, claim frequency, and other economic and social factors. Adjustments to claims liabilities are
charged or credited to expense in the periods in which they are made. The other major discretely presented
component units do not have significant liabilities related to self-insurance.

Table 45 shows the changes in the self-insurance claims liability for the primary government and the discretely
presented component units.

Table 45

Schedule of Changes in Self-Insurance Claims
Years Ended June 30
(amounts in thousands)

Primary Discretely Presented Component Units
Government University of California Public Employee Benefits
2011 2010 2011 2010 2011 2010
Unpaid claims, beginning ....... $ 2,762,761 $ 2,577,638 $ 585,955 $ 598,014 § 192,195 § 216,584
Incurred claims ..................... 700,815 542,698 163,191 166,943 1,722,185 1,654,574
Claim payments .................... (382,055) (357,575) (160,070) (179,002) (1,678,058) (1,578,963)
Unpaid claims, ending ......... $ 3,081,521 : $ 2,762,761 $ 589,076 $ 585,955 $ 236,322 $ 192,195

* Includes $51,665 for business-type activities.
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NOTE 21: NONMAJOR ENTERPRISE SEGMENT INFORMATION

A segment is an identifiable activity reported as or within an enterprise fund or another stand-alone entity for
which debt is outstanding and a revenue stream has been pledged in support of that debt. In addition, to
qualify as a segment, an activity must be subject to an external requirement to separately account for
revenues, expenses, gains and losses, assets, and liabilities of the activity. All of the activities reported in the
following condensed financial information meet these requirements.

Table 46 presents the Condensed Statement of Net Assets; the Condensed Statement of Revenues,
Expenses, and Changes in Fund Net Assets; and the Condensed Statement of Cash Flows for nonmajor

enterprise funds that meet the definition of a segment. The primary sources of revenues for these funds follow.

High Technology Education Fund: Rental payments on public buildings that are used for educational and
research purposes related to specific fields of high technology.

State Water Pollution Control Revolving Fund: Interest charged on loans to communities for construction of
water pollution control facilities and projects.

Housing Loan Fund: Interest payments from low-interest, long-term farm and home mortgage loan contracts
to eligible veterans living in California.
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Table 46

Nonmajor Enterprise Segments
(amounts in thousands)

Condensed Statement of Net Assets

June 30, 2011 High State Water
Technology Pollution
Education Control
Assets
Due from other fUNAS ... .uuiiii e e e $ 34 $ 4,490
Due from other governments — 162,717
Other current assets 24,157 330,839
Capital assets ................ — _
Other noncurrent assets 65,779 2,818,618
B I =1 YT € USRS $ 89,970 $ 3,316,664
Liabilities
DUE t0 Other FUNAS .. ... et e e $ — 3 393
Other current liabilities 17,234 26,657
Noncurrent liabilities ........ 37,829 116,686
Total liabilities ......c.iieeiiieiiie i s e s s s e e e 55,063 143,736
Net assets
Investment in capital assets, net of related debt .............ccooeviiiiiiiii i — —
= TS] (o] (Yo [PPSR 34,907 352,045
[0 =T (4103 (=T TP — 2,820,883
e = L 1= =TT 34,907 3,172,928
Total liabilities and Net asSets .......cce i s e $ 89,970 $ 3,316,664
Condensed Statement of Revenues, Expenses, and Changes in Fund Net Assets
Year Ended June 30, 2011
OPEIAtiNG FEBVENUES ... .ceitiiiieeit ettt et ettt e e et e et e et e e et e e et e e eeaneae e aeenas $ 10,498 $ 54,603
Depreciation EXPENSE .......cuuiit ittt e et e e e — —
Other operating EXPENSES .......iiuuiiiiiiet et ettt e et e e et (9,590) (4,876)
Operating iNCOME (JOSS) ....cvuiiii ittt et ettt e e e eeens 908 49,727
Nonoperating revVenuUES (EXPENSES) .....cuuuuirriiit ittt e et e e e eea e — (4,723)
Capital CONtADULIONS ... it e e e — 86,272
Change iN NEE @SSES .. .cuui it e e et 908 131,276
Total net assets, July 1, 2010 33,999 3,041,652
Total net assets, JUNE 30, 2011 ...coooiiiiiiiiceciceereeer e e e e s e s s s e e e e e neeneeens $ 34,907 $ 3,172,928
Condensed Statement of Cash Flows
Year Ended June 30, 2011
Net cash provided by (used in):
(@] o= = L] Yo = Lo 11T $ 20,247 $ (41,080)
Noncapital financing activities .............oooiiiiiiiiii (19,995) (31,471)
Capital and related financing actiVIties ..............viiiiiiiiiii e — 91,120
INVESHING ACHVItIES ... ettt e a e — (712)
L[] e (=T =T T N 252 17,857
Cash and pooled investments at July 1, 2010 ........cc.coimiimmiiicir e e 18,949 247,329
Cash and pooled investments at June 30, 20171 ........cccorieeemuccisiieeer e e reeennr e $ 19,201  $ 265,186
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Housing
Loan Total

143 4,667

— 162,717
158,626 513,622
611 611
1,362,147 4,246,544
1,521,527 4,928,161
— 393

63,130 107,021
1,298,718 1,453,233
1,361,848 1,560,647
611 611
159,068 546,020
— 2,820,883
159,679 3,367,514
1,521,527 4,928,161
87,082 152,183
(70) (70)
(90,843) (105,309)
(3,831) 46,804
(11,612) (16,335)
— 86,272
(15,443) 116,741
175,122 3,250,773
159,679 3,367,514
149,989 129,156
(302,897) (354,363)
(176) 90,944
2,529 1,817
(150,555) (132,446)
258,626 524,904
108,071 392,458
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NOTE 22: NO COMMITMENT DEBT

Certain debt of the nonmajor component units is issued to finance activities such as construction of new
facilities, remodeling of existing facilities, and acquisition of equipment. This debt is secured solely by the
credit of private and public entities and is administered by trustees independent of the State. As of
June 30, 2011, these component units had $23.7 billion of debt outstanding, which is not debt of the State.

NOTE 23: CONTINGENT LIABILITIES

A. Litigation

The primary government is a party to numerous legal proceedings, many of which normally occur in
governmental operations. To the extent they existed, the following were accrued as a liability in the
government—wide financial statements: legal proceedings that were decided against the primary government
before June 30, 2011; legal proceedings that were in progress as of June 30, 2011, and were settled or
decided against the primary government as of February 24, 2012; and legal proceedings having a high
probability of resulting in a decision against the primary government as of February 24, 2012, and for which
amounts could be estimated. In the governmental fund financial statements, the portion of the liability that is
expected to be paid within the next 12 months is recorded as a liability of the fund from which payment will be
made. In the proprietary fund financial statements, the entire liability is recorded in the fund from which
payment will be made.

In addition, the primary government is involved in certain other legal proceedings that, if decided against the
primary government, may impair its revenue sources or require it to make significant expenditures. Because of
the prospective nature of these proceedings, no provision for the potential liability has been made in the
financial statements.

Following are the more significant lawsuits pending against the primary government.

The primary government is a defendant in two cases, Bakersfield Mall, LLC v. Franchise Tax Board, and
CA—Centerside Il, LLC v. Franchise Tax Board, both regarding the constitutionality of a fee imposed on limited
liability companies (LLC). In Bakersfield Mall, LLC v. Franchise Tax Board the plaintiff contends that not all of
its income is derived within the State and therefore not all income should be subject to the LLC fee. The
second case, CA—Centerside Il, LLC v. Franchise Tax Board, alleges that the LLC fee is unconstitutional
regarding any activities, whether in—state or out—of-state.

In a previously settled case, Northwest Energetic Services, LLC v. Franchise Tax Board, the Court of Appeal
found the fee unconstitutional only as applied to the plaintiff. The primary government has already begun to
pay refunds to LLCs with the same facts as Northwest who have no income earned inside California. In
another recently settled case, Ventas Finance I, LLC v. Franchise Tax Board, the Court of Appeal also ruled
that the fee is unconstitutional as applied to the plaintiff, but it awarded only a partial refund because Ventas
received income from both inside and outside of California. Bakersfield Mall, LLC v. Franchise Tax Board,
raised the same constitutional issues as Northwest and Ventas, but initially pertained to LLCs that conduct
business solely within California. Bakersfield Mall, LLC later amended its complaint to reflect the fact that not
all of its income is derived within the State, making it similar to the Ventas case. This plaintiff also intended to
bring a class action suit for refund on behalf of all similarly situated LLCs and to declare the LLC fee
unconstitutional. However, the Court of Appeal ruled that Bakersfield Mall, LLC did not follow mandatory class
action claim procedures. CA—Centerside I, LLC v. Franchise Tax Board raised the same constitutional issues
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as Northwest and Ventas, and alleges that the LLC fee is unconstitutional regarding any activities, whether
in—state or out—of—state. Actual and expected future claims for refunds from LLCs are estimated to be as high
as $1.2 billion. In addition, plaintiffs will in all likelihood seek a very large award of attorneys’ fees in these
cases should they prevail.

The primary government is the defendant in both California Redevelopment Association et al. v. Michael C.
Genest et al. and County of Los Angeles, et al. v. Genest, et al. These two cases challenge the
constitutionality of Assembly Bill X4-26 that requires that redevelopment agencies remit a total of $1.7 billion in
2009-10 fiscal year and $350 million in 2010-11 fiscal year to a county Supplemental Education Revenue
Augmentation Fund to be used by local schools. The State successfully defeated the claims in the superior
court and is currently defending against the claims in the Court of Appeal. If the Court of Appeal grants
judgment for the plaintiff, the State would need to pay the challenged amount to the schools from the General
Fund.

The primary government is the defendant in numerous cases regarding the Governor's executive orders
directing the furlough, without pay, of state employees. The first executive order, issued on
December 19, 2008, directed furloughs of two days per month, effective February 1, 2009, through
June 30, 2010. The second order, issued on July 1, 2009, required a third furlough day per month, effective
through June 30, 2010. On July 28, 2010, the Governor issued a new executive order requiring furloughs for
three days per month beginning August 1, 2010, until a new 2010-11 fiscal year budget was adopted and the
Director of Finance determined that the State had sufficient cash flow to pay for essential services. Furloughs
officially ended for all Service Employees International Union represented State employees in November 2010
and for all remaining bargaining units in April 2011.

Most cases related to the furloughs have been settled or dismissed with only five cases still pending. Neither
the outcome nor the estimated potential loss for any of the cases can be determined at this time.

The California School Boards Association has filed a case against the primary government. California School
Boards Association, et al.v. State of California et al. is challenging the amount of funds appropriated for
education in the 2011-12 fiscal year, arguing that the amount violates the minimum funding guarantee in the
California Constitution Article XVI, section 8 (Proposition 98). Plaintiffs argue that certain funds directed to
local governments should have been included in the Proposition 98 calculation and that by not including these
funds in the calculation the state underfunded education by approximately $2.8 billion in the 2011-12 fiscal
year. The State has denied the material allegations and has filed an answer to the complaint. Currently it is
anticipated that the State will ultimately add the $2.8 billion back to the minimum Proposition 98 calculation
over the next five years; however, an unfavorable outcome of this case would require the State to add back
the amount entirely in the 2012-13 fiscal year.

Until recently the primary government was a defendant in five cases related to Medi-Cal reimbursement rate
reductions. As a result of intervening events including sunsetting of specific legislation, resolution of these
matters will no longer have a future fiscal impact.

The University of California, the State Compensation Insurance Fund (SCIF), the California Housing Finance
Agency (CalHFA), the Public Employees’ Benefits Fund, and certain nonmajor discretely presented
component units are contingently liable in connection with claims and contracts, including those currently in
litigation, arising in the normal course of their activities. Although there are inherent uncertainties in any
litigation, the management and the general counsel of the University of California, SCIF, CalHFA, the Public
Employees’ Benefit Fund, and certain nonmajor discretely presented component units are of the opinion that
the outcome of such matters either will not have a material effect on the financial statements or cannot be
estimated at this time.
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B. Federal Audit Exceptions

The primary government receives substantial funding from the federal government in the form of grants and
other federal assistance. The primary government, the University of California, CalHFA, and certain nonmajor
discretely presented component units are entitled to these resources only if they comply with the terms and
conditions of the grants and contracts and with the applicable federal laws and regulations; they may spend
these resources only for eligible purposes. If audits disclose exceptions, the primary government, the
University of California, CalHFA, and certain nonmajor discretely presented component units may incur a
liability to the federal government.

NOTE 24: PENSION TRUSTS

Two retirement systems, the California Public Employees’ Retirement System (CalPERS) and the California
State Teachers’ Retirement System (CalSTRS), which are fiduciary component units, are included in the
pension and other employee benefit trust funds column of the fiduciary funds and similar component units’
financial statements. The pension liability for all pension and other employee benefit trust funds was
determined in accordance with GASB Statement No. 27, Accounting for Pensions by State and Local
Government Employers. The amounts of the pension liability for all pension and other employee benefit trust
funds are presented in Table 48 as the net pension obligation (NPO) as of June 30, 2011. The investments of
these fiduciary component units are presented in Table 6 in Note 3, Deposits and Investments.

CalPERS administers four defined benefit retirement plans: the Public Employees’ Retirement Fund, the
Judges’ Retirement Fund, the Judges’ Retirement Fund Il, and the Legislators’ Retirement Fund. CalPERS
also administers three defined contribution plans: the State Peace Officers’ and Firefighters’ Defined
Contribution Plan Fund, the Public Agency Deferred Compensation Program, and the public employee
Supplemental Contributions Program Fund. CalPERS issues a publicly available financial report that includes
financial statements and required supplementary information for these plans. This report may be obtained by
writing to the California Public Employees’ Retirement System, Fiscal Services Division, P.O. Box 942703,
Sacramento, California 94229 or by visiting the CalPERS website at www.CalPERS.ca.gov.

CalPERS uses the accrual basis of accounting. Member contributions are recognized in the period in which
the contributions are due. Employer contributions are recorded when due and the employer has made a formal
commitment to provide the contributions. Benefits under the defined benefit plans and refunds are recognized
when due and payable in accordance with the terms of each plan.

CalSTRS administers four defined benefit retirement plans within the State Teachers’ Retirement Plan: the
Defined Benefit Program (DB Program), the Defined Benefit Supplement Program, the Cash Balance Benefit
Program, and the Replacement Benefit Program. CalSTRS also offers the Pension2 Program through a
third-party administrator. The Pension2 Program is a tax-deferred defined contribution plan meeting the
requirements of Internal Revenue Code Sections 403(b) and 457. The Teachers’ Health Benefits Fund
provides postemployment health benefits to retired members of the DB Program. CalSTRS issues a publicly
available financial report that includes financial statements and required supplementary information for these
plans. This report may be obtained from the California State Teachers’ Retirement System, P.O. Box 15275,
Sacramento, California 95851.

CalSTRS uses the accrual basis of accounting. Member contributions are recognized in the period in which

the contributions are due. Employer and primary government contributions are recognized when due and
when the employer or the primary government has made a formal commitment to provide the contributions.
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Benefits and refunds are recognized when due and payable, in accordance with the retirement and benefits
programs.

A. Public Employees’ Retirement Fund

1. Fund Information

Plan Description: CalPERS administers the Public Employees’ Retirement Fund (PERF), which is an agent
multiple-employer defined benefit retirement plan. Employers participating in the PERF include the primary
government and certain discretely presented component units, 61 school employers, and 1,512 public
agencies as of June 30, 2011.

The amount by which the actuarial accrued liability exceeded the actuarial value of assets in the PERF for the
primary government and other participating agencies was $51.3 billion at June 30, 2010. This is a result of the
difference between the actuarial value of assets of $257.1 billion and the actuarial accrued liability of
$308.3 billion. Contributions are either actuarially determined or determined by statute.

2. Employer’s Information

Plan Description: The primary government and certain discretely presented component units contribute to the
PERF. CalPERS acts as a common investment and administrative agent of the primary government and the
other member agencies. The discretely presented component units’ participation in the PERF is not a material
portion of the program. The primary government employees served by the PERF include: first-tier and
second-tier miscellaneous and industrial employees, California Highway Patrol employees, peace officers and
firefighters, and other safety members. In the June 30, 2010 actuarial valuation, the payroll for primary
government employees covered by the PERF for fiscal year 2008-09 was $16.3 billion.

All employees in a covered class of employment who work half-time or more are eligible to participate in the
PERF. The PERF provides benefits based on members’ years of service, age, final compensation, and benefit
formula. Vesting occurs after five years or after ten years for second-tier employees. The PERF provides
death, disability, and survivor benefits. The benefit provisions are established by statute.

Funding Policy: Benefits are funded by contributions from members and the primary government and by
earnings from investments. Member and primary government contributions are a percentage of applicable
member compensation. Member rates are defined by law and based on the primary government’s benefit
formula. The primary government contribution rates are determined by periodic actuarial valuations or by
statute.

Employees, with the exception of employees in the second-tier plans and the State’s Alternate Retirement
Program, contribute to the fund based on the required contribution rates. The contribution rates of active plan
members are based on a percentage of salary over a monthly base compensation amount of $0 to $863.
Employees’ required contributions vary from 5.0% to 11.0% of their salary over the base compensation
amount.
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All of the primary government employees served by the PERF are now covered by group term life insurance.
Table 47 shows the required employer contribution rates for the primary government.

Table 47

Schedule of Required Employer Contribution Rates for the Primary Government by Member Category
Year Ended June 30, 2011

Group
Normal Unfunded Term Life Total
Cost Liability Benefit Rate
Miscellaneous members

FIrSt HEr oo 9.862 % 10.060 % 0.000 % 19.922 %

SECONA HIBT ..ot 9.562 10.060 0.000 19.622

Industrial (first and second tier).........c.coouviiiiiiiiiii 13.623 4.390 0.170 18.183

California Highway Patrol ..............ccooooiiiiiiiii e, 15.400 17.225 0.000 32.625

Peace officers and firefighters ...............coiii 18.363 10.447 0.077 28.887

Other safety members ............oiiiiiiiii 16.439 4.109 0.124 20.672

For the year ended June 30, 2011, the annual pension cost (APC) and the amount of contributions made by
the primary government were each $3.3 billion. The APC and the percentage of APC contributed for the last
three years are shown in Table 48. Actuarial valuations of the PERF are performed annually. Information from
the last valuation, which was performed as of June 30, 2010, is also shown in Table 48 for the
primary government.

The Schedule of Funding Progress, presented as required supplementary information (RSI) following the
notes to the financial statements, presents multiyear trend information about whether the actuarial value of
plan assets is increasing or decreasing over time relative to the actuarial accrued liability for benefits.

Actuarial Methods and Assumptions: In the June 30, 2010 actuarial valuation, the individual entry age normal
cost method was used. The actuarial assumptions included a 7.75% investment rate of return, projected salary
increases of 3.45% to 19.95%, depending on duration of service, and postemployment benefit increases of
2.00% or 3.00%, compounded annually. The projected salary increases include a 3.00% inflation assumption.
The unfunded actuarial accrued liability (UAAL) is being amortized as a level percentage of projected payroll
on a closed basis.

B. Judges’ Retirement Fund

Plan Description: CalPERS administers the Judges’ Retirement Fund (JRF), which is an agent
multiple-employer defined benefit retirement plan. The JRF membership includes justices of the Supreme
Court and courts of appeal, as well as judges of superior courts, appointed or elected prior to
November 9, 1994. There are 59 employers participating in the JRF for the year ended June 30, 2011. The
payroll for employees covered by the JRF for the year ended June 30, 2011, was approximately $80 million.
The primary government pays the employer contributions for all employees covered by the JRF.

The JRF provides benefits based on a member’s years of service, age, final compensation, and benefit

formula. Vesting occurs after five years. The JRF provides death, disability, and survivor benefits. Benefits for
the JRF are established by the Judges’ Retirement Law.
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Funding Policy: The contribution rate of active plan members is defined by law and is based on a percentage
of salary over a base compensation amount. For the year ended June 30, 2011, the required member rate for
the JRF was 8.0%.

The contributions of the primary government to the JRF are made pursuant to state statute and are not
actuarially determined. As of June 30, 2011, employer contributions are required to be 8.0% of applicable
member compensation. Other funding to meet benefit payment requirements of the JRF is currently provided
by: filing fees, which require varying amounts, depending on fee rate and number of filings; investments, which
earn the current yield on short-term investments; and the primary government’s balancing contributions, as
required by the Judges’ Retirement Law. The balancing contributions are an amount at least equal to the
estimated benefits payable during the ensuing fiscal year, less the sum of the estimated member contributions
during the ensuing fiscal year and net assets available for benefits at the beginning of the fiscal year (“pay as
you go” basis).

The APC and the amount of employer contributions made to the JRF for the year ended June 30, 2011, were
$514 million and $167 million, respectively. The NPO of the JRF at June 30, 2011, was $3.0 billion, an
increase of $346 million over last year's balance of $2.7 billion. The APC is comprised of $1.3 billion for the
annual required contribution (ARC), $119 million for interest on the NPO, and a negative $868 million
adjustment to the ARC. An actuarial valuation of the JRF’s assets and liabilities is made annually. The APC,
the percentage of APC contributed, and the NPO for the last three years are shown in Table 48. Information
on the last valuation, which was performed as of June 30, 2010, is shown in Table 48.

The Schedule of Funding Progress, presented as RSl following the notes to the financial statements, presents
multiyear trend information about whether the actuarial value of plan assets is increasing or decreasing over
time relative to the actuarial accrued liability for benefits.

Actuarial Methods and Assumptions: In the June 30, 2010 actuarial valuation, the individual entry age normal
cost method was used. The actuarial assumptions included a 4.50% investment rate of return, projected salary
increases of 3.25%, and postemployment benefit increases of 3.25%. The projected salary increases include a
3.00% inflation assumption.

C. Judges’ Retirement Fund Il

Plan Description: CalPERS administers the Judges’ Retirement Fund Il (JRF 1), which is an agent
multiple-employer defined benefit retirement plan. The membership of the JRF Il includes justices of the same
courts covered by the JRF who were appointed or elected on or subsequent to November 9, 1994. There are
59 employers participating in the JRF Il. The payroll for employees covered by the JRF Il for the year ended
June 30, 2011, was approximately $224 million. The primary government pays the employer contributions for
all employees covered by the JRF II.

The JRF Il provides benefits based on a member’'s years of service, age, final compensation, and benefit
formula. Vesting occurs after five years. The JRF |l provides death, disability, and survivor benefits. Benefits
for the JRF Il are established by the Judges’ Retirement System Il Law.

Funding Policy: The required contribution rate of active plan members is defined by law and is based on a
percentage of salary over a base compensation amount. For the year ended June 30, 2011, the required
member rate for the JRF Il was 8.0%, and the primary government’s contribution rate for the JRF Il was
24.04% of applicable member compensation.
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Actuarial valuations for the JRF Il are required to be carried out annually. The legislated primary government
contribution rate is adjusted periodically as part of the annual Budget Act, in order to maintain or restore the
actuarial soundness of the fund.

For the year ended June 30, 2011, the amount of contributions made for the JRF Il were approximately
$53.9 million, which is more than the actuarially determined APC and required contribution of approximately
$50.9 million. The APC and the percentage of APC contributed for the year ended June 30, 2011, are shown
in Table 48. Information on the last valuation, which was performed as of June 30, 2010, is also shown in
Table 48.

The Schedule of Funding Progress, presented as RSI following the notes to the financial statements, presents
multiyear trend information about whether the actuarial value of plan assets is increasing or decreasing over
time relative to the actuarial accrued liability for benefits.

Actuarial Methods and Assumptions: In the June 30, 2010 actuarial valuation, the individual entry age normal
cost method was used. The actuarial assumptions included a 7.25% investment rate of return, projected salary
increases of 3.25%, and postemployment benefit increases of 3.00%. The projected salary increases include a
3.00% inflation assumption. The UAAL is being amortized as a level percentage of payroll on a closed basis
over 23 years.

D. Legislators’ Retirement Fund

Plan Description: CalPERS administers the Legislators’ Retirement Fund (LRF), which is a single-employer
defined benefit retirement plan. The eligible membership of the LRF includes state legislators serving in the
legislature prior to November 7, 1990, constitutional officers, and legislative statutory officers. For the fiscal
year ending June 30, 2011, no statutory contribution was required, based on the June 30, 2009 valuation.

The LRF provides benefits based on a member’s years of service, age, final compensation, and benefit
formula. Vesting occurs after five years. The plan provides death, disability, and survivor benefits. Benefits for
the LRF are established by the Legislators’ Retirement Law. No current legislators are eligible to participate in
the LRF. The only active members in the LRF are 16 constitutional officers (including the Insurance
Commissioner and members of the Board of Equalization) and legislative statutory officers.

Funding Policy: The employer contribution requirements of the LRF are based on actuarially determined rates.
An actuarial valuation of the LRF’s assets and liabilities is required at least every two years. Member
contribution rates are defined by law. For the year ended June 30, 2011, employee contributions were not
required because the plan was superfunded. “Superfunded” means that the plan’s actuarial value of assets
exceeds the present value of future benefits for current members.

The NPO of the LRF on June 30, 2011, was approximately $10 million. There was no APC because the ARC
equaled zero and the interest on the NPO closely approximated the adjustment to the ARC. The APC, the
percentage of APC contributed, and the NPO for the last three years are shown in Table 48. An actuarial
valuation of the LRF’s assets and liabilities is required at least every two years. Information on the last
valuation, which was performed as of June 30, 2010, is also shown in Table 48. The aggregate cost method
that was used for the June 30, 2010 valuation does not identify or separately amortize the unfunded actuarial
accrued liability; therefore, the information about funded status in Table 48 is prepared using the entry age
actuarial cost method and is intended to serve as a surrogate for the funded status and funding progress of the
plan.
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The Schedule of Funding Progress, presented as RSI following the notes to the financial statements, presents
multiyear trend information about whether the actuarial value of plan assets is increasing or decreasing over
time relative to the actuarial accrued liability for benefits.

Actuarial Methods and Assumptions: In the June 30, 2010 actuarial valuation, the aggregate cost method was
used. The actuarial assumptions included a 6.00% investment rate of return, projected salary increases of
3.25%, and postemployment benefit increases of 3.00%. The projected salary increases include a 3.00%
inflation assumption.

E. State Peace Officers’ and Firefighters’ Defined Contribution Plan Fund

Plan Description: CalPERS administers the State Peace Officers’ and Firefighters’ Defined Contribution Plan
Fund (SPOFF), which is a defined contribution pension plan. The plan is a qualified money purchase pension
plan under Section 401(a) of Title 26 of the Internal Revenue Code. It is intended to supplement the retirement
benefits provided by the Public Employees’ Retirement Fund to eligible peace officers and firefighters
employed by the State of California.

Funding Policy: Contributions to the plan are funded entirely by the primary government. Contribution
requirements are established and may be amended through a memorandum of understanding from the State
of California Department of Personnel Administration. Effective April 2011, the State suspended contributing
on behalf of rank and file positions; and effective May 2011, the State suspended contributing on behalf of
supervisors, management, and exempt positions. As of June 30, 2011, the duration of the suspension is
unknown because the program is being administered according to the most recent Memorandum of
Understanding. For the year ended June 30, 2011, contributions by the primary government to the SPOFF
were approximately $39 million.

Contributions are invested in the CalPERS Moderate Asset Allocation Fund. Distributions are allowed only at
retirement or permanent separation from all State employment. The benefits paid to a participant will depend
only on the amount contributed to the participant’s account and earnings on the value of the participant’s
account. Plan provisions are established by and may be amended by statute. At June 30, 2011, there were
39,432 participants in the SPOFF.

F. Teachers’ Retirement Fund

Plan Description: CalSTRS administers the Teachers’ Retirement Fund, which is an employee benefit trust
fund created to administer the State Teachers’ Retirement Plan (STRP). The STRP is a defined benefit
pension plan that provides for retirement, disability, and survivor benefits. Four programs comprise the STRP:
the Defined Benefit (DB) Program, the Defined Benefit Supplement (DBS) Program, the Cash Balance (CB)
Benefit Program, and the Replacement Benefit (RB) Program. The STRP is a cost-sharing, multiple-employer,
defined-benefit retirement plan that provides pension benefits to teachers and certain other employees of the
California public school system.

Membership in the DB Program is mandatory for all employees meeting the eligibility requirements. The DB
Program provides benefits based on a member’'s age, final compensation, and years of service. Vesting
occurs after five years. In addition, the retirement program provides benefits to members upon disability and to
survivors upon the death of eligible members. The Teachers’ Retirement Law establishes the benefits for the
DB Program. At June 30, 2011, the DB Program had 1,669 contributing employers and as of June 30, 2010,
had 441,544 active and 166,976 inactive program members and 243,796 benefit recipients. The primary
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government is a nonemployer contributor to the DB Program. The payroll for employees covered by the DB
Program for the year ended June 30, 2011, was approximately $26.3 billion.

Membership in the DBS Program is automatic for all members of the DB Program. The DBS Program provides
benefits based on the balance of member accounts. Vesting occurs immediately. The Teachers’ Retirement
Law establishes the benefits for the DBS Program. The primary government does not contribute to the DBS
Program.

The CB Benefit Program is designed for employees of California public schools who are hired to perform
creditable service for less than 50% of the full-time equivalent for the position. Employer participation in the CB
Benefit Program is optional. However, if the employer elects to offer the CB Benefit Program, each eligible
employee will automatically be covered by the CB Benefit Program unless the member elects to participate in
the DB Program or an alternative plan provided by the employer within 60 days of hire. At June 30, 2011, the
CB Benefit Program had 33 contributing school districts and 33,261 contributing participants.

The RB Program is a qualified excess benefits arrangement for DB Program members that is administered
through a separate pension trust apart from the other three STRP programs and was established in
accordance with Internal Revenue Code (IRC) Section 415(m). IRC Section 415(b) imposes a dollar limit on
the annual retirement benefits an individual may receive from a qualified defined benefit pension plan. The
program is funded as needed. Monthly contributions that would otherwise be credited to the DB program are
instead credited to the RB Program to fund monthly program costs. Monthly employer contributions are
received and paid to members in amounts equal to the benefits not paid as a result of IRC Section 415(b),
subject to withholding for any applicable income or employment taxes. During fiscal year 2010-11, the
RB Program had 243 participants.

Funding Policy: DB Program benefits are funded by contributions from members, employers, the primary
government, and earnings from investments. Members and employers contribute a percentage of applicable
member earnings. The Teachers’ Retirement Law governs member rates, employer contribution rates, and
primary government contributions.

The DB Program contribution rate of members was 6.00% of creditable compensation through
December 31, 2010, and increased to 8.00% thereafter for service less than or equal to one year of creditable
service per fiscal year. The employer contribution rate is 8.25% of creditable compensation for service less
than or equal to one year of creditable service per fiscal year. For service in excess of one year within one
fiscal year, the employer contribution rate is 0.25%. In fiscal year 2010-11, the General Fund contribution was
2.017% of total creditable compensation of the fiscal year ending in the prior calendar year. Education Code
section 22955(b) states that the General Fund will contribute additional quarterly payments at a contribution
rate of 0.524% of creditable earnings of the fiscal year ending in the immediately preceding calendar year
when there is an unfunded obligation or a normal cost deficit. The percentage is adjusted up to 0.25% per year
to reflect the contributions required to fund the unfunded obligation or the normal cost deficit. However, the
transfer may not exceed 1.505% of creditable compensation from the immediately preceding calendar year.
The normal cost deficit is the difference between the normal cost rate and the member and employer
contributions, which equal 16.00% of creditable compensation. Based on the most recent actuarial valuation,
as of June 30, 2010, there is no normal cost deficit, but there was an unfunded obligation for benefits in place
as of July 1, 1990. Therefore, the General Fund is required to contribute the additional quarterly payments at a
contribution rate of 0.524% starting October 1, 2011.

The DBS Program member contribution rate is 2.0% of creditable compensation for service less than or equal
to one year of creditable service per fiscal year. For service in excess of one year within one fiscal year, the

member contribution rate is 8.0% and the employer rate is 8.0%.
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For the year ended June 30, 2011, the APC for the DB Program was approximately $6.0 billion; the employer
and primary government contributions were approximately $2.2 billion and $568 million, respectively. The APC
and the percentage of APC contributed for the last three years are shown in Table 48. Actuarial valuations of
the DB Program are performed annually. Information from the last valuation is shown in Table 48.

G. CalSTRS Pension2 Program

Plan Description: CalSTRS administers the Pension2 Program, which is comprised of the IRC 403(b) and 457
programs, through a third-party administrator. The Pension2 is a defined contribution plan and is open to any
employee who is eligible to participate. Contributions to the program are voluntary; however, the Internal
Revenue Code does impose a maximum amount that can be contributed annually. At June 30, 2011, the
Pension2 IRC 403(b) and 457 programs had approximately 761 and 23 participating employers (school
districts) and approximately 6,547 and 148 plan members, respectively.

H. Teachers’ Health Benefits Fund

Plan Description: CalSTRS administers the Teachers’ Health Benefits Fund (THBF), which was established
pursuant to Chapter 1032, Statutes of 2000 (SB 1435), to provide the Medicare Premium Payment Program
for eligible retired members of the DB Program. At June 30, 2011, there were 7,777 benefit recipients.

Funding Policy: The THBF is funded as needed from the monthly DB Program statutory employer contribution

that exceeds the amount needed to finance the liabilities of the DB Program based on the June 30, 2000,
actuarial valuation of the DB Program.
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Table 48

Actuarial Information — Pension Trusts — Primary Government
Valuation Date As Indicated

Public
Employees’ Judges’ Judges’
Retirement Retirement Retirement Il
Fund Fund Fund
Last actuarial valuation .............c.oeeiiiiiiii s June 30, 2010 June 30, 2010 June 30, 2010
Actuarial cost method ...........ccoiiiiiiii Individual Entry Individual Entry Individual Entry
Age Normal Age Normal Age Normal
Amortization Method ..........ooviiiiiii i Level % of None Level % of
Payroll, Payroll,
Closed Closed
Remaining amortization period ..............cccooiiiiiiiiiiiin Not available® None 23 Years
Asset valuation method ..o Smoothed Market Smoothed
Market Value Market
Value Value
Actuarial assumption
Investment rate of return ...............ccoooiiiii i 775 % 4.50* % 725 %
Projected salary iINCrea@se ..........cuuovuiuiiiiiiiiieiei e 3.45-19.95 3.25 3.25
Includes inflation at .............coooiiiiii 3.00 3.00 3.00
Post-retirement benefit
INCIBASES . .ovniieeii et e e et 2.00 - 3.00 3.25 3.00
Annual pension costs (in millions)
Year ended 6/30/09 .......ccuieniiiniiie e $ 3,080 $ 400 $ 43
Year ended 6/30/10 ....ccuoiuniiniii i) 2,878 662 45
Yearended 6/30/171 ..o 3,277 514 51
Percent contribution
Year ended 6/30/09 .......ccouuuiiiiiiiie e 100 % 24 % 922 %
Year ended 6/30/10 ....ccueiuiiniii i) 100 16 95
Year ended 6/30/171 ... 100 13 106

Net pension obligation (NPO) (in millions)
Year ended 6/30/09 .......cccuuuuiiiiiiiiiini e — $ 2,226 $ —

Year ended 6/30/10 ... — 2,703 2

Year ended 6/30/11 ... — 2,994 (1)
Funding as of last valuation (in millions)

Actuarial value — assets ..........ccovveriiiiiiii $ 97,346 64 461

Actuarial accrued liabilities (AAL) —entry age .........cccoeevvveeeniennnnnns 121,446 3,429 521

Excess of actuarial value of assets over AAL (EAV)

(unfunded actuarial accrued liability (UAAL)) ........oeeevrninieninnnnnn. (24,100) (3,365) (60)
Covered PaYroll .......coouui i e 16,281 86 213
FUuNded ratio .........ooeiniiiiii e 80.2 % 1.9 % 88.5 %
EAV (UAAL) as percent of covered payroll ...........ccooeevuiiiinnieennnnn, (148.0) % (3,912.8) % (28.2) %

The aggregate cost method is used to determine the annual required contribution of the employer for the Legislators’ Retirement Fund. Because this
method does not identify or separately amortize unfunded actuarial liabilities, information about funded status is prepared using the entry age cost
method and is intended to serve as a surrogate for the funded status of the plan.

The State is a non-employer contributor to the State Teacher’s Retirement Defined Benefit Program Fund, a cost-sharing multiple-employer plan. The
annual pension cost includes the amount related to both the State and the local government employers. The notion of NPO does not apply to cost-
sharing employer plans. According to the provisions of the Education Code, the State and local government employers contributed $568 million and
$2.2 billion, respectively, for the year ending June 30, 2011. Based on the most recent actuarial valuation, dated June 30, 2010, current statutory
contributions are sufficient to fund normal costs but are not expected to be sufficient to amortize the unfunded actuarial obligation. However, future
estimates of the actuarial unfunded obligation may change due to market performance, legislative actions, and other experience that may differ from the
actuarial assumptions.
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State Teachers’

Retirement
Legislators’ Defined
Retirement Benefit Program
Fund' Fund?
June 30, 2010 June 30, 2010
Aggregate Entry Age
Cost Normal
None Level % of
Payroll,
Open
None 30 years
Smoothed Expected Value,
Market With 33%
Value Adjustment to

Market Value

6.00 % 7.75 %
3.25 4.00
3.00 3.00
3.00 2.00
— $ 4,547
— 4,924
— 5,985

— 63 %
— 55
— 47
$ 10 —
10 —
10 —

127 $ 140,291

112 196,315
15 (56,024)
2 26,275
1134 % 715 %
750.0 % (213.2) %

3
Calculations not yet completed for June 30, 2010 valuations.

4 The actuarial assumption for the investment rate of return was reduced from 7.0% to 4.5% to reflect the funding of the JRF on a pay-as-you-go basis.
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NOTE 25: POSTEMPLOYMENT HEALTH CARE BENEFITS

A. State of California Other Postemployment Benefits Plan

Plan Description: The primary government and certain discretely presented component units provide health
benefits (medical and prescription drug benefits) and dental benefits to annuitants of retirement systems
through a substantive single-employer defined benefit plan to which the primary government contributes as an
employer (State substantive plan). The primary government also offers life insurance, long-term care, and
vision benefits to retirees; however, because these benefits are completely paid for by the retirees, the primary
government has no liability. The discretely presented component units represent 3.3% of plan participation.
The design of health and dental benefit plans can be amended by the California Public Employees’ Retirement
System (CalPERS) Board of Administration and the Department of Personnel Administration, respectively.
Employer and retiree contributions are governed by the primary government and can be amended by the
primary government through the Legislature. The plan contributes to the California Employers’ Retiree Benefit
Trust Fund (CERBTF). The CERBTF is an agent multiple-employer irrevocable trust fund for the prefunding of
health, dental, and other non-pension benefits. CalPERS reports on the CERBTF as part of its annual financial
statements, which can be downloaded from the CalPERS website.

Fifty-eight county superior courts (trial courts) are included in the primary government. However, each trial
court is a separate employer for GASB Statement 45 reporting purposes. Fifty-two trial courts have a
single-employer defined benefit plan, five trial courts (Fresno, Modoc, San Benito, San Bernardino, and
Stanislaus) have no plan, and one trial court (San Diego) has a cost-sharing multiple-employer defined benefit
plan. These plans have separate biennial actuarial valuations. Forty-eight plans are not accounted for in a trust
fund and do not issue separate reports. Five trial courts (Lassen, Orange, San Diego, Sonoma, and Yolo)
each contribute to one of four trust funds that issue separate reports.

To be eligible for these benefits, primary government first-tier plan annuitants must retire on or after age 50
with at least five years of service, and second-tier plan annuitants must retire on or after attaining age 55 with
at least 10 years of service. In addition, annuitants must retire within 120 days of separation from employment
to be eligible to receive these benefits. During the 2010-11 fiscal year, approximately 154,500 annuitants were
enrolled to receive health benefits and approximately 128,100 annuitants were enrolled to receive dental
benefits. As of July 1, 2009—the most recent actuarial valuation date—the trial courts had approximately
3,300 enrolled retirees and spouses.

Funding Policy: The contribution requirements of plan members and the State are established and may be
amended by the Legislature. In accordance with the California Government Code, the State generally pays
100% of the health insurance cost for annuitants, plus 90% of the additional premium required for the
enrollment of family members of annuitants. Although the California Government Code does not specify the
State’s contribution toward dental insurance costs, the State generally pays all or a portion of the dental
insurance cost for annuitants, depending upon the completed years of credited state service at retirement and
the dental coverage selected by the annuitant. The State funds the cost of providing health and dental
insurance to annuitants primarily on a pay-as-you-go basis with a small amount of prefunding for California
Highway Patrol members. The maximum 2011 monthly State contribution was $542 for one-party coverage,
$1,030 for two-party coverage, and $1,326 for family coverage.

Each of the trial courts determines its respective retirees’ benefits and benefit levels as well as the funding
policy for its respective plan. Forty-eight trial courts fund retirees’ benefits on a pay-as-you-go basis. The 2010
monthly contribution rate for the trial courts with single-employer defined benefit plans—the latest year for
which information is available—ranged from zero to $2,120. Two trial courts (Lassen and Yolo) contribute at
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least the annual required contribution (ARC) of the employer, an amount actuarially determined in accordance
with the parameters of GASB Statement 45. The ARC represents a level of funding that, if paid on an ongoing
basis, is projected to cover normal cost each year and amortize any unfunded actuarial liabilities (or funding
excess) over a period not to exceed 30 years. Orange contributes 3.50% of payroll, with at least the ARC
contributed each year. Sonoma contributes $50,000 per month to an other postemployment benefit (OPEB)
trust and pays a portion of ongoing benefit payments directly from trial court assets. San Diego, a cost-sharing
multiple-employer defined benefit plan, had a contribution rate of 1.80% of annual covered pension payroll.
For the year ended June 30, 2011, the State contributed $1.6 billion toward annuitants’ health and dental
benefits. Of this amount, the trial courts represent $27 million and certain discretely presented component
units represent $49 million.

Annual OPEB Cost and Net OPEB Obligation: The State’s annual OPEB cost (expense) is calculated based
on the ARC. Table 49 presents the State’s OPEB cost, the percentage of annual OPEB cost contributed to the
plan, and the net OPEB obligation for the year ended June 30, 2011, and the two preceding years, including
trial courts.

Table 49

Schedule of Annual OPEB Cost, Percentage of Annual OPEB Cost Contributed, and Net OPEB Obligation
(amounts in thousands)

Percentage of
Annual OPEB Cost

Fiscal Year Ended Annual OPEB Cost Contributed Net OPEB Obligation
June 30, 2009 $ 3,871,290 36.19 % $ 4,930,848
June 30, 2010 4,078,493 34.31 7,597,735
June 30, 2011 4,359,929 36.70 10,357,406

Table 50 presents the components of the State’s net OPEB obligation to the OPEB plan, including trial courts.

Table 50

Schedule of Net OPEB Obligation
June 30, 2011
(amounts in thousands)

Amount

Annual reqUIred CONTIDULION. ... ..o e et e e et e et e e e e e e e e e e e e e e ea e e nean e e eans $ 4,319,632
Interest on Net OPEB ODIIGAtION. ........i.ue i e e e e ettt e e e e e s 339,070
Adjustment to annual required CONTIDULION. ..........iiiii e e et e e e e e (298,773)

N L0 Tz 10 o = = 3o o Y- 4,359,929
(7)1 41 01U 10T T30 ' =T 1 T (1,600,258)

Increase in Net OPEB ODIGAION ......io. it e e ettt e e e e eea e 2,759,671
Net OPEB obligation — beginning of YEar ... e s e e s e 7,597,735
Net OPEB obligation — €nd Of Year..........cuiuiiiiiiiiiie i s s s e e s s s s emn s e e, $ 10,357,406
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Funded Status and Funding Progress: As of June 30, 2011—the most recent actuarial valuation date for the
State substantive plan—the actuarial accrued liability (AAL), for benefits was $62.14 billion, and the actuarial
value of assets was $7 million, resulting in an unfunded actuarial accrued liability (UAAL) of negative
$62.14 billion. The covered payroll (annual payroll of active employees covered by the plan) was
$18.01 billion, and the ratio of the UAAL to the covered payroll was negative 345%.

For the trial courts, as of July 1, 2009—the most recent actuarial valuation date—the AAL for benefits was
$1.5 billion, and the actuarial value of assets was $9 million, resulting in an UAAL of negative $1.5 billion. The
covered payroll was $1.0 billion, and the ratio of the UAAL to covered payroll was negative 147%.

Actuarial valuations of an ongoing plan involve estimates of the value of reported amounts and assumptions
about the probability of occurrence of events far into the future. Examples include assumptions about mortality
and the healthcare cost trend. Amounts determined regarding the plan’s funded status and the employer’s
annual required contributions are subject to continual revision as actual results are compared with past
expectations and new estimates are made about the future. The schedule of funding progress, presented as
required supplementary information following the notes to the financial statements, presents multiyear trend
information about whether the actuarial value of plan assets is increasing or decreasing over time relative to
the actuarial accrued liabilities for benefits.

Actuarial Methods and Assumptions: Projections of benefits for financial reporting purposes are based on the
substantive plan (the plan as understood by the employer and the plan members) and include the types of
benefits provided at the time of each valuation and the historical pattern of sharing of benefit costs between
the employer and plan members to that point. The actuarial methods and assumptions used are consistent
with a long-term perspective.

In the June 30, 2011 State substantive plan actuarial valuation, the individual entry age normal cost method
was used. The actuarial assumptions included a 4.50% investment rate of return and an annual health care
cost trend rate of actual increases for 2012 and 9.00% in 2013, initially, reduced to an ultimate rate of 4.50%
after seven years. Both rates included a 3.00% annual inflation assumption. Annual wage inflation is assumed
to be 3.25%. The UAAL is being amortized as a level percentage of projected payroll on an open basis over 30
years.

For the trial courts, in the July 1, 2009 biennial actuarial valuations, the entry age normal cost method was
used. The actuarial assumptions included a 3.75% investment rate of return for 48 trial courts. Three trial
courts (Lassen, Orange, and Yolo) use a 7.75% investment rate of return and Sonoma uses a 5.25%
investment rate of return. The actuarial assumptions included an annual health care cost trend rate of 8.50%,
initially, reduced by 0.50% increments to an ultimate rate of 5.00% after ten years. Annual inflation and payroll
growth are assumed to be 3.00% and 3.25%, respectively. The UAAL is amortized as a level percentage of
payroll on an open basis over 30 years for 46 trial courts, on a closed basis over 30 years for three trial courts
(Lassen, Sonoma, and Yolo) and on a closed basis over 28 years for Orange. Two trial courts (Alpine and
Mendocino) amortize the UAAL on a closed basis over 28 years as a level dollar amount.

B. University of California Retiree Health Plan

Plan Description:  The University of California, a discretely presented component unit, administers
single-employer health and welfare plans to provide health and welfare benefits, primarily medical, dental and
vision, to eligible retirees and their families (retirees) of the university and its affiliates. The Regents have the
authority to establish or amend the plans. Additional information can be obtained from the 2010-11 annual
report of the University of California Health and Welfare Plans.
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Membership in the University of California Retirement Plan is required to become eligible for retiree health
benefits. As of July 1, 2010, the date of the latest actuarial valuation, 35,194 retirees are receiving such
benefits.

Funding Policy: The contribution requirements of the university and eligible retirees are established and may
be amended by the university. The contribution requirements are based upon projected pay-as-you-go
financing. Contributions toward medical and dental benefits are shared between the university and the retiree.
The university does not contribute toward the cost of other benefits available to retirees. Employees who meet
specific requirements including completed years of credited service may continue their medical and dental
benefits into retirement and continue to receive university contributions for those benefits. Active employees
do not make any contributions toward the retiree health benefit plans. Retirees pay the excess, if any, of the
premium over the applicable portion of the university’s contribution.

Table 51 presents the university’'s OPEB cost, the percentage of annual OPEB cost contributed to the plan,
and the net OPEB obligation for the year ended June 30, 2011, and the two preceding years.

Table 51

Schedule of Annual OPEB Cost, Percentage of Annual OPEB Cost Contributed, and Net OPEB
Obligation - University of California
(amounts in thousands)

Percentage of
Annual OPEB Cost

Fiscal Year Ended Annual OPEB Cost Contributed Net OPEB Obligation
June 30, 2009 $ 1,550,562 18.84 % $ 2,377,128
June 30, 2010 1,694,847 17.59 3,773,804
June 30, 2011 1,812,905 18.16 5,257,422

Table 52 presents the components of the university’s net OPEB obligation to the University of California Health
and Welfare Plans.

Table 52

Schedule of Net OPEB Obligation - University of California
June 30, 2011
(amounts in thousands)

Amount
Annual required CONTHDULION. ... .o et e et et e et e et e et e e r e e e e e n e e eneeeaaes $ 1,990,553
Interest on Net OPEB ODlIGAtiON.........c... it e et e e e e et et e e e e e e et e eeaaeen s 207,997
Adjustment to annual required CONTIDULION. ......... i iiii e ettt e e et e eea s (385,645)
N T 0T 10 d =1 = 3o o Y- SN 1,812,905
[O7e 101 (g1 o Ui o] g T3 44 F=To [ T ORI (329,287)
Increase in Net OPEB ODIGAION .......co. it e ettt e e e e e et e eean e 1,483,618
Net OPEB obligation — beginning of Year..............ciiiiieiii i s e s s s e e s 3,773,804
Net OPEB obligation — €nd Of Year..........coiuiiiiuiiiiiire e s ese s s e r e e s s s mmm s s e e, $ 5,257,422
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Funded Status and Funding Progress: For the University of California, as of July 1, 2010—the most recent
actuarial valuation date—the AAL for benefits was $16.0 billion, and the actuarial value of assets was
$74 million, resulting in a UAAL of negative $16.0 billion. The covered payroll (annual payroll of active
employees covered by the plan) was $8.0 billion, and the ratio of the UAAL to the covered payroll was
negative 200%.

Actuarial Methods and Assumptions: For the University of California, in the July 1, 2010 actuarial valuation, the
individual entry age normal cost method was used. The actuarial assumptions included a 5.5% investment rate
of return, an annual health care cost trend rate of 10.0% to 12.0% initially, depending on the type of plan,
reduced by increments to an ultimate rate of 5.0% over nine years, with a projected 3.0% inflation rate. The
initial and future UAAL are being amortized as a flat dollar amount over 30 and 15 years, respectively, on a
closed basis.

NOTE 26: SUBSEQUENT EVENTS

The following information describes significant events that occurred subsequent to June 30, 2011, but prior to
the date of the auditor’s report.

A. Debt Issuances

In September and October 2011, the primary government issued a total of $4.5 billion in general obligation
bonds to finance or refinance capital project facilities and other voter-approved costs for public purposes,
including: neighborhood parks; safe drinking water; children’s hospitals; public education facilities;
transportation; highway safety, traffic reduction, air quality, and port security; housing and emergency shelters;
watershed and flood protection; river, coast, and beach protection; water quality, supply, and conservation;
literacy improvement and public library construction and renovation; medical research; high speed rail facilities;
and disaster preparedness and flood prevention.

In November 2011, the primary government issued $439 million in economic recovery bonds to refund the
Refunded Bonds, the proceeds of which were used to address Accumulated State Budget Deficit.

In August, September and October 2011, the Department of Water Resources issued $309 million in water
system revenue bonds and $960 million in power supply revenue bonds to refund certain outstanding bonds
and pay the related issuance costs.

In September 2011, the California State University issued $430 million in revenue bonds to finance or
refinance construction projects at various campuses.

In July and September 2011, the Regents of the University of California, a discretely presented component
unit, issued $1.2 billion in general revenue bonds to finance pension contributions to the UCRP and
$400 million to finance and refinance certain facilities and projects of the university.

Between October and November 2011, the State Public Works Board issued $888 million in lease revenue
bonds to finance and refinance the cost of design and/or construction of various projects for the benefit of the

Department of Corrections, University of California, Department of Mental Health and others.

In December 2011 and February 2012, the Department of Veteran Affairs issued a total of $322 million in
home purchase revenue bonds.
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B. Cash Management

In September 2011, the State issued $5.4 billion of Revenue Anticipation Notes to assist in cash flow
management for the State’s 2011-12 fiscal year.

In July 2011, the State Legislature passed Senate Bill 79, which created the State Agency Investment Fund
(SAIF), under Government Code section 16330, that allows state agencies to invest a minimum of $500 million
in monies not required by law to be invested in the Pooled Money Investment Account. California State
University transferred $700 million to SAIF in September 2011. The University of California transferred $1.0
billion in September 2011.

C. Other

California’s high demand for unemployment insurance benefits required additional loans from the U.S.
Department of Labor during the 2010-11 fiscal year. As of June 30, 2011, the State had $11.0 billion in
outstanding loans from the U.S. Department of Labor that was used to cover deficits in the Unemployment
Programs Fund. As of February 24, 2012, the State had an outstanding loan balance of $10.2 billion, and it
expects to request additional loans throughout 2012.

In August 2011, Standard & Poor’s lowered its long-term credit rating from AAA to AA+ on debt of the U.S.
government, U.S. government sponsored enterprises, and public debt issues that have credit enhancement
guarantees by U.S. government sponsored enterprises. These credit downgrades relate to the credit risk
associated with investments in U.S. Treasury and U.S. Agency debt securities of the primary government,
fiduciary funds, and certain discretely presented component units.
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Schedule of Funding Progress

(amounts in millions)

Public Employees’ Retirement Fund - Primary Government’

Excess of
Actuarial Value of
Assets Over AAL

Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(a) (b) (a-b) (a/b) () ((@a-b)/c)
June 30,2008 $ 89,304 $ 107,642 $ (18,338) 83.0 % $ 16,460 (111.4) %
June 30, 2009 93,377 116,827 (23,450) 79.9 16,333 (143.6)
June 30, 2010 97,346 121,446 (24,100) 80.2 16,281 (148.0)
Judges’ Retirement Fund
Excess of
Actuarial Value of
Assets Over AAL
Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(a) (b) (a-b) (a/b) (c) ((a-b)/c)
June 30,2008 $ 19 $ 3,607 $ (3,588) 05 % $ 111 (3,232.4) %
June 30, 2009 41 3,583 (3,542) 1.1 97 (3,651.5)
June 30, 2010 64 3,429 (3,365) 1.9 86 (3,912.8)
Judges’ Retirement Fund Il
Excess of
Actuarial Value of
Assets Over AAL
Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(@ (b) (a-b) (a/b) (c) ((a-b)/c)
June 30, 2008 $ 335 $ 367 $ (32) 913 % $ 175 (18.3) %
June 30, 2009 379 451 (72) 84.0 199 (36.2)
June 30, 2010 461 521 (60) 88.5 213 (28.2)

" This table reflects the actuarial value of assets; the Comprehensive Annual Financial Report for the fiscal year ended June 30, 2010, reported the

market value of assets.

2The Legislators’ Retirement Fund (LRF) is funded using the aggregate actuarial cost valuation method. This method does not identify actuarial liabilities
and funded ratios. Information about funded status is prepared using the entry age actuarial cost method and is intended to serve as a surrogate for the

funding progress of the plan.

3 The trial courts reporting is based on 52 individual biennial actuarial valuations as of July 1, 2009, the latest information available.
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Legislators’ Retirement Fund?

Excess of
Actuarial Value of
Assets Over AAL

Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(a) (b) (a-b) (a/b) () ((@a-b)/c)
June 30,2008 $ 142 $ 103 $ 39 1379 % $ 2 1,950.0 %
June 30, 2009 134 112 22 119.6 2 1,100.0
June 30, 2010 127 112 15 113.4 2 750.0

State Teachers’ Retirement Defined Benefit Program

Excess of
Actuarial Value of
Assets Over AAL

Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(@ (b) (a-b) (a/b) (9 ((a-b)/c)
June 30,2008 $ 155,215 $ 177,734 $ (22,519) 873 % $ 27,118 (83.0) %
June 30, 2009 145,142 185,683 (40,541) 78.2 27,327 (148.4)
June 30, 2010 140,291 196,315 (56,024) 71.5 26,275 (213.2)

Other Postemployment Benefit Plan

Excess of

Actuarial Value of

Assets Over AAL
Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(@ (b) (a-b) (a/b) (c) ((a-b)/c)

State substantive plan
June 30,2009 $ — $ 51,820 $ (51,820) — % $ 18,450 (280.9) %
June 30, 2010 5 59,911 (59,906) 0.0 17,540 (341.5)
June 30, 2011 7 62,144 (62,137) 0.0 18,010 (345.0)
Trial Courts 3
July 1, 2007 — 1,291 (1,291) — 989 (130.6)
July 1, 2009 9 1,493 (1,484) 0.6 1,009 (147.0)
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Schedule of Funding Progress (continued)

(amounts in millions)

University of California Retiree Health Plan

Excess of
Actuarial Value of
Assets Over AAL
Actuarial Actuarial Actuarial (Unfunded Excess (UAAL) as
Valuation Value of Accrued Actuarial Accrued Funded Covered a Percentage of
Date Assets Liability (AAL) Liability (UAAL)) Ratio Payroll Covered Payroll
(a) (b) (a-b) (a/b) (c) ((a-b)/c)
July 1, 2008 $ 51 $ 13,800 $ (13,749) 04 % $ 7,450 (184.6) %
July 1, 2009 77 15,062 (14,985) 0.5 7,853 (190.8)
July 1, 2010 74 16,049 (15,974) 0.5 7,995 (199.8)

Infrastructure Assets Using the Modified Approach

Pursuant to Governmental Accounting Standards Board (GASB) Statement No. 34, the State uses the
modified approach to report the cost of its infrastructure assets (state roadways and bridges). Under the
modified approach, the State does not report depreciation expense for roads and bridges but capitalizes all
costs that add to the capacity and efficiency of State-owned roads and bridges. All maintenance and
preservation costs are expensed and not capitalized.

A. Infrastructure Asset Reporting Categories

The infrastructure assets reported in the State’s financial statements for the fiscal year ending June 30, 2011,
are in the following categories and amounts: state highway infrastructure (completed highway projects) totaling
$61.4 billion, land purchased for highway projects totaling $12.1 billion, and infrastructure construction-in-
progress (uncompleted highway projects) totaling $6.0 billion.

Donation and Relinquishment. Donation and relinquishment activity affects the inventory of statewide lane
miles, land, and/or bridges as adjustments to the infrastructure assets and/or land balance in the State’s
financial statements. There were no donations for the fiscal year ending June 30, 2011. Relinquishments for
the fiscal year ending June 30, 2011, are $59 million of state highway infrastructure and $12 million of
infrastructure land.

B. Condition Baselines and Assessments

1. Bridges

The State uses the Bridge Health Index—a numerical rating scale from 0 to 100 that uses element-level
inspection data—to determine the aggregate condition of its bridges. The inspection data is based on the

American Association of State Highway Transportation Officials’ (AASHTO) “Commonly Recognized Elements
for Bridge Inspection.”
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From a deterioration standpoint, the Bridge Health Index (BHI) represents the remaining asset value of the
bridge. A new bridge that has 100% of its asset value has a BHI of 100. As a bridge deteriorates over time, it
loses asset value, as represented by a decline in its BHI. When a deteriorated bridge is repaired, it will regain
some (or all) of its asset value and its BHI will increase.

The State’s established condition baseline and actual BHI for fiscal years 2008-09 through 2010-11 are shown
in the following table.

Fiscal Year
Ending June 30 Established BHI Baseline* Actual BHI
2009 80.0 94.1
2010 80.0 94.6
2011 80.0 94.3

* The actual statewide Bridge Health Index (BHI) should not be lower than the minimum BHI established by the State.

The following table provides details on the State’s actual BHI as of June 30, 2011.

BHI Description Bridge Count Percent Network BHI

Excellent 6,738 52.26 % 99.9

Good 4,575 35.48 96.3

Acceptable 852 6.61 85.7

Fair 206 1.60 73.5

Poor 138 1.07 62.7

Does not carry traffic 384 2.98 92.3
Total 12,893 100.00 %

2. Roadways

The State conducts a periodic pavement condition survey, which evaluates ride quality and structural integrity
and identifies the number of distressed lane miles. The State classifies its roadways’ pavement condition by the
following descriptions:

1. Excellent/good condition — minor or no potholes or cracks.
2. Fair condition — moderate potholes or cracks.
3. Poor condition — significant or extensive potholes or cracks.

Statewide lane miles are considered “distressed lane miles” if they are in either fair or poor condition. The
actual distressed lane miles are compared to the established condition baseline to ensure that the baseline is
not exceeded.
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The State’s established condition baseline and actual distressed lane miles from the last three complete
pavement-condition surveys are shown in the following table.

Condition Established Condition Baseline Actual Actual Distressed
Assessment Distressed Lane Miles Distressed Lane Miles as Percent
Date’ (maximum)® Lane Miles of Total Lane Miles
December 2006 18,000 13,845 279 %
March 2008 18,000 12,998 26.3
December 20113 18,000 12,333 24.9

' Condition assessment for the State’s established condition baseline and actual distressed lane miles is being reported as
of the State of the Pavement report publication date.

2 The actual statewide distressed lane miles should not exceed the maximum distressed lane miles established by the State.

3 The State’s compliance with GASB 34, which requires a road condition assessment every three years, temporarily lapsed in
March 2011. A survey was completed in December 2011 and the State will continue to use the modified approach for roadways.

The following table provides details on the State’s actual distressed lane miles as of the last complete
pavement- condition survey.

Pavement Condition Lane Miles Distressed Lane Miles
Excellent/Good 37,185 —
Fair 2,486 2,486
Poor 9,847 9,847

Total 49,518 12,333

C. Budgeted and Actual Preservation Costs

The estimated budgeted preservation costs represent the preservation projects approved by the California
Transportation Commission and the State’s scheduled preservation work for each fiscal year. The actual
preservation costs represent the cumulative cost to date for the projects approved and work scheduled in each
fiscal year. Prior to the 2008-09 fiscal year, the State excluded the annual expenditures for one of its bridges
from preservation costs. Beginning in the 2008-09 fiscal year, the State included the expenditures for the
bridge in both budgeted and actual preservation costs and restated the costs for previous years.

The State’s budgeted and actual preservation cost information for the most recent and four previous fiscal
years is shown in the following table.

Fiscal Year Estimated Budgeted Preservation Costs Actual Preservation Costs
Ending June 30 (in millions) (in millions)
2007 $ 2,694 $ 2,249
2008 2,956 1,871
2009 2,910 1,557
2010 2,162 640
2011 2,802 368
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Budgetary Comparison Schedule
General Fund and Major Special Revenue Funds

Year Ended June 30, 2011
(amounts in thousands)

REVENUES

COorporation taX ....c..ooeeeeuuuuieeiii e e
Intergovernmental
Cigarette and tobacco taxes
Inheritance, estate, and gift taxes ...........cc.coiiiinnn.
Insurance gross premiums tax ............ccceeviiiiiiiieiinnnenn.
Vehicle license fees .........oooviiiiiiiiiiiiiii e
Motor vehicle fuel tax
Personal income tax

Retail sales and use taxes .........cccccoeveiiiiiiiiiniiiieeee,
Other major taxes and liCeNSEeS ...........cc.ucevveeeiiineeeeinnnnn.
Other reVeNUES .......coouuuiiiiiiiii e

Total revVeNUES ......cccuiverieiier e s rr i eeeae
EXPENDITURES
State and CONSUMET SEIVICES ........ccvvuiieniiiiiiieiii e,
Business and transportation ............ccoceviiiiiiiiiii i
Resources ...........ccoveevinnennns

Health and human services
Correctional programs .............eeeeueeiiiireuineiii e eeeeeaes
EdUCAtION ...oe e
General government:

Taxrelief .....cocoevveiieiiiieeen

Debt service
Other general government ...........ccooovoiiviiiiiiiniiinnneen,
Total expenditures ........ccccoeueiieeiimeiiin e
OTHER FINANCING SOURCES (USES)
Transfers from other funds .............ccoooiiiiiiiii .
Transfers to other funds ............oooiiiii
Other additions and deductions ...........cc..ccceiiiiiniiennennn,
Total other financing sources (US€S) .......cccceeuuinan
Excess (deficency) of revenues and other sources
over (under) expenditures and other uses
Fund balances, July 1, 2010 ..................
Fund balances, June 30, 2011 ...........c.cueueee

178

General

Budgeted Amounts Actual Variance With

Original Final Amounts Final Budget
11,509,000 9,408,000 $ 9,613,595 $ 205,595
93,000 93,000 96,097 3,097
1,838,000 2,016,000 2,076,888 60,888
1,506,311 1,393,311 1,366,483 (26,828)
47,784,000 51,945,000 49,602,618 (2,342,382)
26,709,000 26,740,000 26,975,503 235,503
319,521 319,221 335,335 16,114
3,025,931 3,025,931 2,066,515 (959,416)
92,784,763 94,940,463 92,133,034 (2,807,429)
609,074 590,600 556,654 33,946
494,065 493,790 493,679 111
1,223,899 1,177,651 1,067,318 110,333
28,966,812 29,075,611 26,772,957 2,302,654
8,665,888 9,567,358 9,468,499 98,859
45,079,575 43,767,239 43,749,141 18,098
445,653 534,802 529,050 5,752
5,013,571 5,018,950 4,940,066 78,884
4,832,602 4,839,151 4,278,636 560,515
95,331,139 95,065,152 91,856,000 3,209,152
— — 1,661,966 —
— — (401,614) -
— — 618,745 —
— —_ 1,879,097 —
— — 2,156,131 —
— — (4,478,542) —
— — $ (2,322,411) $ —
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Federal Transportation

Budgeted Amounts Actual Variance With Budgeted Amounts Actual Variance With
Original Final Amounts Final Budget Original Final Amounts Final Budget
$ - — - —  $ — — —  $ —
61,973,830 61,973,830 61,973,830 — — — — —
— — — — 4,984,050 5,734,941 5,705,528 (29,413)
— — — — 3,291,704 3,259,541 3,241,182 (18,359)
68 68 52 (16) 413,872 399,743 376,606 (23,137)
61,973,898 61,973,898 61,973,882 (16) 8,689,626 9,394,225 9,323,316 (70,909)
37,509 37,509 37,509 — 116,267 109,150 93,255 15,895
4,153,312 4,153,312 4,153,312 — 11,866,738 8,244,956 7,229,602 1,015,354
402,594 402,594 402,594 — 388,811 132,298 131,540 758
40,377,821 40,377,821 40,377,821 — 3,242 3,171 2,788 383
8,778 8,778 8,778 — — — — —
7,167,425 7,167,425 7,167,425 — 2,543 2,492 2,154 338
— — — — 1,000 1,000 46 954
2,737,481 2,737,481 2,737,481 — 1,902,074 1,900,363 1,888,762 11,601
54,884,920 54,884,920 54,884,920 — 14,280,675 10,393,430 9,348,147 1,045,283
— — 20,576,858 — — — 10,909,792 —

— — (27,643,483) — — — (12,365,008) —

— — (22,285) — — — 257,128 —

— — (7,088,910) — — — (1,198,088) —

— — 52 — — — (1,222,919) —

— — 10,559 — — — 28,224,297 —

$ — —  § 10,611 $ —  § — 8 — $ 27,001,378 $ —
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Reconciliation of Budgetary Basis Fund Balances of the

General Fund and the Major Special Revenue Funds to
GAAP Basis Fund Balances

June 30, 2011

(amounts in thousands) Special Revenue Funds

General Federal Transportation

Budgetary fund balance reclassified into

GAAP statement fund structure . $ (2,322,411) $ 10,611 $ 27,001,378
Basis difference:

Interfund receivabIes ...........oouiiiiiiiiii e 47,304 — 2,447,657

LOANS FECEIVADIE ...t 159,845 124,879 —

Interfund payables ... (4,112,570) — —

Escheat property ... (975,577) — —

Bonds authorized but unissued ...........cccccveeeiiiiiiiee e, — — (21,272,381)

TAX FEVENUES ..ttt e e 682,100 — —

GASB 54 classification Changes ...........cccceeieeiiieieiiiieseeeee e 122,719 2,482 —

(@1 3= SRS TPS 1,419 — (253,697)
Timing difference:

Liabilities budgeted in subsequent years ..........cccccceviriiiiieiiiinecenene (13,542,070) (16,418) (155,725)
GAAP fund balance (deficit), June 30, 2011 ........ccceeecmrriemrrnrrnrssnnnnes $ (19,939,241) $ 121,554 $ 7,767,232

Notes to the Required Supplementary Information

Budgetary Comparison Schedule

The State annually reports its financial condition based on a Generally Accepted Accounting Principles
(GAAP) basis and on the State’s budgetary provisions (budgetary basis). The Budgetary Comparison
Schedule, General Fund and Major Special Revenue Funds reports the original budget, the final budget, the
actual expenditures, and the variance between the final budget and the actual expenditures, using the
budgetary basis of accounting.

On a budgetary basis, individual appropriations are charged as expenditures when commitments for goods
and services are incurred. However, for financial reporting purposes, the State reports expenditures based on
the year in which goods and services are received. The Budgetary Comparison Schedule includes all of the
current-year expenditures for the General Fund and major special revenue funds as well as their related
appropriations that are legislatively authorized annually, continually, or by project. On a budgetary basis,
adjustments for encumbrances are budgeted under other general government, while the encumbrances relate
to all programs’ expenditures.

The Budgetary Comparison Schedule is not presented in this document at the legal level of budgetary control
because such a presentation would be extremely lengthy and cumbersome. The State of California prepares a
separate report, the Comprehensive Annual Financial Report Supplement, which includes statements that
demonstrate compliance with the legal level of budgetary control in accordance with GASB’s Codification of
Governmental Accounting and Financial Reporting Standards, Section 2400.121. This report includes the
comparison of the annual appropriated budget with expenditures at the legal level of control. A copy of the
Comprehensive Annual Financial Report Supplement is available upon request from the State Controller’s
Office, Division of Accounting and Reporting, P.O. Box 942850, Sacramento, California 94250-5872.
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Reconciliaton of Budgetary Basis With GAAP Basis

The reconciliation of Budgetary Basis fund balances of the General Fund and the major special revenue funds
to GAAP Basis fund balances are presented on the previous page and are explained in the following
paragraphs.

The beginning fund balances for the General Fund, Federal Fund, and Transportation Fund on the budgetary
basis are restated for prior-year revenue adjustments and prior-year expenditure adjustments. A prior-year
revenue adjustment occurs when the actual amount received in the current year differs from the amount of
revenue accrued in the prior year. A prior-year expenditure adjustment results when the actual amount paid in
the current year differs from the prior-year accrual for appropriations whose ability to encumber funds has
lapsed in previous periods. The beginning fund balance on a GAAP basis is not affected by these adjustments.

Basis Difference

Interfund Receivables and Loans Receivable: Loans made to other funds or to other governments are normally
recorded as either expenditures or transfers on the budgetary basis. However, in accordance with GAAP, these
loans are recorded as assets. The adjustments related to interfund receivables caused a $47 million increase
to the fund balance in the General Fund and a $2.4 billion increase to the fund balance in the Transportation
Fund. The adjustments related to loans receivable caused increases of $160 million in the General Fund and
$125 million in the Federal Fund.

Interfund Payables: Loans received from other funds or from other governments are normally recorded as
either revenues or transfers on a budgetary basis. However, in accordance with GAAP, these loans are
recorded as liabilities. The adjustments related to interfund payables caused a $4.1 billion decrease to the
budgetary fund balance in the General Fund.

Escheat Property: A liability for the estimated amount of escheat property expected to ultimately be reclaimed
and paid is not reported on a budgetary basis. The liability is required to be reported on a GAAP basis. This
adjustment caused a $975 million decrease to the General Fund balance.

Bonds Authorized but Unissued: In the year that general obligation bonds are authorized by the voters, the full
amount authorized is recognized as revenue on a budgetary basis. In accordance with GAAP, only the amount
of bonds issued each year is reported as an other financing source. The adjustments related to bonds
authorized but unissued caused a $21.3 billion decrease to the fund balance in the Transportation Fund.

Tax Revenues: Estimated tax payments are accrued on a budgetary basis pursuant to Chapter 751, Statutes of
2008. However, in accordance with GAAP, tax payments are accrued based on the portion of estimated net
final payments related to the fiscal year. This adjustment caused a fund balance increase of $682 million in the
General Fund.

GASB Statement No. 54 Classification Changes: The fund balance amounts for governmental funds have been
reclassified in accordance with GASB Statement No. 54. Additional information on GASB 54 can be found in
Note 1, Summary of Significant Accounting Policies, Section K. These reclassifications caused fund balance
increases of $123 million in the General Fund and $2 million in the Federal Fund. The $123 million of fund
balance is not considered part of the General Fund for any budgetary purposes or for the Budgetary/Legal
Basis Annual Report.
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Other: Certain other adjustments and reclassifications are necessary in order to present the financial
statements in accordance with GAAP. The other adjustments caused a fund balance increase of $1 million in
the General Fund and a fund balance decrease of $254 million in the Transportation Fund.

Timing Difference

Liabilities Budgeted in Subsequent Years: On a budgetary basis, the primary government does not accrue
liabilities for which there is no existing appropriation or no currently available appropriation. The adjustments
made to account for these liabilities in accordance with GAAP caused fund balance decreases of $13.5 billion
in the General Fund, a fund balance decrease of $16 million in the Federal Fund, and a fund balance decrease
of $156 million in the Transportation Fund. The large decrease in the General Fund primarily consists of $7.5
billion for deferred apportionment payments to K-12 schools and community colleges, $2.6 billion in tax
overpayments, $1.3 billion for medical assistance, $813 million for June 2011 payroll that was deferred to July
2011, and $418 million for pension contributions.
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We conducted this audit to comply with Section 8546.4 of the California Government Code. The Independent
Auditor’s Report provides the opinions we expressed on the State of California’s basic financial statements.
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Independent Auditor’s Report on Internal Control Over Financial Reporting and
on Compliance and Other Matters Based on an Audit of Financial Statements
Performed in Accordance With Government Auditing Standards

The Governor and the Legislature of the State of California

We have audited the 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, 2011, which collectively comprise the State of California’s basic financial statements, and
have issued our report thereon dated February 24, 2012. Our report includes a reference to 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. As
described in our report on the State of California’s financial statements, other auditors audited
the financial statements of the following:

Government-wide Financial Statements

« Certain enterprise funds that, in the aggregate, represent 86 percent and 36 percent,
respectively, of the 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 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, State Lottery fund, and California State University fund.

« Certain nonmajor enterprise funds that represent 92 percent and 66 percent, respectively, of
the assets and revenues of the nonmajor enterprise funds.

+ The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement
System, and certain other funds that, in the aggregate, represent 90 percent and 76 percent,
respectively, of the assets and additions of the fiduciary funds and similar component units.

+ The discretely presented component units noted above.

This report does not include the results of the other auditors’ testing of internal control
over financial reporting or compliance and other matters that are reported on separately by
those auditors.

Internal Control Over Financial Reporting

Management of the State of California is responsible for establishing and maintaining effective
internal control over financial reporting. In planning and performing our audit, we considered
the State of California’s internal control over financial reporting as a basis for designing our

auditing procedures for the purpose of expressing our opinion on the financial statements, but
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not for the purpose of expressing an opinion on the effectiveness of the State of California’s internal
control over financial reporting. Accordingly, we do not express an opinion on the effectiveness of the
State of California’s internal control over financial reporting.

A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to prevent

or detect and correct misstatements on a timely basis. A material weakness is a deficiency, or
combination of deficiencies, in internal control such that there is a reasonable possibility that a material
misstatement of the entity’s financial statements will not be prevented, or detected and corrected on a
timely basis.

Our consideration of internal control over financial reporting was for the limited purpose described in
the first paragraph of this section and was not designed to identify all deficiencies in internal control
over financial reporting that might be deficiencies, significant deficiencies, or material weaknesses.
We did not identify any deficiencies in internal control over financial reporting that we consider to be
material weaknesses, as defined above. However, we identified certain deficiencies in internal control
over financial reporting, items 2011-15-1 through 2011-15-4, described in the accompanying schedule
of findings and questioned costs that we consider to be significant deficiencies in internal control over
financial reporting. A significant deficiency is a deficiency, or a combination of deficiencies, in internal
control that is less severe than a material weakness, yet important enough to merit attention by those
charged with governance.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the State of California’s financial statements
are free of material misstatement, we performed tests of its compliance with certain provisions of

laws, regulations, contracts, and grant agreements, noncompliance with which could have a direct and
material effect on the determination of financial statement amounts. However, providing an opinion on
compliance with those provisions was not an objective of our audit, and accordingly, we do not express
such an opinion. The results of our tests disclosed instances of noncompliance or other matters, items
2011-15-5 and 2011-15-6, as described in the accompanying section on internal control and compliance
issues applicable to the financial statements and state requirements, that are required to be reported
under Government Auditing Standards.

The State of California’s responses to the findings identified in our audit are described in the
accompanying section on internal control and compliance issues applicable to the financial statements
and state requirements. We did not audit the State of California’s response and, accordingly, we express
no opinion on it.

This report is intended solely for the information and use of the governor and the Legislature of the
State of California, the management of the executive branch, and the federal awarding agencies and

pass-through entities and is not intended to be and should not be used by anyone other than these
specified parties.

CALIFORNIA STATE AUDITOR

JOHN E. COLLINS II, CPA
Deputy State Auditor

February 24, 2012



Independent Auditor’s Report on Compliance With Requirements That Could Have
a Direct and Material Effect on Each Major Program and on Internal Control Over
Compliance in Accordance With OMB Circular A-133

The Governor and the Legislature of the State of California

Compliance

We have audited the compliance of the State of California with the types of compliance requirements
described in the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance
Supplement that could have a direct and material effect on each of its major federal programs for the
year ended June 30, 2011. The State of California’s major federal programs are identified in the summary
of the auditor’s results section of the accompanying schedule of findings and questioned costs.
Compliance with the requirements of laws, regulations, contracts, and grants applicable to each of its
major federal programs is the responsibility of the State of California’s management. Our responsibility
is to express an opinion on the State of California’s compliance based on our audit. We did not audit
the State of California’s compliance with the requirements of the U.S. Environmental Protection
Agency’s Capitalization Grants for Clean Water State Revolving Funds (CFDA Number 66.458)

and the Capitalization Grants for Drinking Water State Revolving Funds (CFDA Number 66.468).
These programs account for less than 1 percent of the total federal assistance received by the State of
California and are included in the accompanying schedule of expenditures of federal awards. Other
auditors have audited the State of California’s compliance with these programs’ requirements and their
reports thereon have been furnished to us. Our opinion, insofar as it relates to these programs, is based
solely on the report of the other auditors.

The State of California’s basic financial statements include the operations of the University of California
and the California State University systems, as well as the California Housing Finance Agency, a
component unit of the State. However, these entities are not included in the accompanying schedule
of findings and questioned costs for the year ended June 30, 2011. Further, they are generally not
included in the schedule of expenditures of federal awards, except for $213 million passed through

to the University of California and the California State University systems through the State Fiscal
Stabilization Fund—Education State Grants, Recovery Act (CFDA Number 84.394). The University
of California and the California State University systems, and the California Housing Finance Agency,
which reported expenditures of federal awards totaling $4.4 billion, $2.3 billion, and $76.4 million,
respectively, engaged other auditors to perform an audit in accordance with OMB Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations (OMB Circular A-133).

We conducted our audit of compliance in accordance with auditing standards generally accepted in
the United States of America; the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States; and OMB Circular
A-133. Those standards and OMB Circular A-133 require that we plan and perform the audit to
obtain reasonable assurance about whether noncompliance with the types of compliance requirements
referred to above that could have a direct and material effect on a major federal program occurred. An
audit includes examining, on a test basis, evidence about the State of California’s compliance with those
requirements and performing such other procedures as we considered necessary in the circumstances.
We believe that our audit and the reports of the other auditors provide a reasonable basis for our
opinion. Our audit does not provide a legal determination of the State of California’s compliance with
those requirements.

As described in the Table and in the accompanying schedule of findings and questioned costs, the State
of California did not comply with requirements that are applicable to certain major federal programs:
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Table
CATALOG OF
COMPLIANCE FINDING FEDERAL DOMESTIC
REQUIREMENT(S) NUMBER FEDERAL DEPARTMENT PROGRAM ASSISTANCE NUMBER
Activities Allowed/Allowable Costs
2011-1-1 Health and Human Services  Medicaid Cluster:
and State Medicaid Fraud Control Units 93.775
2011-1-2 State Survey and Certification of Health Care Providers
and Suppliers 93.777
Medical Assistance Program 93.778
Eligibility
2011-5-1 Health and Human Services ~ HIV Care Formula Grants 93.917
2011-5-2 Health and Human Services  Medicaid Cluster:
State Medicaid Fraud Control Units 93.775
State Survey and Certification of Health Care Providers
and Suppliers 93.777
Medical Assistance Program 93.778
Subrecipient Monitoring
2011-13-9 Education Career and Technical Education - Basic Grants to States
(Perkins IV) 84.048
2011-13-10  Education School Improvement Grants Cluster:
School Improvement Grants 84.377
School Improvement Grants, Recovery Act Funded 84.388
Special Tests and Provisions—Provider Eligibility
2011-14-3 Health and Human Services  Medicaid Cluster:
State Medicaid Fraud Control Units 93.775
State Survey and Certification of Health Care Providers
and Suppliers 93.777
Medical Assistance Program 93.778

Compliance with such requirements is necessary, in our opinion, for the State of California to comply
with the requirements applicable to those programs.

In our opinion, except for the noncompliance described in the Table, the State of California complied,
in all material respects, with the requirements referred to above that could have a direct and material
effect on each of its major federal programs for the year ended June 30, 2011. The results of our
auditing procedures also disclosed other instances of noncompliance with those requirements, which
are required to be reported in accordance with OMB Circular A-133 and which are described in the
accompanying schedule of findings and questioned costs as items:

2011-2-1,2011-3-1, 2011-4-1, 2011-5-4, 2011-5-5, 2011-5-6, 2011-7-5, 2011-7-8, 2011-12-2, 2011-12-3,
2011-12-4, 2011-12-5, 2011-12-7,2011-13-1, 2011-13-2, 2011-13-3, 2011-13-4, 2011-13-5, 2011-13-7,
2011-13-11, 2011-13-12, 2011-13-14, 2011-13-16, 2011-14-1, 2011-14-2, 2011-14-4, 2011-14-5,
2011-14-6, and 2011-14-7.

Internal Control Over Compliance

The management of the State of California is responsible for establishing and maintaining effective
internal control over compliance with the requirements of laws, regulations, contracts, and grants
applicable to federal programs. In planning and performing our audit, we considered the State of
California’s internal control over compliance with the requirements that could have a direct and
material effect on a major federal program to determine the auditing procedures for the purpose of
expressing our opinion on compliance and to test and report on internal control over compliance
in accordance with OMB Circular A-133, but not for the purpose of expressing an opinion on

the effectiveness of internal control over compliance. Accordingly, we do not express an opinion
on the effectiveness of the State of California’s internal control over compliance.
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Our consideration of internal control over compliance was for the limited purpose described in the
preceding paragraph and was not designed to identify all deficiencies in the State of California’s internal
control over compliance that might be significant deficiencies or material weaknesses and therefore,
there can be no assurance that all deficiencies, significant deficiencies, or material weaknesses have
been identified. However, as discussed below, we identified certain deficiencies in internal control over
compliance that we consider to be material weaknesses and other deficiencies that we consider to be
significant deficiencies.

A deficiency in internal control over compliance exists when the design or operation of a control over
compliance does not allow management or employees, in the normal course of performing their
assigned functions, to prevent, or detect and correct, noncompliance with a type of compliance
requirement of a federal program on a timely basis. A material weakness in internal control over
compliance is a deficiency, or combination of deficiencies, in internal control over compliance, such that
there is a reasonable possibility that material noncompliance with a type of compliance requirement of
a federal program will not be prevented, or detected and corrected, on a timely basis. We consider the
deficiencies in internal control over compliance described in the accompanying schedule of findings
and questioned costs as items 2011-1-1, 2011-1-2, 2011-3-2, 2011-5-1, 2011-5-2, 2011-5-6, 2011-7-5,
2011-7-7,2011-13-4, 2011-13-9, 2011-13-10, 2011-13-14, 2011-13-17, 2011-14-3, 2011-14-4, 2011-14-5,
2011-14-6, and 2011-14-7 to be material weaknesses.

A significant deficiency in internal control over compliance is a deficiency, or combination of
deficiencies, in internal control over compliance with a type of compliance requirement of a federal
program that is less severe than a material weakness in internal control over compliance, yet important
enough to merit attention by those charged with governance. We consider the deficiencies in internal
control over compliance described in the accompanying schedule of findings and questioned costs as
items 2011-1-5, 2011-2-1, 2011-2-2, 2011-3-1, 2011-4-1, 2011-5-3, 2011-5-4, 2011-5-5, 2011-7-1,
2011-7-2,2011-7-8,2011-12-2, 2011-12-3, 2011-12-5, 2011-12-7, 2011-13-1, 2011-13-2, 2011-13-3,
2011-13-5,2011-13-6, 2011-13-7,2011-13-8, 2011-13-11, 2011-13-12, 2011-13-16, 2011-14-1, and
2011-14-2 to be significant deficiencies.

The State of California’s responses to the findings identified in our audit are described in the
accompanying schedule of findings and questioned costs. We did not audit the State of California’s
responses and, accordingly, we express no opinion on them.

SCHEDULE OF EXPENDITURES OF FEDERAL AWARDS

We have audited the 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, 2011, and have issued
our report thereon dated February 24, 2012. We did not audit the following significant amounts in the
financial statements of:

Government-wide Financial Statements
+ Certain enterprise funds that, in the aggregate, represent 86 percent and 36 percent, respectively, of
the 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 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, State Lottery fund, and California State University fund.

+ Certain nonmajor enterprise funds that represent 92 percent and 66 percent, respectively, of the
assets and revenues of the nonmajor enterprise funds.
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+ The funds of the Public Employees’ Retirement System and the State Teachers’ Retirement System
that, in the aggregate, represent 90 percent and 76 percent, respectively, of the 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, are 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.

Our audit was performed for the purpose of forming our opinions on the financial statements

that collectively comprise the State of California’s basic financial statements. The accompanying
schedule of expenditures of federal awards is presented for purposes of additional analysis as
required by OMB Circular A-133 and is not a required part of the basic financial statements. Except
for $213 million passed through to the University of California and the California State University
systems from the State Fiscal Stabilization Fund—Education State Grants, Recovery Act (CFDA
Number 84.394), the schedule of expenditures of federal awards generally does not include federal
awards expended by these systems, and the California Housing Finance Agency. These expenditures
are audited by other independent auditors in accordance with OMB Circular A-133. The information
in the accompanying schedule has been subjected to the auditing procedures applied in the audit of
the basic financial statements and, in our opinion, is fairly stated, in all material respects, in relation
to the basic financial statements taken as a whole.

This report is intended solely for the information and use of the governor and Legislature of the
State of California, the management of the executive branch, and the federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than these
specified parties.

CALIFORNIA STATE AUDITOR

Lorne X pae

DENISE L. VOSE, CPA
Deputy State Auditor

February 24, 2012
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STATE OF CALIFORNIA
SCHEDULE OF FINDINGS AND QUESTIONED COSTS
FORTHE FISCAL YEAR ENDED JUNE 30, 2011
Summary of Auditor’s Results
Financial Statements
Type of auditor’s report issued Ungqualified
Internal control over financial reporting:
Material weakness (es) identified? No
Significant deficiency (ies) identified that are
not considered to be material weaknesses? Yes
Noncompliance material to financial statements noted? No
Federal Awards
Internal control over major programs:
Material weakness (es) identified? Yes
Significant deficiency (ies) identified that are
not considered to be material weaknesses? Yes
Type of auditor’s reports issued on compliance for major programs:
Career and Technical Education—Basic Grants to States (84.048) Qualified
School Improvement Grants Cluster:
School Improvement Grants; and School Improvement Grants,
Recovery Act (84.377 and 84.388) Qualified
Medicaid Cluster:
State Medicaid Fraud Control Units, State Survey and
Certification of Health Care Providers and Suppliers, Medical
Assistance Program (93.775, 93.777, and 93.778) Qualified
HIV Care Formula Grants (93.917) Qualified
All other major programs Ungqualified
Any audit findings disclosed that are required to be reported in
accordance with Section .510(a) of Circular A-133? Yes
Dollar threshold used to distinguish between
Type A and Type B programs $136.3 million

Auditee qualified as low-risk auditee? No

13
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Identification of Major Programs:

CFDA Number

10.557
10.558
14.239
14.258
17.225
66.458
66.468
81.042
84.011
84.048
84.287
84.365
84.367
84.410
93.563
93.568
93.658
93.659
93.667
93.917
93.959

Name of Federal Program or Cluster of Programs

CCDF Cluster

Child Nutrition Cluster

Disability Insurance/SSI Cluster

Highway Planning and Construction Cluster

Immunization Cluster

Medicaid Cluster

School Improvement Grants Cluster

SNAP cluster

Special Education Cluster (IDEA)

State Fiscal Stabilization Fund Cluster

TANF Cluster

Title I, Part A Cluster

Vocational Rehabilitation Cluster

WIA Cluster

Special Supplemental Nutrition Program for Women, Infants, and Children
Child and Adult Care Food Program

Home Investment Partnerships Program

Tax Credit Assistance Program (Recovery Act Funded)
Unemployment Insurance

Capitalization Grants for Clean Water State Revolving Funds
Capitalization Grants for Drinking Water State Revolving Funds
Weatherization Assistance for Low-Income Persons

Migrant Education—State Grant Program

Career and Technical Education—Basic Grants to States
Twenty-First Century Community Learning Centers

English Language Acquisition Grants

Improving Teacher Quality State Grants

Education Jobs Fund

Child Support Enforcement

Low-Income Home Energy Assistance

Foster Care—Title IV-E

Adoption Assistance

Social Services Block Grant

HIV Care Formula Grants

Block Grants for Prevention and Treatment of Substance Abuse

15
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to the Financial Statements and State Requirements
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EMPLOYMENT DEVELOPMENT DEPARTMENT

Reference Number: 2011-15-1

Condition

Employment Development Department (EDD) improperly reported its current accounts receivable
balance for the Unemployment Insurance Fund (UI), the Disability Insurance Fund (DI), and the Benefit
Audit Fund (BAF) for fiscal year 2010—11. For these funds, EDD recorded about $1.1 billion that it
expected to collect in periods subsequent to fiscal year 2011-12. However, it was not able to support that
the $1.1 billion could actually be collected, and it also incorrectly recorded these long-term receivables in
a current receivables account. This resulted in a $1.1 billion overstatement of current accounts receivable,
a $700 million understatement of expenses in the Ul and DI funds, and a $400 million overstatement of
revenues in the BAF fund. Although EDD has controls in place to review such entries for reasonableness,
we found that it’s review was ineffective in preventing the improper recording of these amounts. EDD
acknowledged the errors, and the State Controller’s Office corrected the $1.1 billion over statement.

Criteria

For governmental funds such as BAF, Governmental Accounting and Financial Reporting Standards
(accounting standards) require that revenues be recognized in the accounting period in which they become
available and measurable. For proprietary funds such as UI and DI, accounting standards state that generally
accepted accounting principles (GAAP), which are similar to those used by businesses in the private sector,
are applicable. GAAP requires accounts receivables be reported in the financial statements at net realizable
value, that is, in the amount that is expected to be collected. Additionally, GAAP defines current assets as
resources that are expected to be realized in cash during the next year.

The State Administrative Manual, Section 10500 requires that for these types of transactions to be classified
as current accounts receivable they must be estimated to be collectible within the ensuing fiscal year.

Recommendation

EDD should complete a more thorough review of its accounting entries, including a review of
applicable accounting standards and the calculations supporting its entries.

Department’s View and Corrective Action Plan

EDD agrees with the Bureau of State Audit’s finding that the adjusting entries for benefit receivables

were not fully supported with respect to the actual collectability of the amounts. EDD also agrees that
the debit sides of the adjusting entries were inadvertently submitted as “Accounts Receivable — Current”
rather than “Accounts Receivable — Noncurrent” EDD has reversed the entry for BAF and requested

that the State Controller’s Office reverse the entries for Ul and DI. EDD will complete a more thorough
review of such entries, if required in the future, to ensure the entries are recorded for the proper amounts
and in the proper accounts. This review will include using the financial analyses necessary to make the
most accurate future collection projections while adhering to the applicable accounting principles.

Reference Number: 2011-15-2

Condition

The Employment Development Department (EDD) had weak general controls over its information
systems for fiscal year 2010—11. General controls are the policies and procedures related to all or a large
segment of an entity’s information systems. While ineffective general controls do not, by themselves,
cause misstatements, they may permit controls over individual systems to operate improperly and allow
misstatements to occur and not be detected.
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In January 2011, EDD’s director certified that EDD had implemented a fully developed Risk
Management and Privacy Program that complied with all applicable policy requirements. However,

we found major deficiencies in several areas certified as fully implemented. Further, these deficiencies
impact the effectiveness of the general controls over its information systems. Specifically, we

found EDD’s entitywide information security policy was outdated, included references to the

State Administrative Manual and the California Government Code that no longer exist, referenced
expired EDD policies for additional guidance, and was missing several mission-critical programs from a
list of EDD Major Systems. In addition, we determined that EDD had an insufficient risk management
program due to an inadequate risk assessment completed in August 2011, and an expired policy with
outdated references. Furthermore, we found that EDD did not have an incident response plan prior to
January 2012. Because we identified these significant weaknesses in EDD’s information systems general
controls, we did not complete additional testing of EDD’s application system controls.

Unless EDD implements adequate general controls over its information systems, the completeness,
accuracy, validity, and confidentiality of agency data will continue to be at risk. Specifically, the
information systems used by EDD to report information for the Federal Unemployment Insurance
program and the State’s financial statements—such as the Tax Accounting System, Accounting and
Compliance Enterprises System, and Single Client Database—may operate improperly and allow
misstatements to occur and not be detected.

Criteria

According to Title 20 of the Code of Federal Regulations, Chapter V — Employment and Training
Administration, Department of Labor, Part 602 — Quality Control in the Federal-State Unemployment
Insurance System, Subpart B — Federal Requirements, Section 602.11, Secretary’s Interpretation.(a),
“The Secretary interprets Section 303(a)(1), SSA, to require that a State law provide for such methods
of administration as will reasonably ensure the prompt and full payment of unemployment benefits to
eligible claimants, and collection and handling of income for the State unemployment fund (particularly
taxes and reimbursements), with the greatest accuracy feasible”

The State Administrative Manual, Section 5310, states, “The purpose of information security
policy... [is] to establish and maintain a standard of due care to prevent misuse or loss of state agency
information assets. Policy provides management direction for information security to conform with
business requirements, laws, and administrative policies... Each agency must provide for the integrity
and security of its information assets by establishing appropriate internal policies... for preserving the
integrity and security of each automated, paper file, or data base..”

The State Administrative Manual, Section 5305, states, “Risk management is the process of taking
actions to avoid or reduce risk to acceptable levels. This process includes both the identification and
assessment of risk through risk analysis (SAM Section 5305.1) and the initiation and monitoring of
appropriate practices in response to that analysis through the agency’s risk management program”

The State Administrative Manual, Section 5350, states, “Proper incident management includes the
formulation and adoption of a written incident management plan that provides for the timely assembly
of appropriate staff that are capable of developing a response to, appropriate reporting about, and
successful recovery from a variety of incidents”

Recommendation

EDD should ensure that all policy requirements included in the State Administrative Manual
Chapters 4800 and 5300 are fully implemented and updated on a regular basis to strengthen its general
controls over its information systems.
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Department’s View and Corrective Action Plan

EDD acknowledges that some of its information technology policies and plans are outdated or deficient
and that it has not fully complied with some provisions of the State Administrative Manual (SAM)
relating to documenting its information technology practices. EDD also concurs that meeting the SAM
guidelines will help to improve its general controls over its information systems.

However, EDD has strong controls over its information systems and the completeness, accuracy,
validity, or confidentiality of EDD data is not at risk. EDD does not agree that the deficiencies identified
during the audit constitute significant weaknesses in its controls. An expired policy document does

not mean the practices and procedures delineated by that policy are inadequate or no longer being
followed. EDD’s practice has been to continue following “expired” policy directives until those policies
are eliminated or superseded. Likewise, other deficiencies in policy documents do not mean EDD’s
control practices and procedures are seriously flawed. Actual testing of EDD’s controls would have
revealed that the ongoing practices EDD uses to develop and manage its information systems results in
an acceptably low level of risk of significant misstatements in data and reported information.

EDD has a strong “track record” of successfully managing its information systems, projects, and
infrastructure. Since June 2008, EDD has effectively implemented hundreds of major programming
changes in response to State and federal legislation related to the Unemployment Insurance (UI)
program; most notably those needed for various federal extensions. These programming changes were
made quickly and with little advance notice. Over the same period, during its highest workload period
ever, EDD successfully implemented millions of dollars worth of information technology projects.
Additionally, EDD successfully completed its Internal Revenue Service (IRS) Safeguard Review which
focused specifically on data security. This positive track record would not be possible if the information
systems controls actually in operation were significantly deficient.

While EDD believes the items identified during the audit have not adversely affected its operations,
EDD recognizes that bringing its policies, plans, and documentation current and into full compliance
with SAM provisions can only improve its already effective information systems controls. Accordingly,
EDD will continue to perform its ongoing policy review to identify, analyze and correct issues
pertaining to outdated and/or unnecessary policies. As discussed with the Bureau’s auditors, this review
will result in filling any gaps in EDD’s security-related policies while removing redundant policies and/
or policies that speak to technologies or business processes that are no longer relevant to the EDD
environment. Throughout this effort EDD will adhere to state guidelines and the National Institute of
Standards and Technology’s (NIST) framework to ensure that EDD complies with all SAM provisions.

The EDD has already taken steps to address the concerns raised by the auditors. In January 2012, EDD
implemented an updated Incident Management Plan consistent with SAM 5350. Earlier, in June 2011,
EDD put into effect and practice two policies pertaining to the adoption of System Security Plans (SSP).
The first policy sets the criteria for each SSP and the second requires that all new systems complete

the SSP before moving to production and all current systems complete the SSP within two years. The
SSP process follows the NIST Risk Framework. As was conveyed to the auditors, EDD successfully
completed the SSP for the Accounting and Compliance Enterprises System project and is in the process
of establishing the General Security Plan which encompasses the Enterprise Common Controls. EDD is
currently in the process of drafting policy which would describe the EDD’s risk management program.
The SSP compliance methodology along with accepted security focused risk management practices will
form the basis of the Enterprise Information Security Risk Management program compliant with SAM
5305. Finally, EDD has now released its Policy on the Information Security Program (PISP) for EDD
Executive signature. This PISP provides the required security controls and direction for EDD to be in
compliance with SAM 5310.

Auditor’s Comments on Department’s View

We acknowledge that EDD has taken steps to address our concerns. However, we disagree with EDD’s
assertion that the deficiencies identified during our audit do not constitute significant weaknesses in
the controls over its information systems. For example, we determined that EDD had an insufficient
risk management program and lacked an incident response plan during the period of our review.
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Consequently, EDD could not ensure that it adequately identified and mitigated risks associated
with its information assets, or that it appropriately responded and applied lessons learned from
security incidents.

While we concur with EDD that an expired policy does not necessarily mean that the practices and
procedures prescribed within it are defunct, expired policies may reduce EDD’s ability to hold its
staff accountable for protecting its information assets. Further, in the absence of an adequate risk
assessment, EDD cannot ensure that its security policies incorporate practices and procedures that
mitigate the current threats and vulnerabilities of its information assets.

Finally, EDD’s assertion that it implemented hundreds of major programming changes does not
equate to EDD having sufficient controls over its information systems. Rather, it is precisely the
dynamic environment in which it operates that reinforces the need for EDD to conduct adequate risk
assessments and regularly update its policies to ensure that it implements strong general controls over
its information systems. Further, EDD’s statement that it successfully completed its IRS Safeguard
Review, which focused specifically on data security, is misleading. The preliminary results of the IRS’s
Safeguard Review identified 23 significant findings related to general control weaknesses. The IRS will
require EDD to report on the corrective action(s) taken to address each finding until closed by the IRS.

DEPARTMENT OF CORRECTIONS AND REHABILITATION

Reference Number: 2011-15-3

Condition

In its fiscal year 2010-11 financial statements, the California Department of Corrections and
Rehabilitation (Corrections) again incorrectly reported certain capital asset balances for buildings. Last
year, we issued a finding to Corrections related to misclassifications in its governmental funds of buildings
associated with capital leases. Corrections committed to revising its financial statements to reflect

the overstatement we identified and to performing additional reviews to ensure the correct reporting

of buildings balances in its fiscal year 201011 financial statements. However, it actually corrected

$14 million less than we previously identified as having been misclassified and made little progress in
identifying further missclassifications. To evaluate the level of remaining potential misclassification this
year, we identified five buildings included in Corrections’ governmental funds, totaling about $571 million,
which had corresponding large capital leases outstanding with the State Public Works Board (Board).
Based on our testing of these items, we confirmed that Corrections had incorrectly classified over

$220 million as governmental fund assets. Corrections accordingly reduced its buildings balance for
governmental funds by about $223 million. We also noted a continuing potential overstatement in
Corrections’ buildings’ balance of about $184 million. The potential overstatement is related to other
buildings reported in Corrections’ governmental funds that may also be associated with capital leases
through the Board. Corrections stated that the misclassifications were caused by a combination of bad
data, insufficient communication regarding changes in procedures, and data that was corrupted during
the transition to a new accounting system.

At fiscal year-end, the State Controller’s Office (SCO) gathers information on California’s capital

assets from various sources and presents it in the Comprehensive Annual Financial Report

(CAFR). Buildings and improvements within the capital assets governmental activities section of

the CAFR include buildings owned by state departments as well as buildings that departments are
purchasing through leases with the Board. The SCO obtains information on buildings that are owned
by departments through departments’ financial statements and obtains information on capital leases
with the Board through Department of General Services’ reports. When departments, in their year-end
financial reports to the SCO, include buildings they are buying through capital leases with the Board,
they cause assets to be double counted in the CAFR.
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Criteria

The State Administrative Manual, section 6872 states that the title of a building under lease with the
Board remains with the Board until the associated debt is retired. Thus, buildings that are still under
lease should not be reported in governmental funds.

The State Administrative Manual, sections 7977, 7978, and 8660, require departments to report in their
financial statements to the SCO all additions and deductions to real property. These sections also require
that departments report real property by the source of the funds used to acquire each property. The SCO
uses these reports to compile the information related to capital assets that it presents in the CAFR.

Recommendations

In order to ensure its buildings balance is correctly stated, Corrections should identify any remaining
buildings in its governmental funds that are associated with capital leases and reclassify them to the
appropriate nongovernmental funds. Corrections should also improve internal communications and
correct erroneous data related to accounting for capital assets.

Department’s View and Corrective Action Plan

Corrections is currently reviewing additional data to identify further potential misclassifications

with the goal of correcting information for our upcoming fiscal year 2011-12 financial statements.
Corrections will continue to work in the 2012-13 fiscal year to identify and correct financial data to
ensure proper classification of assets. Corrections has also developed procedures to ensure that future
constructed assets with capital leases are properly classified.

DEPARTMENT OF TRANSPORTATION

Reference Number: 2011-15-4

Condition

In fiscal year 2010-11, the California Department of Transportation (Caltrans) failed to comply with
certain requirements related to managing infrastructure assets accounted for under the modified
approach. As required by Governmental Accounting and Financial Reporting Standards (accounting
standards), Caltrans completed a pavement-condition survey (survey) in March 2008 and thus needed
to complete its next survey by March 2011. However, Caltrans did not complete this survey until
December 2011, nine months after the required deadline, resulting in a lapse in compliance. Caltrans
stated that the survey was delayed due to modifications it made to improve the data for pavement
performance modeling. It said it made these changes in order to improve the survey’s comparability
with prior surveys and to aid in the transition to new survey software. Following the accounting
standards related to infrastructure under the modified approach is significant because governments that
fail to comply must begin depreciating their infrastructure assets.

Criteria

Accounting standards allow governments to account for infrastructure assets under what is referred

to as the “modified approach” Under this approach, which does not require infrastructure assets to be
depreciated, governments must meet several requirements including completing condition assessments
of their infrastructure assets at least every three years and documenting that these assets are being
preserved at an established condition level. Governments must present the assessed condition of
infrastructure as required supplementary information in their comprehensive annual financial reports.
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Recommendations

Caltrans should establish a process to ensure that it will complete pavement condition surveys at least
every three years. Caltrans should complete its next pavement condition survey by the fall of 2014 to
ensure that the State Controller’s Office has adequate time to review the survey and include relevant
information from it in the State’s comprehensive annual financial report for fiscal year 2013—14.

Department’s View and Corrective Action Plan

Caltrans concurs with the recommendation and is on track to complete the next Pavement Condition
Survey by December 2013.

CALIFORNIA COMMUNITY COLLEGES CHANCELLOR'’S OFFICE

Reference Number: 2011-15-5

Condition

The California Community Colleges Chancellor’s Office (Chancellor’s Office) authorized $5.9 million
in general apportionments to three community college districts that were not entitled to receive such
amounts in fiscal year 2010—11. Further, the Chancellor’s Office has authorized a total of $45.5 million
of such payments to these same districts since fiscal year 2005-06, without explicit legal authority.

Community college districts receive apportionment funding primarily from three sources: property
taxes, student fees, and the State’s General Fund. When local property taxes and student fees alone do
not meet a district’s apportionment target, the General Fund provides additional funding, referred to
as general apportionments, to each district. The Chancellor’s Office calculates each district’s general
apportionment annually based on criteria set forth in Education Code sections 84750.5 through
84751.5, including data on student enrollment and local revenues. Districts that have local property
tax and student fee revenues that exceed their apportionment target are not entitled by law to receive
general apportionment funding from the State. These districts are known as excess tax school entities,
or basic aid districts.

According to the Director of Fiscal Services of the Chancellor’s Office (director), since fiscal year 2005—06,
revenues for three of the State’s 72 community college districts—Mira Costa, Marin, and South
Orange—have exceeded their apportionment target. However, while these districts did not meet the
criteria set forth in Education Code Sections 84750.5 through 84751.5 to receive general apportionment
funding, the Chancellor’s Office authorized such funding for each of the last six years. Annually, these
amounts ranged from $5.7 to $8.7 million between fiscal years 2005—-06 and 2010—11.

The director stated that the Chancellor’s Office has authorized a portion of general apportionment
funding to the three districts each year since fiscal year 2005-06 to compensate for their loss of
Partnership for Excellence funding. The Partnership for Excellence Program, created by Senate Bill 1564
in 1998, provided supplemental funding until January 1, 2005 to community colleges for the purposes
of achieving annual performance goals and improving student learning and success. The text that
authorized Partnership for Excellence funding was not included in Budget Acts subsequent to fiscal
year 2004—05. The director stated that for fiscal year 2005—06, the Department of Finance provided
budget-related documents to the Chancellor’s Office showing an increase in general apportionment
funding that matched the amount previously provided through the Partnership for Excellence Program.
He further explained that because net funding did not change, the Chancellor’s Office interpreted

the increase in general apportionment funding as a reclassification of funding that was not intended

to reduce funding to basic aid districts. However, the Chancellor’s Office cannot demonstrate that it
sought a legal opinion to support its decision to authorize general apportionment funding to basic aid
districts after the expiration of Partnership for Excellence funding.



California State Auditor Report 2011-002
March 2012

In addition, since fiscal year 2005—06, the Chancellor’s Office has not presented these payments as general
apportionments in the state apportionment reports it publishes on its website. Instead it reported them
as “Partnership” in fiscal year 2005—-06, “other base entitlement” in fiscal year 2006—07 and as “other
adjustments” since fiscal year 2007—08. For this reason, it has not been clear to the public that the three
districts have effectively received general apportionment funding. By allocating general apportionment
funding to basic aid districts, the amount of funding available for the remaining 69 community college
districts was reduced by $45.5 million between fiscal years 2005-06 and 2010-11.

Criteria

Education Code Section 84328 requires the Board of Governors of the California Community Colleges
to certify each apportionment made by it to the Controller.

Revenue and Taxation Code Section 95 states that an “excess tax school entity” means an educational
agency for which the amount of the state funding entitlement determined under Education Code
sections 2558, 42238, 84750 or 84751, as appropriate, is zero.

Education Code 84751 provides the methodology used in determining each community college
district’s revenue level for each fiscal year.

Recommendations

To ensure that community college districts that rely on general apportionment funding receive their
entitled amounts, the Chancellor’s Office should do the following:

+ Discontinue distributing general apportionment funding to districts that do not meet the criteria set forth
in the Education Code for receiving general apportionment funding, also known as basic aid districts.

+ Recover $45.5 million in general apportionments paid to the Mira Costa, Marin, and South Orange
community college districts, and redistribute these monies to the remaining community college districts.

To ensure community college apportionments are made based on appropriate legal authority, the
Chancellor’s Office should seek advice from its legal office prior to certifying apportionments when it
believes that the authority to allocate community college apportionment funding is unclear.

Department’s View and Corrective Action Plan

The Chancellor’s Office agrees that these payments should be discontinued, and stated that it has begun
phasing out Partnership for Excellence payments to the three basic aid districts. For fiscal year 2011-12,
the Chancellor’s Office stated that these districts will receive one-half of the value of the Partnership

for Excellence payments and will not receive any further Partnership for Excellence funding after fiscal
year 2011-12.

The Chancellor’s Office disagrees that the prior payments should be recovered from the districts. It
believes that the payments were made due to a reasonable interpretation of the situation, and it would
be a hardship to compel the districts to repay funds paid out over a number of prior years due to a
revision in understanding of legislative intent.

The Chancellor’s Office agrees with the State Auditor’s recommendation that it should seek advice from
its legal staff where the interpretation of statute concerning apportionments is unclear, and stated it will
endeavor to do so when appropriate.
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CALIFORNIA COMMUNITY COLLEGES CHANCELLOR'’S OFFICE
STATE CONTROLLER’S OFFICE
DEPARTMENT OF FINANCE

Reference Number: 2011-15-6

Condition

The California Community Colleges Chancellor’s Office (Chancellor’s Office) certified an $832 million
apportionment to community colleges, which the State Controller’s Office (SCO) paid in July 2011,
based on a law that was no longer in effect. Chapter 724 of the Statutes of 2010 (Chapter 724)
authorized an $832 million appropriation to community colleges to be paid in July of 2011. However,
Chapter 7 of the Statutes of 2011 (Chapter 7), which became law in March 2011, eliminated the text of
the earlier law. Thus, the appropriation established by Chapter 724 was repealed and could not form
the basis for a payment. In signing Chapter 7, the governor noted that community college deferral
amounts identified in the legislation would be applied beginning with the 2011-12 fiscal year and

that future legislation would clarify this intent. However, the law was not amended to authorize the
$832 million payment until September 2011. If administering departments and control agencies do
not ensure that disbursement requests are based on appropriate legal authority, the State risks making
unauthorized disbursements.

To ensure that the SCO establishes appropriations in its accounting system in accordance with the law,
the chief of the SCO’s Bureau of Accounting (accounting chief) asserted that fiscal analysts monitor
state legislation on a daily basis to identify new laws that create, eliminate, or modify appropriations. In
addition, the chief of the SCO’s Bureau of Payments (payments chief) stated that before the SCO sets
up appropriations in its accounting system, it coordinates with the Department of Finance (Finance)

to establish identifying item numbers. Once the appropriation is set up in its accounting system,

the SCO’s Local Apportionments Section processes payments based on schedules submitted by the
Chancellor’s Office. The Chancellor’s Office’s Vice Chancellor of College Finance and Facilities Planning
(Vice Chancellor) stated that he is typically involved with the development of legislation that affects
apportionments to community college districts, and he and the Chancellor’s Office’s Director of Finance
monitor daily for changes in the law. He further stated that once apportionments are authorized in law,
a fiscal services specialist calculates payments due to each community college district, which the Vice
Chancellor then certifies and submits to the SCO in the form of an allocation schedule.

After the passage of Chapter 7 in March 2011, a program principal at Finance contacted the SCO’s
Division of Accounting and Reporting to inquire about the SCO’s interpretation of the language in
Chapter 7. The program principal stated that a concern had been raised that the legislation could be
interpreted to mean that the community colleges would be subject to a double deferral. In response

to this inquiry, a manager within the SCO’s Division of Accounting and Reporting told Finance in
March 2011 that his division would seek advice from the SCO’s legal office. However, the SCO’s

chief legal counsel indicated that his office never received a request for a legal opinion on this matter.
Moreover, he stated that his office was not involved in the issues surrounding the $832 million payment
prior to inquiries made by the State Auditor’s staff in August 2011. The payments chief further indicated
that the procedures to guide staff in monitoring changes in legislation and establishing appropriations
were not formalized, but rather they were documented as hand written notes located on various staffs’
desks. She stated that the SCO established formal policies and procedures on August 31, 2011 to guide
its staff in these processes, which include obtaining an opinion from the SCO’s legal counsel when staff
identify conflicting legislation.

The Vice Chancellor stated that neither he nor his fiscal services staft noticed that the $832 million
apportionment had been struck from existing law during their review of Chapter 7. He further stated he
was not aware that Chapter 7 had eliminated the apportionment until the State Auditor’s staff questioned
citing Chapter 724 as the legal authority for the $832 million payment request, in August 2011.
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The SCO payments chief also stated that in coordinating with Finance in July 2011, Finance advised
SCO staff to use an appropriation item number related to Chapter 724. SCO staff interpreted this action
as Finance’s concurrence with making the $832 million payment under Chapter 724. The manager

of Finance’s Budget Operations Support Unit stated that Finance coordinates with the SCO under

an informal agreement to provide appropriation item numbers only to ensure that both agencies use
matching numbers in their financial systems, not as a legal check on appropriations.

Finance’s chief legal counsel indicated that given the governor’s signing message attached to Chapter 7,
Finance intended to include clarifying text within the May Revise of the fiscal year 2011-12 Budget to
authorize the $832 million payment eliminated by Chapter 7. However, it was not until August 25, 2011,
one day after the State Auditor’s staff met with Finance to discuss the impact of Chapter 7 on this
payment, that Finance’s Program Budget Manager of Education proposed clarifying legislation in an
e-mail to the Staff Director for the Senate’s Standing Committee on Budget and Fiscal Review. This text
was included in Chapter 15 of the Statutes of 2011, First Extraordinary Session, which the governor
approved on September 20, 2011, and retroactively clarified that the $832 million payment made in

July 2011 was authorized.

Both the Vice Chancellor and the SCO’s accounting chief stated that they believe the intent of
Chapter 7 was not to remove the legal authority for the $832 million appropriation established

in Chapter 724, but rather to establish appropriations related to the fiscal year 2011-12 Budget Act.
Further, both assert that their view of the intent of Chapter 7 was supported by schedules created by
Finance showing apportionments for fiscal year 2011-12. Nevertheless, neither office took prompt
action to ensure that authority for the appropriation existed in law prior to certifying or disbursing the
apportionment payment.

Criteria
Education Code Section 84328 requires the Board of Governors of the California Community Colleges
to certify each apportionment made by it to the SCO.

Government Code Section 12440 prohibits the SCO from making payments unless authorized by law.

Government Code Section 13070 states Finance has general powers of supervision over all matters
concerning the financial and business policies of the State.

Recommendations

To ensure that community college payments are certified based on proper legal authority, the
Chancellor’s Office should seek advice from its legal office prior to certifying apportionment payments
when legislation affecting community college apportionments is unclear.

To ensure that appropriations are established and payments are made under proper legal authority, the
SCO should do the following:

+ Ensure that staff follow newly formalized policies and procedures related to monitoring for the
potential impacts of changing legislation and to establishing appropriation item numbers.

« Seek advice from its legal office when legislation has a potential impact on its legal authority to
make payments.

To ensure that appropriations are established under proper legal authority, the SCO and Finance should
formally define expectations for coordinating information on appropriation item numbers.
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Departments’ Views and Corrective Action Plan

The Chancellor’s Office agrees with the State Auditor’s recommendation that it should seek advice from
its legal staft where the interpretation of statute concerning apportionments is unclear, and stated it will
endeavor to do so when appropriate.

The SCO concurs with the spirit underlying the recommendations provided by the State Auditor,
and understands the importance of staff following formal policies and procedures when monitoring
legislation and establishing appropriations. As such, it says it has already strengthened its internal
controls in this area and is resolved to continue to do so in order to ensure the integrity of state
expenditures. However, it also said that its stewardship of the State’s finances demands that it always
act in the best interests of the people it serves, including taking reasonable actions to clean-up the
unintended mistakes of others. It believes the payment it made was consistent with the intentions of
the governor and the Legislature, and produced no material harm.

Finance concurs with the recommendation and stated it will work with the SCO to formalize an
updated procedure for coordinating items of appropriation. Finance further stated that a meeting
between the two departments has already been scheduled.
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Compliance and Internal Control Issues
Related to Specific Grants Administered by
Federal Departments
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THE CORPORATION FOR NATIONAL AND COMMUNITY SERVICE

Reference Number: 2011-7-6

Federal Catalog Number: 94.006

Federal Program Title: AmeriCorps
Federal Award Numbers and Years: 10ESHCAO001; 2010

10FXHCAO002; 2010
09ACHCAO001; 2009
09RCHCA002; 2009
06AFHCAO001; 2006

Category of Finding: Matching

State Administering Department: CaliforniaVolunteers

Criteria

TITLE 45—PUBLIC WELFARE, PART 2521—ELIGIBLE AMERICORPS SUBTITLE C PROGRAM
APPLICANTS AND TYPES OF GRANTS AVAILABLE FOR AWARD, Section 2521.35—Who Must
Comply with Matching Requirements?

(a)

(b)

The matching requirements described in sections 2521.40 through 2521.95 apply to you if you
are a subgrantee of a State commission or a direct program grantee of the Corporation. These
requirements do not apply to Education Award Programs.

If you are a State commission, you must ensure that your grantees meet the match requirements
established in this part, and you are also responsible for meeting an aggregate overall match
based on your grantees’ individual match requirements.

TITLE 45—PUBLIC WELFARE, PART 2521—ELIGIBLE AMERICORPS SUBTITLE C PROGRAM
APPLICANTS AND TYPES OF GRANTS AVAILABLE FOR AWARD, Section 2521.45—What are the
Limitations on the Federal Government’s Share of Program Costs?

(a)

Member support: The Federal share, including Corporation and other Federal funds, of member
support costs, which include the living allowance required under Section 2522.240(b)(1), FICA,
unemployment insurance (if required under State law), worker’s compensation (if required under
State law), is limited as follows:

(3)  Your share of member support costs must be non-Federal cash.

Program operating costs: The Corporation share of program operating costs may not exceed
67 percent. These costs include expenditures (other than member support costs described

in paragraph (a) of this section) such as staff, operating expenses, internal evaluation, and
administration costs.

(1)  You may provide your share of program operating costs with cash, including other Federal
funds (as long as the other Federal agency permits its funds to be used as match), or third
party in-kind contributions.

(2)  Contributions, including third party in-kind must:
(i) Be verifiable from your records;
(i)  Not be included as contributions for any other Federally assisted program;

(ili)  Be necessary and reasonable for the proper and efficient accomplishment of your
program’s objectives; and

(iv)  Be allowable under applicable OMB cost principles.
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Condition

In our prior-year audit, we reported that CaliforniaVolunteers had not ensured its established policies
and procedures for fiscal desk reviews were followed. Specifically, we found that it did not verify the
allowability of grantee match contributions for the fiscal desk reviews we tested where requirements to
verify match contributions existed. CaliforniaVolunteers’ chief of staff indicated that the Department of
Finance’s Office of State Audits and Evaluations (Finance) was performing the remaining desk reviews.
However, the chief of staff also indicated that although Finance verified the supporting documentation
for the match requirement when performing desk reviews, it did not verify the source of the match. As
a result, we reported that CaliforniaVolunteers could not assure that its subgrantees were meeting the
match requirement. In its corrective action plan, CaliforniaVolunteers indicated that during 2011, as
part of its fiscal year 2009-10 desk reviews, it planned to require subgrantees to document the source
of matching funds and it intended to review this documentation to verify that the matching funds were
from allowable sources.

We also reported that CaliforniaVolunteers had yet to eliminate its backlog of fiscal desk reviews. The
chief of staff indicated that as of January 2011, CaliforniaVolunteers had completed only three fiscal desk
reviews initially scheduled for program year 2007-08, and that it intended to have Finance complete

the remaining reviews. According to a log that CaliforniaVolunteers maintained to track pending fiscal
desk reviews, although Finance had completed nine of 34 pending fiscal desk reviews for program

years 2007-08 and 2008—09, CaliforniaVolunteers had not yet approved any of those desk reviews. In
its corrective action plan, CaliforniaVolunteers indicated that during 2011, it intended to eliminate the
backlog of 2007-08 and 2008—09 fiscal desk reviews and begin processing 2009—10 reviews.

During our follow-up procedures, we found that CaliforniaVolunteers has not fully implemented its
corrective action plan to ensure that its established policies and procedures for fiscal desk reviews are
followed by verifying the allowability of grantee match contributions. CaliforniaVolunteers is in the
process of informing subgrantees that they are required to provide all documentation that supports any
match that is reported for the fiscal year 2009—10 awards, including the source of the match, but it does
not expect its subgrantees to begin submitting the documentation until the end of 2011. Finally, we also
found that CaliforniaVolunteers has not yet eliminated its backlog of fiscal desk reviews. The fiscal desk
review officer stated that she is nearly finished with the 2007-08 reviews and she expects to eliminate
the backlog of 68 fiscal desk reviews by the end of the 2010-11 fiscal year.

Questioned Costs

No specific questioned costs identified.

Recommendations

CaliforniaVolunteers should follow its policies and procedures when performing fiscal desk reviews
to ensure its subgrantees submit documentation to support their matching funds, including the
source of the match. It should then verify that the contributions are from allowable sources. Finally,
CaliforniaVolunteers should continue implementing its fiscal monitoring workplan to eliminate its
backlog of fiscal desk reviews.

Department’s View and Corrective Action Plan

CaliforniaVolunteers stated that for the 29 fiscal desk reviews scheduled for the 2009-10 program year,
it has requested the supporting documentation and it has already collected documentation from nine of
these programs. CaliforniaVolunteers indicated that it plans to complete the majority of 2009-10
program year reviews in-house, but anticipates contracting with Finance for the completion of fiscal
desk reviews that appear to be especially time consuming or complex.
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U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES

Reference Number:

Category of Finding:

State Administering Department:
Federal Catalog Number:

Federal Program Title:

Federal Award Number and Year:

2011-13-11

Subrecipient Monitoring

Department of Social Services (Social Services)
10.561

State Administrative Matching Grants for the
Supplemental Nutrition Assistance Program
(SNAP)

7CA440CA4; 2011

Federal Catalog Number:

Federal Program Title:

Federal Award Number and Year:

93.558

Temporary Assistance for Needy Families
(TANF)

G-1102CATANF; 2011

Federal Catalog Number:
Federal Program Title:

Federal Award Numbers and Years:

93.658
Foster Care—Title IV-E

1101CA1401; 2011
1101CA1404; 2011

Federal Catalog Number:
Federal Program Title:

Federal Award Numbers and Years:

93.659
Adoption Assistance—Title IV-E

1101CA1403; 2011
1101CA1405; 2011
1101CA1407; 2011

Federal Catalog Number:
Federal Program Title:
Federal Award Number and Year:

Criteria

93.667
Social Services Block Grant

G-1101CASOSR; 2011

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A 133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NONPROFIT ORGANIZATIONS (OMB Circular A-133), Subpart D—Federal
Agencies and Pass—Through Entities, Section .400—Responsibilities

(d)  Pass—through entity responsibilities. A pass—through entity shall perform the following for the

federal awards it makes:
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(1)  Identifty federal awards made by informing each subrecipient of CFDA title and number,
award name and number, award year, if the award is R&D, and name of federal agency.
When some of this information is not available, the pass—through entity shall provide the
best information available to describe the federal award.

(2)  Advise subrecipients of requirements imposed on them by Federal laws, regulations, and
the provisions of contracts or grant agreements as well as any supplemental requirements
imposed by the pass-through entity.

Condition

Social Services did not inform its county subrecipients of certain federal award information, such as
the Catalog of Federal Domestic Assistance program title and number, and relevant federal laws and
regulations that govern each program we reviewed. Specifically, Social Services has periodic, ongoing
correspondence with counties through fiscal letters that it uses to notify them of various issues.
Although Social Services annually issues a fiscal letter that informs the counties of the required federal
award information, it failed to issue this letter in fiscal year 2010—11. The chief of the fund accounting
and reporting bureau indicated that Social Services did not issue the letter because of workload issues,
but has since implemented a process to ensure the letters are released timely in the future. By not
providing award information and requirements to its county subrecipients, Social Services cannot be
sure that its subrecipients are aware of and following all program requirements imposed on them.

Questioned Costs

No specific questioned costs identified.

Recommendation

Social Services should annually inform the counties of the federal award information and relevant
federal laws, regulations, and terms and conditions governing the programs in its annual county
fiscal letters.

Department’s View and Corrective Action Plan

The California Department of Social Services (Social Services) agrees with this recommendation.

An annual County Fiscal Letter (CFL) that includes federal award information was not issued to the
counties in fiscal year (FY) 2010—11. The annual county letter for FY 2011-12 (CFL 11/12-09) was
issued on August 12, 2011. Beginning in FY 2012-13, this annual letter will be issued every October to
coincide with the start of the new federal fiscal year. Social Services has revised its procedures to ensure
that an annual letter is sent. In addition, reminders will be placed in the County Expense Claim Time
Study and Claiming Instructions” quarterly claiming letters. These quarterly claiming letters provide
instructions in advance of the next quarter. The first quarterly reminder regarding federal awards will
be issued for the January through March 2012 quarter. Social Services will continue to update its federal
grant Internet link with updated terms and conditions information on a monthly basis. A link to this
Web site will be included in the annual and quarterly county fiscal letters issued to the counties.
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U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
Reference Number: 2011-1-3
Federal Catalog Number: 93.958
Federal Program Title: Block Grants for Community Mental Health
Services
Federal Award Numbers and Years: 2B09SM010005-11; 2011
2B09SM010005-10; 2010
2B09SM010005-09; 2009
Category of Finding: Activities Allowed, Allowable Costs
State Administering Department: Department of Mental Health (Mental Health)

Criteria

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XVII—BLOCK GRANTS, PART B—BLOCK GRANTS REGARDING MENTAL
HEALTH AND SUBSTANCE ABUSE, Subpart i—Block Grants for Community Mental Health
Services, section 300x—Formula Grants to States

(b)  Purpose of grants

A funding agreement for a grant under subsection (a) of this section is that, subject to section
300x-5 of this title, the State involved will expend the grant only for the purpose of—

(1)  carrying out the plan submitted under section 300x-1(a) of this title by the State for the
fiscal year involved;

(2)  evaluating programs and services carried out under the plan; and

(3)  planning, administration, and educational activities related to providing services under
the plan.

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XVII—BLOCK GRANTS, PART B—BLOCK GRANTS REGARDING MENTAL
HEALTH AND SUBSTANCE ABUSE, Subpart i—Block Grants for Community Mental Health
Services, section 300x-5—Restrictions on Use of Payments

(a) In general

A funding agreement for a grant under section 300x of this title is that the State involved will not
expend the grant—

(1) to provide inpatient services;
(2)  to make cash payments to intended recipients of health services;

(3)  to purchase or improve land, purchase, construct, or permanently improve (other than
minor remodeling) any building or other facility, or purchase major medical equipment;

(4)  to satisfy any requirement for the expenditure of non-Federal funds as a condition for the
receipt of Federal funds; or

(5)  to provide financial assistance to any entity other than a public or nonprofit private entity.
Condition

In our audit reports for fiscal years 2006—07 through 2009-10, we reported that Mental Health did not
ensure that its subgrantees’ expenditures were only for allowable activities and costs. Mental Health
relied on the counties’ budget and program description components of their applications to determine
if funds would be used for allowable activities and costs. Specifically, the grant renewal application
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instructions for the Substance Abuse and Mental Health Services Administration’s Block Grants for
Community Mental Health Services (block grant) directs counties to include in their program narrative
a description that specifies what is actually being paid for by the block grant funds. However, Mental
Health did not require the counties to submit invoices, receipts, or payroll information to verify
amounts they reported as expenditures. Additionally, Mental Health did not perform regular site visits
to the counties to verify whether the block grant programs’ activities and costs were allowable.

During our follow-up procedures for fiscal year 2010-11, we found that Mental Health has not yet
implemented a process to verify that counties” actual expenditure of federal grant funds is for allowable
activities and costs. According to Mental Health, in March 2011 it drafted a proposal identifying its
options for reviewing counties’ expenditures, which included conducting audits of the counties or
reviewing invoices and other documentation from the counties to verify that activities and costs are
allowable. As of July 2011, Mental Health had not determined which option it will implement.

Questioned Costs

No specific questioned costs identified.

Recommendation

Mental Health should complete its efforts to establish a process to ensure that only allowable activities
and costs are paid for with block grant funds.

Department’s View and Corrective Action Plan

Mental Health agrees with the finding. By November 2011 Mental Health plans to finalize the proposal
and adopt an option to verify that counties’ actual expenditures of federal grant funds are for allowable
activities and costs. Mental Health plans to implement the process during fiscal year 2011-12.

Reference Number: 2011-5-6

Federal Catalog Number: 93.958

Federal Program Title: Low-Income Home Energy Assistance
(LIHEAD)

Federal Award Numbers and Years: G-11B1CALIEA; 2011

G-10B1CALIEA; 2010
G-09B1CALIEA; 2009

Category of Finding: Eligibility
State Administering Department: Department of Community Services and
Development (CSD)

Criteria

TITLE 42—THE PUBLIC HEALTH AND WELFARE—CHAPTER 94—LOW-INCOME ENERGY
ASSISTANCE, Subchapter II—Low-Income Home Energy Assistance, Section 8624—Applications
and Requirements

(b) Certifications required for covered activities

As part of the annual application required by subsection (a) of this section, the chief executive
officer of each State shall certify that the State agrees to—

(2)  make payments under this subchapter only with respect to—
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(B)  households with incomes which do not exceed the greater of—
(i) anamount equal to 150 percent of the poverty level for such State; or
(ii) an amount equal to 60 percent of the State median income.
Condition

CSD is not ensuring that local agencies, such as cities, counties, and non-profit organizations, obtain the
appropriate documentation to substantiate their eligibility determinations. Specifically, CSD contracts

with local agencies to make eligibility determinations and to provide assistance under LIHEAP to eligible
participants residing in their service areas. However, for eight (16 percent) of the 50 applicant files we reviewed,
local agencies either did not have appropriate documents supporting applicants’ monthly income amounts

or did not correctly identify the income on the intake form. For example, CSD’s LIHEAP Eligibility and
Verification Guide (eligibility guide) states that proof of income documents submitted by the applicant must

be dated within six weeks of the applicant’s intake date, which is the date the applicant applies for the services.
Yet, in three instances local agencies accepted documents from applicants that were not dated within six weeks
from the applicants’ intake dates. In one of these instances, the local agency accepted income documentation
dated nearly one year after the applicant’s intake date. In four other instances, the documents supporting the
applicant’s income did not agree with the income reported on the intake forms. In three of these instances,

the applicants’ reported monthly incomes were overstated by $135, $172, and $263, respectively, while in the
fourth instance, the applicant’s monthly income was understated by $88. Finally, in another case, although

the applicant reported no income, the local agency did not obtain a self-certification from the applicant as
required by CSD’s eligibility guide. By failing to obtain the appropriate documentation to support eligibility
determinations, CSD risks providing LIHEAP funds to ineligible applicants.

Questioned Costs

No specific questioned costs identified.

Recommendation

CSD should obtain appropriate documentation to support their eligibility determinations for
LIHEAP applicants.

Department’s View and Corrective Action Plan

CSD concurs with the recommendation. CSD will contact the subject agencies to advise of eligibility
discrepancies and to provide training and technical assistance to ensure understanding. In addition, CSD will
host annual training workshops and webinars that will provide detailed information on Eligibility, Income
and Intake requirements and program changes to all providers. CSD will continue verifying client eligibility
during the on-site monitoring review and provide ongoing training and technical assistance as needed.

Reference Number: 2011-7-3

Federal Catalog Number: 93.958

Federal Program Title: Block Grants for Community Mental Health
Services

Federal Award Numbers and Years: 2B09SM010005-11; 2011

2B09SM010005-10; 2010
2B09SM010005-09; 2009

Category of Finding: Earmarking

State Administering Department: Department of Mental Health (Mental Health)
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Criteria

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XVII—BLOCK GRANTS, Part B—Block Grants Regarding Mental Health and
Substance Abuse, Subpart i—Block Grants for Community Mental Health Services, Section 300x-5—
Restrictions on Use of Payments

(b)  Limitation on administrative expenses—

A funding agreement for a grant under section 300x of this title is that the State involved will not
expend more than 5 percent of the grant for administrative expenses with respect to the grant.

Condition

In our audit reports for fiscal years 2006—07 through 2009-10, we reported that Mental Health did not have
official written policy or procedures in place to ensure that administrative costs were charged appropriately

to the Substance Abuse and Mental Health Service’s Administration’s Block Grants for Community Mental
Health Services (block grant). Mental Health charged all or a portion of salaries for certain key Substance
Abuse and Mental Health Services Administration staff to the block grant, based on approved timesheets, but
other expenditures, such as travel, were allocated to the block grant by staff’s choice.

During our follow-up procedures for fiscal year 2010—11, we found that Mental Health still had not completed
written policies and procedures to ensure that it consistently and properly applied administrative costs to the
block grant. Mental Health stated that it formed a workgroup in February 2010 to develop a written policy,
processes, and procedures to ensure that only allowable costs are used to meet the earmarking requirement.

Questioned Costs

No specific questions costs identified.

Recommendations

Mental Health should complete its efforts to establish a written policy, as well as processes and
procedures, to ensure that only allowable costs are used to meet the earmarking requirement.

Department’s View and Corrective Action Plan

Mental Health agrees with the finding. By November 2011, Mental Health plans to finalize the
Administrative Cost Policy and its Substance Abuse and Mental Health Services’ Administration Desk
Manual. Mental Health plans to implement the processes and procedures to ensure that it consistently
and properly applies administrative costs to the block grant during fiscal year 2011-12. In addition,
the Substance Abuse and Mental Health Service’s Administration Desk Manual will assist staff in the
administration of the block grant.

Reference Number: 2011-7-4

Federal Catalog Number: 93.958

Federal Program Title: Block Grants for Community Mental Health
Services

Federal Award Numbers and Years: 2B09SM010005-11; 2011

2B09SM010005-10; 2010
2B09SM010005-09; 2009

Category of Finding: Level of Effort—Maintenance of Effort

State Administering Department: Department of Mental Health (Mental Health)
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Criteria

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XVII—BLOCK GRANTS, Part B—Block Grants Regarding Mental Health and
Substance Abuse, Subpart i—Block Grants for Community Mental Health Services, Section 300x-2—
Certain Agreements

(a)  Allocation for systems of integrated services for children
(1) In general

With respect to children with a serious emotional disturbance, a funding agreement for a
grant under section 300x of this title is that—

(A)  inthe case of a grant for fiscal year 1993, the State involved will expend not less
than 10 percent of the grant to increase (relative to fiscal year 1992) funding for the
system of integrated services described in section 300x-1(b)(9)(1) of this title;

(B)  in the case of a grant for fiscal year 1994, the State will expend not less than
10 percent of the grant to increase (relative to fiscal year 1993) funding for such a
system; and

(C)  in the case of a grant for any subsequent fiscal year, the State will expend for such
a system not less than an amount equal to the amount expended by the State for
fiscal year 1994.

(2) Waiver

(A)  Upon the request of a State, the Secretary may provide to the State a waiver of all
or part of the requirement established in paragraph (1) if the Secretary determines
that the State is providing an adequate level of comprehensive community mental
health services for children with a serious emotional disturbance, (2) as indicated
by a comparison of the number of such children for which such services are sought
with the availability in the State of the services.

(B)  The Secretary shall approve or deny a request for a waiver under subparagraph (A)
not later than 120 days after the date on which the request is made.

(C)  Any waiver provided by the Secretary under subparagraph (A) shall be applicable
only to the fiscal year involved.

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XVII—BLOCK GRANTS, Part B—Block Grants Regarding Mental Health and
Substance Abuse, Subpart i—Block Grants for Community Mental Health Services, Section 300x-4—
Additional Provisions

(b)  Maintenance of effort regarding State expenditures for Mental Health
(1)  Ingeneral

A funding agreement for a grant under section 300x of this title is that the State involved
will maintain State expenditures for community mental health services at a level that is
not less than the average level of such expenditures maintained by the State for the 2-year
period preceding the fiscal year for which the State is applying for the grant.

(2)  Exclusion of certain funds

The Secretary may exclude from the aggregate State expenditures under subsection (a) of
this section, funds appropriated to the principal agency for authorized activities which are
of a non-recurring nature and for a specific purpose.

(3) Waiver
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The Secretary may, upon the request of a State, waive the requirement established in
paragraph (1) if the Secretary determines that extraordinary economic conditions in the
State justify the waiver.

DEPARTMENT OF HEALTH AND HUMAN SERVICES

Federal Register Vol. 66, No. 130 (July 6, 2001), contains a notice from the Substance Abuse and
Mental Health Service Administration (SAMHSA) executive officer specifying that states are required
as a condition of receipt of funds to maintain State expenditures for community based mental health
services for adults with serious mental illness (SMI) and children with serious emotional disturbance
(SED) at a level that was equal to the average expenditures for such purposes over the previous

two years. The federal register also stated that the Secretary, as a matter within his discretion, had

the authority to exclude from the calculation of the maintenance of effort “funds appropriated

to the principal agency for authorized activities which are of a non-recurring nature and for a

specific purpose’

Condition

In our audit reports for fiscal years 2006—07 through 2009-10, we reported that Mental Health needs
to refine its process for complying with the MOE requirements. Specifically, Mental Health did not
provide documentation to support the percentages it applied against the total of managed care and
realignment expenditures to arrive at the amount it reported as expenditures for children with SED.
Additionally, for the MOE requirement related to the State’s expenditures for community mental health
services, Mental Health did not report all state expenditures for adults with SMI and children with SED.
Specifically, it did not include any expenditures from the Mental Health Services Act, and it could not
positively state whether other state agencies fund community mental health programs for adults with
SMI or children with SED. Moreover, Mental Health was unable to provide documentation that showed
the components and expenditures used to generate the fiscal year 1994—95 expenditure threshold of
$160 million.

During our follow-up procedures for fiscal year 2010-11, we found that Mental Health still has not
implemented a process to comply with the MOE requirements. Specifically, all of the conditions that

we reported for fiscal years 2006—07 through 2009-10 continued to exist during fiscal year 2010-11.
However, although Mental Health did not implement corrective actions during fiscal year 2010-11, it

did take steps to better ensure its compliance for future years. For example, Mental Health developed

a methodology for determining the percentages to apply against managed care as part of determining

the amount it reports as expenditures for children with SED. Mental Health also indicated that it is
researching alternatives to determine the percentage it uses to support the realignment dollars used in

its MOE calculation, and stated that it would implement these new methodologies in fiscal year 2011-12.
Mental Health further stated that it requested guidance from its community services division on

the reporting of all state expenditures for adults with SMI and children with SED. Specifically, it is
determining the Mental Health Services Act expenditures that should be included in its MOE calculation.
Finally, although Mental Health still has not located documentation to support its fiscal year 1994—95
expenditure threshold of $160 million, beginning with the 2012 federal block grant award, program
changes will allow Mental Health to use state fiscal year 2008—09 as the new expenditure threshold for its
allocation to systems of integrated services for children. According to Mental Health, this should resolve
the issue for future years.

Questioned Costs

No specific questioned costs identified.
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Recommendations

Mental Health should finalize and implement its methods to determine the percentages used to support
the realignment dollars used in its MOE calculation and retain the supporting documentation. Mental
Health also should finalize a methodology for calculating the community mental health services MOE
requirement to ensure that it accurately captures and reports all state expenditures for adults with SMI
and children with SED.

Department’s View and Corrective Action Plan

Mental Health agrees with the finding. Mental Health plans to continue its efforts to develop a
methodology to determine the dollar amount expended on approved actual claims for realignment,

and will retain the supporting documentation. After the methodology for realignment is finalized and
implemented, Mental Health will update and implement its methodology for calculating the community
mental health services MOE requirement to accurately capture and report all state expenditures for
adults with SMI and children with SED only.

Reference Number: 2011-7-7

Federal Catalog Number: 93.568

Federal Program Title: Low-Income Home Energy Assistance Program
(LIHEAP)

Federal Award Numbers and Years: G-11B1CALIEA; 2011

G-10B1CALIEA; 2010
G-09B1CALIEA; 2009
G-08B1CALIEA; 2008
G-07B1CALIEA; 2007
G-06B1CALIEA; 2006

Category of Finding: Earmarking

State Administering Department: Department of Community Services and
Development (CSD)

Criteria

TITLE 42—THE PUBLIC HEALTH AND WELFARE—CHAPTER 94—LOW-INCOME ENERGY
ASSISTANCE, Subchapter II—Low-Income Home Energy Assistance, Section 8624— Application
and Requirements

(b)  Certifications required for covered activities

As part of the annual application required by subsection (a) of this section, the chief executive
officer of each State shall certify that the State agrees to—

9) provide that—

(A)  the State may use for planning and administering the use of funds under this
subchapter an amount not to exceed 10 percent of the funds payable to such State
under this subchapter for a fiscal year; and

(B)  the State will pay from non-Federal sources the remaining costs of planning and
administering the program assisted under this subchapter and will not use Federal
funds for such remaining costs (except for the costs of the activities described in
paragraph (16));
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(16) use up to 5 percent of such funds, at its option, to provide services that encourage and
enable households to reduce their home energy needs and thereby the need for energy
assistance, including needs assessments, counseling, and assistance with energy vendors,
and report to the Secretary concerning the impact of such activities on the number of
households served, the level of direct benefits provided to those households, and the
number of households that remain unserved.

TITLE 45—PUBLIC WELFARE, PART 96—BLOCK GRANTS, Subpart C—Financial Management,
Section 96.30—Fiscal and Administrative Requirements

(a)  Fiscal control and accounting procedures. Except where otherwise required by Federal law or
regulation, a State shall obligate and expend block grant funds in accordance with the laws and
procedures applicable to the obligation and expenditure of its own funds. Fiscal control and
accounting procedures must be sufficient to:

(a)  permit preparation of reports required by the statute authorizing the block grant and

(b)  permit the tracing of funds to a level of expenditure adequate to establish that such
funds have not been used in violation of the restrictions and prohibitions of the statute
authorizing the block grant.

Condition

CSD continues to lack sufficient internal controls to ensure that it meets earmarking requirements.
Specifically, although CSD implemented a mechanism to track expenditures related to one of its
earmarking requirements, it still does not track expenditures related to two others. As we reported in
our last two annual audits, CSD’s accounting records did not segregate administrative expenditures
claimed by subrecipients, which would allow CSD to ensure that total administrative costs do not
exceed the maximum 10 percent allowed. Similarly, its accounting records did not segregate amounts
spent for “energy need reduction services,” which would allow CSD to ensure that these costs do not
exceed 5 percent of its LIHEAP funding. CSD planned to track earmarking requirements by assigning
a specific code to earmarked dollars in its accounting system by June 2011. However, according to the
deputy director for administrative services, currently CSD does not expect to implement this process
until January 2012. Because it does not have a mechanism in place to track final LIHEAP expenditures
related to the earmarking requirements, CSD cannot reasonably assure that the earmarking
requirements have been met.

Questioned Costs

No specific questioned costs identified.

Recommendation

CSD should develop and implement sufficient internal controls to ensure that it can effectively track
and monitor its progress toward meeting all of its earmarking requirements.

Department’s View And Corrective Action Plan

CSD concurs with the recommendation. In January 2012 CSD implemented the automated tracking
system for LIHEAP earmarks in the Expenditure Activity Reporting System.

Reference Number: 2011-12-7
Federal Catalog Number: 93.568
Federal Program Title: Low-Income Home Energy Assistance Program

(LIHEAD)
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Federal Award Numbers and Years: G-11B1CALIEA; 2011
G-09B1CALIEA; 2009
G-09B1CALIE2; 2009
G-08B1CALIEA; 2008
G-07B1CALIEA; 2007
G-06B1CALIEA; 2006

Category of Finding: Reporting

State Administering Department: Department of Community Services and
Development (CSD)

Criteria

TITLE 45—PUBLIC WELFARE, PART 96—BLOCK GRANTS, Subpart C—Financial Management,
Section 96.30—Fiscal and Administrative Requirements

(b)  Financial summary of obligation and expenditure of block grant funds—

(2)  Block grants containing time limits on obligation of funds. After the close of each
statutory period for the obligation of block grant funds, each grantee shall report to the
Department:

(i) Total funds obligated by the grantee during the applicable statutory period; and
(i)  The date of the last obligation.

(4)  Submission of information. Grantees shall submit the information required by paragraph
(b)(1), (2), and (3) of this section on OMB standard form 269A, Financial Status Report
(short form). Grantees are to provide the requested information within 90 days of the
close of the applicable statutory grant periods.

Financial Status Report (Short Form) — SF-269A, Instructions

10a  Total Outlays. Enter total program outlays less any rebates, refunds, or other credits. For reports
prepared on a cash basis, outlays are the sum of actual cash disbursements for direct costs for
goods and services, the amount of indirect expense charged, the value of in-kind contributions
applied, and the amount of cash advances and payments made to subrecipients. For reports
prepared on an accrual basis, outlays are the sum of actual cash disbursements for direct
charges for goods and services, the amount of indirect expense incurred, the value of in-kind
contributions applied, and the net increase or decrease in the amounts owed by the recipient
for goods and other property received, for services performed by employees, contractors,
subgrantees and other payees, and other amounts becoming owed under programs for which
no current services or performances are required, such as annuities, insurance claims, and other
benefit payments

TITLE 2—GRANTS and agreements, part 170—Reporting subaward and executive information
compensation, Appendix A to Part 170—Award Term

(@) Reporting of first-tier subawards.

(1)  Applicability. Unless you are exempt as provided in paragraph d. of this award term, you
must report each action that obligates $25,000 or more in Federal funds that does not
include Recovery funds (as defined in section 1512(a)(2) of the American Recovery and
Reinvestment Act of 2009, Pub. L. 111-5) for a subaward to an entity (see definitions in
paragraph e. of this award term),

Condition

CSD continues to lack sufficient internal controls to ensure that it meets reporting requirements.
Specifically, as we reported in our last two annual audits, CSD’s procedures did not include steps
to reconcile the federal share of program outlays shown in its internally developed spreadsheets to
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its accounting records. It uses these spreadsheets to prepare its financial status reports. Although
CSD implemented such a process in July 2010, it did not retroactively reconcile the expenditures

it reported in prior quarterly reports. Because CSD carries forward the cumulative expenditures it
previously reported as part of the federal share of program outlay, we could not determine whether
the total federal share of program outlay it reported for fiscal year 2010—11 was supported by its
accounting records. By failing to reconcile the amounts in its internally developed spreadsheets to
its accounting records for all amounts included in the federal share of program outlays, CSD has less
assurance that its financial status reports are accurate.

In addition, CSD did not comply with an additional reporting requirement for the 2011 LIHEAP grant.
Specifically, although CSD approved subawards greater than $25,000 from its 2011 LIHEAP grant, it
failed to report these subawards to the Federal Funding Accountability Transparency Act Subaward
Reporting System as required. CSD stated that it was not aware of this requirement until we brought it
to its attention.

Questioned Costs

No specific questioned costs identified.

Recommendations

CSD should reconcile the federal share of program outlays included in its internally developed
spreadsheets to its accounting records for those expenditures it included in financial status reports
prior to July 2010. In addition, CSD should ensure that it posts subawards greater than $25,000 to the
Federal Funding Accountability Transparency Act Subaward Reporting System as required.

Department’s View And Corrective Action Plan

CSD concurs with the recommendations.

CSD will reconcile the federal share of program outlays included in its internally developed
spreadsheets to accounting records for expenditures included in financial status reports prior to
July 2010.

CSD has been working with the Federal Department of Health and Human Services, Administration

for Children and Families (ACF), to post subawards greater than $25,000 to the Federal Funding
Accountability Transparency Act Subaward Reporting System. CSD contacted ACF in November of
2011 to report that the grants issued to CSD were not appearing in the federal reporting engine for CSD
to report against our 2011 and 2012 LIHEAP grants. After a lengthy discussion, it was discovered that
ACF had not entered CSD’s DUNS numbers into the reporting system, which then made it so that CSD
could not report.

The problem was resolved, but due to the fact that ACF only uploads to the federal reporting system
every two weeks, it would be mid-December 2011 before CSD would have grants to report against. As
of December 9, the 2012 LIHEAP grant was available to report against, however CSD had not issued
contracts against this grant at that time.

The 2011 LIHEAP grant did not populate in the system, and after further discussions with ACF it was
discovered that ACF would have to utilize its information technology staff to resolve this problem.
This was discovered in January 2012, and it will be February 2012 before the 2011 grant has populated
the reporting engine for CSD to report the 2011 LIHEAP contracts. At that time, all 2011 LIHEAP
contracts will be entered into the system, and the 2012 contracts will be entered as they are issued to
the contractors.
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Reference Number: 2011-13-12
Federal Catalog Number: 93.658
Federal Program Title: Foster Care—Title IV-E
Federal Award Numbers and Years: 1101CA1404; 2011

1101CA1401; 2011
Category of Finding: Subrecipient Monitoring
State Administering Department: Department of Social Services (Social Services)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NONPROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart D—
Federal Agencies and Pass-Through Entities, Section .400—Responsibilities

(d)  Pass-through entity responsibilities. A pass-through entity shall perform the following for the
Federal awards it makes:

(3) Monitor the activities of subrecipients as necessary to ensure that Federal awards are
used for authorized purposes in compliance with laws, regulations, and the provisions of
contracts or grant agreements and that performance goals are achieved.

TITLE 45—PUBLIC WELFARE, PART 92—UNIFORM ADMINISTRATIVE REQUIREMENTS
FOR GRANTS AND COOPERATIVE AGREEMENTS TO STATE, LOCAL, AND TRIBAL
GOVERNMENTS, Section 92.40, Monitoring and Reporting Program Performance

(a)  Monitoring by grantees. Grantees are responsible for managing the day-to-day operations of
grant and subgrant supported activities. Grantees must monitor grant and subgrant supported
activities to assure compliance with applicable Federal requirements and that performance goals
are being achieved. Grantee monitoring must cover each program, function or activity.

Condition

Social Services did not follow its procedures to ensure that counties addressed issues identified
during on-site reviews. Specifically, Social Services contracts with the Judicial Council of California
(Judicial Council) to provide a variety of services that includes conducting a review of the counties’
juvenile court procedures to ensure compliance with Title IV-E of the Social Security Act. After
completing an on-site review, the Judicial Council prepares a report with recommendations, which
it provides to both Social Services and the applicable county. Social Services” procedures require it to
contact the county by letter to offer the county its assistance in addressing the recommendations and
to monitor the county’s progress in doing so.

During the current year, however, we found that Social Services did not issue letters to the 23 counties
that Judicial Council reviewed nor did it perform any other follow-up procedures related to Judicial
Council’s recommendations. Social Services indicated that it did not issue the letters because of staff
turnover in the position responsible for this task. When Social Services does not follow-up on the
recommendations made by its contractor, it cannot ensure that the counties are taking appropriate and
timely action to correct the deficiencies identify during these on-site reviews.

Questioned Costs

No specific questioned costs identified.
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Recommendation

Social Services should follow its procedures to promptly communicate with the counties about Judicial

Council’s recommendations and monitor the progress of the counties to implement them.

Department’s View and Corrective Action Plan

The California Department of Social Services (CDSS) concurs and has fully corrected the issue on
December 23, 2011. The CDSS has issued all applicable Judicial Review and Technical Assistance

Project (JRTA) Site Visits letters to the applicable counties which address the results of on-site reviews
for fiscal year 2010-11. This ongoing responsibility now is assigned to a specific existing staff person to

ensure timely and consistent compliance.

Reference Number:

Category of Finding:

State Administering Department:

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

2011-13-13

Subrecipient Monitoring
Department of Aging (Aging)
93.044

Special Programs for the Aging—Title III,
Part B—Grants for Supportive Services and
Senior Centers

11AACAT3SP; 2011
10AACAT3SP; 2010

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

93.045

Special Programs for the Aging—Title III,
Part C—Nutrition Services

11AACAT3SP; 2011
10AACAT3SP; 2010

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

93.053
Nutrition Services Incentive Program

11AACANSIP; 2011
10AACANSIP; 2010

Federal Catalog Number:

Federal Program Title:

Federal Award Number and Year:

Federal Catalog Number:

93.705

ARRA—Aging Home-Delivered Nutrition
Services for States

09AACAC2RR; 2009

93.707
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Federal Program Title: ARRA—Aging Congregate Nutrition Services
for States
Federal Award Number and Year: 09AACACIRR; 2009

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NONPROFIT ORGANIZATIONS (OMB CIRCULAR A133), Subpart D—
Federal Agencies and Pass-Through Entities, Section .400—Responsibilities

(d)  Pass-through entity responsibilities. A pass-through entity shall perform the following for the
Federal awards it makes:

(3) Monitor the activities of subrecipients as necessary to ensure that Federal awards are
used for authorized purposes in compliance with laws, regulations, and the provisions of
contracts or grant agreements and that performance goals are achieved.

TITLE 45—PUBLIC WELFARE, SUBTITLE A—DEPARTMENT OF HEALTH AND HUMAN
SERVICES, PART 92—UNIFORM ADMINISTRATIVE REQUIREMENTS FOR GRANTS AND
COOPERATIVE AGREEMENTS TO STATE, LOCAL, AND TRIBAL GOVERNMENTS, Subpart C—
Post-Award Requirements, Section 92.40—Monitoring and Reporting Program Performance

(a)  Monitoring by grantees. Grantees are responsible for managing the day-to-day operations of
grant and subgrant supported activities. Grantees must monitor grant and subgrant supported
activities to assure compliance with applicable Federal requirements and that performance goals
are being achieved. Grantee monitoring must cover each program, function or activity.

Condition

During our current review, we found that Aging still is not ensuring that its subgrantees promptly
address issues identified during its onsite assessments. Aging’s policy requires its program staft

to conduct onsite comprehensive assessments of each subgrantee every four years, as resources
permit. As part of this assessment process, Aging requires its staff to issue their final reports to the
subgrantees 75 working days after the exit conference it holds at the conclusion of the on-site visit.
The subgrantees then have 30 working days to respond to the final report. During fiscal year 201011,
Aging completed seven comprehensive assessments and held the related exit conferences. Our review
of these seven assessments found that Aging did not issue its final reports within 75 working days of
the respective exit conference for six of them. Specifically, Aging issued four reports between four days
and five months beyond the 75-working-day deadline and, as of September 21, 2011, it had not yet
issued the remaining two reports, which at that time exceeded the deadline by roughly four months
and six months, respectively. According to the deputy director of Aging’s Long-Term Care and Aging
Services Division, Aging did not complete these final reports by their due dates because of staffing
shortages. Moreover, two of the five subgrantees that received Aging’s final report did not submit their
responses to Aging within the 30-working-day requirement—one submitted its response two working
days late and the other had not yet submitted the response as of September 21, 2011, nearly a month
after it was due. When Aging does not issue its final reports on time and does not ensure that
subgrantees submit their responses by the required deadlines, it cannot ensure that its subgrantees
promptly address the issues identified during its onsite assessments.

Questioned Costs

No specific questioned costs identified.

Recommendations

Aging should ensure that it complies with its 75-working-day requirement for issuing final reports for
all onsite comprehensive assessments it performs annually and ensure that subgrantees respond to its
final reports within the required 30-working-days.
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Department’s View and Corrective Action Plan

Aging will immediately ensure staff are following its written procedures dated April 22, 2011, for
“Monitoring Award Activities of Sub-Recipients” In addition, Aging will add due dates and internal
staff roles and responsibilities to ensure that 1) Aging issues final reports for all on-site comprehensive
assessments within 75 working days of the exit conference and, 2) takes steps to ensure subgrantees
respond to final on-site comprehensive assessment reports within 30 working days of their receipt. By
December 30, 2011, Aging will update its “Monitoring Award Activities of Sub-Recipients” procedures

to document these revisions.

Reference Number:
Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

Category of Finding:

State Administering Department:

Criteria

2011-13-16
93.568

Low-Income Home Energy Assistance Program
(LIHEAP)

G-11B1CALIEA; 2011
G-10B1CALIEA; 2010
G-1001CALIE2; 2010

G-09B1CALIEA; 2009
G-0901CALIE2; 2009

G-08B1CALIEA; 2008
G-07B1CALIEA; 2007
G-06B1CALIEA; 2006

Subrecipient Monitoring

Department of Community Services and
Development (CSD)

TITLE 2—GRANTS AND AGREEMENTS, PART 25—UNIVERSAL IDENTIFIER AND CENTRAL
CONTRACTOR REGISTRATION, Appendix A to Part 25— Award Term

L Central Contractor Registration and Universal Identifier Requirements

B. Requirement for Data Universal Numbering System (DUNS) Numbers

If you are authorized to make subawards under this award, you:

1. Must notify potential subrecipients that no entity (see definition in paragraph C of this
award term) may receive a subaward from you unless the entity has provided its DUNS

number to you.

2. May not make a subaward to an entity unless the entity has provided its DUNS number

to you.
C. Definitions

For the purpose of this award term:

3. Entity, as it is used in this award term, means all of the following, as defined at 2 CFR

part 25, subpart C:

a. A governmental organization, which is a State, local government, or Indian Tribe;

b. A foreign public entity;

c. A domestic or foreign nonprofit organization;
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d. A domestic or foreign for-profit organization; and

e. A federal agency, but only as a subrecipient under an award or subaward to a
non-federal entity.

Condition

Although required by federal law, CSD did not ensure that its subrecipients obtained DUNS numbers
before providing them LIHEAP funds. CSD indicated that it was unaware of these requirements, and,
as such, it did not implement a process to inform its subrecipients of the requirement or ensure their
adherence to it. By not ensuring that its subrecipients have a DUNS number, CSD risks having the
federal award agency revoke all, or part, of its LIHEAP award. CSD stated that it is in the process of
adding language in its contracts to comply with this requirement.

Questioned Costs

No specific questioned costs identified.

Recommendations

CSD should implement a process to ensure that it informs potential subrecipients that they must obtain
a DUNS number, and it should ensure that they have done so before approving their subaward for
LIHEAP funds.

Department’s View And Corrective Action Plan

CSD concurs with the recommendation. CSD has included language in the 2012 LIHEAP contract that
states as follows:

“Pursuant to the Federal Funding Accountability and Transparency Act reporting requirements

(2 CER 170) CSD is required to report information regarding Contractors (sub-awardees) receiving
LIHEAP funds. To assist CSD in ensuring timely compliance with these reporting requirements,
Contractor shall provide to CSD its DUN & Bradstreet Data Universal Numbering System (DUNS)
number, and Central Contractor Registration (CCR) number on the LIHEAP Agency Priority Plan
in Exhibit H”

CSD is now collecting DUNS numbers for all LIHEAP agencies as indicated above via the LIHEAP
Agency Priority Plan. The Contracts unit is keeping a spreadsheet of the DUNS and CCR numbers as
provided to us with the returned contracts.
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U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
U.S. DEPARTMENT OF ENERGY
Reference Number: 2011-3-2
Category of Finding: Cash Management
State Administering Department: Department of Community Services and
Development (CSD)
Federal Catalog Number: 81.042
Federal Program Title: Weatherization Assistance for Low-Income
Persons (Weatherization) Program
Federal Award Numbers and Years: DE-FG26-06R021678; 2009
DE-EE0000180; 2009
Federal Catalog Number: 93.568
Federal Program Title: Low-Income Home Energy Assistance Program
(LIHEAP)
Federal Award Numbers and Years: G-11B1CALIEA; 2011

G-10B1CALIEA; 2010
G-1001CALIE2; 2010

G-09B1CALIEA; 2009
G-0901CALIE2; 2009

G-08B1CALIEA; 2008
G-07B1CALIEA; 2007
G-06B1CALIEA; 2006

Criteria

TITLE 10—ENERGY, PART 600—FINANCIAL ASSISTANCE RULES, Subpart C—Uniform
Administrative Requirements for Grants and Cooperative Agreements to State and Local Governments,
Section 600.220—Standards for Financial Management Systems

(a) A State must expend and account for grant funds in accordance with State laws and procedures
for expending and accounting for its own funds. Fiscal control and accounting procedures for
the State, as well as its subrecipients and cost-type contractors, must be sufficient to:

(1)  permit preparation of reports required by this part and the statutes authorizing the
grant, and

(2)  permit the tracing of funds to a level of expenditures adequate to establish that such funds
have not been used in violation of the restrictions and prohibitions of applicable statutes.

(b)(3) Internal control. Effective control and accountability must be maintained for all grant and subgrant
cash, real and personal property, and other assets. Grantees and subgrantees must adequately
safeguard all such property and must assure that it is used solely for authorized purposes.

TITLE 45—HEALTH AND HUMAN SERVICES, PART 96—BLOCK GRANTS, Subpart C—Financial
Management, Section 96.30—Fiscal and Administrative Requirements

(a)  Fiscal control and accounting procedures. Except where otherwise required by Federal law or
regulation, a State shall obligate and expend block grant funds in accordance with the laws and
procedures applicable to the obligation and expenditure of its own funds. Fiscal control and
accounting procedures must be sufficient to:
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(a)  permit preparation of reports required by the statute authorizing the block grant and

(b)  permit the tracing of funds to a level of expenditure adequate to establish that such
funds have not been used in violation of the restrictions and prohibitions of the statute
authorizing the block grant.

TITLE 10—ENERGY, PART 600—FINANCIAL ASSISTANCE RULES, Subpart B—Uniform
Administrative Requirements for Grants and Cooperative Agreements With Institutions of
Higher Education, Hospitals, and Other Non-Profit Organizations, Post-Award Requirements,
Section 600.122—Payment

(i)(2) Advances of Federal funds shall be deposited and maintained in insured accounts
whenever possible.

) For those entities where CMIA and its implementing regulations do not apply, interest earned
on Federal advances deposited in interest bearing accounts shall be remitted annually to the
HHS Payment Management System through an electronic medium such as the FEDWIRE
Deposit system. Recipients which do not have this capability should use a check. The address is
the Department of Health and Human Services, Payment Management System, P.O. Box 6021,
Rockville, MD 20852. Interest amounts up to $250 per year may be retained by the recipient for
administrative expense. State universities and hospitals shall comply with CMIA, as it pertains to
interest. If an entity subject to CMIA uses its own funds to pay pre-award costs for discretionary
awards without prior written approval from the Federal awarding agency, it waives its right to
recover the interest under CMIA.

TITLE 10—ENERGY, PART 600—FINANCIAL ASSISTANCE RULES, Subpart C—Uniform
Administrative Requirements for Grants and Cooperative Agreements to State and Local Governments,
Post-Award Requirements, Section 600.221—Payment

(i) Interest earned on advances. Unless there are statutory provisions to the contrary, grantees and
subgrantees shall promptly, but at least quarterly, remit to the Federal agency interest earned
on advances. The grantee or subgrantee may keep interest amounts up to $100 per year for
administrative expenses.

TITLE 42—THE PUBLIC HEALTH AND WELFARE—CHAPTER 94—LOW-INCOME ENERGY
ASSISTANCE, Subchapter II—Low-Income Home Energy Assistance, Section 8624—Application
and Requirements

(d) Expending funds
The State shall expend funds in accordance with the State plan under this subchapter or in
accordance with revisions applicable to such plan.

Condition

CSD does not always follow its policies when advancing cash to subrecipients using federal funds.

A fundamental element of internal control is the separation of duties so that one individual cannot
perpetuate and conceal errors and irregularities in the normal course of his or her duties. Strong
internal controls require the segregation of responsibilities for authorizing transactions, physical
custody of assets and the related record keeping. CSD’s policies require accounting staff to process
payment requests and to prepare requests for drawdown of federal funds and it requires the accounting
administrator to review and approve the payment and the drawdown documents. However, for

one of 16 cash advance payments to subrecipients that we reviewed, the same individual had approved
all phases of the payment process, including the subrecipient’s request for an advance, the claim
schedule to pay the advance, the drawdown of federal funds, and the remittance advice to the State
Controller’s Office (SCO). CSD indicated that this occurred because of demands placed on its resources
while it was developing procedures to implement a new policy for advancing cash to its subrecipients.
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We also found that CSD’s controls over its cash advances to subrecipients are not adequate to ensure
that it complies with federal requirements. Specifically, during fiscal year 2010-11, CSD provided

$17 million in cash advances to Weatherization program subrecipients and $20 million in cash advances
to LIHEAP subrecipients for a total of $37 million. Although CSD’s contracts with its subrecipients
contain clauses requiring them to deposit its advances in interest-bearing accounts, CSD does not
verify whether its subrecipients comply with this requirement. Additionally, although CSD indicated
that when a contract expires it requires subrecipient to submit a closeout report that includes a
summary of interest they have earned, CSD does not verify whether its subrecipients returned the
interest quarterly to the federal government as required by federal regulations for the Weatherization
program. Additionally, although the state plan for LIHEAP requires that CSD’s subrecipients use the
interest earned on cash advances for only specified activities including those that are allowable under
LIHEAP, CSD does not verify that they used their interest earnings for those purposes. As a result,
CSD’s subrecipients may use the interest earned on federal program advances for activities that may not
be allowable.

Questioned Costs

No specific questioned costs identified.

Recommendations

CSD should ensure that its staff follow procedures that are in place to provide adequate separation of
duties. Additionally, CSD should develop and implement procedures to verify that subrecipients are
depositing cash advances into interest-bearing accounts. It should further ensure that subrecipients
are returning excess interest they earn from Weatherization program cash advances to the federal
government and that they are spending the interest earned from LIHEAP cash advances in accordance
with program requirements.

Department’s View and Corrective Action Plan

CSD concurs with the recommendations. CSD will remind accounting staff of the importance of
adhering to the separation of duties policy when advancing cash to subrecipients and will implement
a supervisory review of the cash advance payment process. Additionally, CSD will develop and
implement procedures as part of the on-site monitoring review protocol to verify that subrecipients
deposit cash advances into interest-bearing accounts and comply with the federal requirements for
returning or using excess interest earnings as appropriate.

Reference Number: 2011-13-17
Category of Finding: Subrecipient Monitoring
State Administering Department: Department of Community Services and

Development (CSD)
Federal Catalog Number: 81.042

Federal Program Title: Weather Assistance for Low-Income Persons
(Weatherization) program

Federal Award Number and Year: DE-FG26-06R021678; 2009
Federal Catalog Number: 93.568
Federal Program Title: Low-Income Home Energy Assistance Program

(LIHEAD)
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Federal Award Numbers and Years: G-11B1CALIEA; 2011
G-10B1CALIEA; 2010
G-1001CALIE2; 2010
G-09B1CALIEA; 2009
G-0901CALIE2; 2009
G-08B1CALIEA; 2008
G-07B1CALIEA; 2007
G-06B1CALIEA; 2006

Criteria

TITLE 10—ENERGY, PART 600—FINANCIAL ASSISTANCE RULES, SUBPART C—UNIFORM
ADMINISTRATIVE REQUIREMENTS FOR GRANTS AND COOPERATIVE AGREEMENTS
TO STATE AND LOCAL GOVERNMENTS, POST, Section 600.240—Monitoring and Reporting
Program Performance

(a)  Monitoring by grantees. Grantees are responsible for managing the day-to-day operations of
grant and subgrant supported activities. Grantees must monitor grant and subgrant supported
activities to assure compliance with applicable Federal requirements and that performance goals
are being achieved. Grantee monitoring must cover each program, function or activity.

TITLE 45—PUBLIC WELFARE, PART 92—UNIFORM ADMINISTRATIVE REQUIREMENTS
FOR GRANTS AND COOPERATIVE AGREEMENTS TO STATE, LOCAL, AND TRIBAL
GOVERNMENTS, Section 92.40—Monitoring and Reporting Program Performance

(a)  Monitoring by grantees. Grantees are responsible for managing the day—to—day operations of
grant and subgrant supported activities. Grantees must monitor grant and subgrant supported
activities to assure compliance with applicable Federal requirements and that performance goals
are being achieved. Grantee monitoring must cover each program, function or activity.

Condition

CSD did not always follow the monitoring policies it has in place to ensure that its subrecipients are
expending the Weatherization program and LIHEAP funds appropriately. CSD’s policy requires that
its staff perform an Agency Quarterly Assessment (assessment) for its Weatherization program and
LIHEAP subrecipients. During the assessment CSD is required to review a subrecipient’s expenditures
to evaluate if the subrecipient is in compliance with certain requirements, including whether it is
spending its funds for allowable purposes and by established deadlines. If CSD identifies any issues
during these assessments, it then takes certain steps to resolve the issue with the subrecipient. Upon
completion of the assessment, a supervisor reviews the assessment and signs a routing slip indicating
supervisory review has occurred.

We selected 18 assessments to review specifically for the Weatherization program and found that CSD
failed to include a review of the Weatherization program for four of them. We also found that it
performed one of these assessments nine months late and it could not provide evidence that it had
taken steps to work with the subrecipient to resolve the issues it identified during this assessment.
Finally, two of the completed assessments lacked evidence of supervisory review. Similarly, we selected
18 assessments to review for LIHEAP and found that it could not provide evidence that CSD had taken
steps to work with the subrecipients to resolve issues identified during two assessments and two others
lacked evidence of supervisory review.

According to CSD, those oversights occurred as the result of staff turnover and the hiring of new
staff. Nevertheless, by not completing all of its monitoring activities in accordance with its policies,
CSD is unable to ensure that its subrecipients are properly expending Weatherization program and
LIHEAP funds.
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Questioned Costs

No specific questioned costs identified.

Recommendations

CSD should ensure that it performs all assessments in a timely manner as required by its policies and
that it takes steps to resolve expenditure issues found as a result of these assessments. Further, CSD
should ensure that all assessments are reviewed by a supervisor.

Department’s View And Corrective Action Plan

CSD concurs with the recommendations. CSD will develop and implement a tracking system to ensure
assessments are done in a timely manner. Additionally, CSD will implement changes in the assessment
review and documentation procedures to ensure timely resolution of expenditure issues and that all
assessments are reviewed by a supervisor.
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U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT
Reference Number: 2011-12-4
Federal Catalog Number: 14.239
Federal Program Title: HOME Investment Partnerships Program
(HOME Program)
Federal Award Number and Year: MO010-SG060100; 2010
Category of Finding: Reporting
State Administering Department: Department of Housing and Community

Development (Housing)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart C—
Auditees, Section .310—Financial Statements

(b)  Schedule of expenditures of Federal Awards. The auditee shall also prepare a schedule of
expenditures of federal awards for the period covered by the auditee’s financial statements. At a
minimum, the schedule shall:

(3)  Provide total Federal awards expended for each individual Federal program and the CFDA
number or other identifying number when the CFDA information is not available.

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS, (OMB CIRCULAR A-133), Subpart B—
Audits, Section .205—Basis for determining Federal awards expended

(b)  Loan and loan guarantees (loans). Since the Federal Government is at risk for loans until the debt
is repaid, the following guidelines shall be used to calculate the value of Federal awards expended
under loan programs, except as noted in paragraphs (c) and (d) of this section:

(1)  Value of new loans made or received during the fiscal year; plus

(2) Balance of loans from previous years for which the Federal Government imposes
continuing compliance requirements; plus

(3)  Any interest subsidy, cash, or administrative cost allowance received.
Condition

During our audit for fiscal year 2009-10, we found that the Department of Housing and Community
Development (HCD) reported to the Department of Finance (Finance) that it had more than

$93 million in outstanding loans under the HOME Program. However, HCD had not yet completed a
reconciliation of its accounting records to its loan records at the time it reported this information and,
in fact, HCD expected its outstanding loan balance to increase. As a result, the amount included on the
Schedule of Federal Assistance was potentially understated. In its corrective action plan, HCD indicated
that it would identify the total amount of loans outstanding and complete its reconciliation by

May 31, 2011.

During our current audit, we found that HCD has yet to complete the reconciliation of its accounting
records to its loan records for the HOME Program. In fact, according to the fiscal and policy manager
for the HOME Program, HCD’s loan records reflected a balance of $108.4 million whereas its
accounting records reflected a balance of $111.3 million, a difference of $2.9 million. Consequently, the
amount of outstanding loans HCD reports to Finance for fiscal year 2010—11 may not be accurate.

The HOME Program branch chief stated that HCD expects to complete its reconciliation to identify the
total amount of outstanding loans by May 31, 2012.
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Questioned Costs

No specific questioned costs identified.

Recommendation

Housing should continue with its efforts to identify the total amount of loans outstanding under the

HOME Program.

Department’s View and Corrective Action Plan

HCD stated that it will complete its reconciliation to identify the total amount of outstanding loans by

May 31, 2012. HCD also indicated that over 95 percent of the loans have already been reconciled.

Reference Number:
Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

Category of Finding:

State Administering Department:

Criteria

TITLE 24—HOUSING AND URBAN DEVELOPMENT, PART 135—ECONOMIC OPPORTUNITIES
FOR LOW- AND VERY LOW-INCOME PERSONS, Subpart A—General Provisions, Section 135.3—

Applicability

2011-12-5
14.239

HOME Investment Partnerships Program
(HOME Program)

M10-5G060100; 2010
M09-5G060100; 2009
MO08-5G060100; 2008
MO07-5G060100; 2007
MO06-5G060100; 2006

Reporting

Department of Housing and Community
Development (HCD)

(a) Section 3 covered assistance. Section 3 applies to the following HUD assistance (section 3

covered assistance):

(2)  Housing and community development assistance. Section 3 applies to training,

employment, contracting and other economic opportunities arising in connection with

the expenditure of housing assistance (including section 8 assistance, and including
other housing assistance not administered by the Assistant Secretary of Housing) and
community development assistance that is used for the following projects;

(1) Housing rehabilitation (including reduction and abatement of lead-based paint
hazards, but excluding routine maintenance, repair and replacement);

(i)  Housing construction; and

(iii)  Other public construction.

TITLE 24—HOUSING AND URBAN DEVELOPMENT, PART 135—ECONOMIC OPPORTUNITIES

FOR LOW- AND VERY LOW-INCOME PERSONS, Subpart E—Reporting and Recordkeeping,

Section 135.90—Reporting
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Each recipient which receives directly from HUD financial assistance that is subject to the requirements
of this part shall submit to the Assistant Secretary an annual report in such form and with such
information as the Assistant Secretary may request, for the purpose of determining the effectiveness

of section 3. Where the program providing the section 3 covered assistance requires submission of an
annual performance report, the section 3 report will be submitted with that annual performance report.
If the program providing the section 3 covered assistance does not require an annual performance
report, the section 3 report is to be submitted by January 10 of each year or within 10 days of project
completion, whichever is earlier. All reports submitted to HUD in accordance with the requirements of
this part will be made available to the public.

Form HUD-60002, Section 3 Summary Report, Economic Opportunities for Low-and Very
Low-Income Persons, Instructions

Part II: Contract Opportunities

Block 1: Construction Contracts
Item A: Enter the total dollar amount of all contracts awarded on the project/program.

Block 2: Non-Construction Contracts
Item A: Enter the total dollar amount of all contracts awarded on the project/program.

Condition

HCD did not ensure that the Section 3 Summary Report (summary report) for fiscal year 2009-10
it submitted to the U.S. Department of Housing and Urban Development (HUD) was accurate and
complete. Specifically, HCD understated the total dollar amount of construction contracts awarded
in the summary report by $19.3 million, or 35 percent, related to three subgrantees. Additionally, it
incorrectly classified construction contracts totaling $2.0 million as nonconstruction contracts for
one of these three subgrantees.

Questioned Costs

No specific questioned costs identified.

Recommendations

HCD should ensure that it accurately compiles contract data submitted by subgrantees in its summary
report to HUD. Further, HCD should consult with HUD to determine whether it should submit a
corrected summary report for fiscal year 2009-10.

Department’s View and Corrective Action Plan

The HOME Program implemented the following corrective improvements during 2011 to ensure the
accurate collection and compiling of data and the accuracy of the subsequent 201011 fiscal year report
submitted to HUD:

« Fields for contractor’s names and the execution date were added to the forms.
+ Duplicate forms were removed from the submitted reports prior to data entry.

« Errors identified during verification were returned to the original entry staff and verification is
repeated once all corrections are complete.

+ Management is completing a full verification of each form and line of data entry as well as the final
report submitted to HUD.

+ Verification of all submitted electronic reports against those approved by staft and entered in
spreadsheets was added to the process to eliminate missed reports.
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+ Adjustments to the programming of the reports that produce the Active Contracts and Section
3 Required Lists were made to ensure inclusion of all contracts.

In addition, HOME management capacity was strengthened when the HOME section Chief position
was filled on January 1, 2010. The position had been vacant at the time the 2009-10 report was
prepared. The HOME Section Chief will prepare an additional detailed review of the accuracy of the
2011-12 report, and subsequent reports, prior to filing with HUD.

By March 31, 2012, HCD will consult with HUD to determine whether it should submit a corrected
summary to report for fiscal year 2009-10.

Reference Number: 2011-13-15

Federal Catalog Number: 14.228

Federal Program Title: Community Development Block Grants,
State’s Program (CDBQG)

Federal Award Number and Year: B-10-DC-06-0001; 2010

Category of Finding: Subrecipient Monitoring

State Administering Department: Department of Housing and Community

Development (Housing)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart D—
Federal Agencies and Pass-Through Entities, Section .400—Responsibilities

(d)  Pass-through entity responsibilities. A pass-through entity shall perform the following for the
Federal awards it makes:

(3) Monitor the activities of subrecipients as necessary to ensure that Federal awards are
used for authorized purposes in compliance with laws, regulations, and the provisions of
contracts or grant agreements and that performance goals are achieved.

TITLE 24—HOUSING AND URBAN DEVELOPMENT, PART 570—COMMUNITY
DEVELOPMENT BLOCK GRANTS, Subpart [—State Community Development Block Grant
Program, Section 570.492—State’s Reviews and Audits

(a) The state shall make reviews and audits, including on-site reviews, of units of general local
government as may be necessary or appropriate to meet the requirements of section 104(e)(2) of
the Act.

Condition

During our audit for fiscal year 2009-10, we found that Housing did not complete an adequate number
of site visits to ensure that its subrecipients were complying with program requirements. Specifically,
Housing completed only 16 of 40 scheduled site visits. We also noted that these site visits were not
always focused on projects identified by Housing as having the highest risk. In response to this finding,
Housing stated that it will continue to improve its monitoring process. Beginning June 30, 2011,

the CDBG section will complete a risk-based review of all active jurisdictions—those who have

active contracts—by December 30 of each year to determine the 15 highest risk jurisdictions and
monitor them.
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However, we found that Housing completed only one monitoring site visit in fiscal year 2010-11.
Furthermore, it has not yet developed a monitoring schedule based on a completed risk assessment.

As a result, Housing cannot ensure that subrecipients are complying with federal laws, regulations, and
provisions of grant agreements. According to the CDBG section chief, program staff is in the process of
completing a risk-based review of all active jurisdictions to determine the 15 highest risk jurisdictions
to be included in the program’s monitoring schedule for fiscal year 2011-12. He indicated that Housing
plans to complete the 15 monitoring site visits by December 30, 2011.

Questioned Costs

No specific questioned costs identified.

Recommendations

To ensure that it provides adequate monitoring over its subrecipients, Housing should develop and
adhere to a site-visit monitoring schedule. To improve the efficiency of its reviews, Housing should
continue to focus on performing site visits of projects that pose the highest risk of noncompliance with
federal requirements.

Department’s View and Corrective Action Plan

The CDBG Section will continue to improve its monitoring process. The CDBG has completed

a risk-based review of all active jurisdictions (those who have active contracts) and identified

the 15 highest risk jurisdictions. Further, the CDBG Section has developed a Monitoring Schedule
and all 15 identified jurisdictions have been scheduled, with the completion of this year’s Monitoring
Schedule to be done by March 31, 2012. The CDBG Section will follow the same process for the
monitoring schedule for calendar year 2012.
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U.S. DEPARTMENT OF JUSTICE

Reference Number: 2011-1-4

Federal Catalog Number: 16.606

Federal Program Title: State Criminal Alien Assistance Program
(SCAAPD)

Federal Award Number and Year: 2010-AP-BX-0211; 2010

Category of Finding: Activities Allowed, Allowable Costs

State Administering Department: Department of Corrections and Rehabilitation
(Corrections)

Criteria

TITLE 8—ALIENS AND NATIONALITY, CHAPTER 12—IMMIGRATION AND NATIONALITY,
SUBCHAPTER II—IMMIGRATION, Part [IV—Inspection, Apprehension, Examination, Exclusion, and
Removal, Section 1231—Detention and Removal of Aliens Ordered Removed

(i) Incarceration

(1)  Ifthe chief executive officer of a State (or if appropriate, a political subdivision of the
State) exercising authority with respect to the incarceration of an undocumented criminal
alien submits a written request to the Attorney General, the Attorney General shall, as
determined by the Attorney General—

(A) enter into a contractual arrangement which provides for compensation to the State
or a political subdivision of the State, as may be appropriate, with respect to the
incarceration of the undocumented criminal alien; or

(B)  take the undocumented criminal alien into the custody of the Federal Government
and incarcerate the alien.

(3)  For purposes of this subsection, the term “undocumented criminal alien” means an alien
who—

(B)(1) entered the United States without inspection or at any time or place other than as
designated by the Attorney General;

(i)  was the subject of exclusion or deportation proceedings at the time he or she was
taken into custody by the State or political subdivision of the State; or

(iii)  was admitted as a nonimmigrant and at the time he or she was taken into custody
by the State or a political subdivision of the State has failed to maintain the
nonimmigrant status in which the alien was admitted or to which it was changed
under Section 1258 of this title, or to comply with the conditions of any such status.

Condition

In our prior year audit, we reported that Corrections submitted ineligible inmate data in its federal
fiscal year 2009 application for SCAAP funding. Specifically, Corrections’ application included nearly
2,000 additional records in instances where an inmate had more than one alien registration number for
the same incarceration period. We also reported that our review of 29 inmate records that Corrections
submitted found that it had information in its files indicating 10 of these inmates were either

U.S. citizens or permanent residents. In its corrective action plan for that fiscal year, Corrections stated
that it will continue to partner with the U.S. Department of Justice—Bureau of Justice Assistance and the
U.S. Immigration and Customs Enforcement to ensure that it is presenting its application in a manner
that complies with federal standards.
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During our follow-up procedures, Corrections confirmed that it has not revised its procedures for
submitting the application for SCAAP funding. It indicated that the U.S. Department of Justice is
revising the application process for SCAAP funding and that it is waiting for further directions before
changing its application procedures. However, a policy advisor from the U.S. Department of Justice
stated that the potential changes in the 2012 SCAAP application will not impact the application
process or the grantee certifications, and that inmates should only be reported with a single, correct
alien registration number. Because Corrections did not revise its procedures for submitting the federal
fiscal year 2010 application for SCAAP funding, it cannot be sure that it did not include ineligible
inmate data.

Questioned Costs

No specific questioned costs identified.

Recommendation

Corrections should work with U.S. Immigration and Customs Enforcement to ensure that it submits
eligible inmate data in its application for SCAAP funding.

Department’s View and Corrective Action Plan

Corrections has initiated contact with the Department of Homeland Security (DHS)/U.S. Immigration
and Customs Enforcement (USICE) and has begun discussions to investigate the feasibility for
establishing a process for verifying the Corrections’ inmate alien numbers prior to the submission for
the SCAAP grant application. Corrections hopes to establish a routine process with DHS/USICE to
obtain valid inmate alien numbers and citizenship status for all Corrections’ inmates. This process will
allow Corrections to collect the alien numbers for all inmates and incorporate this data into Corrections’
databases. Corrections believes by initiating discussions with DHS/USICE, it is demonstrating due
diligence in faithfully completing our submittal of eligible inmate data as prescribed by the guidelines
established by the Bureau of Justice Assistance for the SCAAP grant application.
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U.S. DEPARTMENT OF LABOR
Reference Number: 2011-1-5
Federal Catalog Numbers: 17.225, 17.258, 17.259, 17.260
Federal Program Title: Unemployment Insurance (UI), Workforce
Investment Act (WIA) Cluster: WIA Adult
Program, WIA Youth Activities, WIA
Dislocated Workers
Federal Award Numbers and Years: UI-21088-11-55-A-6; 2010
UI-19571-10-55-A-6; 2009
AA-20183-10-55-A-6; 2010
AA-18628-09-55-A-6; 2009
Category of Finding: Activities Allowed, Eligibility, Reporting
State Administering Department: Employment Development Department (EDD)
Condition

The Employment Development Department (EDD) had weak general controls over its information
systems for fiscal year 2010-11. For details see finding reference number 2011-15-2 in the Internal
Control and Compliance Issue Applicable to the Financial Statements and State Requirements section
on page 19.

Questioned Costs

No specific questions costs identified.

Reference Number: 2011-14-6

Federal Catalog Number: 17.225

Federal Program Title: Unemployment Insurance (UI)

Federal Award Numbers and Years: UI-21088-11-55-A-6; 2010
UI-19571-10-55-A-6; 2009

Category of Finding: Special Tests and Provisions

State Administering Department: Employment Development Department (EDD)

Criteria

TITLE 2—GRANTS AND AGREEMENTS, PART 176—AWARD TERMS FOR ASSISTANCE
AGREEMENTS THAT INCLUDE FUNDS UNDER THE AMERICAN RECOVERY AND
REINVESTMENT ACT OF 2009, PUBLIC LAW 111-5, Subpart D—Single Audit Information for
Recipients of Recovery Act Funds, Section 176.210—Award term—Recovery Act Transactions listed
in the Schedule of Expenditures of Federal Awards and Recipient Responsibilities for Informing
Subrecipients.
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(a)  To maximize the transparency and accountability of funds authorized under the American
Recovery and Reinvestment Act of 2009 (Pub. L. 111-5) (Recovery Act) as required by Congress
and in accordance with 2 CFR 215.21 “Uniform Administrative Requirements for Grants and
Agreements” and OMB Circular A-102 Common Rules provisions, recipients agree to maintain
records that identify adequately the source and application of Recovery Act funds.

Condition

In our audit reports for fiscal years 2008—09 and 2009-10, we reported that EDD had not updated

its financial management systems to allow it to separately identify and report on Recovery Act

funds expended for certain benefits paid under the UI program. Specifically, we found that for fiscal
year 2008—09, EDD could not separately identify or report on Recovery Act funds expended for the
Emergency Unemployment Compensation (EUC) program or the Federal-State Extended Benefits
(Fed-Ed) program. We noted that EDD could identify Recovery Act expenditures for the Federal
Additional Compensation (FAC) program because it was entirely funded by the Recovery Act. Similarly,
our follow-up procedures for fiscal year 2009—10 revealed that EDD still could not separately identify or
report on Recovery Act expenditures for the EUC and Fed-Ed programs. Furthermore, we determined
that EDD could no longer separately identify and report on Recovery Act expenditures for the FAC
program because it was no longer entirely funded by the Recovery Act. In both fiscal years EDD agreed
with our findings and stated that it intended to update its financial management systems. EDD initially
hoped to complete the update of its financial management system by March 2010 but later revised the
time frame to early 2012.

During our follow-up procedures for fiscal year 2010-11, we confirmed that EDD was still in the
process of updating its financial management systems to separately identify and report on Recovery
Act funds. OMB’s Circular A-133 Compliance Supplement dated March 2011 regarding special tests
and provisions for awards with Recovery Act funding, indicates that the financial management system
must permit the preparation of required reports and the tracing of funds adequate to establish that
funds were used for authorized purposes and allowable costs. Additionally, according to a program
letter provided by the U.S. Department of Labor, some unemployment benefit payments should be
reported separately as Recovery Act expenditures. However, EDD’s financial management systems do
not separately identify Recovery Act funds from non—Recovery Act funds.

During fiscal year 2010-11, the UI program expended $21 billion, which included both Recovery Act and
non—Recovery Act funds. Of the several types of unemployment benefit programs, the EUC, Fed—Ed,
and FAC programs expended Recovery Act funds. In fiscal year 2010—11 EDD spent $12.2 billion on
these programs. However, since EDD is unable to separately identify Recovery Act funds, it cannot
identify what portion of the total expenditures for these three programs were paid for with Recovery
Act funds.

As discussed in our 2009-10 audit report, EDD was unable to begin separately identifying Recovery
Act funds when planned due to changes in federal legislation that required high-priority modifications
in programming related to benefit extensions and payments. At that time, an EDD division chief stated
that, in the absence of new federal legislation changing benefit extensions and payments, EDD intended
to have the issue fully corrected by early 2012. In July 2011, EDD provided a status report to the

U.S. Department of Labor that explained the delays it has experienced as it attempts to reprogram its
system to separately identify Recovery Act funds and reiterated its plans to fully correct the finding. In
its response, the U.S. Department of Labor indicated that it considered the finding corrected.

However, on August 31, 2011, another division chief stated that EDD’s plans to complete the
programming changes necessary to separately account for Recovery Act funds by early 2012 have been
delayed because of resource and scheduling conflicts and will not be fully implemented until mid-2013.
Thus, EDD cannot account for its Recovery Act expenditures for the EUC, Fed-Ed, and FAC programs
components separately until that time.
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Questioned Costs

No specific questions costs identified.

Recommendation

EDD should continue its efforts to update its financial management systems so that it can separately
identify Recovery Act expenditures from non-Recovery Act expenditures.

Department’s View and Corrective Action Plan

EDD concurs with the recommendation stated. However, it added that EDD can and has been reporting
all the benefits paid by each federal extension. The audit finding pertains to the inability to identify
which federal extension payments should be charged to the different federal accounts. Benefits paid to
Unemployment Insurance claimants have been accounted for and reported on by EDD.

As discussed in the August 31, 2011 meeting, the work to complete the programming needed to
separately identify Recovery Act funds will be prioritized after the database conversion planned

for November 2011. In preparation for the conversion, a freeze on all program changes has been
implemented from August 15, 2011 through December 15, 2011. When the code freeze is lifted, the
department will prioritize the outstanding work, including the report changes.
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U.S. DEPARTMENT OF TRANSPORTATION
Reference Number: 2011-13-14
Federal Catalog Number: 20.205
Federal Program Title: Highway Planning and Construction
Federal Award Numbers and Years: N4520.208; 2011
N4520.207; 2010
N4520.206; 2010
N4510.705; 2009
Category of Finding: Subrecipient Monitoring
State Administering Department: California Department of Transportation
(Caltrans)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133—AUDITS OF STATES,
LOCAL GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133),
Subpart D—Federal Agencies and Pass-Through Entities, Section .400—Responsibilities

(d)  Pass-through entity responsibilities. A pass-through entity shall perform the following for the
Federal awards it makes:

(4)  Ensure that subrecipients expending $300,000 ($500,000 for fiscal years ending after
December 31, 2003) or more in Federal awards during the subrecipient’s fiscal year have
met the audit requirements of this part for that fiscal year.

(5)  Issue a management decision on audit findings within six months after receipt of the
subrecipient’s audit report and ensure that the subrecipient takes appropriate and timely
corrective action.

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133—AUDITS OF STATES,
LOCAL GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133),
Subpart B—Audits, Section .225—Sanctions

No audit costs may be charged to Federal awards when audits required by this part have not been made
or have been made but not in accordance with this part. In cases of continued inability or unwillingness
to have an audit conducted in accordance with this part, Federal agencies and pass-through entities
shall take appropriate action using sanctions such as:

a)  Withholding a percentage of Federal awards until the audit is completed satisfactorily;

o
~

(
( Withholding or disallowing overhead costs;

(c) Suspending Federal awards until the audit is conducted; or
(d) Terminating the Federal award.

Condition

Subrecipient Audits

As we reported in fiscal year 2009-10, Caltrans continues to lack internal controls to ensure
subrecipients who spent $500,000 or more during fiscal year 2009—10 submitted audit reports to
the federal government as required under OMB Circular A-133. Based on Caltrans’ records of the
amounts it disbursed to subrecipients, it could have established reasonable expectations as to which
subrecipients would need to submit audit reports. In response to the finding reported in our fiscal
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year 2009-10 audit report, Caltrans stated it developed written policies and procedures to determine
whether subrecipients submit their single audit reports timely and impose sanctions on those that
are delinquent.

Although we confirmed that Caltrans developed these policies and procedures, it did not fully
implement them. For example, during the fiscal year 2010—11 audit we identified instances where
subrecipients receiving $500,000 or more—and, according to Caltrans’ records, in some cases more
than $1 million —did not submit audit reports to the federal government. Specifically, we identified

12 subrecipients (including various cities, counties, and special districts) as having no record of an audit
submission to the federal government for fiscal year 2009—-10. Subrecipients with a fiscal year ending on
June 30, 2010, were required to submit their audit reports to the federal government nine months after
the end of the fiscal year, which would have been March 31, 2011. When subrecipients fail to submit
audit reports to the federal government, federal agencies miss an opportunity to identify where federal
funds might be misspent.

Management Decisions

The failure of subrecipients to submit audit reports also limits Caltrans’ ability to review and issue
management decisions on potential findings and exercise effective oversight of the Highway Planning and
Construction program. To facilitate the State’s preparation of management decisions on its subrecipients’
audit findings, the State has established a process whereby local governments submit copies of their OMB
Circular A-133 audit reports to the State Controller’s Office (SCO). According to the State Administrative
Manual, Section 20070, the SCO distributes a copy of each audit report and corrective action plan to
state entities (such as Caltrans) that are affected by the findings, and such state entities follow up on

audit findings pertaining to the federal programs they administer. To assist with its responsibilities,
Caltrans provides the SCO with an annual listing of all of its subrecipients and the amounts of federal
funds they received. Caltrans provided the SCO with the amounts it disbursed to its subrecipients on
August 30, 2011. When the SCO receives audit reports from subrecipients, it updates its list to indicate
which subrecipients have or have not submitted their audit reports. As of November 15, 2011, the SCO’s
Web site indicated the following information for certain Caltrans’ subrecipients.

« Two subrecipients had either submitted incomplete audit reports, or had not submitted any audit
reports, and the SCO was no longer going to follow up with those entities.

« Six subrecipients were classified by the SCO as “exempt” from the audit requirements because they
spent less than $500,000.

« Eight subrecipients were classified by the SCO as “no review” because SCO concluded after
reviewing the audit reports that no funds had passed through state entities (such as Caltrans).

Based on our review, the SCO’s data—identifying certain subrecipients as having an “exempt” or

“no review” status—was in conflict with Caltrans’ records that indicated it disbursed $500,000 or more
to these subrecipients. However, despite internal procedures that direct Caltrans staff to notify the SCO
of any discrepancies, we determined that during the course of our review Caltrans did not follow up
with the SCO to verify that the information was correct.

Questioned Costs

No specific questioned costs identified.

Recommendations

Caltrans should fully implement policies and procedures to ensure that subrecipients promptly submit
required audit reports, and impose sanctions on those that do not.
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Department’s View and Corrective Action Plan

Caltrans indicated that it has further refined its policies and procedures to ensure its subrecipients submit
their single audit reports timely. For example, Caltrans indicated it will reconcile the audit submissions on
the federal and SCO’s Web sites to its own records of subrecipients that received $500,000 or more and
will continue to follow up on and impose sanctions on noncompliant subrecipients.
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U.S. DEPARTMENT OF VETERANS AFFAIRS

Reference Number: 2011-12-6

Federal Catalog Number: 64.114

Federal Program Title: Veterans Housing—Guaranteed and Insured
Loans

Federal Award Number and Year: None; State fiscal year 2010-11

Category of Finding: Reporting

State Administering Department: California Department of Veterans Affairs
(Veterans Affairs)

Criteria

TITLE 38—PENSIONS, BONUSES, AND VETERANS' RELIEE, PART 36—LOAN GUARANTY,
Subpart F—Guaranty or Insurance of Loans to Veterans with Electronic Reporting, Section 36.4817—
Servicer Reporting Requirements

(a)  Servicers of loans guaranteed by the Secretary shall report the information required by this
section to the Secretary electronically. The Secretary shall accept electronic submission from
each entity servicing loans guaranteed under 38 U.S.C. Chapter 37 not later than the effective
date of this rule.

(c)  Servicers shall report to the Secretary the following specific loan events in accordance with
the time frames described for each event. Unless otherwise specified herein, the servicer shall
report these events on a monthly basis (i.e., no later than the seventh calendar day of the month
following the month in which the event occurred) only for delinquent loans in its portfolio.

(7)  Electronic Default Notification (EDN)—when the loan becomes at least 61 days
delinquent. The servicer shall report this event no later than the seventh calendar day
from when the event occurred. The servicer shall report this event only once per default
for delinquent loans in its portfolio.

(11)  Bankruptcy filed—when any owner files a petition under the Bankruptcy Code. The
servicer shall report this event no later than the seventh calendar day from when
the event occurred. The servicer shall report this event only on delinquent loans in its
portfolio, if appropriate, or with the EDN when it is reported.

(13) Loss mitigation letter sent—when the servicer sends the loss mitigation letter to the
borrower as required by Section 36.4850(g)(1)(iv).

(15) Default cured/loan reinstated—when a previously reported default (i.e., an EDN was filed)
has cured/loan reinstated.

(16) Default reported to credit bureau—when the servicer notifies the credit bureaus of a
defaulted loan or loan termination. The servicer shall report this event only on delinquent
loans in its portfolio, and shall report the first occurrence only.

(17) Repayment plan approved—when the servicer approves a repayment plan.
(21) Compromise sale complete—when a compromise sale closes.

(23)  Foreclosure referral—when the loan is referred to legal counsel for foreclosure.
The servicers shall report this no later than the 7th calendar day from when the
event occurred.
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Condition

Veterans Affairs, as part of its administration of the loan guaranty program, is approved by the

U.S. Department of Veterans Affairs (VA) to offer VA-guaranteed home loans to eligible veterans. Since
November 2008 the VA requires loan servicers, such as Veterans Affairs, to electronically report to the
VA specific events related to loans that have been issued a VA guarantee. Federal regulations require
that events be reported to the VA within the first seven calendar days of the following month, or in
certain instances, within seven days of the event itself. Late reporting may hinder the VA’s ability to take
appropriate oversight action on delinquent loans.

During our audit for fiscal year 2009-10, we reviewed a sample of 25 loans that were delinquent and
found that Veterans Affairs did not always report bankruptcies, loss mitigation, foreclosure referrals,
compromise sales, loan defaults, and the approval of a repayment plan to the VA within the applicable
reporting deadlines. We also reported that in response to our audit report for fiscal year 2008—09,
Veterans Affairs established a process in March 2010 to report to the VA as required when it notifies
the credit bureaus of delinquent loans. However, we found that although it established this process,

it still inconsistently reported this information to the VA. Finally, we also reported that Veterans
Affairs lacked a process to use information in its system to determine which borrowers no longer
have delinquent payments and therefore have cured their default. By not reporting cured defaults, the
VA’s reporting system continues to inaccurately show these loans in default.

During our prior year review, Veterans Affairs used a manual process to report most of the events for
which we noted late reporting. In its corrective action plan for that year, Veterans Affairs indicated that
the automation of the reporting requirement is a management priority and should resolve all noted
issues. It stated that it has been working on this automation project and anticipated the system would
be in place by March 31, 2011.

During our current audit, we determined that Veterans Affairs still has not fully addressed this

finding. Specifically, Veterans Affairs indicated that the weekly reporting of information to the VA and
the automation of most of the reporting requirements did not occur until July 2011. This included the
automatic reporting to the VA of the repayment plan agreements, bankruptcies, and loss mitigation
letters. Further, according to the property agent, Veterans Affairs is still testing the automatic reporting
of compromise sales and it is manually reporting these events to the VA until the testing is completed.
However, Veterans Affairs indicated that it was able to complete its project to automate its reporting
of credit bureau notifications to the VA during fiscal year 2010—11. As such, we selected 24 delinquent
loans it reported to the credit bureaus during fiscal year 2010-11 to determine whether Veterans
Affairs appropriately notified the VA. Our review found that Veterans Affairs failed to report seven of
these delinquent loans to the VA and reported another 11 of them between one and five days after the
reporting deadline. According to Veterans Affairs, it failed to report the seven delinquent loans because
of an undetected interruption in reporting during the automation of other processes, which it has

not corrected.

Questioned Costs

No specific questions costs identified.

Recommendations

Veterans Affairs should complete its automation project and, once the system is fully in place it should
ensure that the system allows it to report all required events to the VA by the applicable deadlines.

Department’s View and Corrective Action Plan

The Department of Veterans Affairs agrees that some non-essential but required data was not reported
according to the time frames required in the VA servicer manual. As stated in the report, no reporting
exceptions were found for any items that would have any potential impact on its ability to collect
claimed funds and no violations have been cited by VA.
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Veterans Affairs is continuing with the development of the automated bulk upload file since this
project will help Veterans Affairs meet VA reporting requirements. As noted by the Auditor such
processes as repayment plan agreements, bankruptcies, and loss mitigation letters have been integrated
into the automated bulk upload file. In addition, the reporting of accounts, which have cured their
delinquencies, has also been implemented.

Regarding notification to the VA the reporting of credit bureau reporting, the move to a weekly
reporting schedule should eliminate this finding. As noted by the Auditor, this schedule did not
commence until July 2011. The seven delinquent loans, which were not reported to USDVA as reported
to the Credit Bureaus, occurred during the period of time at the end of fiscal year 2010-11, and was a
one-time event. At that time there was an undetected interruption in the reporting of Credit Bureau
reports. It appears this occurred during implementation of other processes in the automation of the
bulk upload. After discovery, the issue was corrected and normal reporting was resumed.
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U.S. DEPARTMENT OF AGRICULTURE
Reference Number: 2011-13-1
Federal Catalog Number: 10.557
Federal Program Title: Special Supplemental Nutrition Program for
Women, Infants and Children (WIC)
Federal Award Numbers and Years: 7CA700CA7; 2011
7CA700CA7; 2010
7CA700CA1; 2011
7CA700CA1; 2010
7CA700CA2; 2011
Category of Finding: Subrecipient Monitoring
State Administering Department: Department of Public Health (Public Health)

Criteria

TITLE 7—AGRICULTURE—SUBPART B—REGULATIONS OF DEPARTMENT OF
AGRICULTURE—Part 246—Special Supplemental Nutrition Program for Women, Infants and
Children, Subpart F—Monitoring and Review, Section 246.19—Management Evaluation and
Monitoring Reviews, (b) State Agency Responsibilities

(1)  The state agency shall establish an ongoing management evaluation system, which includes
at least the monitoring of local agency operations, the review of local agency financial
and participation reports, the development of corrective action plans to resolve program
deficiencies, the monitoring of the implementation of corrective action plans, and onsite visits.
The results of such actions shall be documented.

(2)  Monitoring of local agencies must encompass evaluation of management, certification, nutrition
education, participant services, civil rights compliance, accountability, financial management
systems, and food delivery systems. If the state agency delegates the signing of vendor
agreements, vendor training, or vendor monitoring to a local agency, it must evaluate the local
agency’s effectiveness in carrying out these responsibilities.

(3)  The state agency shall conduct monitoring reviews of each local agency at least once every
two years. Such reviews shall include onsite reviews of a minimum of 20 percent of the clinics
in each local agency or one clinic, whichever is greater. The state agency may conduct such
additional onsite reviews as the state agency determines to be necessary in the interest of the
efficiency and effectiveness of the program.

(4)  The state agency must promptly notify a local agency of any finding in a monitoring review
that the local agency did not comply with program requirements. The state agency must require
the local agency to submit a corrective action plan, including implementation time frames,
within 60 days of receipt of a state agency report of a monitoring review containing a finding
of program noncompliance. The state agency must monitor local agency implementation of
corrective action plans.

Condition

During procedures performed over during-the-award monitoring, we noted that Public Health
performs Program Evaluations (PE) that take place for all local agencies every two years. For issues
identified during this review, the agency is required to submit a corrective action plan (CAP) within
60 days of receipt of the finding letter. In our sample of 25 completed reviews, we noted the following:

«+ For one of the 25 reviews selected, we noted the CAP was submitted by the local agency 69 days
after the receipt of the letter of finding which was not within the required 60 days.
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Without properly designed processes and controls in place to obtain and review the required CAPs,
there is increased risk that subrecipient agencies may not be complying with federal program rules
and regulations. Amounts paid to subrecipients totaled $173 million of the $1,279 million total
WIC program expenditures for the fiscal year ended June 30, 2011.

Questioned Costs

No specific questioned costs identified.

Recommendation

Public Health should implement controls for following up on findings related to the PEs.

Department’s View and Corrective Action Plan

Public Health agrees with the finding that it must have properly designed processes and controls

in place to obtain and review the required CAPs and has implemented controls for following up

on findings related to the Program Evaluations (PE). In 24 of the 25 reviews selected, Public Health
received a CAP from subrecipient agencies within the required 60-day time frame. To ensure that
Public Health receives 100 percent of all CAPs within the 60-day time frame, WIC has implemented the
following control measures:

Effective October 1, 2011, Regional Advisors (RA) within the Local Agency Support Branch flag

the date when the Program Evaluation and Policy Branch sends the Letter of Findings (LOF) to the
subrecipient agency. Using a tickler system, the RA sends a 30-day “reminder” email to those agencies
that have not already submitted a CAP. If an agency has not submitted a CAP within two weeks of
the 60-day due date, the RA will call the local agency director to reinforce the federal requirement
and document the call in the local agency file. In addition, the RA will notify their supervisor for any
additional guidance or follow up action to consider.

Reference Number: 2011-14-1
Federal Catalog Number: 10.557
Federal Program Title: Special Supplemental Nutrition Program for

Women, Infants and Children (WIC)

Federal Award Numbers and Years: 7CA700CA7; 2011
7CA700CA7; 2010
7CA700CA1; 2011
7CA700CA1; 2010
7CA700CA2; 2011

Category of Finding: Special Tests and Provisions—Authorization of
Above-50-Percent Vendors

State Administering Department: Department of Public Health (Public Health)

Criteria

TITLE 7—AGRICULTURE—SUBPART B—REGULATIONS OF DEPARTMENT OF
AGRICULTURE—Part 246—Special Supplemental Nutrition Program for Women, Infants and
Children, Food Delivery System—Vendor Selection Criteria: competitive prices, 246.12 (g)(4)
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The state agency must establish a vendor peer group system, distinct competitive price criteria, and
allowable reimbursement levels for each peer group. The State agency must use the competitive price
criteria to evaluate the prices a vendor applicant charges for supplemental foods as compared to the
prices charged by other vendor applicants and authorized vendors, and must authorize vendors selected
from among those that offer the program the most competitive prices. The State agency must consider
a vendor applicant’s shelf prices or the prices it bids for supplemental foods, which may not exceed its
shelf prices. In establishing competitive price criteria and allowable reimbursement levels, the State
agency must consider participant access by geographic area.

Condition

During procedures performed over Authorization of Above 50-Percent Vendors (A50), we noted

that Public Health performs a Vendor Price Analysis (VPA) as a part of the vendor authorization and
re-authorization process. The VPA determines whether vendors have competitive pricing on food
products so that the amounts charged do not exceed the maximum allowable reimbursement rate
(MADR). MADR rates are determined based on the vendor peer groups and are evaluated periodically
using redemption data for all vendors in that peer group. MADR rates for A50 vendors are based on the
average redemption price for all food instruments for that food type redeemed at all non A50 vendors
statewide. In our sample of 65 A50 vendors, we noted that for one of the vendors selected, the VPA was
run using the Peer Group 7, a non A50 vendor peer group. When the Food Price Survey was completed
for the vendor, the vendor was improperly identified as belonging to Peer Group 7 rather than Peer
Group 1, the peer group for A50 vendors.

Questioned Costs

No specific questioned costs identified.

Recommendations

Public Health should ensure policies and procedures are in place to ensure that vendors are
appropriately classified to the correct peer group. Additionally, it should review this information to
ensure that the VPA analysis is performed accurately, and correct peer group information is input
into ISIS.

Department’s View and Corrective Action Plan

Public Health agrees with the finding that WIC’s Vendor Management Branch (VMB) staft should
improve policies and procedures to ensure that vendors are appropriately classified to the correct peer
group when performing a VPA, and that VMB staff should properly review a vendor’s peer group
assignment before entering the information into WIC’s information system (ISIS).

WIC has procedures in place to assign a vendor to the correct peer group properly. In this instance,

an analyst did not follow the procedures, and this error caused the analyst to conduct the VPA

using an incorrect peer group. Further, staff did not identify the error during the routine review

of the file. However, since VMB staft conducts an onsite store review prior to finalizing the store’s
authorization, staff was able to correct the peer group assignment in ISIS prior to the vendor becoming
WIC-authorized to submit food instruments for reimbursement.

To improve this process, staff has modified the vendor authorization checklists to include a check-off
box that requires the vendor analyst to re-check that staff is using the correct peer group when
performing the VPA analysis and when conducting on-site vendor authorization visits.

WIC will train staff and fully implement this corrective action by December 1, 2011.
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U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES
Reference Number: 2011-1-1
Federal Catalog Number: 93.778
Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)
Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2010
1105CAARRA; 2011
1005CAARRA; 2010

Category of Finding: Activities Allowed/Allowable Costs

State Administering Department: Department of Health Care Services
(Health Care Services)

Criteria

TITLE 2—GRANTS AND AGREEMENTS, PART 225—COST PRINCIPLES OF STATE, LOCAL,
AND INDIAN TRIBAL GOVERNMENT (OMB Circular A-87), Attachment A—General Principles for
Determining Allowable Costs, Part C—Basic Guidelines

(1)  Factors affecting allowability of costs. To be allowable under Federal awards, costs must meet the
following general criteria

(a) Be necessary and reasonable for proper and efficient performance and administration of
Federal awards.

Condition

During our procedures performed over the Medi-Cal program, we reviewed the audit and investigation
reports to the program that were published and released during the fiscal year ended June 30, 2011.
The following is a summary of the findings cited in the fourth annual Medi-Cal Payment Error Study
(MPES) performed during the calendar year 2009 (the most recent MPES study completed):

“The sampling universe consists of Medi-Cal fee for service (FFS) claims paid through the fiscal
intermediary, Hewlett Packard (formerly known as Electronic Data Systems), during the period of
October 1, 2009, through December 31, 2009. There are 1,149 claims in the sample. The sample size
was extracted from a universe of 25,236,902 Medi-Cal claims. Proportional allocation of the sample
size was used to determine the sample size from each stratum ensuring a minimum sample size of
50 claims for each stratum.

(The results of the MPES indicated that) 5.45 percent of the total dollars paid had some indication
that they contained a provider payment error. The 5.45 percent equates to $1.07 billion of the total
$16 billion in annual payments made for FFS medical and dental services in calendar year 2009,
and represents the percentage of payment error attributable to Medi-Cal program dollars “at risk”
of being paid inappropriately due to findings related to such factors as a lack of medical necessity,
abuse, or fraud. Of the total payments, 1.16 percent, or $228 million, were for claims submitted by
providers that disclosed characteristics of potential fraud.

In the MPES 2009, 55.6 percent of all samples errors were medical necessity errors.

There were no claims processing errors identified.
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Based on the error percentage related to Medi-Cal payments, the risk of noncompliance with allowable
costs and activities is considered material. The total Federal expenditures for FES claims during the
fiscal year ended June 30, 2011, were $14.4 billion.

The American Recovery and Reinvestment Act of 2009 (Recovery Act) granted additional funding

to the State in the form of an enhanced Federal Medical Assistance Percentage to the State for medical
assistance expenditures. Total Recovery Act expenditures related to FFS claims during the fiscal year
ended June 30, 2011, amounted to $2.5 billion.

Questioned Costs

No specific questioned costs were identified.

Recommendations

Health Care Services should strengthen their internal controls to ensure only medically necessary
claims are paid. Health Care Services should also strengthen their internal control process to prevent/
detect potential provider fraud.

Department’s View and Corrective Action Plan

Health Care Services is continuously engaged to strengthen the internal controls and ensure the medical
necessity of all services rendered and paid. The findings from the MPES report are used to generate field
audits of suspect providers and to confirm specific overpayments leading to recoveries. The Health Care
Services’ Medical Review Board (MRB) also places select providers on Post-Service Pre-Payment (PPM).

Formerly known as the Special Claims Review (SCR), the PPM is an audit of the medical necessity
and the program coverage of services after they are given to the beneficiary but before DHCS
reimburses the provider. MRB may impose the PPM when the provider has submitted improper

or incorrect claims. Under PPM, Health Care Services may deny payment for claims that are not
covered benefits or that are deemed medically unnecessary. While on PPM, the provider is prohibited
from electronic billing and is required to submit hard copy (manual) claims with copies of medical
documentation to substantiate the medical necessity and the actual provision of the service claimed.

The detection of provider fraud is an ever-evolving science. MRB employs multiple techniques to
detect, identify, and pursue fraudulent claims. These methodologies include monitoring for billing
spikes, audits of the outlier billers, random claim reviews, and computer-generated suspect lists based
on a multifactorial program. The newest technology that we are exploiting is link analysis to enable us
to pursue the peripheral contacts of known fraudulent providers.

Reference Number: 2011-1-2

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)

Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2010
1105CAARRA; 2011
1005CAARRA; 2011

Category of Finding: Activities Allowed/Allowable Costs

State Administering Department: Department of Health Care Services
(Health Care Services)
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Criteria

TITLE 2—GRANTS AND AGREEMENTS, PART 225—COST PRINCIPLES FOR STATE, LOCAL,
AND INDIAN TRIBAL GOVERNMENT (OMB Circular A-87), Attachment A—General Principles for
Determining Allowable Costs, Part C—Basic Guidelines

(1)  Factors affecting allowability of costs. To be allowable under Federal awards, costs must meet the
following general criteria:

(a)  Benecessary and reasonable for proper and efficient performance and administration of
Federal awards.

CALIFORNIA CODE OF REGULATIONS, TITLE 22, Section 51476

« Each provider shall keep, maintain, and have readily retrievable, such records as are necessary to fully
disclose the type and extent of services provided to a Medi-Cal beneficiary. Required records shall be
made at or near the time at which the service is rendered.

DEPARTMENT OF HEALTH SERVICES PROVIDER MANUAL—PROVIDER REGULATIONS

+ Medi-Cal requires providers to agree to keep necessary records for a minimum period of three years
from the date of service to disclose fully the extent of services furnished to the patient. The provider
also must agree to furnish these records and any information regarding payments claimed for
providing the services, on request, to the California Department of Health Services.

Condition

In our procedures performed over expenditures charged to the program, we selected a sample of
fee-for-service (FFS) claims and utilized Health Care Services’ Medical Review Branch of trained
medical professionals to ascertain that each expenditure was for an allowable service rendered and was
supported by medical records or other evidence, indicating that the service was actually provided and
consistent with the medical diagnosis. In our sample of 50 FFS claims, six did not appear to be for an
allowable service. These exceptions are noted as follows:

+ Two claims were not deemed medically necessary.

« Four claims did not have sufficient supporting documentation to support whether the required
medical procedures were rendered on the beneficiary.

Total exceptions amounted to $11,865 of the total $147,421 sampled of federal Medicaid expenditures
for FFS claims. Total federal Medicaid expenditures for FFS claims amounted to $14.4 billion for the
fiscal year ended June 30, 2011.

The American Recovery and Reinvestment Act of 2009 (Recovery Act) granted additional funding

to the State in the form of an enhanced Federal Medical Assistance Percentage to the State for medical
assistance expenditures. Total Recovery Act expenditures related to FFS claims during the fiscal year
ended June 30, 2011, amounted to $2.5 billion. The total exceptions amounted to $2,076 of the total
$27,123 Recovery Act expenditures for FFS claims.

Questioned Costs

$11,865 of the $147,421 FFS expenditures sampled and $2,076 of the $27,123 Recovery Act
expenditures sampled for fiscal year ended June 30, 2011.
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Recommendations

Health Care Services should strengthen its internal controls to ensure only medically necessary claims
and eligible providers are paid. Health Care Services should also strengthen its internal control process
to detect providers in violation of record retention rules.

Department’s View and Corrective Action Plan

Health Care Services is continuously engaged to strengthen the internal controls to ensure the

medical necessity of all services rendered and paid. The findings from the Medi-Cal Payment Error
Study (MPES) report are used to generate field audits of suspect providers and to confirm specific
overpayments leading to recoveries. It should be noted that the sequential findings MPES report reflect
a declining rate of Medi-Cal fraud, waste, and abuse.

The regulations governing record retention in general require providers to retain their records for
medial justification for a minimum of three years:

Record Keeping and Retention—Provider agrees to make, keep, and maintain in a systematic and
orderly manner, and have readily retrievable, such records as are necessary to fully disclose the type
and extent of all services, goods, supplies, and merchandise provided to Family PACT beneficiaries,
including, but not limited to, the records described in Section 51476 of Title 22, California Code of
Regulations and the records described in Section 431.107 of Title 42 of the Code of Federal Regulations.
Provider further agrees that such financial records shall be made at or near the time at which the
services, goods, supplies, and merchandise are delivered or rendered, and that such records shall be
retained by Provider in the form in which they are regularly kept for a period of three years from the
date the goods, supplies, and merchandise were delivered or the services rendered.

Health Care Services’ Medical Review Branch continuously audits suspect providers with an emphasis
on the documentation to support the medical necessity of rendered services. Providers who cannot
substantiate the medical necessity of the rendered service are subject to audits for recovery. Health Care
Services’ Medical Review Branch recovered $42,332,914 in the first half of 2011.

Reference Number: 2011-2-1

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)

Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2010
1105CAARRA; 2011
1005CAARRA; 2010

Category of Finding: Allowable Costs

State Administering Department: Department of Health Care Services
(Health Care Services)

Criteria

TITLE 19, SOCIAL SECURITY ACT—GRANTS TO STATE FOR MEDICAL ASSISTANCE
PROGRAMS, Section 1927—Payment for Covered Outpatient Drugs

(b) Terms of Rebate Agreement
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(2) State Provision of Information:

(A)  State Responsibility. Each State agency under this title shall report to each
manufacturer not later than 60 days after the end of each rebate period and in a
form consistent with a standard reporting format established by the Secretary,
information on the total number of units of each dosage form, strength and
package size of each covered outpatient drug dispensed after December 31, 1990,
for which payment was made under the plan during the period, and shall promptly
transmit a copy of such report to the Secretary.

Condition

Drug manufacturers/labelers are required to provide a listing to the Centers for Medicare and Medicaid
Services (CMS) of all covered outpatient drugs and, on a quarterly basis, are required to provide their
average manufacturer’s price and their best prices for each covered outpatient drug. Based upon this
data, CMS calculates a unit rebate amount for each drug and provides the rebate information to the
States. The state Medicaid Agency is required to provide to drug manufacturers/labelers the drug
utilization data no later than 60 days after the end of the quarter. We tested 40 rebate invoices related

to the third and fourth quarters of 2010, as well as the first and second quarters of 2011 and noted

the following:

+ Health Care Services provided the unit rebate amount for the third quarter 2010 (July to
September 2010) drug data on December 02, 2010, which is three days late. Drug utilization data
had to be mailed to the labelers by the state Medicaid Agency on November 29, 2010.

+ Health Care Services provided the first quarter 2011 (January to March 2011) drug data on
May 31, 2011, which is one day late. Drug utilization data had to be mailed to the labelers by the
state Medicaid Agency on May 30, 2011.

The total combined federal and state drug rebates for the third quarter of 2010 and first quarter

of 2011 amounted to $159,011,283 and $427,717,086, respectively (total of $586.7 million). As a

result from this audit finding, there was an increase in the risk that the State would not obtain the
$586.7 million due in a timely manner. In addition, the State potentially missed an opportunity to earn
interest on these funds. However, the labelers have the drug pricing information related to the average
wholesale prices and they continue to pay the rebate amount.

The American Recovery and Reinvestment Act of 2009 (Recovery Act) granted additional funding

to the State in the form of an enhanced Federal Medical Assistance Percentage to the State for medical
assistance expenditures. Total Recovery Act expenditures during the fiscal year ended June 30, 2011,
amounted to $5 billion. The lack of timely submission of the drug rebates potentially causes a missed
opportunity to earn interest on these funds.

Questioned Costs

No specific questioned costs identified.

Recommendations

Health Care Services should ensure that drug utilization data are provided to drug manufacturers/
labelers on a timely basis (i.e. no later than 60 days at the end of the quarter) and to proactively monitor
the receipt of payment from labelers.

Department’s View and Corrective Action Plan

Health Care Services proactively monitors and diligently works towards ensuring that drug utilization
reports are mailed to the drug manufacturers within 60 days after the end of each quarter. Health Care
Services has modified the Rebate Accounting and Information System to allow the invoicing process to
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be more efficient and require less manual reviewing, thus allowing for the timely mailing of the invoices.
However, recent events have impacted Health Care Services’ ability to mail the utilization reports
timely. We have noted the following as reasons for the findings noted above:

« The third quarter 2010 utilization reports were three days late in being mailed to the drug
manufacturers as a result of the State directed furloughs required of Health Care Services employees.

+ The first quarter 2011 utilization reports were one day late as a result of May 30, 2011, coinciding
with a national holiday (Memorial Day). The reports were sent the next business day.

Reference Number: 2011-3-1
Federal Catalog Number: 93.268
Federal Program Title: Immunization Grants
Federal Award Numbers and Years: 5H231P922507-09; 2010
5H231P922507-08; 2009
Category of Finding: Cash Management
State Administering Department: Department of Public Health (Public Health)

Criteria

TITLE 31—MONEY AND FINANCE: TREASURY, CHAPTER II—FISCAL SERVICE, DEPARTMENT
OF THE TREASURY, PART 205—RULES AND PROCEDURES FOR EFFICIENT FEDERAL—-STATE
FUNDS TRANSEFERS, Subpart A—Rules Applicable to Federal Assistance Programs Included in a
Treasury—State Agreement, Section 205.11, What Requirements Apply to FundingTechniques?

(a) A state and a federal program agency must minimize the time elapsing between the transfer
of funds from the United States Treasury and the state’s payout of funds for federal assistance
program purposes, whether the transfer occurs before or after the payout of funds.

Condition

During our procedures performed over Public Health's payments made to contractors, we noted that

it requests cash advances (drawdowns) from the federal government and then requests payments

to be made to contractors by the State Controller’s Office (SCO). The program falls under the Cash
Management Improvement Act (CMIA) with a required funding technique of preissuance for payments
to contractors. The preissuance technique requires the State to disburse payments to contractors not
more than three days after the advance is deposited in the state account.

In our sample of 65 drawdowns totaling approximately $17.3 million, we noted 17 drawdowns totaling
approximately $7 million where the payments to the contractors were issued up to 21 days from the
dates of the drawdown requests, which exceeds the three-day requirement per the CMIA agreement.
Public Health indicated the delays were caused by the accounting department being unaware that

the Immunization Grant was added to the CMIA agreement for the year ended June 30, 2011. By not
issuing the warrants within three days from the dates of the drawdown requests, Public Health is not in
compliance with the cash management requirements of the Immunization program.

Questioned Costs

No specific questioned costs identified.



California State Auditor Report 2011-002
March 2012

Recommendation

Public Health should ensure policies and procedures are in place to ensure payments to contractors are
issued within the three-day requirement of the federal draws.

Department’s View and Corrective Action Plan

Public Health agrees and has modified its policies and procedures to ensure payments to contractors
are issued within the three days of the Federal draws, per CMIA requirements.

Public Health’s accounting section implemented a more efficient method of communicating when the
federal funds are needed and the release of claim schedules. The accounting section verifies the timing
of federal draws with claim schedule payments and provides status of when a claim schedule is to be
held for corrections or additional processing before sending to the SCO. The accounting section does
not draw the federal money until the claim schedule has been released to SCO.

On October 20, 2011, Public Health implemented the above corrective actions and have updated
written procedures.

Reference Number: 2011-5-1

Federal Catalog Number: 93.917

Federal Program Title: HIV Care Formula Grants

Federal Award Numbers and Years: X07HA12778-03-01; 2011
X07HA12778-02-00; 2010

Category of Finding: Eligibility, Activities Allowed/Allowable Costs

State Administering Department: Department of Public Health (Public Health)

Criteria

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XXIV—HIV HEALTH CARE SERVICES PROGRAM, Part B—Care Grant Program,
Subpart I—General Grant Provisions, Section 300ft-26, Provision of Treatments

(b)  Eligible individual. To be eligible to receive assistance from a State under this section, an
individual must:
1. Have a medical diagnosis of HIV/AIDS; and
2. Be a low income individual, as defined by the State.

TITLE 42—THE PUBLIC HEALTH AND WELFARE, CHAPTER 6A—PUBLIC HEALTH SERVICE,
SUBCHAPTER XXIV—HIV HEALTH CARE SERVICES PROGRAM, Part B—Care Grant Program,
Subpart I—General Grant Provisions, Section 300ff-22, Required Funding for Core Medical Services

(3) Core medical services

For purposes of this subsection, the term “core medical services,” with respect to an individual infected
with HIV/AIDS (including the co-occurring conditions of the individual) means the following services:

(A)  Outpatient and ambulatory health services.
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(B)  AIDS Drug Assistance Program treatments in accordance with section 300ff—26 of
this title.

C)  AIDS pharmaceutical assistance.
D)  Oral health care.
Early intervention services described in subsection (d).

Health insurance premium and cost sharing assistance for low-income individuals in
accordance with section 300ff-25 of this title.

G) Home health care.
H) Medical nutrition therapy.
I) Hospice services.

N Home and community-based health services as defined under section 300ff—24(c) of
this title.

(K)  Mental health services.

(L)  Substance abuse outpatient care.

(M) Medical case management, including treatment adherence services.
Condition

Program coordinators are required to visit AIDS Drug Assistance Program (ADAP) enrollment

sites every five years in accordance with requirements established by the agreement between the sites
and the State. This quality control process re-determines eligibility for individually sampled cases

of beneficiary eligibility made by enrollment workers at the local enrollment sites. Enrollment site
visits are performed to ensure individuals receiving services meet eligibility requirements. Site visit
reports are completed by program coordinators and reviewed by the program chief.

We selected 15 of 71 site visit reports prepared by the Office of AIDS program coordinators during

the fiscal year ended June 30, 2011, and noted that 10 of the 15 selected reports had detailed several
instances of noncompliance with eligibility requirements including proof of income, proof of HIV
status, and up-to-date Cluster of Differentiation Four (CD4)/Viral Load counts. The errors noted in the
reports written by program coordinators were as follows.

At the 15 sites, of the 222 files reviewed, we noted the following:
« 15 files (or 6.8 percent) were missing the required identification documentation,
+ 23 (or 10.4 percent) files were missing or had incomplete proof of California residency,

« 21 files (or 9.5 percent) were missing either the initial HIV status, the current CD4, or the viral
load documentation,

« Five files (or 2.3 percent) were missing proof of Medi-Cal application/referral,

« 53 files (or 23.9 percent) were missing valid proof of income documentation,

« Nine files (or 4.1 percent) were missing a completed/signed ADAP Enrollment Application,
« Four files (or 1.8 percent) had invalid Support Affidavit forms,

o 47 files (or 21.2 percent) were missing the required Grace Period forms.
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Based on our review of the site visit reports, it appears there may be material noncompliance regarding
documentation to support the eligibility of the participants. The site visit reports did not quantify
specific or potential questioned costs related to the exceptions noted. Total expenditures paid to
program participants amounted to approximately $130 million for the fiscal year ended June 30, 2011.

In addition to these site visits, the Audits and Investigations unit for the Department of Health Care
Services (Health Care Services) performed a performance review of Ramsell Public Health RX, LLC
(Health Care Services’ third-party pharmacy benefit manager). Health Care Services’ review disclosed
that 10 out of the 500 transactions selected were for clients who were Medi-Cal eligible with a share
of cost and the AIDS Drug Assistance Program (ADAP) paid in excess of the share of cost for four of
the 10 clients. Additionally, Health Care Services’ review disclosed that 26 out of the 500 transactions
selected were for clients who were Medi-Cal eligible with no share of cost and, thus, should not have
been billed to ADAP as Medi-Cal is responsible for all payments of their prescriptions. The review
identified $305,872 in questioned costs relating to these individuals.

We also noted that Health Care Services reviewed 330 prescriptions noting that 21 of the prescriptions
from four pharmacies were missing prescription documentation, which amounted to $9,944.

The lack of adequate eligibility and prescription documentation could result in ineligible recipients
receiving Federal assistance.

Questioned Costs
$315,816

Recommendations

Public Health should strengthen its internal controls over the eligibility process and enhance training
for local enrollment workers to ensure that payments are only made to eligible recipients and that all
required documentation to verify eligibility is maintained in the recipient’s file.

Department’s View and Corrective Action

Public Health agrees that it should strengthen its internal controls over the eligibility process
and enhance training for local enrollment workers to ensure that payments are made only to
eligible recipients.

ADAP continues to work with the pharmacy benefits management (PBM) service provider to ensure
controls on client eligibility determinations are implemented, and consequently, payments are only
made for eligible recipients. Effective July 1, 2010, Public Health site visits that identify deficient client
eligibility files/documentation result in immediate notification to the PBM of the specific client files
found to have deficiencies and the necessary documentation required to correct the deficiencies. A
60-day grace period is placed on these clients’ eligibility, during which time the missing documentation
must be provided by the site/enrollment worker/client, and if not, the client’s ADAP eligibility is
suspended until compliance is achieved. Public Health’s ADAP site visits now occur every three years
(formerly every five years) and Public Health will visit all 180 ADAP enrollments sites by June 30, 2013.
Public Health’s newly accelerated site visit/technical assistance cycle has only completed its first year.
Once the initial three-year cycle is completed, the next site visit cycle will have improved program
compliance findings, including client eligibility documentation.

To strengthen the technical assistance Public Health staff provide during all site visits, Public Health is
modifying mandatory annual enrollment worker training to enhance the effectiveness of all aspects of
the eligibility determination training.
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Additionally, Public Health is working with Health Care Services, Medi-Cal Program, and the PBM to
enhance ADAP data systems to identify clients with Medi-Cal eligibility in a more timely and accurate
manner to assure ADAP is the payer of last resort. Public Health is pursuing an interagency Data

Use Agreement (DUA) to allow Public Health to access the Health Care Services’ Medi-Cal eligibility
database on a monthly basis to cross-match client eligibility data and identify ADAP clients with
Medi-Cal eligibility. Public Health will then collaborate with the ADAP PBM to ensure proper billing,
including potential back-billing for prescriptions billable to Medi-Cal.

Reference Number: 2011-5-2

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)

Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2009
1105CAARRA; 2011
1005CAARRA; 2010

Category of Finding: Eligibility

State Administering Department: Department of Health Care Services
(Health Care Services)

Criteria

TITLE 42—PUBLIC HEALTH—CHAPTER IV—CENTERS FOR MEDICARE AND MEDICAID
SERVICES, DEPARTMENT OF HEALTH AND HUMAN SERVICES, Part 435—Eligibility in the
States, District of Columbia, the Northern Mariana, Subpart J—Eligibility in the States and the District
of Columbia, Section 435.916 Periodic Redeterminations of Medicaid Eligibility

“The agency must redetermine the eligibility of Medicaid recipients, with respect to circumstances that
may change, at least every 12 months”

Condition

States are required to operate a Medicaid Eligibility Quality Control (MEQC) in accordance with
requirements established by the Centers for Medicare and Medicaid Services (CMS). The MEQC
system redetermines eligibility for individual sampled cases of eligible beneficiaries determined by
state Medicaid agencies or their designees. The State of California has been granted a waiver from the
traditional MEQC program described in regulation. The program waiver differs from the traditional
MEQC program by allowing the performance of special studies, targeted reviews, and other activities
that are designated to ensure program integrity or improve program administration. Health Care
Services’ MEQC process reviewed 2,339 cases from July 2010 to June 2011. Of the 2,339 cases sampled,
Health Care Services determined 128 were ineligible for Medicaid or eligible for Medicaid with a
difference in their Share of Cost of greater than $400, resulting in a 5.5 percent error rate. Share of Cost
represents the amount a beneficiary must provide for health care services received prior to receiving
benefits funded by Medicaid, and is similar to a monthly deductible.

We evaluated the accuracy of the MEQC system by obtaining a listing of all eligibility case reviews
performed during the fiscal year and selected 65 cases in 10 different counties to reperform the MEQC
review. Our sample included 60 without eligibility errors and five with eligibility errors identified by the
MEQC review. We note that our conclusions were consistent with those of the MEQC reviewers for the
65 cases we reexamined.
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Additionally, we selected 65 case files from the general population of the State’s Medicaid beneficiaries
in 10 different counties to reperform the counties’ eligibility determination. We noted two of the
65 tested cases were ineligible for Medicaid benefits. The nature of our exceptions is as follows:

» Two of the 65 beneficiaries failed to provide a signed annual redetermination form, resulting in the
beneficiaries being ineligible to receive Medicaid benefits. The lack of yearly redeterminations may
result in funding of individuals who do not meet Medicaid eligibility requirements.

Total direct Federal Medicaid expenditures that the State made for provider payments amounted to
$26 billion for the fiscal year ended June 30, 2011.

The American Recovery and Reinvestment Act of 2009 (Recovery Act) granted additional funding

to the State in the form of an enhanced Federal Medical Assistance Percentage to the State for medical
assistance expenditures. Total Recovery Act expenditures during the fiscal year ended June 30, 2011,
amounted to $5 billion. The error percentage noted in the MEQC reviews may affect Recovery Act
expenditures because it indicates there is a material risk of noncompliance related to Eligibility.

Questioned Costs

No specific questioned costs were identified.

Recommendation

Health Care Services should strengthen controls over its redetermination requirements for Medi-Cal
beneficiaries to ensure that benefits are discontinued when redeterminations are not received within
12 months of the most recent redetermination date.

Department’s View and Corrective Action Plan

Health Care Services will discuss each of the audit findings with the affected counties. These discussions
will include a review of the specific findings with each affected county, possible corrective actions,

and best practice referrals. If warranted, Health Care Services will conduct focused reviews in specific
counties to address the potential Medi-Cal redetermination performance issues. Health Care Services
will continue to reinforce expectations that the counties must complete Medi-Cal redeterminations on
a timely basis and reiterate to the counties that the pertinent documentation must be available to review
in the county case files and automated system data as required by State policies.

Reference Number: 2011-5-3

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)

Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2010
1105CAARRA; 2011
1005CAARRA; 2010

Category of Finding: Eligibility

State Administering Department: Department of Health Care Services
(Health Care Services)
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Criteria
OMB Circular A-133 Part 3—Section E—Eligibility

(1)  “For some Federal programs with a large number of people receiving benefits, the non-Federal
entity may use a computer system for processing individual eligibility determinations and
delivery of benefits. Often these computer systems are complex and will be separate from the
non-Federal entity’s regular financial accounting system”

Social Security Act, Title XIX—Grants to States for Medical Assistance Programs,
Section 1902, State Plans for Medical Assistance, Section (e)(12)—Continuous Eligibility for Children

(12) At the option of the State, the plan may provide that an individual who is under an age specified
by the State (not to exceed 19 years of age) and who is determined to be eligible for benefits
under a State plan approved under this title under subsection (a)(10)(A) shall remain eligible for
those benefits until the earlier of—

(A) the end of a period (not to exceed 12 months) following the determination; or
(B) the time that the individual exceeds that age.

Condition

We note that Health Care Services contracts with the counties of California to perform eligibility
determinations for Medicaid beneficiaries. The following three consortium systems are used by

the counties to assist in the determination of Medicaid eligibility: California Work Opportunity

and Responsibility to Kids Information Network (CALWIN), Los Angeles Eligibility, Automated
Determination, Evaluation and Reporting (LEADER), and Consortium IV (C-IV). An aid code is
generated for each beneficiary, which details the beneficiary’s scope of benefits as well as if a Share

of Cost is required. Share of Cost represents the amount a beneficiary must provide for health care
services received prior to receiving benefits funded by Medicaid, and is similar to a monthly deductible.
The consortium systems interface with the Medicaid Eligibility Database System (MEDS), which is the
State’s Medicaid eligibility system. The State uses the aid code information in MEDS to determine the
allowability of claims submitted by confirming the beneficiary’s eligibility.

We selected 130 eligibility case files from 10 different counties and reperformed the counties’ eligibility
determination. Of the 130 sampled cases, one case selected had beneficiaries where there was a
discrepancy in aid code between the consortium system and MEDS, which may have an impact on
future beneficiary eligibility. The nature of the exception is as follows:

+ In the case with the discrepancy in aid code, a child moved from her father’s care to her mother’s
care between counties. The child was previously eligible for no share of cost Medi-Cal while under
the care of her father, but her mother’s countable income exceeded the income limitations for no
share of cost Medi-Cal. The mother was properly aided for Medi-Cal with a share of cost. As the
daughter was previously aided with a no share of cost aid code under the guidelines of continuous
eligibility for children, she would continue to retain eligibility without a share of cost until the
father’s next annual redetermination. However, the daughter was not assigned a continuous eligibility
for children aid code. As a result, there is the possibility that if uncorrected, she would continue
to receive aid without a share of cost after the period where her no share of cost benefits should
have lapsed.

Total direct Federal Medicaid expenditures that the State made for provider payments amounted to
$26 billion for the fiscal year ended June 30, 2011.

The American Recovery and Reinvestment Act of 2009 (Recovery Act) granted additional funding to
the State in the form of an enhanced Federal Medical Assistance Percentage to the State for medical
assistance expenditures. Total Recovery Act Expenditures during the fiscal year ended June 30, 2011,
amounted to $5 billion.
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Questioned Costs

No specific questioned costs were identified.

Recommendations

Health Care Services should strengthen controls over performing routine reconciliations over MEDS
and the consortium systems for Medicaid beneficiaries to ensure corresponding Medi-Cal information
is reflected for beneficiaries on each system. In addition, Health Care Services should strengthen
controls over eligibility determination to ensure that beneficiaries are assigned proper aid codes which
can be adequately supported.

Department’s View and Corrective Action Plan

As part of the corrective action process, Health Care Services will reemphasize through county
guidance that when an individual moves to a new county, the new county is required to review prior
month’s eligibility for individuals to ensure that the appropriate aid code is established. Because the
child moved from one county to another, the appropriate entries to generate the Continuous Eligibility
Coverage (CEC) aid code was not automatically triggered in the new county. Additional actions by the
new county should have been taken in the county system to guarantee that the correct CEC aid code
was generated.

Additionally, Health Care Services conducts monthly quality control reviews that evaluate counties’
eligibility determinations. When Health Care Services identifies discrepancies in aid codes, it
immediately informs the county in which the error occurred to correct the aid codes, although aid code
discrepancies generally do not result in eligibility or share of cost errors. However, if the quality control
case reviews indicate a particular county is having a significant problem with performing accurate aid
code assignments, a meeting can be held with the county’s Medi-Cal program staff to discuss the issue
and possible corrective action measures. In some cases, a county may be required to provide Health
Care Services with a formal corrective action plan with a subsequent focused review to ensure the
corrective action plan has been implemented.

Reference Number: 2011-5-4

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
Medi-Cal

Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2010
1105CAARRA; 2011
1005CAARRA; 2010

Category of Finding: Eligibility

State Administering Department: Department of Health Care Services
(Health Care Services)

Criteria

SOCIAL SECURITY ACT, Title XIX—GRANTS TO STATES FOR MEDICAL ASSISTANCE
PROGRAMS, Section 1920—Presumptive Eligibility for Pregnant Women

(a) A State plan approved under section 1902 may provide for making ambulatory prenatal care
available to a pregnant woman during a presumptive eligibility period
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(c)(1) The State agency shall provide qualified providers with:

(A)  Such forms as are necessary for a pregnant woman to make application for medical
assistance under the State plan, and

(B)  Information on how to assist such women in completing and filing such forms.

(2) A qualified provider that determines under subsection (b)(1)(A) that a pregnant woman is
8
presumptively eligible for medical assistance under a State plan shall:

(A)  Notify the State agency of the determination within five working days after the date
on which determination is made, and

(B)  Inform the woman at the time the determination is made that she is required to
make application for medical assistance under the State plan by not later than
the last day of the month following the month during which the determination
is made.

Condition

The presumptive eligibility component of this program grants immediate and temporary Medi-Cal
coverage for California residents who are pregnant but do not have health insurance or Medi-Cal
coverage for prenatal care. Health Service grants the right to enroll recipients under this program to
qualified providers. Because the program provides immediate and temporary care prior to the approval
of Medi-Cal eligibility, recipients enrolled in presumptive eligibility are not considered Medi-Cal
eligible, and therefore, are not entered into Health Care Services’ eligibility systems.

Recipients presumed to be eligible are assigned a pre-numbered identification card (obtained from
Health Care Services by the provider) that begins with a county identification number and presumptive
eligibility aid code. The paper documentation, including the application and presumptive eligibility
identification card, are retained by the provider.

The provider is required by the State plan to submit to Health Care Services a weekly enrollment
summary of all presumptive eligibility identification numbers issued to Health Care Services for
retention. Health Care Services is required to retain the documents for a period of three years. Since
the supporting documentation for presumptive eligibility is retained by Health Care Services, the State’s
fiscal intermediary, Hewlett Packard Enterprise Services (HP), does not perform procedures over the
presumed eligible recipients. The HP mainframe processing is set to bypass the eligibility check if it
recognizes the special sequencing of the presumptive eligibility identification number.

Consistent with the prior year, Health Care Services is unable to reconcile the presumptive eligibility
number against the enrollment listing filed with Health Care Services at this time because of staffing
limitations. However, Health Care Services is pursuing an automated process to post the presumptive
eligibility identification numbers to the Medi-Cal eligibility system so records for these recipients can
be accessed to authenticate, reconcile, and prevent duplicate issuances of the presumptive eligibility
number during the claims adjudication process. As such, there does not appear to be adequate
tracking of presumptive eligibility numbers, and there is the risk that duplicate issuances of numbers or
unauthorized use may occur as the existence of the recipient is not authenticated.

The American Recovery and Reinvestment Act of 2009 (Recovery Act) granted additional funding

to the State in the form of an enhanced Federal Medical Assistance Percentage to the State for medical
assistance expenditures. Total Recovery Act expenditures during the fiscal year ended June 30, 2011,
amounted to $5 billion. The lack of reconciliation of presumptive eligibility numbers to the enrollment
listing may result in Recovery Act funding being expended on individuals who do not meet Medicaid
eligibility requirements.

Questioned Costs

No specific questioned costs were identified.
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Recommendations

Health Care Services should strengthen their internal controls process to obtain and track the
enrollment presumptive eligibility identification numbers issued to prevent unauthorized use of
identification numbers. Further, Health Care Services should perform procedures to authenticate
the existence of the recipient, prevent duplicate issuances, and reconcile the presumptive eligibility
number against the recipient enrollment listing filed at Health Care Services during the claims
adjudication process.

Department’s View and Corrective Action Plan

Health Care Services lacks the necessary resources needed to develop and implement automated
systems to address this finding. However, we believe that the Patient Protection and Affordable

Care Act (PPACA) of 2010 provides an ideal opportunity to implement a solution to this problem

as we implement the requirements of federal health care reform. As required by the PPACA and

with the passage of Senate Bill 900 (Chapter 659, Statutes of 2010), California is required to develop
the California Health Benefit Exchange (Exchange). A component of the Exchange is the ability to
screen for and enroll eligible individuals into the Medi-Cal program, utilizing a web-based enrollment
portal and streamlined eligibility processes. Under the PPACA, for purposes of Medi-Cal eligibility,
Health Care Services is required to develop and implement streamlined eligibility determinations and
enrollment processes for individuals seeking Medi-Cal covered services. The Exchange provides an
opportunity to allow Presumptive Eligibility (PE) Qualified Providers to complete the PE Enrollment for
eligible pregnant women using an internet-based application that will provide real-time validation with
the Statewide Medi-Cal Eligibility Database System. Health Care Services is working in collaboration
with the Health Benefit Exchange Board in the development of the Exchange, which is required to be
operational in 2014.

As an interim measure, Health Care Services will begin using a new print vendor as of

November 15, 2011, for purposes of automating the process of issuing the presumptive eligibility
identification numbers. The new vendor will automate the ordering process to validate presumptive
eligibility identification numbers issued to providers. This quality assurance effort reduces the chance
of duplicating the presumptive eligibility identification numbers issued to providers.

Reference Number: 2011-13-2

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)

Federal Award Numbers and Years: 05-1105CA5MAP; 2011
05-1005CA5MAP; 2010

Category of Finding: Subrecipient Monitoring

State Administering Department: Department of Health Care Services

(Health Care Services)

Criteria

TITLE 31-MONEY AND FINANCE, SUBTITLE V—GENERAL ASSISTANCE ADMINISTRATION,
Section 7502—Audit Requirements; Exemptions

(f)(2) Each pass-through entity shall:
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(b)  monitor the subrecipient’s use of Federal awards through site visits, limited scope audits,
or other means.

Condition

The County-based and School-based Medi-Cal Administrative Activities Units (CMAA and SMAA) of
Health Care Services are required to actively monitor the award process of Local Government Agencies
(LGAs) and Local Education Consortiums (LECs) that receive Medicaid funding for the reimbursement
of expenditures of Medi-Cal services and administration costs. This monitoring process is conducted
through site visits and desk reviews. The CMAA and SMAA Units have internal policies for actively
monitoring the award process that are guided by agreements between the federal branch of Medicaid
(Centers for Medicare & Medicaid Services or CMS) and the CMAA and SMAA. These policies require
that there must be a site visit conducted for each CMAA LGA once every four years and for each
SMAA LGA/LEC once every three years from the date of their last site visit.

In April 2011, Health Care Services imposed a travel restriction on its employees. As such, analysts
were unable to perform all planned site visits. The SMAA unit performs desk reviews when unable

to travel. These desk reviews are equivalent in scope to the site reviews. The CMAA unit currently
does not have a desk review process implemented for when travel is restricted. For CMAA there were
13 LGAs that had not had a site visit within the last four years, and for SMAA, there were five LGAs/
LECs that had not had a site visit within the last three years.

In addition, the CMAA unit has a control in place in which subrecipients submit a claiming plan to
the unit and acceptance of the plan is communicated to the subrecipient through an approval letter.
These approval letters are authorized by the unit chief. In our sample of five approval letters, one of
them did not have evidence of a signature. There was no evidence that the approval letter was properly
authorized.

Questioned Costs

No specific questioned costs identified.

Recommendations

Health Care Services should ensure that site visits of LGAs/LECs receiving Medicaid funding are
conducted once every three or four years to actively monitor the award process. Health Care Services
should also enhance its current policies and procedures to ensure that claiming plan approval letters are
properly authorized.

Department’s View and Corrective Action Plan

Health Care Services concurs with this recommendation.

In April 2011, Health Care Services imposed travel restrictions on its employees and all site visits were
cancelled. During fiscal year 2011-12, SMAA staft reinstituted its desk review process and will be in
compliance with monitoring requirements by June 30, 2012. CMAA staff has developed a desk review
process that is equitable to the site review process. The CMAA staff will develop a desk review schedule
to ensure that the CMAA unit adheres to the requirement to conduct LGA reviews every four years.
The CMAA staff will be in compliance with monitoring requirements by January 1, 2013.

In addition, there was an instance where there was no evidence that a CMAA unit claiming plan
approval letter was properly authorized. This instance was identified as a clerical error due to staffing
deficiencies and new procedures have been implemented to ensure proper document tracking and
storage in the future. The CMAA unit clerical staff has been instructed to scan a copy of the original
signed document and save the document as an Adobe pdf file on the Branch network server. The
original will be mailed to the recipient and the pdf file will remain on the Branch server.
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Reference Number: 2011-13-3
Federal Catalog Number: 93.778
Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)
Federal Award Numbers and Years: 05-1105CA5MAP; 2011
05-1005CA5MAP; 2010
Category of Finding: Subrecipient Monitoring
State Administering Department: Department of Health Care Services

(Health Care Services)

Criteria

TITLE 31-MONEY AND FINANCE, SUBTITLE V—GENERAL ASSISTANCE ADMINISTRATION,
Section 7502—Audit Requirements; Exemptions

(f)(2) Each pass-through entity shall:

(d)  Provide the subrecipient program names (and any identifying numbers) from which such
assistance is derived, and the Federal requirements, which govern the use of such awards
and the requirements of this chapter.

Condition

During procedures performed over award identification, we were unable to identify controls to ensure
that award information was properly communicated to School-based Medi-Cal Administrative
Activities (SMAA) Local Government Agencies (LGAs) and Local Education Consortiums (LECs).
We noted the program uses SMAA agreements as a means to communicate award identification to
its SMAA LGAs/LECs. These agreements do not contain the identifying Catalog of Federal Domestic
Assistance (CFDA) number of the federal program that Health Care Services passed through to

the subrecipient.

As a result, Health Care Services disbursed more than $408 million to subrecipients without
communicating complete award information for the fiscal year ended June 30, 2011.

Questioned Costs

No specific questioned costs were identified.

Recommendation

Health Care Services should implement policies and procedures to ensure that the identifying number
of the federal program is included in each of its subgrant agreements.

Department’s View and Corrective Action Plan
Health Care Services agrees with this recommendation.

The SMAA agreement, Exhibit B Budget Detail and Payment Provisions will be modified to include the
following information:

Title 31—Money and Finance, Subtitle V—General Assistance Administration, Section 7502 requires
each pass-through entity provide the subrecipient program names and any identifying numbers from
which such assistance is derived. The CFDA number for this federal program is 93.778, Medi-Cal.
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Reference Number: 2011-14-2
Federal Catalog Number: 93.268
Federal Program Title: Immunization Grants, Recovery Act Funded
Federal Award Numbers and Years: 5H231P922507-09; 2011
5H231P922507-08; 2010
Category of Finding: Special Tests and Provisions—Control,
Accountabililty, and Safeguarding of Vaccine
State Administering Department: Department of Public Health (Public Health)
Criteria

The U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES,
LOCAL GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB Circular A-133) the
Compliance Supplement indicates that grantees must provide oversight of vaccinating providers to
ensure that proper control and accountability is maintained for vaccine, vaccine is properly safeguarded,
and eligibility screening is conducted.

Condition

During our procedures performed over special tests and provisions, control, accountability, and
safeguarding of vaccine, we selected a sample of Quality Assurance Reviews (QAR) to determine
whether Public Health provides oversight of vaccinating providers. Based on a review of the QAR
samples, we noted that while Public Health had procedures for assessing provider storage procedures
and reviewing provider medical records for documentation of eligibility screening, Public Health’s QAR
process did not include a review of inventory records.

As aresult, inventory storage and handling procedures at vaccinating providers may not be adequate
to ensure vaccines are properly accounted for. Additionally, if inventory records are not adequately
monitored by the providers, vaccine levels may not be maintained at levels adequate to meet the
needed demands.

Questioned Costs

No specific questioned costs were identified.

Recommendation

Public Health should enhance its current policies and procedures to include inventory record review
and risk of loss from theft during QARs.

Department’s View and Corrective Action Plan

Public Health disagrees that it should enhance its current policies and procedures to include inventory
record review, and risk of loss from theft during QAR reviews. Public Health believes that the auditor’s
concerns do not consider other inventory control measures employed by Public Health outside of

the QAR visit. The QAR visit is only one of the methods that Public Health uses to assess providers
participating in the Vaccine for Children program (VFC). The requirements for what activities will
occur during a QAR visit are dictated by the Centers for Disease Control and Prevention (CDC). CDC
does not require a physical inventory during a QAR visit. However, CDC does require performing
QAR visits on at least 50 percent of our providers yearly. This requirement means that Public Health
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must perform over 2200 QAR visits per year. The time required to conduct a physical inventory would
substantially reduce the number of QAR visits and thereby cause Public Health to fail to meet the CDC
grant requirement and potentially put current funding levels at risk.

Public Health employs other inventory control measures outside of the QAR visit. Public Health
assigns providers an ordering frequency based on the volume of vaccines they administer. Large
volume providers order more frequently to minimize the amount of vaccine stored in their refrigerator
at one time and thus minimize the risk of loss to the program if there are problems with storing the
vaccine. If a provider’s usage increases and he or she does not have enough vaccine to last until the next
order, Public Health will authorize a supplemental order to ensure that the provider does not run out
of vaccine. To ensure accountability for vaccines ordered, Public Health assesses inventory each time

a provider orders vaccine. When a provider places an order, they account for each dose of vaccine
received from Public Health. Public Health staff verify the number of doses distributed to that provider
and ensure satisfactory accounting of all doses. If a provider cannot account for all of the vaccine, Public
Health contacts the provider to resolve the issue before approving the order. Public Health then checks
the current inventory level and reduces or augments to ensure providers have appropriate vaccine
levels. These activities provide a sufficient, meaningful, real-time check that addresses the concern
noted by the auditor.

Auditor’s Comments on Department’s View

While Public Health has other inventory control measures outside of the QAR visit, these consist of
monitoring ordering frequency and inventory levels. No procedures exist to sample provider’s inventory
records to ensure proper recording of receipt, transfer, and usage of vaccines.

Reference Number: 2011-14-3

Federal Catalog Number: 93.778

Federal Program Title: Medicaid Cluster—Medical Assistance Program
(Medi-Cal)

Federal Award Numbers and Years: 05-1105CA5MAP; 2011

05-1005CA5MAP; 2010
05-1105CAARRA; 2011
05-1005CAARRA; 2010

Category of Finding: Special Tests & Provisions—Provider Eligibility

State Administering Department: Department of Health Care Services
(Health Care Services)

Criteria

TITLE 42 PUBLIC HEALTH, Part 431 —STATE ORGANIZATION AND ADMINISTRATION,
Subpart C—Administrative Requirements: Provider Relations, Section 431.107—Required
Provider Agreement.

(b)  Agreements. A State plan must provide for an agreement between the Medicaid agency and
each provider or organization furnishing services under the plan in which the provider or
organization agrees to:

(1)  Keep any records necessary to disclose the extent of services the provider furnishes to
recipients;
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(2)  Onrequest, furnish to the Medicaid agency, the Secretary, or the State Medicaid fraud
control unit (if such a unit has been approved by the Secretary under Section 455.300 of
this chapter), any information maintained under paragraph (b)(1) of this section and any
information regarding payments claimed by the provider for furnishing services under the
plan;

—
W
=

Comply with the disclosure requirements specified in Part 455, Subpart B of this chapter;

E

Comply with the advance directives requirements for hospitals, nursing facilities,
providers of home health care and personal care services, hospices, and HMOs specified
in Part 489, subpart I, and Section 417.436(d) of this chapter;

(5)(1) Furnish to the State agency its National Provider Identifier (NPI) (if eligible for an NPI);
and

(i) Include its NPI on all claims submitted under the Medicaid program.
Condition

Prior to November 1999, the Provider Enrollment Division (PED) of Health Care Services did not
require its Medicaid providers to submit a provider agreement with the application package. PED has
since updated its enrollment process to require provider agreements. Of the 50 providers we selected
for provider eligibility testing, all of the providers selected had the required provider agreement.
However, not all providers prior to 1999 have been reenrolled as of fiscal year 2010—11, and, as such,
do not have the required re-enrollment package, including the required provider agreement, on file
with PED.

Questioned Costs

No specific questioned costs were identified.

Recommendation

We recommend that Health Care Services should continue to strengthen and complete its efforts to
re-enroll all active providers in order to ensure that all providers have a provider agreement in place.

Department’s View and Corrective Action Plan

PED updated its provider enrollment process to require provider agreements and continues its plan
to re-enroll all Medi-Cal providers as a continuous process as resources are available. Re-enrolled
providers are required to submit a re-enrollment application package updated to current federal
standards to retain Medi-Cal eligibility. PED has also updated its requirements so that all providers
must submit a new application package to report a new, additional, or change in service location. In
addition, state law requires that a new application be submitted when there is a change in business
entity. Health Care Services continually verifies provider information to ensure compliance with state
and federal requirements in its ongoing re-enrollment efforts.

The California Department of Public Health’s (Public Health) Licensing and Certification Division

is responsible for determining the eligibility of facility providers. In 2008, a new provider agreement
was jointly developed for facility providers by Health Care Services and Public Health. Public Health
continues to collect new provider agreements from facility providers.

Per Interagency Agreement (IA) Number 10-87042 between Public Health and Health Care Services
implemented on July 1, 2010, Public Health collects, maintains, and stores enrolled facility provider
records, including provider agreements. Public Health also forwards all provider agreements to Health
Care Services.
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U.S. DEPARTMENT OF AGRICULTURE
Reference Number: 2011-13-4
Federal Catalog Numbers: 10.553, 10.555
Federal Program Titles: Child Nutrition Cluster: School Breakfast
Program and National School Lunch Program
Federal Award Number and Year: 58-3198-7430; 1998
Category of Finding: Subrecipient Monitoring
State Administering Department: Department of Education (Education)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart C—
Auditees, Section .300—Auditee Responsibilities

(b) Maintain internal control over Federal programs that provides reasonable assurance that
the auditee is managing Federal awards in compliance with laws, regulations, and the provisions of
contracts or grant agreements that could have a material effect on each of its Federal programs.

TITLE 7—AGRICULTURE, CHAPTER II—FOOD AND NUTRITION SERVICE, DEPARTMENT OF
AGRICULTURE, PART 210 NATIONAL SCHOOL LUNCH PROGRAM—Table of Contents, Subpart
D-Requirements for State Agency Participation, Section 210.19 Additional responsibilities, (a) General
Program management

(6) Food service management companies.

Each state agency shall annually review each contract (including all supporting documentation)
between any school food authority and food service management company to ensure compliance
with all the provisions and standards set forth in this part before execution of the contract by
either party. When the state agency develops a prototype contract for use by the school food
authority that meets the provisions and standards set forth in this part, this annual review

may be limited to changes made to that contract. Each state agency shall review each contract
amendment between a school food authority and food service management company to ensure
compliance with all the provisions and standards set forth in this part before execution of the
amended contract by either party. The state agency may establish due dates for submission of
the contract or contract amendment documents. Each state agency shall perform an on-site
review of each school food authority contracting with a food service management company, at
least once during each five-year period. The state agency is encouraged to conduct such a review
when performing reviews in accordance with Section 210.18. Such reviews shall include an
assessment of the school food authority’s compliance with Section 210.16 of this part. The state
agency may require that all food service management companies that wish to contract for food
service with any school food authority in the state register with the state agency. State agencies
shall provide assistance upon request of a school food authority to assure compliance with
program requirements.

Condition

Education lacked documentation of its approval of subrecipient contracts with food service
management companies within its Child Nutrition Information and Payment System (CNIPS).
Education did not implement appropriate internal controls and monitoring procedures to ensure
the approval of the contracts was documented within CNIPS prior to funding reimbursements

to subrecipients. Furthermore, four of the 51 contracts requested for testing of compliance with
7CFR210.19 could not be provided by Education. Of the 47 contracts that were tested, three did not
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contain the required disclosures pursuant to 7CFR210.19. Education risks that reimbursements are
being made to subrecipients for expenditures on contracts with food service management companies
that do not meet the requirement of 7CFR210.19.

Questioned Costs

No specific questioned costs identified.

Recommendation

Education should strengthen the design of the application controls within CNIPS to require that food
service management company contracts are in compliance with federal requirements and are properly
approved prior to the approval of the annual renewal application and subsequent reimbursement of
federal funds to subrecipients.

Department’s View and Corrective Action Plan

To strengthen monitoring policies and procedures, Education is implementing the following
actions to ensure that food service management company (FSMC) contracts are in compliance with
Federal requirements:

1. Beginning January 2012, Education plans to re-direct existing staft to assist with the FSMC
pre-approval process until additional permanent staff can be hired to maintain this process.

2. By April 1, 2012, establish a FSMC Registry, and require all FSMCs to register with Education in
order to provide services to California’s School Food Authorities (SFAs). This will:

« Ensure that the SFAs are conducting competitive bidding procedures and contracting only with
viable FSMCs.

+ Reduce the risk of non-responsive bids, by obtaining and maintaining required certifications.
« Ensure the use of Education’s prototype contracts.

« Facilitate Education’s oversight of FSMC contracting practices.

+ Enhance Education’s ability to obtain accurate FSMC and SFA contracting data.

3. By April 1, 2012, Education will require SFAs to utilize a prototype contract designed to:
(1) ensure that all contracts contain the required clauses; and (2) expedite contract review and
approval processes.
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U.S. DEPARTMENT OF EDUCATION
Reference Number: 2011-5-5
Federal Catalog Numbers: 84.126, 84.390
Federal Program Titles: Vocational Rehabilitation Cluster: Rehabilitation

Services—Vocational Rehabilitation Grants
to States and Rehabilitation Services—Vocational
Rehabilitation Grants to States, Recovery Act

Federal Award Numbers and Years: H126A1100005-11B; 2011
H126A100005C; 2010
H126A090005B; 2009

Category of Finding: Eligibility
State Administering Department: Department of Rehabilitation (Rehabilitation)

Criteria

TITLE 29—LABOR, CHAPTER 16—VOCATIONAL REHABILITATION AND OTHER
REHABILITATION SERVICES, SUBCHAPTER I—VOCATIONAL REHABILITATION SERVICES,
Part A—General Provisions, Section 722—Eligibility and Individualized Plan for Employment

(a)(6) Time frame for making an eligibility determination

The designated state unit shall determine whether an individual is eligible for vocational
rehabilitation services under this subchapter within a reasonable period of time, not to exceed
60 days, after the individual has submitted an application for the services unless

(A)  exceptional and unforeseen circumstances beyond the control of the designated state unit
preclude making an eligibility determination within 60 days and the designated state unit
and the individual agree to a specific extension of time; or

(B)  the designated state unit is exploring an individual’s abilities, capabilities, and capacity to
perform in work situations under paragraph (2)(B).

Condition

Rehabilitation did not determine applicant eligibility for services within the required 60-day time
period for six of the 60 applicant cases reviewed. For two of the six cases, Rehabilitation provided
documentation supporting the mutual agreement with the applicant to extend the 60-day time

period, however, the extension period had expired prior to final eligibility determination. The cause
for the noncompliance with the 60-day time period requirement is primarily due to limitations

of Rehabilitation’s case management system. The case management system does not contain an
automated mechanism for prompting caseworkers to complete eligibility determination for clients as
deadlines approach and there is a lack of mitigating manual procedures and controls in place to ensure
compliance with the requirement. Failure to determine an applicant’s eligibility within the required
time period in accordance with federal regulations prohibits qualified applicants from receiving timely
vocational rehabilitation services. We reported a similar finding in our audits of fiscal years 2008—09
and 2009-10.

Questioned Costs

No specific questioned costs identified.
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Recommendations

Rehabilitation should develop and implement procedures designed to assist caseworkers in managing
and meeting eligibility determination deadlines. The procedures should be supplemented with tools
developed within Rehabilitation’s case management application that alert caseworkers when eligibility
determination deadlines are approaching.

Department’s View and Corrective Action Plan

Rehabilitation agrees with this finding. Rehabilitation has committed considerable resources over the
past years to replace the Field Computer System used for case management during the scope of this
audit with a new system (AWARE). Rehabilitation implemented AWARE as of October 2011, and
expects to implement procedures designed to assist caseworkers in managing and meeting eligibility
determination deadlines in 2012.

Rehabilitation will continue to emphasize the importance of manually tracking eligibility timelines and
extensions. Counselors and managers will be oriented to the most effective tools available.

Upon completion of post-implementation AWARE enhancements, Counselors and Rehabilitation
supervisors will receive automated “Activity Due” reminder notices in the system before the expiration
of the 60 days allowed for eligibility determination. Additionally, the AWARE system contains ad hoc
and managed layout reporting features that allow easily attainable reports produced by each user,
facilitating increased monitoring at the local level.

Reference Number:

Category of Finding:

State Administering Department:
Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

Federal Catalog Number:

2011-7-1

Level of Effort—Maintenance of Effort
Department of Education (Education)
84.010

Title I, Part A Cluster:
Title I Grants to Local Educational Agencies

S010A100005A; 2010
S010A090005A; 2009
S010A080005A; 2008

84.287

Twenty-First Century Community Learning
Centers

5287C100005; 2010
5287C090005; 2009
5287C080005A; 2008

84.365
English Language Acquisition Grants

T365A100005A; 2010
T365A090005A; 2009
T365A080005A; 2008

84.367
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Federal Program Title: Improving Teacher Quality State Grants

Federal Award Numbers and Years: S367A100005A; 2010
S367A090005A; 2009
S367A080005A; 2008

Criteria

TITLE 34—EDUCATION, PART 299—GENERAL PROVISIONS, Subpart D—Fiscal Requirements,
Section 299.5—What Maintenance of Effort Requirements Apply to ESEA Programs?

(a)  General. A LEA receiving funds under an applicable program listed in paragraph (b) of this
section may receive its full allocation of funds only if the State Educational Agency (SEA) finds
that either the combined fiscal effort per student or the aggregate expenditures of state and
local funds with respect to the provision of free public education in the LEA for the preceding
fiscal year was not less than 90 percent of the combined fiscal effort per student or the aggregate
expenditures for the second preceding fiscal year.

(d) Expenditures

(1)  In determining an LEA’s compliance with paragraph (a) of this section, the SEA shall
consider only the LEA’s expenditures from state and local funds for free public education.
These include expenditures for administration, instruction, attendance and health
services, pupil transportation services, operation and maintenance of plant, fixed charges,
and net expenditures to cover deficits for food services and student body activities.

(2)  The SEA may not consider the following expenditures in determining an LEA’s
compliance with the requirements in paragraph (a) of this section:

(i) Any expenditures for community services, capital outlay, debt service, or
supplemental expenses made as a result of a Presidentially declared disaster.

(i)  Any expenditures made from funds provided by the federal government.

U.S. OFFICE OF MANAGEMENT AND BUDGET (OMB) CIRCULAR A-133 COMPLIANCE
SUPPLEMENT (A-133 COMPLIANCE SUPPLEMENT), PART 3—-COMPLIANCE REQUIREMENTS,
Suggested Audit Procedures—Compliance

Level of Effort—Maintenance of Effort

2.1(c) Perform procedures to verify that the amounts used in the computation were derived from the
books and records from which the audited financial statements were prepared.

Condition

Similar to an issue we reported for fiscal year 2009—-10, Education was using unaudited local
educational agency (LEA) expenditure figures to calculate compliance with the maintenance of

effort (MOE) requirements instead of using the final audited expenditures. Upon further inquiry, we
noted that LEAs are required to submit their unaudited financial trial balances electronically in the
state-required format, Standard Account Code Structure (SACS), to Education by October 15th of each
year. These SACS trial balances are then used for all LEA financial measurement calculations (such as
level of effort) performed by Education. The final audited financial statements are submitted in hard
copy or electronically to Education through the State Controller’s Office by December 15th; however,
there is not a required follow-up submission of the final SACS trial balance to Education. The financial
statements submitted are not at the level of detail that would allow Education to prepare these fiscal
effort calculations. There is no policy or procedure in place to review and reconcile the unaudited
SACS trial balance to the final audited financial statement or to review the subsequent year’s SACS
trial balance submission in the following October for any material adjustments to the fund balance for
prior-year audit adjustments.
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For fiscal year 2010—11, the MOE is based on LEA expenditures for July 1, 2008 through June 30, 2009,
which have since been audited and for which the audit reports have been completed and available since
December 2009. Education’s position is that it will not require LEAs to submit audited data during

the 24 months between the audit date and the MOE date of December 2011. Education states that it
cannot require LEAs to make an additional submission of the final audited expenditure data used to
make these fiscal-effort calculations due to state law. However, by using the unaudited figures, there

is a risk that material adjustments or omissions may not be adequately reflected and computed in the
MOE calculation.

Questioned Costs

No specific questioned costs identified.

Recommendation

Education should enhance its current MOE policies and procedures to ensure that they comply with
required federal guidelines.

Department’s View and Corrective Action Plan

Education continues to work with the U.S. Department of Education’s Risk Management Service and
Oftice of Inspector General in exploring feasible and acceptable options for enhancing Education’s
existing MOE calculation process, including the use of unaudited versus audited data; as part of this
cooperative effort, other states’ processes will be considered.

Reference Number: 2011-7-2
Federal Catalog Number: 84.048
Federal Program Title: Career and Technical Education—

Basic Grants to States

Federal Award Number and Year: V048 A080005; 2008
Category of Finding: Level of Effort—Maintenance of Effort
State Administering Department: Department of Education (Education)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart C—
Auditees, Section .300—Auditee Responsibilities

(b)  Maintain internal control over Federal programs that provides reasonable assurance that the
auditee is managing Federal awards in compliance with laws, regulations, and the provisions of
contracts or grant agreements that could have a material effect on each of its Federal programs.

Condition

Education was not able to provide support for the fiscal year 2007-08 student count that was used to
determine Education’s fiscal year 2010-11 maintenance of effort (MOE) compliance requirement for
the Career and Technical Education program because the student count information was not retained
nor can it be recreated from the Perkins Data System. Without proper documentation to support the
calculation, Education cannot support compliance with the MOE requirement.
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Questioned Costs

No specific questioned costs identified.

Recommendation

Education should strengthen its internal controls over records retention for all compliance requirements.

Department’s View and Corrective Action Plan

To strengthen internal controls over the retention of documents related to determining MOE,
Education is currently implementing a process in which all documents will be organized and available
both electronically and in hard copy.

Current Year Reference Number: 2011-7-5
Federal Catalog Numbers: 84.027, 84.173
Federal Program Titles: Special Education Cluster (IDEA):

Special Education—Grants to States and
Special Education—Preschool Grants

Federal Award Numbers and Years: H027A080116; 2008

H173A080120; 2008
Category of Finding: Level of Effort—Maintenance of Effort
State Administering Department: Department of Education (Education)

Criteria

TITLE 20—EDUCATION, CHAPTER 33—EDUCATION OF INDIVIDUALS WITH DISABILITIES,
SUBCHAPTER II—ASSISTANCE FOR EDUCATION OF ALL CHILDREN WITH DISABILITIES,
Section 1412—State eligibility

(a)  Ingeneral, a State is eligible for assistance under this subchapter for a fiscal year if the State
submits a plan that provides assurance to the Secretary that the State has in effect policies and
procedures to ensure that the State meets each of the following conditions:

(18) Maintenance of State financial support

(A)  Ingeneral, the State does not reduce the amount of State financial support for special
education and related services for children with disabilities, or otherwise made available
because of the excess costs of educating those children, below the amount of that support
for the preceding fiscal year.

(B)  Reduction of funds for failure to maintain support

The Secretary shall reduce the allocation of funds under Section 1411 of this title for any
fiscal year following the fiscal year in which the State fails to comply with the requirement

of subparagraph (A) by the same amount by which the State fails to meet the requirement.

(C)  Waivers for exceptional or uncontrollable circumstances

The Secretary may waive the requirement of subparagraph (A) for a State, for one fiscal
year at a time, if the Secretary determines that—
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(i) granting a waiver would be equitable due to exceptional or uncontrollable
circumstances such as a natural disaster or a precipitous and unforeseen decline in
the financial resources of the State; or

(i) the State meets the standard in paragraph (17)(C) for a waiver of the requirement
to supplement, and not to supplant, funds received under this subchapter.

(D)  Subsequent years

If, for any year, a State fails to meet the requirement of subparagraph (A), including any
year for which the State is granted a waiver under subparagraph (C), the financial support
required of the State in future years under subparagraph (A) shall be the amount that
would have been required in the absence of that failure and not the reduced level of the
State’s support.

Condition

The State’s maintenance of effort (MOE) expenditures for its 2008—09 federal fiscal year grants totaled
$3,613,203,624, which was $8,231,743 less than that for its 2007-08 federal fiscal year grants total

of $3,621,435,367. This appears to be a direct result of the downturn in the economy causing a decline
of the state’s financial resources. Unless Education applies for and receives a waiver, this noncompliance
with the maintenance of effort requirement means that Education is subject to a reduction of federal
funding in any following fiscal year by $8,231,743.

Questioned Costs

No specific questioned costs identified.

Recommendations

Education should apply for the waiver. Furthermore, Education should develop procedures to monitor
compliance throughout the grant period to ensure MOE requirements are being met; or if they are not
being met, allow Education plenty of time to determine if the waiver criteria applies, and if so, apply for
the waiver.

Department’s View and Corrective Action Plan

As the auditors report, the economy caused an uncontrollable precipitous decline in the state’s fiscal

year 2008—09 financial resources. In addition, data for calculating MOE often changes for several years
after the initial calculations. Therefore, Education is updating the data for calculating MOE, and will use
this data to determine whether or not MOE requirements were met for fiscal year 2008—09. If necessary,
Education will obtain the necessary fiscal information to support a request for waiver of the state’s
maintenance of effort requirement. To ensure that maintenance of effort requirements are currently being
met and to allow for additional time if a request for waiver of the state maintenance of effort requirement
is deemed necessary, Education will increase the frequency of calculating preliminary comparisons.

Reference Number: 2011-12-2
Federal Catalog Number: 84.388
Federal Program Title: School Improvement Grants Cluster:

School Improvement Grants, Recovery Act
Federal Award Number and Year: S388A090005A; 2009
Category of Finding: Reporting

State Administering Department: Department of Education (Education)
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Criteria

Per OMB memorandum M-09-21, Implementing Guidance for the Reports on Use of Funds Pursuant to
the American Recovery and Reinvestment Act of 2009 dated June 22, 2009, Section 4.2, prime recipients,
as owners of the data submitted, have the principal responsibility for the quality of the information
submitted. Prime recipient:

» Owns recipient data and sub-recipient data

+ Initiates appropriate data collection and reporting procedures to ensure that Section 1512 reporting
requirements are met in a timely and effective manner

» Implements internal control measures as appropriate to ensure accurate and complete information

« Performs data quality reviews for material omissions and/or significant reporting errors, making
appropriate and timely corrections to prime recipient data and working with the designated
sub-recipient to address any data quality issues

Per Section 4.3, Federal agency, recipients, and sub-recipients should establish internal controls to
ensure data quality, completeness, accuracy and timely reporting of all amounts funded by the Recovery
Act. Possible approaches to this include:

+ Establishing control totals (e.g., total number of projects subject to reporting, total dollars allocated
to projects) and verify that reported information matches the established control totals;

+ Creating an estimated distribution of expected data along a “normal” distribution curve and
identifying outliers;

« Establishing a data review protocol or automated process that identifies incongruous results (e.g.,
total amount spent on a project or activity is equal to or greater than the previous reporting); and

« Establishing procedures and/cross-validation of data to identify and/or eliminate potential “double
counting” due to delegation of reporting responsibility to sub-recipient.

Per Section 4.4, recipients and sub-recipients reporting Section 1512 data into the
www.FederalReporting.gov solution must initiate a review of the data both prior to, and following, the
formal submission of data. The post-submission review period runs from the 11* day of the reporting
month to the 215 day of the reporting month for prime recipients. During this post-submission review
period, significant reporting errors or material omissions that are discovered can be corrected using
the www.FederalReporting.gov solution. Specific instructions for submitting new or corrected data

will be provided on the www.FederalReporting.gov Web site. The prime recipients are responsible for
reviewing data submitted by subrecipients. Where a recipient identifies a data quality issue with respect
to information submitted by the subrecipient, the recipient is required to alert the relevant subrecipient
of the nature of the problem identified by the recipient. All corrections by recipients and subrecipients
during this phase of the review must be transmitted by the 21% day of the reporting month.

Condition

Education requires subrecipients of American Recovery and Reinvestment Act (ARRA) funding to
submit Section 1512 report data using the Education developed web-based ARRA Reporting & Data
Collection System and to maintain the records supporting the submitted data. During our testing

of subrecipient monitoring, we noted that Education did not monitor subrecipients for accuracy in
Section 1512 reporting. Education did not design and implement a monitoring process prior to the
receipt of the grant.

115



116

California State Auditor Report 2011-002
March 2012

Education’s fourth quarter Section 1512 reporting reflected expenditures totaling $67,540,741 being
passed-through to subrecipients from inception to June 30, 2011, which represents
19 percent of Education’s total Recovery Act award.

By not properly monitoring the accuracy of Section 1512 reporting, Education cannot ensure the
quality and completeness of data submissions.

In addition, federal agencies will work to identify and remediate instances in which recipients that
demonstrate systemic or chronic deficiencies in meeting its responsibilities to review and identify data
quality problems of subrecipients consistent with the requirements of this guidance. On a case-by-case
basis, such findings of a federal agency can result in termination of federal funding and/or initiation of
suspension and debarment proceedings of either the recipient or subrecipient or both. Furthermore, in
some cases, intentional reporting of false information can result in civil and/or criminal penalties.

Questioned Costs

No specific questioned costs identified.

Recommendations

Education should revise its current practices to conform with the requirements set-forth in OMB
memorandum M-09-21. Management should design internal controls to ensure that such controls are
operating effectively to ensure ongoing compliance with the aforementioned compliance requirements.

Department’s View and Corrective Action Plan

To ensure reported Section 1512 data are complete, accurate, and consistent with guidance, Education
has taken the following actions:

Subrecipient data pre-loaded from existing databases. This data includes the following:

Name, address, subrecipient type

CDS code (county-district-school, our code to identify local education agencies (LEAs))
Sub-award number

Sub-award amount

Amount disbursed

AN

System checks

LEA data will not be saved unless all required fields are completed
DUNS number must contain nine digits

1
2
3. Congressional, State Senate, and State Assembly districts in right numerical range
4 Amount spent cannot be greater than award

5

Infrastructure spending permitted only with certain grants (State Fiscal Stabilization Fund
Grants, Individuals with Disabilities Education Act, and Child Care and Development
Block Grant, Quality Repair and Renovation)

6. Vendor information must include either DUNS number OR name and zip+4
Other checks
1. Use zip code software to validate addresses and add +4 if available

(http://zip4.usps.com/zip4/welcome.jsp)
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2. Check that Congressional district in the right range based on county code (part of CDS
code [NativeCode])

3. Review jobs data for reasonableness
a. Divide grant award by $50,000 for a reasonable job entry

b. If the total jobs entry (classified, certificated, and vendor job) exceeds the above
reasonable check by 25 or more, then we follow up with LEAs.

4. Check that DUNS numbers not equal to 000000000; followed up with LEAs as
appropriate.

5. Review data from the 10 largest LEAs; check for completeness, job reasonableness, and
prior quarter entries such as following up on drops in full-time equivalents by 50 or more
or any abnormalities in reported expenditures.

6. Notify subrecipients of the continuous correction period and encourage subrecipients to
make corrections during that time.

In addition, Education’s Fiscal Monitoring Unit (FMU) currently reviews selected LEA’s reporting of
Section 1512 data. Although not specific to the School Improvement Grant (SIG), the FMU assesses
the accuracy of an LEA’'s compliance with Section 1512 reporting requirements. The implementation
of on-site monitoring of SIG funds will commence in December 2011 through Education’s Federal
Program Monitoring process.

Reference Number: 2011-12-3
Federal Catalog Numbers: 84.126, 84.390
Federal Program Titles: Vocational Rehabilitation Cluster: Rehabilitation

Services—Vocational Rehabilitation Grants to
States and Rehabilitation Services—Vocational
Rehabilitation Grants to States, Recovery Act

Federal Award Numbers and Years: H126A1100005-11B; 2011
H126A100005C; 2010
H126A090005B; 2009

Category of Finding: Reporting
State Administering Department: Department of Rehabilitation (Rehabilitation)

Criteria

TITLE 34—EDUCATION—PART 80—UNIFORM ADMINISTRATIVE REQUIREMENTS FOR
GRANTS AND COOPERATIVE AGREEMENTS TO STATE AND LOCAL GOVERNMENTS
Subpart C—Post-Award Requirements—Reports, Records Retention, and Enforcement, Section 80.41—
Financial Reporting

(b)  Financial Status Report—

(1)  Form. Grantees will use Standard Form 269 or 269A, Financial Status Report, to report
the status of funds for all nonconstruction grants and for construction grants when
required in accordance with Section 80.41(e)(2)(iii).

(4)  Due date. When reports are required on a quarterly or semiannual basis, they will be due
30 days after the reporting period. When required on an annual basis, they will be
due 90 days after the grant year. Final reports will be due 90 days after the expiration or
termination of grant support.
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TITLE 34—EDUCATION—PART 361—STATE VOCATIONAL REHABILITATION SERVICES
PROGRAM, Subpart B—State Plan and Other Requirements for Vocational Rehabilitation Services
Administration—Section 361.40 Reports

(a)  The State plan must assure that the designated State agency will submit reports, including
reports required under sections 13, 14, and 101(a)(10) of the Act—

(1)  Inthe form and level of detail and at the time required by the Secretary regarding
applicants for and eligible individuals receiving services under this part;

Condition

Rehabilitation did not submit four of five required financial reports tested on a timely

basis. Rehabilitation was aware of the reporting due dates, however budget cuts and increased work
assignments prevented the preparation and submission of the financial reports in a timely manner.
Rehabilitation was proactive in notifying the federal contact that the reports would be submitted late;
however, Rehabilitation did not receive a waiver/extension on the required report submittals. The
impact of submitting late financial reports can result in disciplinary action from the federal agency and
delay funding of federal draws.

Questioned Costs

No specific questioned costs identified.

Recommendation

Rehabilitation should reorganize staff assignments to ensure adequate resources are available to prepare
and submit the required financial reports in a timely manner.

Department’s View and Corrective Action Plan

Rehabilitation agrees with this finding. Rehabilitation will review its federal reporting staff assignments
to ensure financial reports are submitted in a timely manner.

Reference Number: 2011-13-7

Category of Finding: Subrecipient Monitoring

State Administering Department: Department of Education (Education)
Federal Catalog Numbers: 84.010, 84.389

Federal Program Titles: Title I, Part A Cluster:

Title I Grants to Local Educational Agencies;
Title I Grants to Local Educational Agencies,
Recovery Act

Federal Award Numbers and Years: SO010A100005A; 2010
SO010A090005A; 2009
SO010A080005A; 2008
S010A070005A; 2007
S389A090005A; 2009
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Federal Catalog Number: 84.365
Federal Program Title: English Language Acquisition Grants
Federal Award Numbers and Years: T365A100005A; 2010

T365A090005A; 2009
T365A080005A; 2008
T365A070005A; 2007

Federal Catalog Number: 84.394

Federal Program Title: State Fiscal Stabilization Fund (SFSF)—
Education State Grants, Recovery Act

Federal Award Number and Year: S$394A090005A; 2009

Federal Catalog Number: 84.410

Federal Program Title: Education Jobs Fund

Federal Award Number and Year: S410A100005; 2010

Criteria

TITLE 31—MONEY AND FINANCE, SUBTITLE V—GENERAL ASSISTANCE ADMINISTRATION,
CHAPTER 75—REQUIREMENTS FOR SINGLE AUDITS, Section 7502— Audit Requirements;
Exemptions

(f)(2) Each pass-through entity shall:

(B) monitor the subrecipient’s use of federal awards through site visits, limited scope audits,
or other means.

(C) review the audit of a subrecipient as necessary to determine whether prompt and
appropriate corrective action has been taken with respect to audit findings, as defined by
the director, pertaining to federal awards provided to the subrecipient by the pass-through
entity.

TITLE 34—EDUCATION, PART 80—UNIFORM ADMINISTRATIVE REQUIREMENTS FOR
GRANTS AND COOPERATIVE AGREEMENTS TO STATE AND LOCAL GOVERNMENTS,
Subpart C—Post-Award Requirements—Reports, Records Retention, and Enforcement, Section 80.40—
Monitoring and Reporting Program Performance

(a)  Monitoring by grantees. Grantees are responsible for managing the day-to-day operations of
grant and subgrant supported activities. Grantees must monitor grant and subgrant supported
activities to assure compliance with applicable federal requirements and that performance goals
are being achieved. Grantee monitoring must cover each program, function, or activity.

Condition

As in the case of a similar condition we reported for fiscal year 200910, we reviewed the support

for the follow-up by the Federal Program Monitoring Unit (FPM—formerly Categorical Monitoring)
to ensure corrective action on deficiencies noted during FPM’s reviews of local educational agencies
(LEAs). We tested 45 of the 121 FPM onsite and online reviews completed during the year. We noted
the number of days between the Notice of Findings (NOF) and the Proposed Resolution of Findings
of Noncompliance (PRFN). Education requires the LEAs to submit a PREN within 45 days of the NOF
date. Of the 45 reviews tested, three had PREN dates more than 45 days subsequent to the NOF date.
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We noted that there were no communications from Education to those LEAs regarding the delinquency
of the PRFN submission. We also noted the number of days between the NOF date and the receipt of
the corrective actions that resulted in all deficiencies being resolved. Education requires the LEAs to
allow reasonable time to resolve all deficiencies within 225 days of the NOF date. Of the 45 reviews
tested, five had an unresolved status of more than 225 days subsequent to the NOF date. Upon further
review, four of those five LEAs had either not yet submitted their corrective actions or had submitted
insufficient corrective actions for all deficiencies noted during the review. The fifth LEA had submitted
corrective actions for the deficiencies noted during the reviews within the 225-day period; however,
Education had not resolved the deficiencies within the 225-day period.

The delayed resolution of outstanding monitoring deficiencies appear to be due to a combination

of delayed follow up and ineffective sanctions imposed by Education on the LEAs for belated
implementation of corrective action plans. Without effective consequences for the delays, LEAs do not
have an incentive to implement corrective actions in a timely manner.

Questioned Costs

No specific questioned costs identified.

Recommendations

Education should enhance its current monitoring policies and procedures to ensure that LEAs
implement promptly the proposed corrective actions on deficiencies noted during monitoring reviews
and that consequences for delayed resolutions are effective for deterring such noncompliance. In
addition, once it receives corrective action documents from LEAs, Education should be more prompt in
resolving deficiency issues.

Department’s View and Corrective Action Plan

To improve federal program monitoring, the FPM Office is implementing new functionalities in the
Web-based on-line California Accountability and Improvement System (CAIS). The new electronic
functionalities will replace paper-based processes to increase the effectiveness of monitoring the LEAS’
resolution of findings. Currently, the resolution of findings process is conducted by using a paper
system that is initiated by the LEA, uploaded to CAIS, and then reviewed by FPM Office staff. The new
CAIS functionalities will provide FPM Office staft real-time compliance resolution tracking functions
and access to LEA data such as the status of corrective actions taken to resolve identified deficiencies.
As part of this improvement process, the FPM Office refined the monitoring protocols, and will: (1)
provide program managers monthly updates on the resolution of findings; and (2) train staff on the use
of CAIS’ finding resolution process.

On an annual basis, Education submits for conditional approval LEAs with outstanding findings over
225 days to the State Board of Education. Education will continue this practice as a means to encourage
LEAs to resolve findings in a timely matter. Furthermore, to encourage LEAs to resolve findings within
the 225 day time frame, Education plans to post select findings on the Education Web site beginning in
spring 2012.

Reference Number: 2011-13-8
Category of Finding: Subrecipient Monitoring

State Administering Department: Department of Education (Education)
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84.010, 84.389

Title I, Part A Cluster:

Title I Grants to Local Educational Agencies; and
Title I Grants to Local Educational Agencies,
Recovery Act

S010A100005A; 2010
S010A090005A; 2009
S010A080005A; 2008
S010A070005A; 2007
S389A090005A; 2009

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

84.011
Migrant Education—State Grant Program

S011A100005A; 2010
S011A090005A; 2009
S011A080005A; 2008
S011A070005C; 2007

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

84.048

Career and Technical Education—
Basic Grants to States

V048A100005; 2010
V048A090005; 2009
V048A080005; 2008
V048A070005; 2007

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

84.287

Twenty-First Century Community Learning
Centers

S287C100005; 2010
S287C090005; 2009
S287C080005A; 2008
S287C070005; 2007

Federal Catalog Number:

Federal Program Title:

Federal Award Numbers and Years:

84.365
English Language Acquisition Grants

T365A100005A; 2010
T365A090005A; 2009
T365A080005A; 2008
T365A070005A; 2007
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Federal Catalog Number: 84.367
Federal Program Title: Improving Teacher Quality State Grants
Federal Award Numbers and Years: S367A100005A; 2010
S367A090005A; 2009
S367A080005A; 2008
S367A070005A; 2007
Federal Catalog Number: 84.394
Federal Program Title: State Fiscal Stabilization Fund (SFSF)—
Education State Grants, Recovery Act
Federal Award Number and Year: S394A090005A; 2009
Federal Catalog Number: 84.410
Federal Program Title: Education Jobs Fund
Federal Award Number and Year: S410A100005; 2010
Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart C—
Auditees, Section .300—Auditee Responsibilities

(b)  Maintain internal control over federal programs that provides reasonable assurance that the
auditee is managing federal awards in compliance with laws, regulations, and the provisions of
contracts or grant agreements that could have a material effect on each of its federal programs.

Condition

Education uses a third-party application called WestEd Tracker (Tracker). This system was designed
and is maintained by WestEd, a nonprofit public research and development agency. Tracker has

two primary modules: Program Monitoring and Improvement Planning. The Federal Program
Monitoring (FPM) unit of Education uses the Program Monitoring module, referred to as CAIS
(California Accountability and Improvement System), to facilitate federal and state program
monitoring. The use of CAIS was implemented during the fiscal year ended June 30, 2010, during the
pilot phase of transitioning from a paper-based monitoring system to an electronic-based system. Since
implementation there have been multiple changes to the program code as end-user functionality was
enhanced and customized for use in subrecipient monitoring. Therefore, we assessed the controls over
application change management and noted the following:

1. Tracker was developed by WestEd through the Southwest Comprehensive Center (SWCC) and
the California Comprehensive Center (CACC), in collaboration with other state Departments
of Education. Education does not have a contract or service level agreement with WestEd over
the management of Tracker. This increases the risk that changes may be made to Tracker or the
maintenance of Tracker may affect the accuracy, integrity and availability of the CAIS database.
Education should consider working with the SWCC and CACC to develop a service-level
agreement with WestEd for the use, maintenance and enhancements of Tracker. Additionally,
Education, working with the SWCC and CACC, should request that WestEd have a Service
Organization Review performed over their management controls of the Tracker application, in
accordance with Statement on Standards for Attestation Engagements No. 16. We consider this
to be a significant deficiency.
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2. Education has little say in how Tracker is managed or what functionality it has or will have.
Education is a user of a service provided by the CACC. This may impact Education if changes are
made to the application that have a negative impact. Education must evaluate all implemented
changes to Tracker in order to properly maintain records and controls in compliance with the
approved FPM Subrecipient Monitoring Protocols (FPM Protocols). There is also little recourse
for Education if Tracker adversely impacts monitoring efforts. In order to ensure that monitoring
documents and materials are kept available, Education may want to consider maintaining their
own backup copies of the database. Education may also want to consider documenting
its analysis of implemented changes and conclusions as to the impact of those changes on
maintaining compliance with FPM Protocols and resulting changes to FPM Protocols, if any. We
consider this to be a significant deficiency.

3. Education is not generally aware of changes or updates to the application that are being
considered or developed by WestEd. This places Education at increased risk of changes being
applied to the application that may not be beneficial or may affect their ability to properly
maintain records and controls in compliance with the approved FPM Protocols. Education
should consider requesting that WestEd maintain an online log of planned changes to the
application and their status in the development process. Additionally, Education should
work to establish a service level agreement with WestEd to ensure that announcements of
changes are made with enough advance notice so that Education’s subrecipient users can be
properly notified. We consider this to be a significant deficiency.

4. After planned changes are developed and tested within WestEd, the release is made available
to Education users on PMT. WestEd.org Web site for user testing. WestEd should make greater
effort to communicate the planned changes to Education and provide sufficient time for
end-user acceptance testing before applying the changes to the production system. Standard test
scripts should be used by Education to evaluate the release and ensure that program changes do
not adversely affect the application functions. Education should work with WestEd to develop a
set of test scripts that should be used whenever program changes are being made. We consider
this to be a significant deficiency.

The overall risk to Education is that the current change controls over Tracker give rise to a higher risk
of noncompliance with established FPM Protocols and therefore, to Education’s ability to properly
monitor subrecipients in accordance with federal regulations.

Questioned Costs

No specific questioned costs identified.

Recommendation

Education should enhance controls over CAIS program change management such that the risks noted
in the deficiencies above are reduced to an acceptable level that allows Education to properly monitor
subrecipients in accordance with federal regulations.

Department’s View and Corrective Action Plan

To enhance existing controls, in the spring 2011, Education created a CAIS Steering Committee to
monitor and provide direction related to the use of the CAIS within WestEd’s “Tracker “modules.
Education also designated a single point of contact between WestEd and Education to improve overall
communication by meeting regularly to discuss issues of concern to the CAIS Steering Committee.

In addition, in regard to the conditions noted by the auditors, the following actions will be, or have

been, taken:

1. Although a formal contract or Memorandum of Understanding (MOU) between Education
and WestEd was not initiated specific to Tracker, the CAIS Steering Committee has engaged
internal information technology resources to assist in mitigating the risk that changes made to
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Tracker may negatively impact CAIS. In December 2011, Education will discuss with the SWCC
and CACC, the feasibility of requesting WestEd to have a Service Organization Review of its
management controls over Tracker.

The CAIS Steering Committee identified the evaluation of existing and expanded functionality
of the system as a critical issue and plans to resolve this matter through the establishment of a
technical advisory committee. In spring 2012, the technical advisory committee will develop a
process for reviewing requests for functionality and creating a tracking system to monitor such
requests. The CAIS Steering Committee has engaged with internal information technology
resources to assist with the issues raised relating to backup copies of the database.

The CAIS Steering Committee requested additional information from WestEd to identify
pending changes and updates to Tracker. The CAIS Steering Committee also requested
assistance from internal information technology resources to advise the technical advisory
committee on the development of best practices to review change requests and establish a
priority system for such requests by spring 2012. The designated point of contacts within
WestEd and Education meet regularly to discuss these issues and Education plans to network
with other states using Tracker to obtain feedback on best practices related to change requests.

The CAIS Steering Committee plans to resolve production system change issues through the
establishment of a technical advisory committee to create protocols in December 2011. The CAIS
Steering Committee also requested assistance from internal information technology resources

to advise the technical advisory committee on the development of best practices related to user
testing. The designated point of contacts with WestEd and Education meet regularly to discuss
these issues and will continue to work to improve communication related to this matter.

Current Year Reference Number: 2011-13-9
Federal Catalog Number: 84.048

Federal Program Title: Career and Technical Education—
Basic Grants to States

Federal Award Numbers and Years: V048 A100005; 2010
V048A090005; 2009
V048A080005; 2008

Category of Finding: Subrecipient Monitoring

State Administering Department: Department of Education (Education)

Criteria

U.S. OFFICE OF MANAGEMENT AND BUDGET CIRCULAR A-133, AUDITS OF STATES, LOCAL
GOVERNMENTS, AND NON-PROFIT ORGANIZATIONS (OMB CIRCULAR A-133), Subpart B—
Audits, Section ____.210—Subrecipient and vendor determinations

(b)

Federal award. Characteristics indicative of a Federal award received by a subrecipient are when
the organization:

1)  Determines who is eligible to receive what federal financial assistance;

Has its performance measured against whether the objectives of the federal program are met;
Has responsibility for programmatic decision making;

Has responsibility for adherence to applicable federal program compliance requirements; and

Uses the federal funds to carry out a program of the organization as compared to
providing goods or services for a program of the pass-through entity.
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TITLE 31—MONEY AND FINANCE, SUBTITLE V—GENERAL ASSISTANCE ADMINISTRATION,
CHAPTER 75—REQUIREMENTS FOR SINGLE AUDITS—Sec. 7502. Audit requirements;
Exemptions

(f)(2) Each pass-through entity shall —

(A)  provide such subrecipient the program names (and any identifying numbers) from which
such assistance is derived, and the Federal requirements which govern the use of such
awards and the requirements of this chapter;

(B)  monitor the subrecipient’s use of Federal awards through site visits, limited scope audits,
or other means;

(C)  review the audit of a subrecipient as necessary to determine whether prompt and
appropriate corrective action has been taken with respect to audit findings, as defined by
the director, pertaining to federal awards provided to the subrecipient by the pass-through
entity; and

(D)  require each of its subrecipients of Federal awards to permit, as a condition of receiving
Federal awards, the independent auditor of the pass-through entity to have such access
to the subrecipient’s records and financial statements as may be necessary for the
pass-through entity to comply with this chapter.

Condition

Similar to an issue we reported for year ended June 30, 2010, Education is not properly monitoring
the Board of Governors of the California Community Colleges (CCC) use of Career and Technical
Education—Basic Grants to States (CTE) program funds. Education had considered its relationship
with the CCC to be that of a vendor, therefore, was not monitoring the CCC’s use of CTE funds even
though Education’s interagency agreement with the CCC defines a subrecipient relationship. For
fiscal year 2011-12, Education has added a monitoring clause to interagency contracts with the CCC,
however, Education has not yet begun monitoring the CCC'’s use of the CTE funds.

During the fiscal year ended June 30, 2011, Education disbursed $62,364,915 to CCC, which represents
50% of the total award funds disbursed for the fiscal year ended June 30, 2011.

Thus, Education is not in compliance with the subrecipient monitoring requirements of OMB Circular
A-133 as it relates to CCC.

Questioned Costs

No specific questioned costs identified.

Recommendation

Education should enhance its policies and procedures to ensure that subrecipient and vendor
relationships are properly identified in order to ensure that all subrecipients are properly included in
Education’s subaward monitoring activities.

Department’s View and Corrective Action Plan

As reported by the auditors, Education has enhanced its policies and procedures by adding a
monitoring clause to its interagency contracts with the CCC. In addition, in January 2012, Education
will meet with the new Dean of Career Education Practices at CCC to finalize and implement the
process of the ongoing monitoring of CCC'’s use of CTE funds.
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Reference Number: 2011-13-10
Federal Catalog Numbers: 84.377, 84.388
Federal Program Titles: School Improvement Grants Cluster:
School Improvement Grants, and
School Improvement Grants, Recovery Act
Federal Award Numbers and Years: S377A100005; 2010
S388A090005A; 2009
S$377A090005A; 2009
$377A080006; 2008
Category of Finding: Subrecipient Monitoring
State Administering Department: Department of Education (Education)
Criteria

TITLE 31—MONEY AND FINANCE, SUBTITLE V—GENERAL ASSISTANCE ADMINISTRATION,
CHAPTER 75—REQUIREMENTS FOR SINGLE AUDITS, Sec. 7502—Audit requirements;
Exemptions

(f)(2) Each pass-through entity shall—

(B)  monitor the subrecipient’s use of Federal awards through site visits, limited scope audits,
or other means;

Condition

During our information gathering to gain an understanding of the internal controls over the

administration of the School Improvement Grant (SIG) program, it was noted that Education does not
monitor subrecipients for their use of program funds through site visits, limited scope audits, or other
means. Education did not design and implement a monitoring process prior to the receipt of the grant.

By not properly monitoring subrecipients for their use of SIG funds through site visits, limited scope
audits, or other means, Education cannot ensure that subrecipients administer federal awards in
compliance with laws, regulations, and the provisions of contracts or grant agreements and that
performance goals are achieved.

Questioned Costs

No specific questioned costs identified.

Recommendation

Education should enhance its subrecipient monitoring policy to ensure that subrecipients administer
federal awards in compliance with laws, regulations, and the provisions of contracts or grant
