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Notes to the Financial Statements

NOTE 1.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

A. Reporting Entity

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 generally accepted
accounting principles (GAAP). The provisions of Governmental
Accounting Standards Board (GASB) Technical Bulletin No. 99-1,
Disclosures about Year 2000 Issues, an amendment of Technical
Bulletin 98-1, have been implemented in this report. The provisions
of GASB Statement No. 32, Accounting and Financial Reporting for
Internal Revenue Code Section 457 Deferred Compensation Plans,
have been implemented in this report for the deferred compensation
program for primary government employees.

As required by GASB Statement No. 14, The Financial Reporting
Entity, these financial statements present the primary government
of the State and its component units. The primary government
consists of all funds, account groups, organizations, institutions,
agencies, departments, and offices that are not legally separate from
the State. GASB Statement No. 14 does not modify the fiduciary
fund reporting requirements of the primary government. As a result,
funds such as the Public Employees’ Retirement Fund and the State
Teachers’ Retirement Fund are reported in the appropriate fiduciary
funds. Component units are organizations that are legally separate
from the State but for which the State is financially accountable, or
for which the nature and significance of their 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
potential 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 blended and
discretely presented component units for the State.

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
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funds. As a result, the $784 million of capital lease arrangements
between the building authorities and the State have been eliminated
from the combined balance sheet. Instead, only the underlying fixed
assets and the debt used to acquire them are reported in the
appropriate account groups. Copies of the financial statements of
the building authorities may be obtained from the State Controller’s
Office, Division of Accounting and Reporting, P.O. Box 942850,
Sacramento, California 94250-5876.

Discretely presented component units are reported in separate
columns in the combined financial statements. Discretely presented
component units are legally separate from the primary government,
and mostly provide services to entities and individuals outside the
State. For ease of presentation, discretely presented component
units, other than the University of California, are included in the
statements under the heading of special purpose authorities.

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
University of California is a component unit of the State because the
State appoints a voting majority of the Regents of the University of
California, and expenditures for the support of various University of
California programs and capital outlay are appropriated by the
annual Budget Act.

Copies of the University of California’s separately issued financial
statements may be obtained from the University of California,
Financial Management, 1111 Franklin Street, 10th Floor, Oakland,
California 94607-5200.

Special purpose authorities are presented in three separate
categories for condensed financial statement reporting purposes:
State Compensation Insurance Fund (SCIF), California Housing
Finance Agency (CHFA), and Non-Major Component Units. SCIF and
CHFA are considered major component units while all other special
purpose authority component units are shown as Non-Major
Component Units.

The 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, or other public corporations.
It is a component unit of the State because the State appoints all
five voting members of the SCIF’s governing board and has the
authority to approve or modify the SCIF’s budget. Copies of the
SCIF’s financial statements for the year ended December 31, 1998,
may be obtained from the State Compensation Insurance Fund,
1275 Market Street, San Francisco, California 94103.

The CHFA was created by the Zenovich-Moscone-Chacon Housing
and Home Finance Act, as amended. The CHFA’s purpose is to meet
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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 the CHFA’s governing board and has
the authority to approve or modify its budget. Copies of the CHFA’s
financial statements may be obtained from the California Housing
Finance Agency, 1121 L Street, Sacramento, California 95814.

State legislation created various other Non-Major 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. These
entities are considered component units because the majority of
governing board members are appointed by, or are members of, the
primary government. Copies of the financial statements of these
component units may be obtained from the State Controller’s Office,
Division of Accounting and Reporting, P.O. Box 942850,
Sacramento, California 94250-5876. The Non-Major 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 (Effective January 1, 1999, the California
Economic Development Financing Authority merged with the
California Infrastructure and Economic Development Banlk.);

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, or acquiring of
health facilities;

The California Educational Facilities Authority, which issues
revenue bonds to assist private educational institutions of higher
learning in financing the expansion and construction of
educational facilities;

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

The District Agricultural Associations, which exhibit all of the
industries, industrial enterprises, resources, and products of
the state;

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

The California Urban Waterfront Area Restoration Financing
Authority, which provides financing for coastal and inland urban
waterfront restoration projects.
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A joint venture is an entity, resulting from a contractual
arrangement, that 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 with the Capitol Area
Development Authority (CADA). The 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. The 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 the CADA, it does have an ongoing financial
interest. Based upon the appointment authority, the primary
government has the ability to indirectly influence the CADA to
undertake special projects for the citizenry of the participants. The
primary government subsidizes the CADA’s operations by leasing
land to the CADA without consideration; however, the primary
government is not obligated to do so. Since the primary government
does not have an equity interest in the CADA, the CADA’s financial
information is not included in the financial statements of this
report. Separately issued financial statements can be obtained from
the Capitol Area Development Authority, 1530 Capitol Avenue,
Sacramento, California 95814.

Effective November 1, 1997, the University of California, San
Francisco (UCSF) Medical Center (a portion of a discretely presented
component unit) and Stanford Health Services, which manages and
operates Stanford University’s medical center, merged through the
formation of UCSF Stanford Health Care, a separate non-profit
corporation (the Corporation). The Corporation is governed by a
seventeen member Board of Directors consisting of representatives
from both universities, selected officers of the new corporation, and
three independent directors. The primary purpose of the
Corporation is to support, benefit, and further the charitable,
scientific, and educational purposes of the Schools of Medicine at
UCSF and Stanford. The UC’s investment in the Corporation is
accounted for as a joint venture using the equity method of
accounting. The UC’s interest in the earnings of the Corporation is
recorded as revenue within the current unrestricted fund and as an
increase in the UC’s assets. Equity distributions are recorded as a
reduction in the UC’s assets.

Substantially all of the medical center and clinical practice assets
and liabilities of both the UCSF Medical Center and Stanford Health
Services were either contributed or leased to the Corporation. The
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B. Fund Accounting

UC leased real property to the Corporation under long-term leases
for a nominal annual rent and all personal property for terms
ranging from 5 to 20 years, with bargain purchase options available
at the end of the lease term. Such amounts have been accounted for
as part of the investment in the Corporation.

Under the terms of the agreement, the Corporation’s income or
losses are allocated equally between the UC and Stanford
University. The agreement provides for the Corporation’s Board of
Directors to annually determine whether to distribute a portion of
operating income as academic contributions to each university.
During the year ended June 30, 1999, the UC’s share of the
Corporation’s loss was $17 million and the Corporation distributed
$1 million to the UC.

The UC also entered into certain operating agreements with the
Corporation, primarily for the use of UC employees, facilities, and
technical expertise. The UC recorded revenue of $261 million under
these agreements during the fiscal year ended June 30, 1999. In
addition to the operating agreements, the UC may manage a portion
of the investments of the Corporation. The fair value of these
investments totaled $199 million at June 30, 1999.

Information on the finances of the Corporation may be obtained
from the University of California, Financial Management,
1111 Franklin Street, 10th Floor, Oakland, California 94607-5200.

The Bay Area Toll Authority, which is not part of the State’s
reporting entity, was created by the California Legislature in 1997 to
administer the base $1 toll on 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.
Additional information on the Bay Area Toll Authority may be
obtained from the Metropolitan Transportation Commission, 101
Eighth Street, Oakland, California 94607.

The financial statements of the State are organized and operated on
the basis of funds, account groups, and component units. A fund is
an independent 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 minimum number of funds is
maintained consistent with legal and managerial requirements.
Account groups are a reporting device to account for certain assets
and liabilities of the governmental funds that are not recorded
directly in those funds. A component unit is an organization which
is legally separate from the State but for which the State is
financially accountable, or for which the nature and significance of
their relationship with the State is such that exclusion would cause
the State’s financial statements to be misleading or incomplete.
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The financial activities of the State accounted for in the
accompanying financial statements are classified as follows.

Governmental Fund Types are used primarily to account for
services provided to the general public without charging directly for
those services. The State has three governmental fund types.

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.

Special Revenue Funds account for transactions related to
resources obtained from specific revenue sources (other than
expendable trusts or major capital projects) that are legally
restricted to expenditures for specified purposes.

Capital Projects Funds account for transactions related to resources
obtained and used to acquire or construct major capital facilities.

Proprietary Fund Types present financial data on activities that
are similar to those found in the private sector. Users are charged
for the goods or services provided. For its proprietary funds, the
State applies all applicable GASB pronouncements, pursuant to
GASB Statement No. 20, as well as all applicable Financial
Accounting Standards Board (FASB) Statements and Interpretations
issued on or before November 30, 1989, unless the FASB
Statements and Interpretations conflict with or contradict GASB
pronouncements. However, with one exception, the State has
elected not to apply FASB Statements and Interpretations issued
after November 30, 1989. The exception is Prison Industries, an
internal service fund, which has elected to follow FASB
pronouncements issued after November 30, 1989, unless they
conflict with or contradict GASB pronouncements. The State has
two proprietary fund types.

Enterprise Funds account for goods or services provided to the
general public on a continuing basis when (1) the State intends that
all or most of the cost involved is to be financed by user charges, or
(2) periodic measurement of the results of operations is appropriate
for management control, accountability, capital maintenance, public
policy, or other purposes.

Internal Service Funds account for goods or services provided to
other agencies, departments, or governments on a cost-
reimbursement basis.

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. The State
has four fiduciary fund types.
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C. Measurement Focus
and Basis of
Accounting

Expendable Trust Funds account for assets held in a trustee
capacity when principal, income, and earnings on principal may be
expended in the course of a fund’s designated operations.

Pension Trust Funds account for transactions, assets, liabilities,
and net assets available for plan benefits of the retirement systems.

Agency Funds account for assets held by the State, which acts as
an agent for individuals, private organizations, other governments,
or other funds. They are custodial in nature and do not measure the
results of operations.

The 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.

Account Groups are used to establish control over and
accountability for the government’s general fixed assets and general
long-term obligations. The State has two account groups.

The General Fixed Assets Account Group accounts for governmental
fixed assets not reported in a proprietary fund or a trust fund.

The General Long-Term Obligations Account Group accounts for
unmatured general obligation bonds and other long-term
obligations  generally expected to be financed from
governmental funds.

Discretely Presented Component Units are reported in separate
columns in the combined financial statements to emphasize that
they are legally separate from the primary government. The
discretely presented component units are classified as the
University of California and as special purpose authorities. The
University of California’s financial statements are prepared in
conformity with GAAP using the American Institute of Certified
Public Accountants College Guide Model. As a result, the University
of California’s activities are accounted for in the following funds:
Current Funds; Loan Funds; Endowment and Similar Funds; Plant
Funds; Agency Funds; and Retirement System Funds. Special
purpose authorities account for their activities as enterprise funds.

Governmental Fund Types and Expendable Trust Funds are
presented using the flow of 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 and expendable trust
funds 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. Principal tax revenues
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susceptible to accrual are recorded as taxpayers earn income
(personal income and bank and corporation taxes), as sales are
made (consumption and use taxes), and as the taxable event occurs
(miscellaneous taxes), net of estimated tax overpayments. Other
revenue sources are recorded when they are earned or when they
are due, provided they are measurable and available within the
ensuing 12 months.

Compensated absences are accounted for on a modified accrual
basis of accounting. Except for expenditures in the General Fund
for earned leave of academic-year faculty, compensated absences
expenditures are not accrued since it is not anticipated that
compensated absences will be used in excess of a normal
year’s accumulation.

Agency Funds are custodial in nature and do not measure the
results of operations. Assets and liabilities are recorded using the
modified accrual basis of accounting.

Proprietary Fund Types, the Investment Trust Fund, and
Pension Trust Funds are accounted for on the flow of economic
resources measurement focus.

The accounts of the proprietary fund types, the investment trust
fund, and pension trust funds are reported using the accrual basis
of accounting. Under the accrual basis, revenues are recognized
when they are earned, and expenses are recognized when they
are incurred.

Lottery revenue and the related prize expense 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, which are classified as
the University of California and special purpose authorities, are
accounted for on the flow of current resources and flow of economic
resources measurement focus, respectively. All use the full accrual
basis of accounting.

The distribution of food stamp benefits is recognized as revenue and
expenditures in a special revenue fund, as required by GAAP.
Revenue and expenditures are recognized when the benefits are
distributed to the recipients. Food stamp balances held by the
counties are reported as an asset and offset by deferred revenue.
Revenues, expenditures, and balances of food stamp benefits are
measured based on face value.
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E. Inventories

F. Net Investment in
Direct Financing
Leases

G. Deferred Charges

H. Fixed Assets

Inventories are primarily stated at either the lower of average cost or
market, or at cost utilizing the weighted average valuation method.
In governmental fund types, inventories are recorded as
expenditures when purchased. In proprietary fund types,
inventories are expensed when consumed.

The discretely presented component units have inventory policies
similar to the primary government’s.

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 will be used to satisfy the principal and interest
requirements of revenue bonds issued by the State Public Works
Board to finance the construction of facilities and energy efficiency
projects. Upon expiration of these leases, jurisdiction of the facilities
and projects will be with the primary government agency, University
of California, or 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.

The deferred charges account in the enterprise fund type primarily
represents operating and maintenance costs and unrecovered
capital costs that will be recognized 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 General Fixed Assets Account Group includes capital assets
that are not assets of any specific fund, but rather of the primary
government as a whole. Most of these assets arise from the
expenditure of the financial resources of governmental funds and
expendable trust funds used to acquire or construct them. The
General Fixed Assets Account Group does not include fixed assets
of proprietary funds or pension trust funds. These fixed assets are
accounted for in their respective funds.

The General Fixed Assets Account Group is presented in the
financial statements at cost or estimated historical cost. Donated
fixed assets are stated at fair market value at the time of donation.
Interest during construction has not been capitalized. Also, public
domain or “infrastructure” fixed assets are not capitalized.
Accumulated depreciation is not recorded in the General Fixed
Assets Account Group. Purchased fixed assets are stated at
historical cost. Tangible and intangible property are capitalized if
the property has a normal useful life of at least one year and an
acquisition cost of at least $5,000.
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Long-Term
Obligations

Compensated
Absences

Proprietary Fund Type fixed assets, consisting of property, plant,
and equipment, are stated at cost at the date of acquisition, less
accumulated depreciation. They are depreciated over their estimated
useful or service lives, ranging from two to 100 years, using the
straight-line method of depreciation. Dormitory facilities, which
represent 16.2% of the fixed assets of the enterprise funds, are
not depreciated.

The fixed assets of the discretely presented component units are
stated at cost at the date of acquisition, or fair market value at the
date of donation in the case of gifts. Depreciation on the majority of
the fixed assets of the discretely presented component units is not
recorded, which is consistent with GAAP. On July 1, 1998, the
University of California increased the threshold for capitalizing fixed
assets from $500 to $1,500. Therefore, $273 million of fixed assets
with a value of less than $1,500 were written off and are included as
a separate line item on the Combined Statement of Changes in
Fund Balances.

The primary government reports long-term obligations of
governmental funds in the General Long-Term Obligations Account
Group. 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 trust funds, the liability for
employees’ compensated absences and workers’ compensation
claims, amounts owed for lawsuits, and the primary government’s
share of the University of California pension liability.

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, the building authorities, and agencies. The
General Fund has no legal liability for payment of principal and
interest on revenue bonds. With the exception of the building
authorities, which are included in capital projects funds, the
liability for revenue bonds is recorded in the respective fund.

In the governmental funds, only the amounts of compensated
absences that normally would be liquidated with expendable
available financial resources are accrued at year end, such as costs
of academic-year faculty. The costs of the academic-year faculty
represent services rendered over a ten-month period that are paid
over a 12-month period. The balance of the amounts owed for
services rendered is reported as a current liability in the General
Fund. Unless it is anticipated that compensated absences will be
used in excess of a normal year’s accumulation, no additional
liabilities are accrued. As a result, the wunpaid liability for
governmental funds is recorded in the General Long-Term
Obligations Account Group. Accumulated sick-leave balances are
not included in the compensated absences because they do not vest
to employees. However, unused sick-leave balances convert to
service credits upon retirement.
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K. Fund Equity

The amounts of vested unpaid vacation and annual leave
accumulated by state employees are accrued when incurred in
proprietary funds. In the discretely presented component units, the
compensated absences are accounted for in a similar manner as the
proprietary funds in the primary government.

Fund equity accounts present the difference between assets and
liabilities of a fund. The fund equity accounts consist of contributed
capital and retained earnings for proprietary funds and certain
component units, investment in general fixed assets for the General
Fixed Assets Account Group and certain component units, and
Sund balance for governmental funds, trust funds, and certain
component units.

Contributed capital is the permanent fund capital of a proprietary
fund. Contributed capital is created when a residual equity transfer
is received by a proprietary fund, when a general fixed asset is
“transferred” to a proprietary fund, or when a grant is received that
is externally restricted to capital acquisition or construction.

Retained earnings are divided into two sections: reserved for
regulatory requirements and unreserved. The reserved for regulatory
requirements represents a segregation of the retained earnings in
enterprise funds and certain component units for amounts that are
unavailable for general use as a result of specific legal requirements.
Unreserved retained earnings represent the accumulated earnings
of proprietary funds and certain component units that are not
reserved for any specific purpose.

The fund balances for governmental funds and trust funds are
divided into two sections: reserved and unreserved-undesignated.
Part or all of the total fund balance may be reserved as a result of
law or generally accepted accounting principles. Reserves represent
those portions of the fund balances that are legally segregated for
specific uses. The reserves of the fund balance for governmental
funds, trust funds, and component units are as follows:

Reserved for encumbrances represents goods and services that are
ordered, but not received, by the end of the year.

Reserved for local agencies represents amounts held on behalf of
local governments and local public agencies in the Local Agency
Investment Fund, an investment trust fund.

Reserved for advances and loans receivable represents advances to
other funds and the non-current portion of loans receivable that do
not represent expendable available financial resources.

Reserved for employees’ pension benefits represents reserves of the
pension trust funds and the University of California, a discretely
presented component unit. These reserves include accumulated
contributions made by employees and employers, and undistributed
interest and investment earnings.
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Restatement of
Beginning Fund
Equity

Reserved  for  continuing appropriations represents the
unencumbered balance of all appropriations for which the period of
availability extends beyond the period covered by this report. These
appropriations are legally segregated for a specific future use.

Reserved for other specific purposes includes trust and agency fund
amounts of the Unemployment Fund, Deferred Compensation Plan
Fund, other expendable trust funds, and the University of
California, a discretely presented component unit, that are not
available for future appropriations other than those for which the
funds were established.

The unreserved-undesignated amounts represent the net of total
fund balance, less reserves, for governmental funds and certain
component units.

Investment in general fixed assets represents the fixed assets of the
governmental funds and expendable trust funds reported in the
General Fixed Assets Account Group and the fixed assets of the
University of California, a discretely presented component unit, that
are restricted for specific purposes.

The beginning fund balance of the special revenue funds has been
increased by $54 million as a result of the changing relationship
between the trial courts and the State. As a result of Chapter 850 of
the Statutes of 1997, the financial information of the trial courts is
required to be included in the CAFR.

The beginning fund balance of the capital projects funds has been
increased by 87 million as a result of reclassifying the San
Bernardino State Building Authority Fund from an agency fund to a
capital projects fund.

The beginning retained earnings in the enterprise funds has been
increased by $141 million as a result of errors made in the prior
year financial statements and the recognition of long-term notes
receivable and correction of recorded liabilities.

The beginning fund balance of the expendable trust funds has been
increased by $4.0 billion as a result of GASB Statement No. 32,
which reclassified the Deferred Compensation Program (IRC 457) for
the primary government from an agency fund to an expendable
trust fund, and as a result of the Volunteer Firefighters’ Length of
Service Award Fund being reclassified from an expendable trust
fund to a pension trust fund.

The beginning net assets of the pension trust funds have been
increased by $2 million as a result of reclassifying the Volunteer
Firefighters’ Length of Service Award Fund from an expendable trust
fund to a pension trust fund.
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M. Guaranty Deposits

N. Memorandum Only
Total Columns

NOTE 2.

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.

Total columns captioned “memorandum only” do not represent
consolidated financial information and are presented only to
facilitate financial analysis. The columns do not present information
that reflects financial position, results of operations, or cash flows
in accordance with generally accepted accounting principles.
Interfund eliminations have not been made in the aggregation of
this data.

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 budget 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 at
the appropriation level 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
by the Governor.

Amendments to the initial budget for the year ended June 30 were
legally made, and are included in the budget data in the financial
statements. The amendments had the effect of increasing spending
authority and expenditures for the year.

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 when the appropriation is available. If the encumbrances
are not liquidated within this additional two-year period, the
spending authority for these encumbrances lapses.
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Legal Compliance

Reconciliation of
Budgetary Basis with
GAAP Basis

Legislative appropriations are based on when commitments for
goods and services are incurred. However, for financial reporting
purposes, the State reports expenditures based on the year goods
and services are received. The Combined Statement of Revenues,
Expenditures, and Changes in Fund Balances Non-GAAP Budgetary
Basis — Budget and Actual includes all the current year
expenditures for governmental cost funds and their related
appropriations that are legislatively authorized annually,
continually, or by project.

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 €xcess 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. Certain items that are established at the
category, program, component, or element levels can be adjusted by
the Department of Finance. While the financial activities are
controlled at various levels, the legal level of budgetary control has
been established in the Budget Act at the appropriation level for the
annual operating budget.

The Combined Statement of Revenues, Expenditures, and Changes
in Fund Balances, Non-GAAP Budgetary Basis — Budget and Actual
is not presented in this document at the legal level of budgetary
control, as such a presentation would be extremely lengthy and
cumbersome. The State of California prepares a separate report, the
Budgetary/Legal Basis Annual 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 2400.112. The Statement of Appropriations, Expenditures,
and Balances and the Comparative Statement of Actual and
Budgeted Expenditures include the comparison of the annual
appropriated budget with expenditures at the legal level of control. A
copy of this report is available from the State Controller’s Office,
Division of Accounting and Reporting, P.O. Box 942850,
Sacramento, California 94250-5876.

The State annually reports its financial condition based on GAAP
(GAAP basis) and on the State’s budgetary provisions (budgetary
basis). The Combined Statement of Revenues, Expenditures, and
Changes in Fund Balances Non-GAAP Budgetary Basis — Budget
and Actual is compiled on the budgetary basis. The differences
between budgetary basis fund balances and the fund equity
prepared in accordance with GAAP are explained and reconciled in
the following paragraphs and Table 1.
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The beginning fund balance on the budgetary basis is 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 prior
year accrual of revenues. 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 this adjustment.

Perspective Difference

Fund classification: On a budgetary basis, the State’s funds are
classified as either governmental cost funds or nongovernmental
cost funds. The governmental cost funds consist of the General
Fund and other governmental cost funds into which revenues from
taxes, licenses, and fees that support the general operations of the
State are deposited. The nongovernmental cost funds are not
subject to annual appropriated budgets and consist of funds into
which monies derived from sources other than general and special
taxes, licenses, fees, or other state revenues are deposited. On a
GAAP basis, the financial information is classified as governmental,
proprietary, or fiduciary funds, or as component units.

Basis Difference

Advances and loans receivable: Loans made to other funds or to
other governments are normally recorded as expenditures on the
budgetary basis. However, in accordance with GAAP, these loans
are recorded as assets. The General Fund had education loans
outstanding as of June 30, 1999, of $635 million, which will be
forgiven and charged to expenditures in the year of appropriation on
a budgetary basis. On a GAAP basis, these education loans were
charged to expenditures for the year ended June 30, 1996, the year
that the agreement was made to forgive the loans. The adjustments
related to advances and loans caused a decrease to the fund
balance of $590 million in the General Fund and an increase to the
fund balance of $1.5 billion in special revenue funds, $363 million
in enterprise funds, and $581 million in trust and agency funds.

Escheat property: A liability for the estimated amount of escheat
property ultimately expected to be reclaimed and paid is not
reported on a budgetary basis, while it is required to be reported on
a GAAP basis. This adjustment caused a $484 million decrease to
the General Fund balance.

Authorized and unissued bonds: General obligation bonds that are
not self-liquidating are recorded as additions to the fund balance for
the special revenue and capital projects funds on the budgetary
basis when voters authorize the sale of bonds. However, in
accordance with GAAP, only the bonds issued during the year are
recorded as additions to the fund balance. The adjustments related
to authorized and unissued bonds caused a decrease to fund
balance of $10.9 billion in special revenue funds and $723 million
in capital projects funds.
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Provision for long-term obligations: On the budgetary basis, a
provision for long-term obligations is used to offset certain bonds
payable. However, in accordance with GAAP, this account is not
used for enterprise funds. This adjustment caused a $2.8 billion
decrease to the enterprise fund balance.

Encumbrances: The State does not record certain encumbrances on
a budgetary basis that are recorded on a GAAP basis. The
adjustments related to encumbrances caused an increase to the
fund balance of $516 million in special revenue funds.

Fixed assets: For certain enterprise programs, the budgetary basis
uses the modified accrual basis of accounting for fixed assets, which
expenses fixed asset costs. In accordance with GAAP, fixed assets
for enterprise funds should be capitalized and depreciated using the
accrual basis of accounting. This adjustment caused a $1.4 billion
increase to the enterprise fund balance.

Fair value of investments: The increase in Lottery Fund investments
for adjustments to fair value does not result in a corresponding
increase in a liability on the budgetary basis. However, on a GAAP
basis, the liability is increased since the investments will be used for
lottery prizes and annuities. This adjustment caused a $203 million
decrease to the enterprise fund balance.

Fund balances in agency funds: Fund balances are reported in
agency funds on the budgetary basis. In accordance with GAAP,
agency funds do not have a fund balance since they account for
assets held solely in a custodial capacity. Accordingly, assets in
agency funds are always matched with liabilities to the owners of
these assets. This adjustment caused a $21.5 billion decrease to the
agency fund balance.

California accounting practices for insurance: The financial
statements of the State Compensation Insurance Fund (SCIF) on a
budgetary basis are prepared in conformity with accounting
practices prescribed by the Department of Insurance of the State of
California. The principal differences between this method and GAAP
are that investments are carried at amortized cost rather than fair
value and policy acquisition costs are charged to current operations
rather than being deferred. This adjustment caused a $374 million
increase to the discretely presented component units fund balance.

Other: Certain other adjustments and reclassifications are
necessary to present the financial statements in accordance with
GAAP. The other adjustments caused an increase in fund balance of
$135 million in special revenue funds, $17 million in trust and
agency funds, and $1 million in component units and a decrease in
fund balance of $155 million in the General Fund, $35 million in
capital projects funds, $50 million in enterprise funds, and
$3 million in internal service funds.
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Timing Difference

Liabilities budgeted in subsequent years: The primary government
does not, on a budgetary basis, 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 a net decrease to the fund balance of
$347 million in the General Fund and $120 million in special
revenue funds.

Entity Difference

Entities not included in the State’s accounting system: There are
some discretely presented component units that are not included in
the budgetary basis accounting system, but are included on a GAAP
basis. This adjustment caused a $64.1 billion increase to the
component units fund balance, of which $63.8 billion is related to
the University of California.
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Table 1

Reconciliation of Budgetary Basis Fund Balances and GAAP Basis Fund Equity

June 30, 1999
(Amounts in thousands)

Component
Primary Government Units
Total Fiduciary
Budgetary Governmental Fund Types Proprietary Fund Types Fund Types
Fund Special Capital Internal Trust and
Classifications General Revenue Projects Enterprise Service Agency
Perspective Difference
Budgetary / Legal Basis Annual Report
General FUuN........coveevceieeeeeeeeee e $ 3,907,671 $ 3,907,671 $ — $ — % — $ — $ — % —
Other Governmental Cost Funds... 6,033,497 — 5,858,359 37,764 1,299 14,922 121,153 —
Non-Governmental Cost Funds..... 325,986,701 — 11,357,345 776,587 4,913,624 620,184 305,967,217 2,351,744
Total Budgetary Fund Balances
Reclassified into GAAP Statement
Fund Structure.........cccoeerniinmnninessnisessssenns $ 335,927,869 3,907,671 17,215,704 814,351 4,914,923 635,106 306,088,370 2,351,744
Basis Difference
Advances and loans receivable................... (590,248) 1,523,237 — 362,501 — 581,043 —_
Escheat property........cccooeviiiiiiiiiciiiiiiees (483,893) — — — — — —
Authorized and unissued bonds.... — (10,907,292) (723,332) — — — —
Provision for long-term obligations............... — — — (2,802,828) — — —
Encumbrances.........cccccoevviiiiiieee i — 515,592 — — — — —
Fixed assets......cccoeeeiveiieiiiiiiiiiieee e, — — — 1,407,289 — — —
Fair value of investments............ccccceveenen. — — — (203,336) — — —
Fund balances in agency funds................... — — — — — (21,516,392) —
California accounting practices
forinsurance........cccoceeeeeeeeciiieee e — — — — — — 374,044
OFNEr ... (154,805) 134,938 (35,196) (49,764) (2,580) 17,302 1,310
Timing Difference
Liabilities budgeted in subsequent years..... (347,466) (119,803) — — — — —
Entity Difference
Entities not included in State’s
accounting System.........ccccevcieeeiiiieennne — — — — — — 64,075,496
GAAP Fund Equity, June 30, 1999................ $ 2,331,259 $ 8,362,376 $ 55,823 $ 3,628,785 $ 632,526 $ 285,170,323 $ 66,802,594
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NOTE 3.

DEPOSITS AND INVESTMENTS

As required by GASB Statement No. 31, Accounting and Financial
Reporting for Certain Investments and for External Investment
Pools, the State reports investments at fair value.

State statutes authorize investments in certain types of securities.
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). There is a
single portfolio of investments with all participants having an
undivided interest in the portfolio. Both pools are administered in
the same manner as described below. In addition, certain programs
have the authority to separately invest their funds.

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

The State Treasurer’s Office administers a pooled investment
program for the primary government and for certain special purpose
authorities. As of June 30, the special purpose authorities’ cash and
pooled investments were approximately 3% 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. The State Treasurer’s Office maintains cash
deposits with certain banks that do not earn interest income.
Income earned on these deposits compensates the banks for
services and uncleared checks that are deposited in the pooled
investment program’s accounts.

All demand and time deposits, totaling approximately $2.3 billion,
which were held by financial institutions as of June 30, were
insured by federal depository insurance or by collateral held by the
State Treasurer’s Office or by an agent of the State Treasurer’s
Office in the State’s name. The California Government Code requires
collateral pledged for demand and time deposits to be deposited
with the State Treasurer.

As of June 30, the State Treasurer’s Office had amounts on deposit
with fiscal agents totaling approximately $24 million. These deposits
are related to principal and interest payments due to bondholders.
The majority of these deposits are insured by federal depository
insurance or by collateral held by an agent of the State Treasurer’s
Office in the State’s name.
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The State Treasurer’s Office reports its investments at fair value.
The fair value of all securities in the State Treasurer’s Office pooled
investment program is based on quoted market prices. As of
June 30, the average remaining life of the securities in the pooled
money investment program administered by the State Treasurer’s
Office was approximately 210 days.

The Pooled Money Investment Board provides regulatory oversight
over the State Treasurer’s pooled investment program. The purpose
of the Board is to design 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 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 temporarily idle money available
for investment. The State Treasurer is charged with making the
actual investment transactions for this investment program. This
program is not registered with the Securities and Exchange
Commission as an investment company.

The value of the deposits of 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, 1999, this difference was immaterial to the valuation of
the program. The pool is run with a “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 money
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, they are part
of the State’s reporting entity. The remaining participation in the
pool, the Local Agency Investment Fund, is all voluntary.

Certain funds, which have deposits in the State Treasurer’s pooled
investment program, do not receive the interest earnings on their
deposits. The earnings on the investments related to those funds
are legally required to be assigned to the State’s General Fund. A
major portion of the $309 million interest revenue received by the
General Fund from the pooled money investment program comes
from these funds.

The State Treasurer's pooled investment program values
participants’ shares on an amortized cost basis. Specifically, the
program distributes income to participants on a quarterly basis
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
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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 method differs
from the fair value method used to value investments in these
financial statements because 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. Since the total difference
between the fair values of the investments in the pool and the
values 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 reports participant fair value as a ratio
of amortized cost on a quarterly basis, with the June 30 valuation
being externally audited. The State Treasurer’s Office has not
provided or obtained a legally binding guarantee to support the
principal invested in the investment program.

The fair value, the ranges of interest rates, and the maturity dates of
each major investment classification in the State Treasurer’s pooled

investment program are summarized in Table 4.

Tables 2 and 3 present summary financial statements of the Local
Agency Investment Fund (LAIF), an Investment Trust Fund.

Table 2

Condensed Statement of Net Assets — LAIF
June 30, 1999
(Amounts in thousands)

Assets

Cash and pooled investments $ 14,156,789
Due from other funds 188,508
LI T2 LI Y= O $ 14,345,297
Liabilities

DUE 10 Other fUNAS........eeieieiiecceceece et $ 595
Due to other governments 187,913
Other liabilities..........ccccouveeeneennn. 1,965
Total liabilities.....ccccvvevvirreerrrirrrrreer e se e s e s s e e e e e e s mmmnn e eens 190,473
Net Assets Held in Trust for Pool Participants..........ccccceeerniniinrnsnninnns $ 14,154,824
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Table 3

Condensed Statement of Changes in Net Assets — LAIF
Year Ended June 30, 1999
(Amounts in thousands)

Changes in Net Assets Resulting from Operations............ccocceevierieennennne. $ 751,108
Distributions to PartiCipants............cccceeiiiiiiiiciieeccee e (751,108)
Changes in Net Assets Resulting from Depositor Transactions 2,422,297
Total Change in Net Assets.......cccoooiiiirimrinnicnrecr e 2,422,297
Net Assets Held in Trust for Pool Participants, July 1, 1998................ 11,732,527
Net Assets Held in Trust for Pool Participants, June 30, 1999............. $ 14,154,824

As of June 30, floating rate notes and mortgage-backed assets
comprised less than 4.8% of the pooled investments. For the floating
rate notes in the portfolio, the interest received by the State
Treasurer’'s pooled investment program will rise or fall as the
underlying index rate rises or falls. The structure of the floating rate
notes in the State Treasurer’s pooled investment program portfolio
is such that it hedges the portfolio against the risk of increasing
interest rates. The mortgage-backed securities are called real estate
mortgage investment conduits (REMICs). A REMIC is a security
backed by a pool of mortgages. The REMICs in the State’s portfolio
have a fixed principal payment schedule.

The California Government Code allows the State Treasurer’s Office
to enter into reverse repurchase agreements as part of its pooled
investment program. A reverse repurchase agreement is a sale of
securities with a simultaneous agreement to repurchase them in the
future at the same price plus a contract rate of interest. The market
value of the securities underlying reverse repurchase agreements
normally exceeds the cash received, providing the dealers a margin
against a decline in market value of the securities. If the dealers
default on their obligations to resell these securities to the State
Treasurer’s Office or provide securities or cash of equal value, the
State Treasurer’'s pooled investment program will suffer an
economic loss equal to the difference between the market value plus
the accrued interest of the underlying securities and the agreement
obligation, including accrued interest. During the year ended
June 30, the State Treasurer’s Office entered into 58 reverse
repurchase agreements by temporarily selling investments with a
carrying value of approximately $5.5 billion. The maturities of
investments made with the proceeds from reverse repurchase
agreements were matched to the maturities of the agreements. As of
June 30, the State Treasurer’s Office did not have any reverse
repurchase agreements outstanding.

Enterprise funds, internal service funds, trust and agency funds, a
special revenue fund, and a building authority in the capital
projects funds also make separate investments, which are presented
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at fair value. The California Public Employees’ Retirement System
(CalPERS) and California State Teachers’ Retirement System
(CalSTRS) had $284.5 billion in these separately invested funds.

CalPERS and CalSTRS exercise their authority under the State
Constitution to invest in stocks, bonds, mortgages, real estate, and
other investments.

The fair value of CalPERS’ investments in securities is generally
based on published market prices and quotations from major
investment firms. Many factors are considered in arriving at that
fair value. In general, however, corporate bonds are valued based on
yields currently available on comparable securities of issuers with
similar credit ratings. Investments in certain restricted common
stocks are valued at the quoted market price of the issuer’s
unrestricted common stock, less an appropriate discount.

CalPERS’ mortgages are valued on the basis of their future principal
and interest payments discounted at prevailing interest rates for
similar instruments. The fair value of real estate investments,
principally rental property subject to long-term net leases, is
estimated based on independent appraisals. Short-term investments
are reported at market value, when available, or at cost plus
accrued interest, which approximates market value when market
values are not available. For investments where no readily
ascertainable market value exists, management, in consultation
with their investment advisors, has determined the fair values for
the individual investments.

Under the State Constitution and statutory provisions governing
CalPERS investment authority, CalPERS, through its outside
investment managers, holds investments in futures and options and
enters into forward foreign currency exchange contracts. Futures
and options of approximately $141 million were held for investment
purposes as of June 30, 1999. Gains and losses on futures and
options are determined based upon quoted market values and
recorded in the statement of changes in net assets. Forward foreign
currency exchange contracts are used primarily to hedge against
changes in exchange rates related to foreign securities. As of
June 30, 1999, CalPERS had approximately $144 million net
exposure to loss from forward foreign currency exchange
transactions related to the $35.8 billion international debt and
equity portfolios. CalPERS could be exposed to risk if the
counterparties to the contracts are unable to meet the terms of the
contracts. CalPERS investment managers seek to control this risk
through counterparty credit evaluations and approvals,
counterparty credit limits, and exposure monitoring procedures.
CalPERS anticipates that the counterparties will be able to satisfy
their obligations under the contracts.

The fair value of investments for CalSTRS is generally based on
published market prices and quotations from major investment
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firms. In the case of debt securities acquired through private
placements, management computes fair value based on market
yields and average maturity dates of comparable quoted securities.
Mortgages are valued on the basis of future principal and interest
payments, and are discounted at prevailing interest rates for similar
instruments. Real estate equity investment fair value represents the
most recent appraisals. Short-term investments are reported at
cost, or amortized cost, which approximates fair value.

Purchases and sales of debt securities, equity securities, and short
term investments by CalSTRS are recorded on the trade date. Real
estate equity transactions are recorded on the settlement date.

The State Constitution, state statutes, and agency 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 have been contracted to lend domestic and
international equity and debt securities. All securities loans can be
terminated on demand by the lender or the borrower. 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. As of June 30, 1999, there was no credit risk of
exposure to borrowers because the amount of collateral held
exceeded the amounts owed to the borrowers. Collateral securities
received are not permitted to be pledged or sold unless the borrower
defaults. The contracts with the securities lending agents require
them to indemnify CalPERS and CalSTRS if the borrowers fail to
return the securities (or if the collateral is not sufficient to replace
the securities lent) or if the borrower fails to pay for income
distributions by the securities’ issuers while the securities are
on loan.

For CalPERS, the average term of the overall loans managed by its
two securities lending agents was 44 days and 56 days, respectively.
In accordance with CalPERS investment guidelines, the cash
collateral was invested in short-term investment funds that at
June 30, 1999, had weighted average maturities of 234 days and 56
days, respectively.

For CalSTRS, cash collateral received on each security loan was
invested in short-term investments that at June 30, 1999, had a
weighted-average maturity of less that 90 days.

As of June 30, the State, including discretely presented component
units, had investments in securities lending agreements, real estate,
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investment contracts, mutual funds, and other investments totaling
$60.9 billion. These investments are not subject to classification. All
remaining investments reported as of June 30 are categorized in
three categories of credit risk:

1. Insured or registered, or securities held by the State or its
agent in the State’s name.

2. Uninsured and unregistered, with securities held by the
counterparty’s trust department or by an agent in the State’s
name.

3. Uninsured and unregistered, with securities held by the
counterparty or by its trust department or by an agent but
not in the State’s name.

The types of investments reported at year end are representative of
the types of investments made during the year. Furthermore, the
credit risk associated with the investments reported at year end is
representative of the credit risk associated with investments made
during the year.

Table 4 presents the risk categories of the primary government as of
June 30.
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Table 4

Schedule of Investments — Primary Government

June 30, 1999
(Amounts in thousands)

Category
Interest Total
Rates Maturity 1 2 3 Fair Value

Pooled Investments *
U.S. government securities............. 4.06-581 1day—5years+ $ 13,518,791 $ — 3 — $ 13,518,791
Negotiable certificates of deposit.... 4.88 -5.60 1 day—1 year 5,553,884 — — 5,553,884
Commercial paper........cccccevevrveene 4.80-5.50 1 day-—180days 10,062,569 — — 10,062,569
Corporate bonds.........cccceceereeenene 4.85-6.04 1day—5years+ 2,302,491 — — 2,302,491
Bank notes.......cccceevevviiiiene s 488 -5.60 1day-1year 1,265,047 — — 1,265,047
Total Pooled Investments.........cccceeeccceeceemircsccccecer e e mmnnenees 32,702,782 —_ —_ 32,702,782
Separately Invested Funds Subject to Categorization
EQUITY SECUNTIES. ... .eoteeiiiiiie et 156,091,802 — — 156,091,802
Securities lending collateral............ccccoooiiiiiiiiniici e 27,071,713 — — 27,071,713
Mortgage 10ans and NOES.........ceviiiiiiiiiiee e 17,973,441 — — 17,973,441
U.S. government and agenCies. ........c.uerrueerieiieenieeniie e 9,701,994 74,057 — 9,776,051
Debt securities — STRS 18,560,015 — — 18,560,015
COrPOrate DONAS. ... ..oeiieiiiiiiie ettt e 6,456,647 — — 6,456,647
(0] 0010011 (o =TI o= o =Y PR 1,659,911 — — 1,659,911
Other investments 7,301,608 157 262 7,302,027
Total Separately Invested Funds Subject To Categorization............. 244,817,131 74,214 262 244,891,607
Separately Invested Funds Not Subject to Categorization
Investments held by broker-dealers under securities

10aNS With CASH COIATETAL..........eiiiiiieee ettt b b e ettt e bt e sae e ete e saneebeesaee s 26,416,644
(R {ST= L=T] €= L (= TSSO PUPRRRRRPI 9,759,007
Venture capital and private equity funds. 4,774,018
INVESTMENT CONTIACES. ... ettt ettt h e h et s et e e eb et et e sae e e bt e et e e b e e e bt e nae e et e e sabeenneeannes 3,234,166
IVIUBUAT FUNAS.... et h e bt b e et e h et et e e e as e bt e ehe e e be e eas e e be e e b e e sbe e e aneenaneebeesaneeas 2,198,786
LY LoT g o F= o TR Loz o - OO TP UPRRPRON 295,683
L (=T TP P TP 2,610,460
Total Separately Invested Funds Not Subject to Categorization............cccvvemiiniiimnnss i 49,288,764
Total INVesStMeENts........cccvervimnirnmnsrrs s $ 277,519,913 $ 74,214 $ 262 $ 326,883,153

* Approximately 3% of the pooled investments are investments of special purpose authorities which are discretely presented component units.
For special purpose authorities’ separately invested funds, see Table 6.

The investments of the University of California, a discretely
presented component unit, are stated at fair value. All of the
University’s investments recorded in each fund group are associated
with the University of California Retirement System (UCRS), General
Endowment Pool (GEP), High Income Pool (HIP), or Short Term
Investment Pool (STIP) or are separately invested. Investments
authorized by the Regents for the UCRS, GEP, HIP, and other
separate investments include equities and fixed income securities.
The equity portion of the investment portfolio may include both
domestic and foreign common and preferred stocks, along with
alternative equities. Alternative equities include venture capital
partnerships, buy-out funds, and emerging market funds. Where
donor agreements place constraints on allowable investments,
assets associated with endowment and similar funds are invested in
accordance with the terms of the agreements. Investments
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authorized by the Regents for the STIP include fixed income
securities with a maximum maturity of five years. In addition, the
Regents have also authorized loans with terms up to 30 years,
primarily to faculty members, under the University’'s Mortgage
Origination Program.

The GEP and HIP are balanced portfolios in which a large number of
individual endowment funds participate in order to benefit from
diversification and economies of scale. The net assets of the
endowment and similar funds group are invested in either the GEP,
HIP, or STIP or are separately invested. The separately invested
funds cannot be pooled due to investment restrictions or income
requirements. All of the University of California’s fund groups
participate in the STIP. Current funds to provide for the payroll,
operating expenses, and construction expenditures of all campuses
and medical centers are invested in the STIP until expended.

The UCRS contains funds associated with the University of
California’s defined benefit and defined contribution plans.

The University of California participates in a securities lending
program as a means to augment income. Securities are lent to
brokerage firms for which collateral is received in excess of 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.
Collateral securities 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 securities lent. 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 securities lent. The University
receives interest and dividends during the loan period as well as a
fee from the brokerage firm. Securities on loan for cash collateral
are not considered to be categorized. As of June 30, the University
had no credit risk exposure to borrowers because the amounts the
University owed the borrowers exceeded the amounts the borrowers
owed the University. The University is fully indemnified by its
custodial bank 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 agent, as an agent for the University, in a short
term investment pool in the University’'s name with guidelines
approved by the Treasurer of the Regents. As of June 30, the
securities in this pool had a weighted average maturity of 164 days.
Table 5 presents risk categories of the University of California
investments as of June 30.
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Table 5

Schedule of Investments — University of California — Discretely Presented Component Unit
June 30, 1999
(Amounts in thousands)

Category
Total
1 2 3 Fair Value

Separately Invested Funds Subject to Categorization
EQUITY SECUNEIES. .. veveeerieeieeiitestesieeeie e e see e sre e st e s s seesaeneeseneas $ 27,169,386 $ — $ — §$ 27,169,386
Securities lending collateral............c.ccoooiiiiiiiiiiiii e 8,327,714 — — 8,327,714
U.S. government and agency securities.... 5,354,401 — — 5,354,401
COrpOrate DONGAS. ... ..eeiieiiieiie e, 7,184,691 — — 7,184,691
Other INVESIMENTS.......cooiiiiiieeee e 3,235,911 — — 3,235,911
Total Separately Invested Funds Subject to Categorization................ 51,272,103 — — 51,272,103
Separately Invested Funds Not Subject to Categorization
Investments held by broker-dealers under securities loans

with cash collateral............cccccoveennnnne. 8,203,001
Venture capital and private equity funds.... . 1,739,212
[ EST0 =T q Lot oo T g = od €= PSPPI 236,446
1Y L] (o F=To = (o = o USROS 247,299
Other iNVESIMENTS........coooiiiiee e 185,843
Total Separately Invested Funds Not Subject to Categorization............ccccuuirmnsmisnnsninssssi s 10,611,801
Total INVeStMENtS........cccoieoiriirecrr e s $ 51,272,103 $ — $ — $ 61,883,904

The cash and pooled investments of the special purpose authorities,
which are discretely presented component units, are primarily
invested in the State Treasurer’s pooled investment program.
Additionally, state law, bond resolutions, and investment policy
resolutions allow the authorities to invest in United States
government securities, state and municipal securities, commercial
paper, corporate bonds, investment agreements, and

other investments.

The California Housing Finance Agency (CHFA), a discretely
presented component unit, entered into interest rate caps and swap
options to manage its interest rate exposure in connection with
certain fixed rate loans and loan commitments that are financed

with pending fixed or variable rate bond issues. As

June 30, 1999, the CHFA had interest rate cap and interest rate
swap option agreements on notional amounts of $171 million. All
underlying bonds have been redeemed and the agreements,
although available to the CHFA to offset certain interest rate
exposures, ceased to be hedging transactions and are reported at
fair value as of June 30, 1999 as investments. Revenues and
expenses related to these transactions are recognized as incurred.
The CHFA is potentially exposed to loss in the event the
counterparties are unable to perform to the terms of the
agreements. However, the CHFA does mnot anticipate

nonperformance by the counterparties.
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Table 6

Table 6 presents the risk categories of the special purpose
authorities investments outside of the State Treasurer’s pooled
investment program, as of June 30, 1999. Included in the
investments of the special purpose authorities are the investments
of the SCIF as of December 31, 1998. The SCIF represents 83% of
the fair value of the authorities’ investments.

Schedule of Investments — Special Purpose Authorities — Discretely Presented Component Units *

June 30, 1999
(Amounts in thousands)

Category
Total
1 2 3 Fair Value

Separately Invested Funds Subject to Categorization
U.S. government securities $ 2,509,308 $ — $ — $ 2,509,308
0] 0 0] - 1= o o] 4 o TP UPRRTPPR 2,939,201 — — 2,939,201
Mortgage loans and notes 884,332 — — 884,332
Commercial PAPEr........cooveereeenieerieeieeseeens 29,912 — — 29,912
Investment agreements............cccoceiiiennenne. —_ 172,641 —_ 172,641
Other INVESTMENTES........coiiiie e e e 69,326 — — 69,326
Total Separately Invested Funds Subject to Categorization..................... 6,432,079 172,641 — 6,604,720
Separately Invested Funds Not Subject to Categorization
INVESTMENT AGIEEMENTS. ... ittt e e ettt e e ettt e e aaee e e e ae e e e e abe e e e s be e e easbeesas e e e e sane e e e anneeeabneeeanbseeeanreeeannee 998,152
L L0y 0 E= TR {0 To LTSS PSPPI 26,112
Total Separately Invested Funds Not

Subject to Categorization . e e 1,024,264
Total INVeStMENtS.........coiiirrcirrr s s $ 6,432,079 $ 172,641 $ — $ 7,628,984

*

For special purpose authorities’ pooled investments, see Table 4.

NOTE 4.

DUE FROM OTHER FUNDS, DUE TO OTHER FUNDS,
ADVANCES AND LOANS RECEIVABLE, ADVANCES FROM
OTHER FUNDS, DUE FROM PRIMARY GOVERNMENT,
AND DUE TO COMPONENT UNITS

The balances of Due from Other Funds, Due to Other Funds,
Advances and Loans Receivable, Advances from Other Funds, Due
from Primary Government, and Due to Component U