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To the Citizens of the State of South Dakota,
The Honorable Dennis Daugaard, Governor
and

Members of the South Dakota Legislature

We submit to you herein, the Single Audit Report of the State of South Dakota for the fiscal year
ended June 30, 2010. This report includes the financial statements for the state of South Dakota as
of June 30, 2010 and for the year then ended. The report also presents the results of audit of the
state’s compliance with state and federal laws and regulations.

In submitting this report, we would like to express our appreciation to the staffs of the Bureau of
Finance and Management and the Department of Legislative Audit for their efforts in completing this
report. We also thank the many people in the various departments and agencies of state government
that assisted by providing information necessary for completing the report.
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JasorrT Dilges, Commissioner Martin L. Guindon, Auditor General
Bureau of Finance and Management Department of Legislative Audit
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DEPARTMENT OF EXECUTIVE MANAGEMENT
BUREAU OF FINANCE AND MANAGEMENT

500 East Capitol Ave. ® Pierre, South Dakota 57501-5070 ® Voice: (605) 773-3411 ® Fax: (605) 773-4711

TO THE HONORABLE DENNIS M. DAUGAARD, GOVERNOR OF SOUTH DAKOTA

MEMBERS OF THE SOUTH DAKOTA LEGISLATURE

It is my privilege to present the Comprehensive Annual Financial Report (CAFR) on the operation of the State of
South Dakota (herein after referred to as the State) for the fiscal year ended June 30, 2010.

Report. This report is prepared by the Bureau of Finance and Management and submitted as required by South
Dakota Codified Law 4-4-6. The financial statements contained in the CAFR are prepared in conformity with
generally accepted accounting principles (GAAP) applicable to government as prescribed by the Governmental
Accounting Standards Board (GASB). Responsibility for the accuracy of the data and the completeness and
fairness of the presentation, including all disclosures, rests with the State’s management. We believe the
information, as presented, is accurate in all material respects and that all disclosures necessary to enable the
reader to gain an adequate understanding of the State’s financial affairs have been included.

The CAFR is presented in three sections: Introductory, Financial, and Statistical. The Introductory Section, which
provides information on the general contents of the report, contains this letter of transmittal, a list of principal State
officials, fiscal year 2010 functions of State government, and an organizational chart of State government. The
Financial Section includes the Independent Auditor's Report on the Basic Financial Statements; Management's
Discussion and Analysis (MD&A) that provides an introduction, overview, and analysis to the “Basic Financial
Statements”; the Basic Financial Statements that present the government-wide financial statements, fund financial
statements, notes to the Basic Financial Statements; Required Supplementary Information that includes budgetary
comparison schedules; and, Other Supplemental Information that includes combining financial statements and
schedules for individual funds. The Statistical Section includes financial trends, revenue capacity, debt capacity,
demographic, economic, and operating information.

Internal Controls. Management of the State is responsible for establishing and maintaining an internal control
structure designed to ensure that the assets of the government are protected from loss, theft or misuse and to
ensure that adequate accounting data is compiled to allow for the preparation of financial statements in conformity
with GAAP. The Bureau of Finance and Management is able to monitor revenues and expenditures on a weekly
basis to detect excess expenditures, or shortfalls in revenues. As required by State statute, the State Auditor, an
elected official, shall be presented all accounts and claims against the State to examine and adjust the same. Also,
as required by State statute, the State Treasurer, an elected official, shall have charge of, and safely keep, all
public moneys which shall be paid into the State treasury, and pay out the same as directed by law. The
Department of Revenue periodically audits retail establishments to assure their payment of sales and excise taxes.
The internal control structure is designed to provide reasonable, but not absolute, assurance that these objectives
are met. The concept of reasonable assurance recognizes that 1) the cost of a control should not exceed the
benefit likely to be derived, and 2) the valuation of costs and benefits requires estimates and judgements by
management.

Independent Auditors. The South Dakota Department of Legislative Audit, a division of the legislative branch of
State government, performs the audit of South Dakota’s Comprehensive Annual Financial Report. The audit is
conducted in accordance with auditing standards generally accepted in the United States of America and
Government Auditing Standards (GAS) issued by the Comptroller General of the United States. The Independent
Auditor’s Report (issued by the Department of Legislative Audit) includes an expression of opinion on the 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 South Dakota as of June 30,
2010 and the respective changes in financial position and cash flows, where applicable, for the fiscal year then
ended.



In conjunction with the audit of the State’s financial statements, the Department of Legislative Audit also performs
audits of major federal and state programs and issues an opinion on the State’s compliance with the requirements
of major federal programs. The results of the audit of federal and state programs are presented in the South
Dakota Single Audit Report.

Internal control procedures are evaluated on an annual basis by the Department of Legislative Audit to provide
reasonable assurance for the safeguarding of the State’s assets and to provide reasonable assurance of proper
recording of financial transactions used to prepare this report.

Management’s Discussion and Analysis (MD&A). GAAP requires that management provide a narrative
introduction, overview, and analysis to accompany the basic financial statements in the form of MD&A. The letter
of transmittal is designed to complement MD&A and should be read in conjunction with it. The State’s MD&A can
be found immediately following the Independent Auditor’'s Report.

PROFILE OF THE GOVERNMENT

Structure. The State entered the Union on November 2, 1889 as the 39" or 40" state (with its twin, North Dakota).
South Dakota has 75,885 square miles of land and a population estimated to be 0.8 million. The State has a strong
governor-bicameral legislative form of government. The Governor may be elected for two consecutive four-year
terms. The Governor appoints all heads of state departments who serve at the pleasure of the Governor. The
State Legislature is composed of a 35-member Senate and a 70-member House of Representatives. Legislators
are elected for two-year terms and limited to four consecutive terms for the same seat.

Services. State government provides services to citizens that include support for public education, public
assistance and Medicaid, health and human services, public safety, building and maintaining state highways,
agricultural and environmental services, community and economic development, and other general government
services.

Budget Process. State law requires annual preparation and approval of the State's budget. The Governor
presents the annual budget to the State Legislature by the first Tuesday after the first Monday in December. The
State Legislature is required to approve a budget by the end of the legislative session. There is no provision for a
continuing resolution. The State Constitution requires that the State budget be balanced. Accumulated General
Fund balances may be drawn down to balance an annual budget, as long as the General Fund balance remains
positive. The Governor has the power to veto individual line items in the budget approved by the State Legislature.
The State budget must remain in balance through the end of the fiscal year. Accordingly, state departments cannot
encumber more funds than they have been authorized to spend. During the year, the Governor may authorize
intradepartmental transfers of funds, as long as total appropriation levels are not exceeded.

The State's largest sources of General Fund revenues are sales and service taxes, business taxes and lottery
proceeds. The largest categories of General Fund expenditures are general bill expenditures for state aid to
primary and secondary education; property tax relief payments made by the State to local government units
through state aid to education; the State’s share of the cost of Medicaid, corrections and higher education;
operation, maintenance and improvement of facilities for state government; and, state salaries.

State Reporting Entity. The State’s reporting entity reflected in the CAFR, which is described more fully in the
Notes to the Financial Statements, conforms to the requirements of GASB Statement No. 14, The Financial
Reporting Entity. The accounting and reporting principles contained in Statement No. 14 are based primarily on
the fundamental concept that publicly elected officials are accountable to their constituents. Further, Statement
No. 14 provides that the financial statements should emphasize the primary government and permit financial
statement users to distinguish between the primary government and its component units. Under GASB
Statement No. 39, “Determining Whether Certain Organizations Are Component Units”, individually significant
legally separate tax-exempt organizations are included as component units if their resources are for the direct
benefit of the State and the State can access those resources. Consequently, the transmittal letter, MD&A, and
the basic financial statements focus on the primary government and its activities. Although information
pertaining to the discretely presented component units is provided, their separately issued financial statements,
excluding Higher Education, should be read to obtain a complete overview of their financial position.



Risk Management. The Risk Management Program was created to protect the assets and resources of the
State through efficient control and financing of risks inherent in government operations by ensuring a safe
environment for State employees and the general public. Responsibilities include ensuring that exposures to
financial loss are discovered and handled appropriately, minimizing the possible interruption of vital public
services, and reducing the costs and consequences of accidents through effective loss control management.

Housed with the Risk Management Program is the Public Entity Pool for Liability (PEPL), a self-insurance
program created to cover risks associated with automobile liability, and general tort liability (including public
officials, errors, and omissions liability; medical malpractice liability; law enforcement liability; and, products
liability).

Further information on the State’s risk management activities can be found in the Notes to the Financial
Statements.

Cash Management. The South Dakota Investment Council was established by the State Legislature in 1971 and
became operational on July 1, 1972. The Investment Council is responsible for the investment management for the
assets of the Cash Flow Fund, the South Dakota Retirement System, South Dakota Cement Plant Retirement
Fund, School and Public Lands, Dakota Cement Trust Fund, Education Enhancement Trust Fund, and Health
Care Trust Fund.

Total investment income for all funds invested by the Investment Council was $1.2 billion for fiscal year 2010.
Income for the most recent five years totaled $1.4 billion and, since inception, has exceeded $8.9 billion. The
Investment Council has grown from $133.0 million in assets under management at the end of its first year to $8.3
billion at June 30, 2010.

Investment Council management of the Cash Flow Fund portfolio resulted in earnings this year of $48.3 million, a
yield of 4.94%. The Cash Flow Portfolio has earned taxpayers $975.4 million over the past 38 years.

The South Dakota Retirement System’s assets have returned 8.9% for the past 37 years (since inception of the
Council’s management responsibilities for SDRS). This performance has placed the Council in the top one
percentile against other state pension funds.

Cash management and investments are discussed more fully in the Notes to the Financial Statements.

Lottery. The South Dakota Lottery Fund was created during the 1987 legislative session to market instant
scratch games. Video lottery was authorized during the 1989 legislative session and operations commenced in
October 1989. Legislative approval to participate in a multi-state lotto game was given during the 1990
legislative session. That same year, the State joined the Multi-State Lottery Association (MUSL), a consortium of
32 lottery jurisdictions that currently offer the Powerball game. The purpose of the lottery is to provide additional
monies to fund vital public programs and projects, and as of June 30, 2010, $1.93 billion has been generated to
fund many public programs and projects. Lottery provided $119.9 million income (before transfers) during fiscal
year 2010.

Retirement System. The South Dakota Retirement System is the largest of the defined benefit plans for which
the State is responsible for providing funding.

The South Dakota Retirement System provides retirement benefits for State employees and those employees of
local governments that participate in the system. Employers and employees contribute equal amounts in the form
of a percentage of employee compensation.

The unfunded actuarial accrued liability as a percent of covered payroll went from 16.2% in 2001 to 18.3% in 2010.
The funding ratio decreased from 96.4% in 2001 to 96.3% in 2010. The funding ratio is the ratio of the actuarial
value of the assets of the system to the actuarial accrued liabilities of the system as of the date of calculation. In
fiscal year 2010, SDRS experienced an 18.7% market return, significantly more than the assumed rate of return of
7.75%.

Plan assets at fair value in 2010 were $6.5 billion compared to plan assets in 2001 of $4.9 billion.



The assets of the system are valued at their fair value. The system is in full compliance with the standards of the
Governmental Accounting Standards Board and has received the Government Finance Officers Association’s
(GFOA) Certificate of Achievement for Excellence in Financial Reporting for the last fifteen years. The system is
subject to an annual actuarial valuation and annual audit performed by an independent audit firm.

Additional information on the State’s retirement plans can be found in the Notes to the Financial Statements.

Health and Life Insurance Benefits. The State (rather than an insurance carrier) assumes substantially all risk
associated with claims of covered public employees for health insurance and life insurance benefits. However, an
insurance carrier provides claims administration services for health insurance. The Group Insurance Program
within the Bureau of Personnel was established to administer and improve group health, life and the flexible benefit
plans for state employees and their dependents. The program provides for payment of benefits to eligible
claimants in the most efficient and cost effective manner. Premiums are charged to state funds for all covered
employees, while employees share in the costs of co-pays, deductibles and dependent costs.

Additional information on the State’s health and life insurance benefits can be found in the Notes to the Financial
Statements.

ECONOMIC CONDITIONS AND OUTLOOK

Employment growth is an important indicator of the state’s economic health. Although the national economic
recession has had a negative impact on employment in recent years, South Dakota continues to outperform the
national economy in terms of nonfarm employment growth. South Dakota nonfarm employment growth was
2.0% in 2007, 1.2% in 2008, -1.9% in 2009 and -0.2% in 2010. United States nonfarm employment growth was
1.1% in 2007, -0.6% in 2008, -4.4% in 2009 and -0.7% in 2010.

In fiscal year 2010 (July 2009 — June 2010), nonfarm employment in South Dakota declined 1.6% compared to
the national growth rate of -3.1% over the same time period. This was the ninth straight fiscal year that the
South Dakota job market performed better than the United States. Sectors that experienced growth in fiscal year
2010 in South Dakota included education and health services and government. Sectors that were most
impacted by the recession in fiscal year 2010, and thus experienced declines, include manufacturing; mining,
logging, construction; and financial activities.

The unemployment rate in South Dakota continued to remain one of the lowest in the nation during fiscal year
2010 even while recovering from a severe national recession. In June of 2010, South Dakota’s unemployment
rate was 4.7%, less than half the U.S. unemployment rate of 9.5% for the same month.

Income growth is another important indicator of the state’s economic health. In calendar year 2010 which is the
most recent annual data that is available, South Dakota’s personal income grew 1.5%. From 2006 through
2010, South Dakota’s average personal income growth rate was 4.4% which ranked 5™ in the nation over this
time period. This was higher than the national growth rate of 2.7% and was the second highest in the seven
state Plains Region. The other Plains Region states of lowa, Kansas, Minnesota, Missouri, Nebraska, and North
Dakota experienced average income growth rates of 3.8%, 3.6%, 2.5%, 2.8%, 3.5%, and 6.3%, respectively,
over the same time period.

In addition to employment and income growth, a healthy agriculture sector has helped the state during these
challenging economic times. Both 2009 and 2010 were strong years for crop production in South Dakota which
helped stabilize the State’s economy during and after the national economic recession. The value of all principal
crops produced in South Dakota in 2010 totaled $6.20 billion, 16% higher than the $5.37 billion value of 2009
crops. The increase in value is due to increases in the value of corn for grain, soybeans and wheat produced in
2010. The 2010 value of crops produced in South Dakota represents the highest crop value since the series
began in 1969.

The long term outlook for South Dakota’s economy is cautiously optimistic as the state continues to recover
from the national economic recession. As of February 2011, South Dakota nonfarm employment levels were
4,600 jobs or 1.2% higher when compared to February of 2010. In comparison, the U.S. economy gained 1.3
million jobs or 1.0% growth over the same time period. South Dakota’'s economy is expected to continue to
recover and grow in 2011 and 2012 as the State continues to boast one of the lowest state per capita taxes in
the nation. The state’s business friendly environment combined with a healthy farm economy will help South
Dakota’s economy grow in the future.



MAJOR INITIATIVES

In January 2011 Governor Dennis Daugaard, the previous Lieutenant Governor, succeeded the term limited
Governor M. Michael Rounds as Governor. Under the new Administration, the State continues focus on
increasing job growth, economic development and visitor spending, taking care of those who cannot take care of
themselves, providing our children with a quality education, and protecting our society from those who would do
us harm. Recently, the state has stepped up efforts at creating new jobs, has established a new Department of
Tribal Relations, and has convened a Medicaid study group, made up of legislators, providers, and others
affected by the rapidly growing costs of the state's Medicaid program.

Listed below are some of the major initiatives the State has implemented in recent years in an effort to
accomplish our goals:

Governor’s Large Project Development Fund. Created in 1991, the Large Project Tax Refund Program is
currently being used to lure large businesses to South Dakota. This program provides incentives to new and
expanding businesses in South Dakota by refunding a portion of sales, use and contractors’ excise taxes to any
business with construction projects that meet the requirements of the program. This program has encouraged
the construction of 46 completed projects, with more underway and created thousands of jobs in our state.
However this program is set to expire at the end of 2012.

In 2011 the Legislature created the Governor's Large Project Development Fund to replace the Large Project
Tax Refund Program when it expires. This new program no longer refunds a portion of sales, use and
contractors’ excise taxes, but instead allocates 22% of the annual contractors’ excise tax revenues into the
Large Project Development Fund. This fund is then used to provide front-end economic development incentives
to targeted businesses that are looking to develop or expand in South Dakota. This new program gives the State
more flexibility to recruit businesses while providing savings to the General Fund.

Science and Lab Facilities Upgrade. In July 2008, $73.9 million of revenue bonds were issued to finance
upgrades in science facilities and laboratories on public university campuses. These upgrades support South
Dakota’s research initiative and to provide contemporary space for teaching. The upgraded included a new
science building, a new paleontology building, an addition to an existing chemistry and bio engineering building
and to complete renovations and upgrades of existing buildings at all six University campuses. All projects were
completed in 2010.

Workforce 2025. \Workforce 2025 is a group of innovative initiatives which focus on providing a competent and
qualified workforce in South Dakota to allow for economic growth and expansion. The goal of this initiative is to
respond to workforce challenges by engaging businesses, promoting education, and enhancing the state’s
workforce investment system.

The Departments of Labor, Tourism and State Development, Education, and the Board of Regents have
partnered to develop five innovative initiatives.

e Dakota Roots is recruiting individuals to South Dakota by connecting them to career opportunities with
the state’s leading businesses. Companies interested in relocating or expanding also can receive
assistance.

e Live Dakota is retaining current South Dakotans by educating them about the rewarding career
opportunities in-state and the ability to get on the career fast track.

e Grow Dakota is preparing students for tomorrow’s workforce through the Department of Education, the
State’s four technical institutes, the Department of Labor, and the Board of Regents.

o Dakota Seeds is matching businesses to potential future employees through internships and
assistantships.

e Build Dakota is developing solutions to immediate, intermediate and long-term workforce challenges
facing industries statewide while being responsive to economic impacts. Industry sectors of focus
include Health Care, Energy, Manufacturing, Financial Services, and Construction Trades.

2010 Research Centers. In the past few years the State of South Dakota has invested $21.5 million into the
2010 Research Initiative. This Initiative provided seed funding for nationally competitive research centers within
the Regental system in collaboration with private sector partners. The Centers are focused on commercialization



in addition to becoming self-sustaining through the acquisition of grant and other external funding. The research
centers are:

e Center for Infectious Disease Research and Vaccinology, South Dakota State University Department of
Veterinary Science in collaboration with the University of South Dakota School of Medicine

e South Dakota Signal Transduction Center, University of South Dakota Sanford Research Institute

e Center for the Research and Development of Light-Activated Materials, University of South Dakota
Department of Chemistry in collaboration with South Dakota State University, Department of Chemistry,
University of South Dakota School of Medicine and Avera Research Institute

e Center for Bioprocessing Research and Development, South Dakota School of Mines and Technology
Department of Chemical and Biological Engineering, and South Dakota State University Department of
Biology/Microbiology

e Center of Excellence for Drought Tolerance Biotechnology, South Dakota State University in
collaboration with the South Dakota seed industry

¢ National Center for the Protection of the Financial Infrastructure, Dakota State University

e Center for Detecting Rare Physics Processes with Ultra-Low Background Experiments, University of
South Dakota and Sanford Laboratory at Homestake

e Center for Biological Control and Analysis by Applied Photonics, South Dakota State University,
Department of Chemistry

e Translational Cancer Research Center, South Dakota State University and Sanford Research Institute

e Repair, Refurbish, and Return to Service Applied Research Center, South Dakota School of Mines and
Technology.

Sanford Underground Science and Engineering Laboratory (SUSEL/DUSEL). In 2007 the National Science
foundation selected the Sanford Underground Laboratory (SUSEL), owned by the South Dakota Science and
Technology Authority as the site for a Deep Underground Science and Engineering Laboratory (DUSEL). The
National Science Board awarded $80 million dollars in grants to develop the design in cooperation with the
Department of Energy who is also interested in conducting underground experiments. The SDSTA has been
operating the facility funded by the State of South Dakota and a gift from T. Denny Sanford, but will run out of
funding by June 2011. In December of 2010 the National Science Board decided not to fund future operations,
as they did not feel funding facilities was within their mission. The Department of Energy is currently assessing
their options, and has requested funding in the DOE FY2012 budget to fund operations of the Sanford
Underground Laboratory. If their assessment is favorable, the DOE would fund operations in the future. The
National Science Foundation did award a grant of $4 million dollars to operate the facility from June through
September to allow the DOE to complete their assessment.

High School 2025. The High School 2025 Initiative (HS2025) provides a framework to design a student-
focused educational experience that will prepare students to accomplish their career goals and be successful in
a global society.

The framework is designed around the four R’s: relevance, relationships, rigor, and results. Through research,
these four R’s have been shown to produce positive results for students.

e Relationships. In order to be successful, students need to feel safe, respected and cared about. They
need to connect with others.

e Relevance. In order to be engaged and willing to learn, students need to understand the connection
between their daily studies and the rest of their lives.



Rigor. In order to be prepared for postsecondary education, students need to be challenged
academically.

Results. If schools provide a rigorous and relevant curriculum and connections with adults, educational
outcomes should follow.

Other Education Initiatives. South Dakota has taken a proactive role in assembling a variety of learning
opportunities and advanced education methods. Recent initiatives include:

South Dakota Virtual School offers a clearinghouse of distance learning high school courses.

South Dakota INCENTIVESplus is a financial incentive system funded by the U.S. Department of
Education that targets educators in high-need schools in mainly rural areas. It links performance and
teacher pay and offers incentives to schools and individuals that are able to improve student
performance.

Library Development is a program in which the South Dakota State Library offers a "virtual library"
through its online databases.

Technical Institutes. South Dakota’s four technical institutes strive to be leaders in educational
excellence and innovation, enabling our workforce to capitalize on the emerging technologies of the
21st century and creating economic development solutions to help South Dakota compete in the global
marketplace.

South Dakota Partnership for Teacher Quality is a grant program funded by the U.S. Department of
Education designed to increase student achievement in K-12 schools by developing highly qualified
teachers.

Indian Education. South Dakota experiences some achievement gaps between Native American
students and non-Native American students in both the reading and math curricula areas. With funding
help from the U.S. Department of Education, the State has implemented five specific programs
designed to reduce those achievement gaps. These programs include:

GEAR UP South Dakota

I LEAD

South Dakota College Access Challenge Grant
Core Concepts Planning Grant

Indian Demonstration Grant
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427 SOUTH CHAPELLE
C/0 500 EAST CAPITOL
PIERRE SD 57501-5070

(605)773-3595
FAX(605)773-6454

MARTIN L. GUINDON, CPA
AUDITOR GENERAL

INDEPENDENT AUDITOR'S REPORT

The Honorable Dennis Daugaard
Governor of South Dakota

and

Members of the Legislature
State of South Dakota

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 South Dakota as of and for the year ended
June 30, 2010, which collectively comprise the State’s basic financial statements as listed in the
table of contents. These financial statements are the responsibility of the State's management. Our
responsibility is to express opinions on these financial statements based on our audit. We did not
audit the financial statements of the Unemployment Insurance Fund, the South Dakota Retirement
System, the South Dakota Housing Authority and certain foundations of Higher Education. Those
financial statements reflect total assets and revenue and additions of the business-type activities,
the aggregate discretely presented component units, and the aggregate remaining fund information
as follows:

Percent of Percent of Total
Total Assets Revenues/Additions

Government-wide financial statements:
Business-type activities:
Unemployment Insurance Fund 2.9% 30.2%
Fund financial statements:
Aggregate discretely presented component units:

South Dakota Housing Authority 62.9% 17.5%

Foundations of Higher Education 9.6% 9.2%
Aggregate remaining fund information:

Unemployment Insurance Fund 2% 2.8%

South Dakota Retirement System 84.2% 34.1%

Those financial statements were audited by other auditors whose reports have been furnished to us,
and our opinion, insofar as it relates 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. Those standards require that we
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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 provides a reasonable basis for our opinions.

In our opinion, based on our audit and the reports of the 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 South Dakota,
as of June 30, 2010, and the respective changes in financial position and cash flows, where
applicable, thereof for the year then ended in conformity with accounting principles generally
accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated May 20,
2011, on our consideration of the State of South Dakota’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 the internal control over financial reporting or on compliance. That report is an
integral part of an audit performed in accordance with Govermment Auditing Standards and should
be considered in assessing the results of our audit.

The accompanying management discussion and analysis and budgetary comparison schedule as
listed in the table of contents are not a required part of the basic financial statements but are
supplementary information required by the Government Accounting Standards Board. We 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 South Dakota’s basic financial statements. The introductory
section and supplementary information, such as the combining and individual nonmajor fund
financial statements and the statistical section as listed in the table of contents, are presented for
purposes of additional analysis and are not a required part of the basic financial statements. The
combining and individual nonmajor fund financial statements 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 the other auditors, are fairly stated in all material
respects in relation to the basic financial statements taken as a whole. The introductory section and
statistical section have not been subjected to the auditing procedures applied in the audit of the
basic financial statements and, accordingly, we express no opinion on them.

Martin L. Guindon, CPA
Auditor General

May 20, 2011
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MANAGEMENT’S DISCUSSION AND ANALYSIS

The following is a discussion and analysis of the state of South Dakota’s (herein after referred to as the State)
financial performance and position, providing an overview of the State’s financial activities for the fiscal year
ended June 30, 2010. Please read it in conjunction with the transmittal letter in the Introductory Section of this
report and with the State’s financial statements that follow this section.

FINANCIAL HIGHLIGHTS

Government-wide

Total assets of the State exceeded its total liabilities at the close of the fiscal year by $4.7 billion
(reported as net assets), an increase of $288.8 million from the previous year. Certain resources within
the total net assets balance have restrictions and internally imposed limitations that are discussed within
the Government-Wide Financial Analysis section of this document. Component units reported net assets
of $1.4 billion, an increase of $119.1 million from the previous year.

Fund Leve/

At the close of the fiscal year, the State’s governmental funds reported combined ending fund balances
of $1.4 billion, with $0.5 billion reported as unreserved fund balance and the remaining amount of $0.9
billion reserved for specific purposes (such as encumbrances, inventories, debt service, school
perpetuity, noncurrent assets, Transportation Infrastructure Bank Projects, and funds held as permanent
investments). Certain resources within the $0.5 billion unreserved fund balance have internally imposed
limitations that are discussed throughout the Financial Analysis of the State’s Funds section of this
document. At the end of the fiscal year, the unreserved fund balance for the General Fund was $134.0
million. $43.4 million of the unreserved fund balance was designated as budget reserve only to be used
to address emergency situations, without having to raise taxes or cut spending, which are commonly
referred to by management as the budget reserve. The remaining balance is reported as unreserved
undesignated fund balance ($90.6 million). Although this amount is unreserved undesignated, it should
be noted certain resources within this balance have additional limitations imposed upon it. Internally
imposed limitations include, but may not be limited to the following:

» $27.2 million represents tax revenue that was received in FY10, recognized in the General Fund
in FY10, but not distributed to the General Fund until FY11 for purposes of meeting the State’s
ongoing obligations to the citizens and creditors for the next fiscal year.

> $24.4 million is not part of cash and cash equivalents, but rather a net effect of receivables and
other assets in excess of liabilities and/or commitments.

» $9.4 million was previously approved and appropriated via past legislative actions to fund
Specials and/or Maintenance and Repairs Legislative Acts that will require usage of current
state resources.

» $15.5 million represents other legislative carryovers to be used in the next fiscal year.

Proprietary funds reported net assets at year-end of $482.3 million, an increase of $44.2 million during
the year.

Long-Term Debt

The primary government’s total long-term debt (Revenue Bonds, Trust Certificates and Capital Leases)
as of June 30, 2010, totaled $433.6 million, a decrease of $32.1 million from the last fiscal year-end.
The decrease represents the net difference between new issuances, payments and refundings of
outstanding debt.
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e During the fiscal year, the South Dakota Building Authority did not issue any Revenue Bonds for
Governmental Activities. The State incurred no new long-term general indebtedness under Business
Type Activities. The South Dakota Building Authority issued $13.6 million in Taxable Revenue Bonds
(Build America Bond) for Higher Education (a discretely presented component unit).

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis are intended to serve as an introduction to the State’s basic financial statements.
The State’s basic financial statements are comprised of three components: (1) government-wide financial
statements, (2) fund financial statements, and (3) notes to the financial statements. This report also contains
required supplementary information and other supplementary information in addition to the basic financial
statements.

Government-wide Financial Statements (Reporting the State as a Whole)

The government-wide financial statements are designed to provide readers with a broad overview of the State’s
finances in a manner similar to a private-sector business. The statements provide both short-term and long-term
information about the State’s financial position that aids in assessing the State’s economic condition at the end
of the fiscal year. These statements include all nonfiduciary assets and liabilities, using the flow of economic
resources measurement focus and the accrual basis of accounting. The current year's revenues and expenses
are taken into account, regardless of when cash is received or paid. The government-wide financial statements
include two statements:

e The Statement of Net Assets presents information on all of the State’s assets and liabilities,
with the difference between the two reported as “net assets.” Over time, increases and decreases in net
assets may serve as a useful indicator of whether the financial position of the State is improving or
deteriorating.

e The Statement of Activities presents information depicting how the State’'s net assets
changed during the most recent fiscal year. All changes in net assets are reported as soon as the
underlying event giving rise to the change occurs, regardless of the timing of related cash flows. Thus,
revenues and expenses are reported in this statement for some items that will only result in cash flows
in future fiscal periods (e.g., uncollected taxes and earned but unused vacation leave).

Both the statement of net assets and the statement of activities segregate the activities of the State into three
types:

e Governmental Activities. The governmental activities of the State include general government;
education — elementary, secondary and vocational schools; education — state support to higher
education; health, human and social services; law, justice, public protection and regulation; agriculture
and natural resources; economic resources; transportation; intergovernmental — payments to school
districts; intergovernmental — revenue sharing; unallocated interest expense; and, unallocated
depreciation. Taxes, fees, unrestricted investment earnings, and intergovernmental revenues (federal
grants) finance most of the costs of these activities.

e Business-type Activities. The State charges fees to customers to help cover all or most of the
costs of certain services it provides. The Lottery Fund is an example of a business-type activity.
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o Discretely Presented Component Units. Component units are legally separate
organizations for which the State is financially accountable, or the nature and significance of the unit's
relationship with the State is such that exclusion of the unit would cause the State’s financial statements
to be misleading, or incomplete. The following entities are included in the component unit columns of
the State’s government-wide financial statements:

Higher Education

Conservation Reserve Enhancement Program (CREP)
South Dakota Housing Development Authority

South Dakota Economic Development Finance Authority
Value Added Finance Authority

South Dakota Science and Technology Authority

ASANENENENEN

Other component units are blended and reported as part of primary government or considered related
organizations and not reported in these financial statements. For additional information regarding component
units, refer the Notes to the Financial Statements.

Fund Financial Statements

A fund is a grouping of related accounts used to maintain control over resources that have been segregated for
specific activities or objectives. The State, like other state and local governments, uses fund accounting to
ensure and demonstrate compliance with finance-related legal requirements. Some funds are required by law,
while others are established internally to maintain control over a particular activity. All funds of the State can be
divided into three categories: governmental funds, proprietary funds, and fiduciary funds. It is important to note
that these categories use different accounting approaches and should be interpreted differently.

e Governmental Funds. Most of the State’s basic services are reported in the governmental funds,
which focus on how money flows into and out of those funds and the balances left at year-end that are
available for future spending. The governmental fund financial statements provide a detailed short-term
view of the State’s general government operations and the basic services it provides. Governmental
fund information helps determine whether there are more or fewer financial resources that can be spent
in the near future to finance the State’s programs. These funds are reported using modified accrual
accounting, which measures cash and all other financial assets that can readily be converted to cash.
Governmental funds include the General Fund and special revenue, capital projects, debt service, and
permanent funds.

Since the focus of governmental funds is narrower than that of the government-wide financial
statements, it is useful to compare the information presented for governmental funds with similar
information presented for governmental activities in the government-wide financial statements. By doing
so, readers may better understand the long-term impact of the State’s near-term financing decisions.
Both the governmental funds balance sheet and the governmental funds statement of revenues,
expenditures, and changes in fund balances provide a reconciliation to facilitate this comparison
between governmental funds and governmental activities. These reconciliations are presented on the
page immediately following each governmental fund’s financial statement.

The State maintains several individual governmental funds. Information is presented separately in the
governmental funds balance sheet and in the governmental funds statement of revenues, expenditures,
and changes in fund balances for the General Fund, Transportation Fund, Social Services Federal
Fund, Dakota Cement Trust Fund, and Education Enhancement Trust Fund, which are considered to be
major funds. Data from the remaining governmental funds are combined into a single, aggregated
presentation. Individual fund data for some nonmajor governmental funds is provided in the form of
combining statements elsewhere in this report.
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e Proprietary Funds. Proprietary funds include: (1) enterprise funds and (2) internal service funds.
These funds account for the State’s activities that operate much like private sector businesses. Like the
government-wide financial statements, proprietary fund statements are presented using the full accrual
basis of accounting.

1. Enterprise funds (e.g., Lottery Fund) are used to account for activities that largely involve
customers outside of state government, and are the same functions reported as business-type
activities in the government-wide financial statements.

2. Internal service funds (e.g., Fleet and Travel Management) are used to account for activities
that largely involve other state agencies. The internal service fund activities are consolidated
with the governmental activities in the government-wide financial statement because those
services predominantly benefit governmental rather than business-type activities.

The State maintains several individual proprietary funds, of which the following three are considered
major funds: Lottery Fund, Clean Water State Revolving Fund, and Drinking Water State Revolving
Fund. These three proprietary funds are presented separately in the proprietary funds statement of net
assets and statement of revenues, expenses, and changes in fund net assets. Information from the
remaining funds is combined into two separate, aggregated columns by proprietary fund type. Individual
fund data for some nonmajor proprietary funds is provided in the form of combining statements
elsewhere in this report.

e Fiduciary Funds. Fiduciary funds (e.g., South Dakota Retirement System) are used to report
activities when the State acts as a trustee or fiduciary to hold resources for the benefit of parties outside
state government. The full accrual basis of accounting is used for fiduciary funds and is similar to the
accounting used for proprietary funds. The government-wide financial statements exclude fiduciary fund
activities and balances because these assets are restricted in purpose and cannot be used by the State
to finance operations.

The State’s fiduciary funds include pension trust funds, private purpose trust funds, and agency funds.
Individual fund data for some of the fiduciary funds is included in the combining financial statements
elsewhere in this report.

Notes to the Financial Statements

The notes to the financial statements are an integral part of the financial statements and provide additional
narrative and financial information essential to fully understand the data provided in the government-wide
financial statements and fund financial statements. The notes to the financial statements are located
immediately following the fiduciary funds’ financial statements.

Required Supplementary Information

The basic financial statements are followed by a section of required supplementary information. This section
includes a Budgetary Comparison Schedule, and related notes, for the General Fund and for each major special
revenue fund that has a legally adopted annual budget. The only special revenue funds that fit this criterion are
the Transportation Fund and the Social Services Federal Fund.

The Budgetary Comparison Schedule presents both the original and the final appropriated budgets for the fiscal
year ending June 30, 2010. The Budgetary Comparison Schedule also lists the actual outflows and balances
stated on a budgetary basis. A variance column is included to compare the final appropriated budget with the
actual budget results.

Because accounting principles used to present budgetary basis differ significantly from those used to present
financial statements in conformity with Generally Accepted Accounting Principles (GAAP), a Budget-to-GAAP
Reconciliation can be found immediately following the Budgetary Comparison Schedule. The Budget-to-GAAP
Reconciliation explains the differences between budgetary outflows and GAAP expenditures.
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Other Supplementary Information

Other supplementary information includes combining financial statements for: nonmajor governmental funds,
proprietary funds, fiduciary funds and component units that are incorporated into the basic financial statements.

GOVERNMENT-WIDE FINANCIAL ANALYSI/S

Net Assets. As presented in the following table, total assets of the State on June 30, 2010, were $5.7 billion,

while total liabilities were $0.9 billion, resulting in combined net assets (governmental and business-type
activities) of $4.7 billion.

State of South Dakota
Net Assets
(Expressed in Thousands)

Governmental Business-type Total

Activities Activities Primary Government

2010 2009 2010 2009 2010 2009
Current and Other Assets $ 1,764,048 $ 1,624,252 $ 640,465 $ 546,945 $ 2,404,513 $2,171,197
Capital Assets 3,283,671 3,179,405 4,863 2,299 3,288,534 3,181,704
Total Assets 5,047,719 4,803,657 645,328 549,244 5,693,047 5,352,901
Long-Term Liabilities Outstanding 400,790 428,433 127,688 132,281 528,478 560,714
Other Liabilities 350,698 309,109 65,195 9.344 415,893 318,453
Total Liabilities 751,488 737,542 192,883 141,625 944,371 879,167

Net Assets:
Invested in Capital Assets,

Net of Related Debt 3,211,673 3,101,101 4,863 2,299 3,216,536 3,103,400
Restricted 1,004,704 897,491 2,138 302,713 1,006,842 1,200,204
Unrestricted 79.854 67,523 445 444 102,607 525,298 170,130

Total Net Assets $4296.231  $4,066,115 $452445  $407619  $4.748676  $4,473734

The largest component of the State’s net assets, 67.7%, is investments in capital assets (land; land
improvements; land improvements — roads; buildings; equipment; vehicles; infrastructure; and construction in
progress), less depreciation and all outstanding debt that was issued to buy or build those assets. The State
uses these capital assets to provide services to citizens; consequently, these assets are not available for future
spending. Although the State’s investment in its capital assets is reported net of related debt, it should be noted
that the resources needed to repay this debt must be provided from other sources, since capital assets
themselves cannot be used to liquidate these liabilities.

Restricted net assets comprise 21.2% of total net assets. These net assets are subject to restrictions either (a)
externally imposed by creditors (such as through debt covenants), grantors, contributors, or laws/regulations of
other governments, or (b) imposed by law through constitutional provisions or enabling legislation on how they
can be used. The majority of the restricted net assets are restricted for funds held as permanent investments,
either as expendable ($4.7 million) or nonexpendable ($648.6 million). These include the following funds:

e Dakota Cement Trust Fund. This fund consists of the proceeds from the sale of the State
Cement Plant and all investment earnings thereon. Article XlIl, section 21 of the Constitution of the
State of South Dakota states: “Except as provided in Article XIlI, section 20 of the Constitution of the
State of South Dakota, the original principal of the trust fund shall forever remain inviolate. However, the
Legislature shall, by appropriation, make distributions from the difference between the twelve million
dollar annual general fund transfer and five percent of the market value of the trust fund for the support
of education, but not for the replacement of state aid to general education or special education, if the
increase in the market value of the trust fund in that fiscal year was sufficient to maintain the original
principal of the trust fund after such distributions. Beginning with fiscal year 2006, the market value of
the trust fund shall be determined by adding the market value of the trust fund at the end of the sixteen
most recent calendar quarters, and dividing that sum by sixteen.” The fund balance in the Dakota
Cement Trust Fund at June 30, 2010 was $211.0 million, an increase of $16.0 million from the previous
year. The increase resulted primarily from investment income. The Dakota Cement Trust Fund
transferred $12.0 million to the General Fund in fiscal year 2010.
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e Health Care Trust Fund. This fund is authorized by State law to make an annual distribution
equal to 4.0% of its market value (less the investment expenses) into the General Fund for health care
related programs. Article Xll, section 5 of the Constitution of the State of South Dakota also states that,
“the Health Care Trust Fund may not be diverted for other purposes, nor may the principal be invaded
unless appropriated by a three-fourths vote of all of the members-elect of each house of the legislature.”
The fund balance in the Health Care Trust Fund at June 30, 2010 was $89.7 million, an increase of $7.4
million from the previous year due primarily from investment income. On an accrual basis, the Health
Care Trust Fund transferred $3.9 million to the General Fund in fiscal year 2010.

e Education Enhancement Trust Fund. This fund consists of monies received from the
Tobacco Settlement Agreement, monies transferred from the Tobacco Securitization Fund, and monies
from the Youth-at-Risk Fund. The fund is authorized by State law to make an annual distribution equal
to 4.0% of its market value (less the investment expenses) into the General Fund for educational
enhancement programs. Article XllI, section 6 of the Constitution of the State of South Dakota also
states that, “the Education Enhancement Trust Fund may not be diverted for other purposes, nor may
the principal be invaded unless appropriated by a three-fourths vote of all the members-elect of each
house of the legislature.” The fund balance in the Education Enhancement Trust Fund at June 30, 2010
was $326.3 million, an increase of $23.8 million from the previous year. The increase resulted primarily
from investment income. On an accrual basis, the Education Enhancement Trust Fund transferred
$14.8 million to the General Fund in fiscal year 2010.

The remaining balance, $525.3 million, is defined by accounting standards as “unrestricted” net assets.
However, much of the unrestricted net assets cannot be used to meet the State’s general ongoing obligations to
citizens and creditors as resources because of limitations imposed by federal regulations, bond convents, or
internally by state law. Limitations on unrestricted net assets imposed by federal regulations and bond
covenants include $172.8 million within the Clean Water State Revolving Fund and $132.1 million within the
Drinking Water State Revolving Fund. Other federal regulation limitations include, but are not limited to, $17.8
million for unemployment insurance, $8.0 for revolving loan programs, and $6.0 million for health and public
assistance.

Those funds with limitations imposed by State Law include the following:

e General Fund Budget Reserve. The 1991 South Dakota Legislature established a General
Fund Budget Reserve whereas expenditures out of the budget reserve fund shall only be used by
special appropriation (which requires a two-thirds vote of all the members of each branch of the
Legislature) and shall only redress such unforeseen expenditure obligations or such unforeseen
revenue shortfalls as may constitute an emergency pursuant to S.D. Const., Art. lll, § 1. The balance in
the General Fund Budget Reserve at June 30, 2010 was $43.4 million, which has remained unchanged
from the previous year.

e Property Tax Reduction Fund. The Property Tax Reduction Fund (PTRF) was created to fund
property tax relief in South Dakota. Senate Bill 225, passed during the 1996 legislative session,
provides that the Commissioner of Bureau of Finance and Management may transfer monies available
from the PTRF to the General Fund to provide property tax relief through state aid to education.
Revenues deposited in the PTRF come from three sources: (1) 49.5% of video lottery net machine
income, (2) 60% of the revenue from the 4% tax on the gross receipts of telecommunications services,
which was imposed by HB 1104 passed by the 2003 legislature, (3) 33% share of revenue generated
from the tobacco tax in excess of $35 million; and (4) unobligated cash remaining at the end of a fiscal
year after the transfer into the Budget Reserve Fund, if the amount in the PTRF does not exceed 15%
of the General Fund appropriations in the General Appropriations Act for the previous fiscal year. The
fund balance in the Property Tax Reduction Fund at June 30, 2010 was $68.2 million, a decrease of
$0.3 million from the previous year.
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Changes in Net Assets. The following table summarizes financial information derived from the government-

wide statement of activities and reflects how the State’s net assets changed during fiscal year 2010.

(Expressed in Thousands)

Revenues:
Program Revenues:
Charges for Service
Operating Grants and
Contributions
Capital Grants and Contributions
General Revenues:
Sales Taxes
Motor Fuel Taxes
Contractors Excise Taxes
Bank Card and Franchise Taxes
Other Taxes
Investment Earnings
Gain on Sale of Capital Assets
Miscellaneous
Total Revenue
Program Expenses:
General Government
Education — Elementary, Secondary
and Vocational Schools
Education — State Support to
Higher Education
Health, Human and Social Services
Law, Justice, Public Protection
And Regulation
Agriculture and Natural Resources
Economic Resources
Transportation
Intergovernmental — Payments to
School Districts
Intergovernmental — Revenue
Sharing
Unallocated Interest Expense
Unallocated Depreciation
Lottery
Clean Water State Revolving
Drinking Water State Revolving
Other
Total Expenses

Excess (Deficiency) Before Transfers
Transfers
Change in Net Assets
Net Assets — Beginning
(As Restated)

Net Assets - Ending

Governmental Activities

Business-type

Total Primary Government

Activities

2010 2009 2010 2009 2010 2009
$339,669 $307,493 $283,495 $222,165 $623,164 $529,658
1,768,957 1,447,753 50,927 26,272 1,819,884 1,474,025
2,275 2,519 2,275 2,519
663,146 675,652 663,146 675,652
127,807 124,442 127,807 124,442
85,973 71,533 85,973 71,533
16,674 55,260 16,674 55,260
273,535 261,176 273,535 261,176
101,246 (91,586) 101,246 (91,586)
526 919 526 919
36,625 52,288 36,625 52,288
3,416,433 2,907,449 334,422 248,437 3,750,855 3,155,886
146,193 170,900 146,193 170,900
212,919 195,534 212,919 195,534
182,681 196,007 182,681 196,007
1,337,922 1,200,436 1,337,922 1,200,436
241,217 243,805 241,217 243,805
130,943 118,686 130,943 118,686
52,966 45,006 52,966 45,006
457,081 408,482 457,081 408,482
405,947 400,162 405,947 400,162
103,425 99,064 103,425 99,064
19,820 21,514 19,820 21,514
58 58 58 58
35,411 32,767 35,411 32,767
4,455 4777 4,455 4777
5,066 3,253 5,066 3,253
125,993 89,451 125,993 89,451
3,291,172 3,099,654 170,925 130,248 3,462,097 3,229,902
125,261 (192,205) 163,497 118,189 288,758 (74,016)

118,671 120,002 (118,671) (120,002)

243,932 (72,203) 44,826 (1,813) 288,758 (74,016)
4,052,299 4,138,318 407,619 409,432 4,459,918 4,547,750
$4,296,231 $4,066,115 $452,445 $407,619 $4,748,676 $4,473,734
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Governmental Activities:

The State’s net assets for Governmental Activities increased by $243.9 million or 6.0% from its current
operations. This was the result of the net effect of the following: (1) $3.4 billion revenues (an increase from the
prior year of $509.0 million); less (2) $3.3 bhillion expenses (an increase over the prior year of $191.5 million);
and, plus (3) net transfers of $118.7 million (primarily from “transfers in” from the South Dakota Lottery in the

amou

The following two charts illustrate the above program revenues and expenses for Governmental Activities for

fiscal

nt of $119.8 million).

The increase in revenues was primarily due to a $321.2 million increase in operating grants and
contributions (of which $277.8 million was ARRA related) and a $192.8 million increase in investment

earnings.

The increase in expenses was primarily due to a $137.5 million and $48.6 million increases in Heath,

Human and Social Services and Transportation functions of government.

year ending June 30, 2010:

State of South Dakota
Revenues - Governmental Actlvities
Fiscal Year Ended June 30, 2010

Galn on Sale of
Caplial Assets

0.02% Miscallanesous
Investment 1.07%
Eamings
2.96%
QOther Taxes
8.01%
Bank Card and
Franchise Texes T — Charges for
Service
0.-48% 9.94%
Coniractors
Exclse Taxes
2.52%

Motor Fusl Taxes
3.74%

Sales Tax
19.41%

Operating Granis
and Contributions

Capltal Grants 51.78%
and Conirlbutions
0.07%

Teotal Revenues $3,416,433
(Expressed In Thousands)
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State of South Dakota
Expenses - Governmental Actlvities
Fiscal Year Ended June 30, 2010

Education: Elemenbary,
Secondary and
Yocational Schools

6.4T%

Education: Shete
Support ko Unksersties
5.55%

Health, Humen and
Soclal Services
40.65%

Total Expenses $3,291,172
(Expressed In Thousands)
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Business-type Activities:

e Net assets of the business-type activities increased by $44.8 million primarily due to an increase in
assessments in the Unemployment Insurance Fund and capitalization grants from the federal
government in the Clean and Drinking Water State Revolving Funds.

FINANCIAL ANALYSIS OF THE STATE’S FUNDS

As noted earlier, the State uses fund accounting to ensure and demonstrate compliance with finance-related
legal requirements. Some funds are required by law, while others are established internally to maintain control
over a particular activity.

Governmental Funds

The focus of the State’s governmental funds is to provide information on near-term inflows and outflows during
the fiscal year and on balances of spendable resources as of fiscal year-end. Such information is useful in
assessing the State’s financing requirements. In particular, unreserved fund balance may serve as a useful
measure of a government’s net resources available for spending at the end of the fiscal year. However, this
measure must be used with care because large portions of the balance may relate to internally imposed
limitations, such as statutory language, which could limit resource use (e.g., General Fund Budget Reserve,
Dakota Cement Trust Fund, Health Care Trust Fund, Education Enhancement Trust Fund, and Property Tax
Reduction Fund), unless appropriated by legislative action as defined by State law.

At the end of the current fiscal year, the State’s governmental funds reported combined ending fund balances of
$1.4 billion, an increase of $115.3 million during the year.

Approximately 65.7%, or $895.0 million of the combined ending fund balances, is reserved to indicate that it is
not available for new spending because it has already been committed (1) to be held as permanent investments
($653.0 million), (2) to pay debt service ($66.3 million), (3) to liquidate contracts and purchase orders for the
prior fiscal year ($51.1 million), (4) for noncurrent assets ($55.6 million), (5) to be held in a permanent trust fund
with earnings distributed to the primary government and universities ($26.3 million), (6) for inventories ($22.5
million) or (7) for State Transportation Infrastructure Bank Projects ($20.1 million).

Approximately 3.2%, or $43.4 million of the combined ending fund balances, is designated as a General Fund
Budget Reserve to indicate that it has been designated through internally imposed limitations to be used only to
address emergency situations without having to raise taxes or cut spending.

The remaining 31.1%, or $423.0 million of the combined ending fund balances, constitutes unreserved fund
balance. However some of this ending fund balance may not be used to meet the State’s general ongoing
obligations to citizens and creditors. $332.3 million of this balance resides in special revenue funds that are
intended for specific purposes that may have Federal and/or State statutory imposed limitations that limit the
use of those resources for the intended specific purposes.

The following governmental funds are major funds and had significant impact on the state’s financial position
during fiscal year 2010:

e General Fund. The General Fund is the chief operating fund of the State. At the end of the fiscal
year, the unreserved fund balance of the General Fund was $134.0 million, of which $43.4 million was
designated only to be used to address emergency situations without having to raise taxes or cut
spending (budget reserve). The total fund balance at the end of the current fiscal year was $155.1
million. As a measure of General Fund'’s liquidity, it may be useful to compare both the unreserved fund
balance and total fund balance to total fund expenditures. The unreserved fund balance (including the
unreserved designated amount) represents 12.0% of the total General Fund operating expenditures,
while the total fund balance represents 13.9% of that same amount.
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The State’s General Fund revenues decreased by $36.9 million (or 3.9%) from the previous fiscal year.
Expenditures also decreased by $41.5 million (or 3.6%). Overall, the fund balance increased by $16.3
million during the current fiscal year. This 11.7% increase from the prior year was due almost entirely to
transfers into the General Fund from the other funding sources.

e Transportation. The total fund balance at the end of the current fiscal year for the Transportation
fund was $141.8 million, an increase of $91.9 million from the prior fiscal year. The increase resulted
primarily from internal spending cuts in operating costs and priority given to the economic stimulus
projects which caused a temporary delay in other construction projects that will require the future use of
State funds.

e Dakota Cement Trust. The total fund balance at the end of the current fiscal year for the Dakota
Cement Trust Fund was $211.0 million, an increase of $16.0 million from the prior fiscal year. The
increase resulted primarily from investment income during the fiscal year.

e Education Enhancement Trust. The total fund balance at the end of the current fiscal year for
the Education Enhancement Trust Fund was $326.3 million, an increase of $23.8 million from the prior
fiscal year. The increase resulted primarily from investment income during the fiscal year.

Proprietary Funds

The State’s proprietary funds are presented on the full accrual basis of accounting and include the State’s
enterprise funds and internal service funds. The following proprietary funds had significant changes to net
assets during fiscal year 2010:

e Lottery Fund. At the end of the current fiscal year, the Lottery Fund reported total net assets of $7.0
million, an increase of $0.09 million in comparison with the prior year. During the current fiscal year, the
State Lottery produced income (before transfers) in the amount of $119.9 million on total revenue of
$154.6 million, compared to the previous fiscal year's income (before transfers) of $120.6 million on total
revenue of $152.5 million. The increase in revenues was the result of increased sales for online tickets.
During fiscal year 2010, the State Lottery distributed approximately $106.7 million to the Property Tax
Reduction Fund, $6.1 million to the General Fund, $6.8 million to the Capital Construction Fund, and
$0.2 million to the Department of Human Services.

e Clean Water State Revolving Fund. The Clean Water State Revolving Fund program
provides low interest loans to governmental entities for wastewater, storm sewer, and nonpoint source
pollution projects. Projects with compliance or health and safety concerns receive highest priority. At the
end of the current fiscal year, the Clean Water State Revolving Fund reported total net assets of $173.2
million, an increase of $16.5 million in comparison with the prior fiscal year. The increase resulted
primarily from (1) the receipt of $12.5 million capitalization grant monies received from the federal
government and (2) $4.0 million of revenue from investments, interest, and other sources in excess of
operating expenses.

e Drinking Water State Revolving Fund. The Drinking Water State Revolving Fund program
provides low interest loans for drinking water projects. Projects with compliance or health and safety
concerns receive highest priority. At the end of the current fiscal year, the Drinking Water Revolving
Fund reported total net assets of $133.0 million, an increase of $17.1 million in comparison with the
prior year. This increase resulted primarily from (1) the receipt of $16.5 million of capitalization grant
monies received from the federal government and (2) $0.6 million of revenue from investments, interest,
and other sources in excess of operating expenses.
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Budgetary Highlights

The following analysis is based on the Budgetary Comparison Schedules included in the Required
Supplementary Information that immediately follows the basic financial statements.

The original budget is defined as the first complete appropriated budget, adjusted by reserves, transfers,
allocations, supplemental appropriations, and other legally authorized legislative and executive changes before
the beginning of the fiscal year. Any such transaction that is authorized as a legislative or executive change
before the beginning of the fiscal year is included in the original budget, regardless of the effective date of the
document loaded on the accounting system. The original budget also includes any actual appropriation amounts
carried forward by law from prior years, including special appropriations, maintenance and repair, and
carryovers. The final budget is defined as the original budget, adjusted by all reserves, transfers, allocations,
supplemental appropriations, and other legally authorized legislative and executive changes after the beginning
of the fiscal year.

General Fund. The difference between the original and the final amended budget was a $1.5 million
decrease in appropriations. That decrease can be attributed to two separate appropriation areas comprised of
emergency specials and general bill adjustments.

The General Fund had $4.0 million worth of emergency special appropriations during fiscal year 2010 that
consisted of the following:

e $1.8 million appropriation to the Department of Corrections for costs related to the purchase of land in
Rapid City for future facilities.

e $1.0 million appropriation to the Bureau of Administration for costs related to the extraordinary litigation
fund.

e $1.2 million appropriation to the Department of Agriculture for costs related to the suppression of wildfires.

The General Fund had general bill adjustments that decreased the original budget by $5.5 million during fiscal
year 2010 which consisted of the following:

¢ $3.3 million decrease in appropriations to the Department of Human Services for programs in
Developmental Disabilities, the SD Developmental Center, Alcohol and Drug Abuse, Rehabilitation
Services, the Human Services Center, and Community Mental Health.

e $1.0 million decrease in appropriations to the Department of Corrections for programs in Mike Durfee
State Prison, The State Penitentiary, The Women’s Prison and Juvenile Community Corrections.

e $0.7 million decrease in appropriations to the Board of Regents for programs at the University of South
Dakota, South Dakota State University, South Dakota School of Mines and Technology, Northern State
University, Black Hills State University, Dakota State University, South Dakota School for the Deaf, and
South Dakota School for the Blind.

¢ $0.3 million decrease in appropriations to the Department of Education for programs in Educational
Resources.

e $0.1 million decrease in appropriations to the Department of Military & Veteran Affairs for programs in the
Army Guard, Air Guard, and State Veteran’s Home.

The net effect of the emergency special appropriations and the general bill adjustments resulted in a $1.5 million
dollar decrease in General Fund appropriations. Overall, there were no over-expenditures by any State
departments. The difference between the final amended budget and actual spending was $10.1 million below
final budgeted estimates.
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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, 2010, is
$3.3 billion (net of accumulated depreciation). This investment in capital assets includes land; land
improvements; land improvements — roads; buildings; equipment; vehicles; infrastructure; and construction in
progress.

State of South Dakota
Capital Assets - Primary Government
(Expressed in Thousands)

Governmental Business-type Total Primary
Activities Activities Government
2010 2009 2010 2009 2010 2009

Land $ 102,479 $ 100,406 $ 295 $ 295 $ 102,774 $ 100,701
Land Improvements 27,559 22,297 924 924 28,483 23,221
Land Improvements - Roads 596,572 589,010 0 0 596,572 589,010
Buildings 387,686 361,056 4,008 4,008 391,694 365,064
Equipment 156,036 147,101 4,542 1,581 160,578 148,682
Intangible Assets — Software 43,468 41,281 725 725 44,193 42,006
Vehicles 124,829 120,593 0 0 124,829 120,593
Infrastructure 3,250,872 3,136,828 0 0 3,250,872 3,136,828
Construction in Progress 216,372 212,672 0 0 216,372 212,672
Total Capital Assets 4,905,873 4,731,244 10,494 7,533 4,916,367 4,738,777
Accumulated Depreciation (1,622,202) (1,551,839) (5,631) (5,234) (1,627,833) (1,557,073)
Total Capital Assets, Net $3,283,671 $3,179,405 $ 4,863 $ 2,299 $3,288,534 $3,181,704

The most significant capital asset the State reported in fiscal year 2010 was infrastructure assets and related
land, land improvements, and construction in progress. Infrastructure assets are long lived capital assets that
normally are stationary in nature and normally can be preserved for a significantly greater number of years than
most capital assets. Examples of infrastructure assets include roads, bridges, tunnels, drainage systems, water
and sewer systems, dams and lighting systems. Infrastructure assets account for $2.7 billion (net of
accumulated depreciation), which is 81.7% of total capital assets (net of accumulated depreciation).

The State’s investment in capital assets (net of accumulated depreciation) increased from fiscal year 2009 to
2010 by approximately 3.4%. The change was primarily due to ongoing construction and completion of
segments of infrastructure - highways, bridges, and railroads. Construction in progress for highways, bridges,
and railroads increased by $59.7 million and decreased (projects completed and capitalized) by $109.9 million.
Land and land improvements increased by $7.3 million which consisted of land purchased by the Department of
Education ($.7 million) and by the Department of Corrections ($0.6 million) and land improvements made by
Department of Transportation ($1.4 million), Department of Military and Veterans Affairs ($2.5 million) and
Department of Game, Fish & Parks ($1.6 million). Building and building improvements increased by $26.6
million. This was largely due to the completion of building improvements for the Camp Rapid Recreation Center
($1.0 million), the completion of the Yankton Armory Upgrades ($0.4 million), the completion of the Herried
Maintenance Shop ($0.8 million), the completion of the Winner Heated Truck Shed ($0.5 million), the completion
of the Becker-Hanson Building 1* Floor Renovations ($0.6 million), the completion of the Lake Area Technical
Institute Automotive Addition ($3.0 million), the completion of the Lake Area Technical Institute Diesel Energy &
Welding Addition ($8.0 million), the completion of the Mitchell Technical Institute Technology Addition ($2.0
million), the completion of the Mitchell Technical Institute Utility Building ($4.0 million), the completion of the
Crawford Hall Radiant Heating Line Replacement ($0.8 million), the purchase of the Rapid City Minimum Unit
($1.6 million) and the completion of the Custer State Park Game Lodge Renovation ($3.1 million). Equipment
assets increased by $11.9 million. This was largely due to the purchase of new equipment and replacing of aged
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equipment by the Department of Transportation ($3.5 million, net of disposals), the Bureau of Administration
($2.1 million, net of disposals), by the Department of Game, Fish & Parks ($0.7 million, net of disposals), by the
Department of Human Services ($1.4 million, net of disposals) and by the SD Lottery Office ($2.9 million, net of
disposals). Intangible assets increased by $2.2 million. This is largely due to new software for the Department
of Transportation ($0.3 million, net of disposals), the Department of Corrections ($0.6 million, net of disposals),
the Bureau of Administration ($0.3 million, net of disposals) and the Department of Revenue ($0.7 million, net of
disposals). Vehicles which include trucks, cars, pickups and other vehicles, increased by $4.2 million largely
due to replacing aged vehicles by the Department of Transportation ($3.6 million, net of disposals) and the
Department of Public Safety ($0.5 million, net of disposals). Construction in progress, not including construction
in progress for highways, bridges, and railroads, increased by $53.9 million. This was largely due to new and
ongoing projects by the Department of Military and Veterans Affairs ($20.8 million, net of projects completed and
capitalized), the Department of Game, Fish and Parks ($0.9 million, net of projects completed and capitalized),
the Bureau of Administration ($2.0 million, net of projects completed and capitalized), the Department of Social
Services ($25.0 million, net of projects completed and capitalized), the Department of Human Services ($2.7
million, net of projects completed and capitalized), and by the Department of Transportation ($1.3 million, net of
projects completed and capitalized).

More detailed information on the State’s capital assets can be found in Notes to the Financial Statements.
Debt Administration

The authority of the State to incur debt is described in Article Xlll, Section 2, of the State’s Constitution.
Generally, the State Constitution prohibits the State from having general obligation indebtedness in excess of
$100,000. General obligation indebtedness of the State is backed by the full faith and credit of the State, and
reported as part of the governmental activities in the State’s basic financial statements.

The South Dakota Building Authority was created and organized by Chapter 5-12 of the South Dakota Codified
Laws. The South Dakota Building Authority issues bonds, certificates of participation, and trust certificates to
finance the cost to acquire, construct, remodel, maintain, and equip buildings and other facilities of State
departments and institutions. These obligations are payable from revenue generated through lease agreements
between the South Dakota Building Authority and other State departments and institutions. The South Dakota
Building Authority is a blended component unit of the State. At June 30, 2010, the uninsured rating was Aa2
from Moody’s and AA- from Standard and Poor's. On March 29, 2011 the Standard and Poor’s rating was
upgraded to AA. The indebtedness, bonds, or obligations incurred or created by the South Dakota Building
Authority may not be or become a lien, charge, or liability against the State. The bonds and all related financial
transactions used to finance buildings of State departments and institutions are reported as part of
governmental activities in the State’s basic financial statements, except for debt of universities, which is reported
as part of the discretely presented component unit information. The South Dakota Building Authority did not
issue any revenue bonds for Governmental Activities. The State incurred no new long-term general
indebtedness under Business Type Activities. The South Dakota Building Authority issued $13.6 million in
Taxable Revenue bonds (Build America Bonds) for Higher Education (a discretely presented component unit).

The Educational Enhancement Funding Corporation (EEFC) is a special purpose corporation, organized by
Chapter 5-12 of the South Dakota Codified Laws. EEFC is an instrumentality of, but separate and apart from the
State. Although legally separate from the State, EEFC is a blended component unit of the State and,
accordingly, is included in the State’s financial statements. At June 30, 2010, the EEFC Series 2002A and
2002B Bonds had a rating of Baa3 from Moody’s and BBB from Standard and Poor’s. Pursuant to a Purchase
and Sale Agreement with the State, the State sold to EEFC its future rights, title and interest in the Tobacco
Settlement Revenues (TSRs) under the Master Settlement Agreement. The purchase price of the State’s future
right, title and interest in the TSRs has been financed by the issuance of the Bonds and the Residual Certificate.
The Residual Certificate represents the right of the State to receive all amounts required to be distributed after
payment of all outstanding bonds and other liabilities of EEFC as set forth in the Trust Indenture. Pursuant to the
resolution, EEFC is prohibited from selling additional bonds, other than refunding bonds. The bonds represent
limited obligations of EEFC, payable solely from and secured solely by the pledged TSRs and the pledged
amounts. The bonds are not a debt or liability of the State or of any political subdivision or agency thereof.
EEFC has no taxing power. During the year, EEFC incurred no new long-term general indebtedness.

The South Dakota Conservancy District issues tax exempt revenue bonds for the Clean Water State Revolving
Fund (CWSRF) and for the Drinking Water State Revolving Fund (DWSRF). These funds provide low interest
loans or other types of financial assistance for the construction of publicly-owned wastewater treatment facilities;
implementation of nonpoint source management programs; and construction and maintenance of drinking water
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facilities respectively. At June 30, 2010, the South Dakota Conservancy District had maintained its long-term
rating of Aaa from Moody’s and AAA from Standard & Poor’s on all outstanding State Revolving Fund Program
Bonds. The South Dakota Conservancy District bonds do not constitute a debt or liability of the State; or a
pledge of the faith and credit of the State.

The bonds are paid solely from CWSRF and DWSRF loan repayments. The tax exempt revenue bonds and
related financial transactions for the CWSRF and DWSRF are reported as part of the business-type activities in
the State’s basic financial statements. During the current fiscal year, the South Dakota Conservancy District
issued Bond Anticipation Notes (BANS) for the CWSRF program with a par amount of $37 million. They were
sold at a premium of $543,160 making the total BANS proceeds equal $37,543,160. The District also issued
BANS for the DWSRF program with a par amount of $18 million. They were sold at a premium of $264,240
making the total BANS proceeds equal $18,264,240. The closing date on all the BANS was 8/26/2009. The
maturity date was 9/30/2010 with an interest rate of 2.0%.

At June 30, 2010, primary government had total notes and bonded debt outstanding as follows:
State of South Dakota

Outstanding Loans and Bonded Debt
(Expressed in Thousands)

Governmental Business-type Total Primary
Activities Activities Government
2010 2009 2010 2009 2010 2009
Revenue Bonds:
South Dakota Building
Authority $ 52,591 $ 61,271 $ 52,591 $ 61,271
Educational Enhancement
Funding Corporation 207,578 219,230 207,578 219,230
South Dakota Conservancy
District 126,509 131,097 126,509 131,097
Trust Certificates:
South Dakota Building
Authority 21,895 24,435 21,895 24,435
Capital Leases: 25,009 29,632 25,009 29,632
Total $ 307,073 $ 334,568 $ 126,509 $ 131,097 $ 433,582 $ 465,665

Additional information on the State’s long-term debt obligations can be found in the Notes to the Financial
Statements.

ECONOMIC CONDITIONS AND OUTLOOK

Nonfarm employment in South Dakota declined during fiscal year 2010 as the national economic recession
continued to have a negative impact on employment. In fiscal year 2010, nonfarm employment in the State
declined 1.6%, or 6,700 jobs. Although job losses were realized during the fiscal year, employment growth in
South Dakota was better than the national growth rate for the ninth fiscal year in a row. The unemployment rate
in South Dakota remained one of the lowest in the nation in fiscal year 2010. South Dakota’s unemployment rate
was 4.7% in June 2010, while the U.S. unemployment rate was 9.5% the same month. In calendar year 2010,
the most recent annual data that is available, South Dako<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>