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2002 TREASURER’S LETTER TO THE GOVERNOR

State of Connecticwt

Ffce of the Treasurer
Lrear L MNeesia Howaap & Firk 4
THERHEY Leryr- TrpurL e

October 15, 2002

The Honorable John G. Rowland
Governor of Connecticut

The Honorable Members of the Connecticut General Assembly

The People of Connecticut

| am pleased to submit the Annual Report of the Treasurer of the State of Connecticut for the fiscal
year ended June 30, 2002. This fiscal year report is a comprehensive financial review of the Office of
the Treasurer including quanftitative data and explanatory comments on the operations of the
Connecticut Retirement Plans and Trust Funds (CRPTF), Short-Term Investment Fund (STIF) and The
Connecticut Higher Education Trust (CHET).

This report is prepared in accordance with the requirements of the Connecticut General Statutes
and, for the first time this year, incorporates the reporting requirements of the provisions of
Governmental Accounting Standards Board (GASB) Statement No. 34. Implementation of this new
reporting standard is consistent with the Treasury’s commitment to both comprehensive and accurate
disclosure of financial information.

Asrequired by GASB Statement No. 34, the financial section now includes Management’s Discus-
sion and Analysis (MD&A), which provides an infroduction, overview, and analysis of the financial
statements. In addition, the State Office of the Comptroller has adopted GASB 34, which requires
that the Second Injury Fund (SIF) be reported as an enterprise fund (formerly an expendable trust
fund). Assuch, SIF now includes a portion of the State’s long-term debt attributable to prior years’
State borrowings used to settle SIF claims.

When | began my term as Connecticut’s State Treasurer in 1999, it was a time of unprecedented
economic growth and national prosperity. Times have changed. This year’s Annual Report is issued
as our nation faces great challenges in the aftermath of September 11, 2001, and with individual
shareholders and institutional investors adversely affected by the dramatic downturnin the economy
and numerous disturbing disclosures of corporate malfeasance. The Connecticut Retirement Plans
and Trust Funds have not been immune to the impact of the economic downturn or the ramifications
of corporate fraud, but we are weathering the storm soundly and it is important for pension benefi-
ciaries to know that their benefits in Connecticut’s pension program are not at risk.

During the past three years, the fund has paid out $2.2 billion in pension benefits and is one of
the best performing public pension funds in the Trust Universe Comparison Survey’s report of public
funds with assets greater than $1 billion - in the top 19%, outperforming 81% of similar funds.

The Treasurer’s Office has also continued our aggressive approach toward the recovery of assets
and loss prevention. Those efforts included renegotiation of contract terms, negotiated settlement
of fee disputes, elimination of contract ambiguities, development of best practice contract terms,

S5 Fiu S-rzet HarTroFp, CORnECT LT OBIOE-17V 73, TELZprenE, (600 7O2-3000
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enhancement of the proof of claim filing process, application to serve as lead plaintiff in class
action litigation, encouragement of other institutional investor lead plaintiffs to aggressively negoti-
ate reasonable legal fees and consideration of filing lawsuits. Assets recovered during this fiscal
year total $57.6 million, including $6.7 million in negotiated seftflement of fee disputes, $1.4 million in
class action settlement proceeds, and $49.5 million in partial settlement of a legal dispute with one
of the pension fund’s private equity investment managers. Since the institution of the asset recovery
program in 1999, the Treasury has recovered $745.5 million through the fiscal year ended June 30,
2002.

Despite this year’s volatile market and general slowdown in world economies, the Fund outper-
formed its investment benchmark by 321 basis points, achieving an investment return of negative
6.39 % compared to the negative 9.60% return for the benchmark. It marked the third consecutive
year that the Fund has surpassed its benchmark, a reflection of the success of the Fund’s diversified
portfolio and overall asset allocation policy, as developed in conjunction with the Investment Advi-
sory Council (IAC). The value of that out-performance, in dollar terms, was approximately $559
million (282 basis points), $1.03 billion (469 basis points), and $661 million (321 basis points) in each
of those years respectively, for an average annualized out-performance value of $760 million, net
of fees. At year’s end, the CRPTF was valued at $18.7 billion.

In addition to its solid performance, the Connecticut pension fund has played an important role
in advocating corporate governance reform aimed at restoring investor confidence, strengthening
the economy and assisting our portfolio companies improve the bottom line and the return on our
investment.

During this fiscal year, in accordance with the fund’s Investment Policy Statement and proxy
voting guidelines adopted by the IAC during this administration, our active role in advocating
corporate governance reforms met with much success on important issues. Those issues included
prohibiting the same firm from being hired to complete both audit and consulting assignments and
requiring a majority of the board of directors and all members of the corporate audit, executive
compensation and nominating committees to be independent. Additionally, consistent with our
policies, | pointed out the weakening of shareholder rights that would have occured with a re-
incorporation of Connecticut-based Stanley Works to Bermuda.

Beyond our efforts, the changing public attitudes toward corporate wrongdoers led to greater
action by both federal regulatory and legislative bodies, working to prevent fraudulent reporting
by corporate executives. | continue to participate in codlitions with other institutional investors to
bring aftention to these issues in order to restore investor confidence and build a foundation of
corporate accountability.

A report in The Wall Street Journal (August 16, 2002) noted that the steep decline in the stock
market is primarily responsible for the increase to fifty percent of all public pension plans being
under funded at June 30, 2001, up from 31% in 2000. The percentage of under funded public plans
is expected torise to 75% for the fiscal year ended June 30, 2002, when audited results are available.
| again urge the Governor and General Assembly to increase the annual state pension contribution
to 100 percent of actuarial recommendations in order to keep the pension fund solvent in the long
term. No single issue facing our pension system - and the fundamental integrity of future state
budgets - is more important than fully funding the state’s annual pension contributions.

This report also highlights the activities and tfransactions in the administration of debt manage-
ment, cash management, unclaimed property, and the Second Injury Fund. Some highlights in
those areas include the following:

The Treasurer’s Office managed the sale of §1.6 billion of General Obligation, Special Tax Obli-
gation and UCONN Bonds to provide new funding for State projects and grants, local school con-
struction, transportation infrastructure and improvements to the State’s colleges and universities.
The Office also took advantage of falling interest rates with an aggressive debt-refinancing pro-
gram. A total of $1.1 billion of refunding bonds were issued providing $76.5 million in debt service
savings over the life of the bonds. My administration also defeased $45 million of Second Injury
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Fund bonds and eliminated all short-term borrowings for the Fund assisting in our ability to reduce
assessments on Connecticut businesses.

The Treasury’s Short-Term Investment Fund (STIF) invested an average of $4.1 billion in short-term
money market instruments during the fiscal year 2002. This represents 1,084 STIF accounts for 60 State
agencies and authorities and 251 municipalities and local entities. This includes an increase of 41
local government STIF accounts with $37 million of assets, reflecting the continued confidence in the
fund as a solid investment vehicle for Connecticut communities. The total annual return of 2.61% in
STIF exceeded its primary benchmark by 39 basis points, resulting in $16 million in additional interest
income for the state, municipalities, other units of local government and their taxpayers.

Over $10.1 million was returned to more than ten thousand owners and heirs by the Treasury’s
Unclaimed Property Division during the fiscal year, the highest one-year total in the 66-year history of
the State’s unclaimed property program. This is the fourth consecutive record-breaking year. The
intensified effort to return assets was greatly aided through the increased use of the Internet by
accepting on-line inquiries for unclaimed assets. My administration also stepped up efforts to have
unclaimed property tfurned over to the State from businesses across Connecticut. During the fiscal
year, a total of $34.4 million was escheated to the Treasury in accordance with state law.

For the second consecutive year, the assessments charged to Connecticut businesses for the
Second Injury Fund has been reduced, representing a savings of $14.4 million annually for Connecti-
cut businesses. The new assessment rate of 8.0% for insured employers and the new 11.6% assessment
rate for self-insured employers are the lowest rates in over a decade. The cumulative savings to
businesses from the two rate reductions is $23.6 million - a 25.3% reduction in rates in the past two
years.

My administration has continued to make CHET, Connecticut’s 629 College Savings Program,
more accessible, affordable and flexible for Connecticut families. Building on previous changes,
including reducing the contribution needed to open an account and the fees charged to account
owners, the CHET program this year infroduced two new investment options for account owners
offering varying degrees of risk and made on-line enrollment available. The response has been
outstanding. Total account owner assets under management increased during the fiscal year from
$94 million to $208 million, up 121%. By the end of the fiscal year, the number of CHET accounts had
jumped from 13,393 to 26,330, an increase of 97%.

Additional financial detail on these areas of responsibility within the Office of State Treasurer are
provided in this document.

In keeping with the June 14, 2002, Office of Policy and Management directive to discontinue the
printing of annual reports as a cost saving measure, this Annual Report will be made available in a
CD-ROM format, as was done last year, and can be accessed on our website, at www.state.ct.us/
oft.

Finally, the preparation of this annual report involves the dedicated effort of every employee of
the Office of the Treasurer who works diligently throughout the year to protect the future financial
security of all Connecticut residents. | acknowledge their work with sincere gratitude, and trust that
this Report will prove both informative and useful.

Sincerely,

N : .
€ EoRmcie A i
Denise L. Nappier
Treasurer

cc: Steven W. Hart, Chairman, Investment Advisory Council

OFFICE OF THE STATE TREASURER, DENISE L. NAPPIER Q



2002 TREASURY OVERVIEW

Mission Statement

To serve as the premier State Treasurer’s Office in the nation through effective management of
public resources, high standards of professionalism and integrity, and expansion of opportunity for
the citizens and businesses of Connecticut.

Duties of the Treasury

The duties and authority of the Office of the Treasurer are set out in Article Four, Section 22 of the
Connecticut Constitution and in Title 3 of the Connecticut General Statutes. In general, the Treasurer
is responsible for the safe custody of the property and money belonging to the State.

The Treasurer receives all money belonging to the State, makes disbursements as directed by
Statute, and manages, borrows, and invests all funds for the State.

More than $17 billion in State revenue is received into the Treasury each year which covers the
State’s disbursements. The Treasurer is also responsible for prudently investing the more than $18
billion in State pension and trust fund assets and approximately $3 billion in State and local short-
term investments. The Treasurer maintains an accurate account of all funds through sophisticated
security measures and procedures.

Boards, Committees, and Commissions
By law, the Treasurer is a member of the following:

State Bond Commission Investment Advisory Council
Banking Commission Finance Advisory Committee
Connecticut Lottery Corporation Connecticut Higher Education Trust
Board of Directors Advisory Committee
Council of Fiscal Officers The Standardization Committee
Information and Telecommunication The Private Activity Bond Commission
Systems Executive Steering Committee
Connecticut Development Authority Connecticut Housing Finance Authority
Connecticut Health and Educational Connecticut Higher Education
Facilities Authority Supplemental Loan Authority
Board of Directors Board of Directors
Waterbury Financial Planning and Connecticut Resource Recovery Authority

Assistance Board

Additional information on responsibilities of each is provided on Supplemental pages S-38 and
S-39.

Office of the State Treasurer Organization
The Office of the Treasurer consists of an executive office and five divisions, which are as follows:

The Executive Office has responsibility for policy-setting, investor and corporate relations, legal
and legislative affairs, public education and information, business and information services, and
special projects. The Executive Office ensures that the Treasury adheres to the highest order of public
values, fiscal prudence and ethics in the conduct of the public’s business.
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The Pension Funds Management Division, under the direction of the Chief Investment Officer,
manages the State’s six pension funds and nine State tfrust funds with a combined market value
portfolio in excess of $18 billion ranging in investment diversity from domestic and international
stocks to fixed income, real estate and private investment equity. Clients include approximately
160,000 tfeachers, State and municipal employees, as well as academic programs, grants, and
initiatives throughout the State. The Teachers’ Retirement Fund is the Treasury’s largest pension fund
under management containing $10.1 billion, followed by the State Employees’ Retirement Fund
containing $7.1 billion and the Municipal Employees’ Retirement Fund with $1.2 billion. The Pension
Funds Management Division also serves as staff to the Investment Advisory Council.

The Cash Management Division, under the direction of an Assistant Treasurer, has responsibility
for cash accounting and reporting, cash positioning and forecasting, bank and fund reconcilio-
tion, bank administration and check processing. Over 3 million banking fransactions are accounted
for and reconciled annually. The division maintains accountability over the State’s approximately
$155 billion internal and external cash flows through the Treasury’s 24 bank accounts annually. The
Division prudently and productively manages clients’” cash, including that of State agencies and
authorities, and 251 municipal and local government entities utilizing the Short-Term Investment
Fund, which had an average market value of $4.1 billion during the year.

The Debt Management Division, under the direction of an Assistant Treasurer, administers the
State’s bond and debt financing program, including the sale of State bonds. Monitoring the bond
markets, financing structures and economic trends that affect interest rates are critical requirements
for favorable bond issuances. The Division issues bonds to finance State capital projects, refinances
outstanding debt when appropriate, manages debt service payments and cash flow borrowing,
provides information and data to private credit rating agencies, and administers the Clean Water
and Drinking Water loan programs. Over $12 billion of State debt was outstanding as of June 30.

The Second Injury Fund Division, under the direction of an Assistant Treasurer, is a workers” com-
pensation insurance program for certain injured worker claims. The Second Injury Fund adjudicates
those qualifying workers” compensation claims fairly and in accordance with applicable law, insur-
ance industry standards and best practices. Where possible, the Second Injury Fund seeks to help
injured workers return to gainful employment or will seek seftlement of claims, which will ultimately
reduce the burden of Second Injury Fund liabilities on Connecticut taxpayers and businesses.

The Unclaimed Property Division, under the direction of an Assistant Treasurer, collects and safe-
guards all financial assets left unclaimed by owners for a specific period of time, generally three to
five years. Unclaimed assets include, but are not limited to: savings and checking accounts;
uncashed checks; deposits; stocks, bonds or mutual fund shares; tfravelers checks or money orders;
life insurance policies; and safe deposit box contents. The Division publicizes the names of rightful
owners in an attempt to return unclaimed property o them.

2002 Annual Report Year at a Glance
COMBINED INVESTMENT FUNDS, JUNE 30

Market Value of Assets Under Management $ 19,5657,516,103
Net Assets Under Management $ 18,706,154,352
Total Investment Returns for the Fiscal Year $ (1,331,972,420)
Total Management Fees for the Fiscal Year S 91,359,778
Total Number of Advisors 68
Decrease in Total Advisors from Prior Year 2
One-Year Total Return 6.39%
Five-Year Compounded Annual Total Return 5.72%
Ten-Year Compounded Annual Total Return 9.00%

OFFICE OF THE STATE TREASURER, DENISE L. NAPPIER 11
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DEBT MANAGEMENT, JUNE 30

Total Debt Outstanding S 12,356,654,584
General Obligation Debt included above S 7,436,329,613
Total New Debt Issued During the Fiscal Year S 2,742,670,000
General Obligation Debft Issued included above S 1,822,335,000
Total Debt Retired and Defeased During the Fiscal Year S 2,059,526,532
General Obligation Debt Retired and Defeased included above S 1,202,611,532
Total Debt Service Paid on Outstanding Debt During the Fiscal Year S 1,502,513,719
Total Interest Paid on Outstanding Debt included above S 627,847,187
CASH MANAGEMENT, JUNE 30
Total Cash Inflows During the Fiscal Year § 77.347,732919
Total Cash Outflows During the Fiscal Year §  77.363,495,924
Number of State Bank Accounts at June 30, 2002 448
Number of State Bank Accounts at June 30, 2001 484
SHORT-TERM INVESTMENT FUND, JUNE 30
Market Value of Assets Under Management S 3,543,556,206
One-Year Total Return 2.61%
Five-Year Compounded Annual Total Return 5.18%
Ten-Year Compounded Annual Total Return 5.07%
Weighted Average Maturity 28.9 days
Number of Participant Accounts 1,084

SECOND INJURY FUND, JUNE 30
Number of Claims Settled During the Fiscal Year 209

Total Cost of Claims Settled S 11,657,800
Second Injury Fund Unfunded Liability (expressed as reserves) S 544,322,000
Number of Claims Outstanding 2,737
UNCLAIMED PROPERTY, JUNE 30

Dollar Value of Gross Unclaimed Property Receipts S 35,411,853
Dollar Value of Claims Paid S 10,117,462
Number of Property Claims Paid 10,007
CONNECTICUT HIGHER EDUCATION TRUST, JUNE 30

Number of Participants 26,330
Program Equity $ 207,969,184
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October 15, 2002

Honorable John G. Rowland
Governor

State of Connecticut
Hartford, Connecticut

Dear Governor Rowland:

As Chairman of the Investment Advisory Council (IAC), | am pleased to present this report on the
performance of the State of Connecticut Retirement Plans and Trust Funds (CRPTF) for the fiscal year
ended June 30, 2002.

In the midst of a difficult market climate, the CRPTF’s fiscal 2002 performance reflected general
financial market conditions and produced a net total return (after all expenses) of negative 6.39 %,
which, when combined with the funds’ negative operating cash flow of $555 million, resulted in a
decline in assets to $18.7 billion as of June 30, 2002. However, despite these market conditions, the
CRPTF outperformed its benchmark by 321 basis points. Had the Fund not outperformed its bench-
mark, the CRPTF assets would have declined further by approximately $661 million.

The CRPTF’s performance relative to other public funds in the Trust Universe Comparison Service
(TUCS) (its peer group for Public Funds with assets greater than $1 billion dollars) for the one, three
and five year periods ending June 30, 2002, was in the 60™ 19" and 18™ percentiles, respectively.
When measured over the course of a market cycle, the CRPTF is among the top performing funds
among its peers. Thisisin large part due to the time and attention spent by the Treasurer and the IAC
on the funds’ asset allocation plan and asset manager selection. The CRPTF's investment strategy is
constructed in such away as to exceed its benchmark and receive superior returns with less risk over
a market cycle. The IAC believes that the CRPTF is well positioned to weather the current market
conditions.

For the fiscal year, the strong relative performance of the CRPTF was evidenced in all publicly
fraded funds (the Mutual Equity Fund (MEF), International Stock Fund (ISF), Mutual Fixed Income Fund
(MFIF), and the Cash Reserve Account (CRA)). In addition, the Private Investment Fund (PIF) outper-
formed its benchmark. Partially offsetting these strong results were the Real Estate Fund and Com-
mercial Mortgage Fund (CMF), which both produced below benchmark returns.

As anyone familiar with the stock market knows, the equity markets experienced a difficult year,
with declines in both domestic and international markets. The Russell 3000, the benchmark for the
Mutual Equity Fund, declined 17.24%. The Mutual Equity Fund, however, bested the index by 229
basis points, benefiting from its small cap value bias. The benchmark for the International Stock
Fund (a blend of developed and emerging markets indices) dropped by 10.88%. However, the ISF
outperformed its benchmark by 188 basis points. Active management in both the developed and
emerging equity segments had a significant positive impact on relative performance.

The Mutual Fixed Income Fund led its benchmark by 60 basis points for the fiscal year, helped by
its underexposure to high yield and emerging markets debt segments and its resulting overexposure
to the core segment.

The portfolio’s long-term commitment to the less liquid sectors of the market, is evidenced by the
roughly 16% invested in the Private Investment and Real Estate Funds. While performance in asingle
year is not indicative of ultimate expectations for these funds, it is still important to view these funds
against appropriate benchmarks. The Private Investment Fund outperformed its benchmark by 643
basis points for the fiscal year, while the Real Estate Fund trailed its benchmark by 559 basis points.

OFFICE OF THE STATE TREASURER, DENISE L. NAPPIER




INVESTMENT ADVISORY COUNCIL

Itis also important to note that the IAC reviews fund performance on a monthly basis, discussing
individual manager changes when necessary. In addition, a more extensive review of fund and
manager performance is conducted by the IAC on a quarterly basis.

Since the third quarter of 2000, all major asset markets have declined significantly and will likely
experience lower level of returns than those achieved in the 1990°s. Actuarial assumptions assume
an average annual investment return for the CRPTF of 8.5%. It is unlikely that the CRPTF will be able
to achieve this level of return for the foreseeable future. The current down market, when combined
with the steady drain of negative operating cash flow which results from the payments to the ben-
eficiaries significantly exceeding the payment inflow from the State and active employees, will
exacerbate the under funding of the plan.

The IAC is united in continuing to stress that the legislature must address the significant systemic
under funding of the pension plans. The latest actuarial reports indicate that the largest plan, the
Teachers’ Retirement Plan, was 81.4 percent funded, followed by the State Employees’ Retirement
Plan, which was 62.5 percent funded, and the State Judges Plan, at 67.9 percent funded. The total
amount of this under funding is approximately $6.5 billion. Internal analysis has shown that perfor-
mance of the investment assets alone will not make up the difference and eventually the state
(taxpayers) will have to fund this deficit. We would urge the legislature to fully fund what the
actuaries recommend for contributions to the plans annually.

I would also like to use this opportunity to report during that in March, 2002, the IAC formally
adopted an Investment Policy Statement for the CRPTF as specified in the Treasury Reform legislo-
tion. This first of its kind policy document for the CRPTF establishes the asset allocation plan for the
fund, lays out criteria for all investments, establishes the asset classes within which the CRPTF can
invest, clearly articulates the duties and responsibilities of the Investment Advisory Council, sets out
the evaluation criteria for managers who are placed on a “watch list” as part of the management
of the fund, and establishes proxy voting guidelines for the CRPTF. This document represents the
fruition of a great deal of work by the Treasurer and the IAC.

As the Chairman of the Investment Advisory Council, | am gratified to be amongst fellow com-
mittee members whose care and attentiveness to the IAC’s mission demonstrates an unwavering
commitment to those whom they represent. It is with this sense of duty and solemn pledge to
maintain our commitment to all the current and future pension beneficiaries and the taxpayers of
the State of Connecticut that | sulbomit this brief summary on behalf of the Investment Advisory Coun-
cil.

Sincerely,

St M

Steven W. Hart
Chairman, Investment Advisory Council
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INVESTMENT ADVISORY COUNCIL

The Investment Advisory Council |AC) consists of The State Treasurer and Secretary of the Office of Policy and
Management (as ex-officio memibers of the council), five public memlbers all of whom shall be experienced in
matters relating to investments appointed by the Governor and legislative leadership, and three representatives of
the teachers’ unions and two representatives of the state employees’ unions (CGS Sec. 3-13b).

As enacted in Public Act 00-43, the IAC annually reviews the Investment Policy (IPS) Statement recommended
by the Treasurer which includes an outline of the standards governing investment of trust funds by the Treasurer. The
IPSincludes, with respect to each trust fund, (A) investment objectives; (B) asset allocation policy and risk tolerance;
(C) asset class definitions, including specific types of permissible investments within each asset class and any specific
limitations or other considerations governing the investment of any funds; (D) investment manager guidelines; (E)
investment performance evaluation guidelines; (F) guidelines for the selection and termination of providers of invest-
ment related services who shall include, but not be limited to, investment advisors, external money managers,
investment consultants, custodians, broker-dealers, legal counsel, and similar investment industry professionals; and
(G) proxy voting guidelines. The Treasurer shall thereafter adopt the IPS, including any such changes recommmended
by the IAC the Treasurer deems appropriate, with the approval of a majority of the members appointed to the IAC.

Alltrust fund investments by the State Treasurer shall be reviewed by the Investment Advisory Council along with
all information regarding such investments provided to the council which the Treasurer deems relevant to the
council’sreview and such other information as may be requested by the council. The IAC shall also review the report
provided by the Treasurer at each regularly scheduled meeting of the IAC as to the status of the trust funds and any
significant changes which may have occurred or which may be pending with regard to the funds. The council shall
promptly notify the Auditors of Public Accounts and the Comptroller of any unauthorized, illegal, iregular or unsafe
handling or expenditure of trust funds or breakdowns in the safekeeping of trust funds or contemplated actionto do
the same within their knowledge.

At the close of the fiscal year, the IAC shallmake a complete examination of the security investments of the State
and determine as of June thirtieth, the value of such investments in the custody of the Treasurer and report
thereon to the Governor, the General Assembly and beneficiaries of trust fund assets administered, held or
invested by the Treasurer (CGS Sec. 3-13b(c)(2)).

Council members who contributed their time and knowledge to the IAC during fiscal 2002 include:
STEVEN W. HART, Chairman, as appointed by the Governor, President, Hart Capital LLC.

CLARE H. BARNETT, (Representative of State Teachers” unions) Teacher and Social Studies Chair,
Danbury school system.

REGINALD U. MARTIN, Managing Partner, Insurance Planning Associates.
GEORGE H. MASON, Retired Business Educator.

JEFFREY H. MOCKLER, (Representative of State Employees’ unions), Staff Representative, AFSCME
Council 4, IAC member through February 2002 per Section 3-13b subsection (b) of the
Connecticut General Statutes.

DENISE L. NAPPIER, Treasurer, State of Connecticut (Ex-officio member) and council secretary.

SHARON M. PALMER, (Representative of State Teachers’ unions) First Vice President, CT Federation
of Educational and Professional Employees.

HENRY E. PARKER, Former Treasurer, State of Connecticut 1975-1986, Former Senior Vice President,
Atalanta/Sosnoff Capital Corporation (Retired January 1998).

CLARENCE L. ROBERTS, JR., Former Assistant Treasurer, Unilever United States, Inc. (Retired 1994).
MARC S. RYAN, Secretary, State Office of Policy and Management (Ex-officio member).

ROSALYN B. SCHOONMAKER, (Representative of State Teachers’ unions) Retired teacher and
retirement counselor.

CAROL M. THOMAS, (Representative of State Employees’ unions) State Department of Mental
Retardation.
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%@@@nd management division

Division Overview
Introduction

As principal fiduciary for six State pension and nine tfrust funds, the Treasurer is responsible for
prudently managing $18.7 billion of investment assets on behalf of approximately 160,000 teachers,
State and municipal employees as well as trust funds financing academic programs, grants, and
initiatives throughout the State. The Pension Funds Management Division is responsible for the day to
day operations associated with Connecticut’s Retirement Plans and Trust Funds.

Prudent investment management not only affects the retirement security of the bbeneficiaries, but
the size of the State budget as well. Funding of the pension benefit liability is dependent on invest-
ment returns, State (taxpayer) contributions and the contribution requirements of retirement plan
members. If investment returns fall below the actuarial target return, more tax dollars may need to
be contributed to ensure full payment of benefits. When pension investment returns exceed the
target return, excess returns are applied against the unfunded liability.

As shown in Figure 1-1, over the last ten years pension and trust assets have grown from $9.5
billion to $18.7 billion, or 97%. The Teachers’ Retirement Fund (TERF), with $10.1 billion under man-
agement at June 30, 2002, is the largest participating fund, followed by the State Employees’ Retire-
ment Fund (SERF) and the Municipal Employees’ Retirement Fund (MERF) with $7.1 billion and $1.2
billion, respectively. During the fiscal year ended June 30, 2002, total annual investment returns,
comprising interest income, dividends, securities lending income, and net realized and unrealized
capital gains, net of Fund operating expenses, were negative $1.3 billion. (See figure 1-2.)

Organization/Staff Review

Under the supervision of a Chief Investment Officer, the Division executes and manages the
investment programs of the pension and trust funds. The fourteen-member professional staff are
responsible for: analyzing plan liabilities; recommending asset allocation policy; recommending,
monitoring, and reporting on the investment advisors retained o invest the State’s pension and trust
assets. In addition, PFM reviews the custodian accounting of plan assets to ensure that earnings are
properly determined and properly distributed to each plan and frust in accordance with their pre-
determined share. Through reports, analysis, and presentations to the Treasurer and the Investment
Advisory Council, PFM staff detail investment performance of the pension funds and trust assets. The
Division’s operations are conducted through three units: Alternative Investments, Accounting and
Control, and Performance and Analysis. State Street Bank and Trust, as the custodian of record for
the CRPTF retains physical custody of, safeguards, and provides record keeping services for plan
assets under the supervision of PFM staff.

Operating Expenses

The Division allocates all operating overhead directly to the earnings of the pension and trust
fund assets under management. It is therefore incumbent upon the Division to manage assets in a
cost-effective manner consistent with maximizing long-term returns.

Fund Management

The Treasurer employs external advisors to invest each Fund. Advisors are selected based on
asset class expertise, investment performance and style and are expected to comply with the pa-
rameters, guidelines, and restrictions set forth in the Policy.

As of June 30, 2002, 68 external advisors were employed by the Treasury to invest the pension and
trust assets, a decrease of two advisors from June 30, 2001. (See figure 1-5.)
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Investment Policy

It is an immutable principle of pension fund management that the decision on how fund assets are
allocated represents as much as 90% of the returns. In April 2002, the Investment Advisory Council ap-
proved the Investment Policy Statement (IPS) including the asset allocation plan, which governs Fund
investments foday. The Asset Allocation Plan’s main objective is to maximize investment returns over the
long term at an acceptable level of risk, primarily through asset diversification. Risk, in this context, is
defined as voldtility of investment returns. (See the Understanding Investment Performance discussionin
the Supplemental Section.)

Diversification across asset classes is a critical component in structuring portfolios to maximize return
at a given level of risk. Likewise, asset allocation is used to minimize risk while seeking a specific level of
return. In selecting an asset allocation strategy, there is a careful examination of the expected risk/return
tfradeoffs, correlation of investment returns, and diversification benefits of the available asset classes (i.e.,
those not restricted by statute) under different economic scenarios.

As shown in Figure 1-3, the number and complexity of asset classes comprising the asset allocation
Policy have fluctuated during the last ten years. New asset classes have been introduced to diversify the
pension and frust assets while changing economic environments have required different allocation strat-
egies. As of June 30, 2002, multiple asset classes were included in the Investment Policy, including U.S.
Equity, International Equity, U.S. Fixed Income, Equity Real Estate, and Alternative Investments.

At fiscal year-end, domestic and international equities comprised the largest asset allocation, at 48%.
Equities have an established record of maximizing investment returns over the long term. Fixed income
and alternative investments were also included to allow the Fund both to leverage portfolio returns dur-
ing highly inflationary or deflationary environments and to mitigate the effects of voldatility in the stock
market.

To realize the allocations set forth in the Asset Allocation Plan, the Division operates seven Combined
Investment Funds ("CIF” or the “Funds”) as a series of mutual funds in which the pension and frust funds
may invest through the purchase of ownership interests. Each Fund is designed to replicate one or more
of the six asset classes outlined in the Policy.

Domestic Equity

Management of the equity portfolio uses both a pure indexing and enhanced indexing strategy.
Enhanced indexing involves identifying, through market analysis and research, those securities in the
index which are most likely to under-perform, and discarding them from the portfolio. This is achieved
while maintaining industry weightings consistent with the overall index. The goal of enhanced indexing is
to generate areturn slightly in excess of the selected index. Indexing is a particularly appropriate strategy
forthe “large-cap” segment of the equity markets, which is defined as the securities of the largest capital-
ized public companies, typically comprising the major market indices. Moreover, significant research
demonstrates that the U.S. equity markets, particularly the large-cap segment, are widely considered the
world’s most “efficient” markets, and therefore are the most difficult to “beat” with active investment
management.

Within the “small- and mid-cap” sections of the equity markets, active management continues to
allow pension funds the opportunity to receive enhanced returns. Small- and mid-cap securities are
issued by companies that are much smaller and not as closely monitored, researched or analyzed as the
larger capitalization companies. Consequently, the small-cap segment of the U.S. equity market is less
“efficient.” Certain active investment advisors are therefore more likely to outperform the markets over
the long tferm, while earning an acceptable level of return per unit of risk. The Fund measures its perfor-
mance against the Russell 3000 Index. During fiscal 2002, the Treasurer terminated two small/mid cap
managers due to performance and organizational furnover.

As currently structured, the domestic equity portfolio replicates the approximate capitalization of the
market as a whole with 75% of the Fund invested in large-cap stocks and 25% in small/mid-cap stocks.
Approximately 85% of the entire domestic equity portfolio adheres to an indexing or enhanced indexing
strategy.
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International Equity

During fiscal year 2000, the structure of the International Stock Fund (ISF) was revised to reflect the
long-term performance objectives of this asset class. It was determined that the Fund would consist of a
series of externally managed equity portfolios which, in aggregate, are structured to achieve long-term
performance consistent with non-U.S. equity markets and add diversification of the total portfolio. The
ISF’s hybrid benchmark is 83% of the Salomon Smith Barney Europe Pacific Asia Composite Broad Market
Index -half-hedged and 17% of the Morgan Stanley Emerging Markets Free Index. During fiscal 2002, the
Treasurer, with the endorsement of the Investment Advisory Council selected 12 advisors to manage six
mandates established as a result of the ISF structure review. Implementation is in process and will be
completed during the next fiscal year.

The ISF performance objective is to outperform the hybrid benchmark net of management fees by
100 basis points per annum over rolling five-year time periods.

Fixed Income

The Mutual Fixed Income Fund serves as an investment tool for the Pension and Trust Funds with the
goal of reducing voldtility in Fund returns under various economic scenarios. During periods of low
inflation, fixed income investments may enhance the overall performance of the Pension and Trust Funds,
while in times of moderate inflation and high nominal interest rates, these investments may contribute
investment returns. The Fund measures its performance against the Lehman Brothers Aggregate Index,
widely considered to be a surrogate for the performance of the U.S. bond market.

The current fixed income structure includes convertible bonds and high yield bonds as security classes.
Convertible bonds allow bondholders to exchange bonds for a specified numiber of shares of commmon
stock in a firm. This gives holders of the bonds an option to share in the price appreciation of the
company’s stock and is an effective diversification tool for the fixed income portfolio. The high yield
asset class allows the fund to take advantage of attractive yields of securities of companies with the
potential for improving credit quality. During fiscal year 2002, the Office of the Treasurer began a struc-
ture review for the Fund as part of its continuing implementation of the Asset Allocation Policy and
strategy for the Mutual Fixed Income Fund.

Real Estate and Private Equity Investments

The strategic asset allocation that was established for the real estate asset class was 5%, and 11% for
private equity. The portion of the Policy governing the structure of the Real Estate Fund is under review.
During fiscal year 2002, the Treasury selected a real estate consultant to assist with the Real Estate Fund
policies. The Treasury engaged a private equity consultant to assist in establishing the Private Investment
Fund policies, including; portfolio review, Fund structure, guidelines, and implementation strategy for the
overall portfolio. During fiscal year 2002, the Treasury completed the Private Investment Fund policies,
which has been incorporated in the IPS. The Private Investment Fund (PIF) investments will be in externally
managed separate accounts or limited partnerships that focus on private equity investments. Private
equity investments include the following: venture capital funds (focusing on start-ups, early and expan-
sion stage); mezzanine funds (investing in equity and debt instruments of established companies); buy-
out and acquisition funds (which make controlling and non-controlling investments in established com-
panies); special situation funds; and specialized or special purpose fund of funds focusing on, for ex-
ample, venture capital partnerships too small to be otherwise appropriate for PIF. It is antficipated that as
these markets evolve through future economic cycles, the policies and procedures within the IPS will
adjust to these movements.

Securities Lending

The Treasury maintains a securities lending program for the Combined Investment Funds designed to
enhance investment returns. This program involves the lending of securities to broker/dealers secured by
collateral valued slightly in excess of the market value of the loaned securities. Typically, the loaned
securities are used by broker/dealers as collateral for repurchase agreements and other structured invest-
ment products, as well as to cover short sales, customer defaults, dividend recapture, and arbitrage
trades. To mitigate the risks of securities lending transactions, the master custodian carefully monitors the
credit ratings of each counter-party and overall collateral level. Collateral held is marked-to-market on
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a daily basis to ensure adequate coverage. During fiscal year 2002, the treasury reviewed the securities
lending program seeking to enhance the income generated without adding additional risk to the port-
folio. The result was a modification to the guidelines allowing the potential of the program to generate
an additional $2.7 million from lending activity.

State Street Bank and Trust Company, the current master custodian for the Funds, is responsible for
marketing the program, lending the securities, and obtaining adequate collateral. Forthe year ended
June 30, 2002, securities with a market value of approximately $1.61 billion had been loaned against
collateral of approximately $1.66 billion. Income generated by securities lending totaled $7.3 million for
the fiscal year.

The Year in Review
Total Fund Performance

During the fiscal year ended June 30, 2002, the State of Connecticut Retirement Plans and Trust Funds
(CRPTF) achieved an annual total return of negative 6.39%, net of all expenses, outperforming the total
fund benchmark (defined below) return of negative 9.6% by 321 basis points. During the fiscal year, the
value of CRPTF’s portfolio declined from $20.6 billion to $18.7 billion. The $1.9 bilion decrease was
primarily due to net change in unrealized gain (loss) on investments and negative operating cash flow.
This latter amount was comprised of pension payments to beneficiaries of $718 million that were offset
by net contributions from unit holders of $163 million, for a net outflow of $555 million. In addition, funds
generated by operations reduced net assets by $1.3 billion. Funds from operations were comprised of
net investment income of $681 million, realized losses of $446 million and unrealized depreciation of
approximately $1.6 billion.

For the fiscal year, the CRPTF’s strong relative performance to the total fund benchmark was largely
attributable to the Mutual Equity Fund (MEF), International Stock Fund (ISF), Mutual Fixed Income Fund
(MFIF), Private Investment Fund (PIF), and Cash Reserve Account (CRA). Offsetting these results was the
Real Estate Fund (REF), which produced below benchmark returns, as did the Commercial Mortgage
Fund (CMF).

The fiscal year began in a difficult economic environment, with slowing expansion and rising unem-
ployment. After the tragic September events, the U.S. economy slipped into recession. The Federal
Reserve responded by cutting the Federal Funds rate 200 basis points down to 1.75%, the lowest level
since 1961. Lower interest rates, combined with increased defense spending, brought a remarkable
turnaround as the economy soared 5.8% during the third quarter of the fiscal year. Despite the strong
economic growth, the job market remained sluggish. The unemployment rate stood at 5.9% in June
2002, significantly higher from the 4.5% rate at the beginning of the fiscal year.

Fiscal year 2002 proved to be another difficult year for the equity markets. In the midst of significant
equity declines stemming from the deflation of the internet/technology bubble, this fiscal year saw the
terrorist attacks, followed by corporate malfeasance which shook investor confidence severely. The
meltdown of large companies such as Enron, WorldCom, and Tyco led to congressional inquiries and
criminal investigations, prompting public outcries for accounting reforms. The domestic equity markets
finished the fiscal year in negative territory, declining 17.2% as measured by the broad market Russell
3000 Index. Within the asset class, small cap stocks fared better than their mid- and large-cap counter-
parts, declining 8.6% over the fiscal year versus negative 9.2% and negative 17.9%, respectively (as mea-
sured by the Russell indices). Value stocks significantly outperformed growth stocks across the capitali-
zation spectrum, as investors fled toward less volatile, defensive names. On a sector basis, technology
and telecommunications stocks (WorldCom, Qwest) were the worst performers, while *Old Economy”
industrial and basic materials stocks (Newmont Mining, Black & Decker) posted the best results. The
Mutual Equity Fund (MEF) outperformed its index (Russell 3000) by 229 basis points.

Similarly o the U.S., economies of developed international countries experienced a general slow-
down, and international stocks finished the fiscal year in negative territory. The SSB EPAC BMI Index, a
broad measure of international equity markets, declined 8.1% in U.S. dollar terms. When measured in
local currencies, the SSB EPAC BMI Index mirrored the performance of the Russell 3000 Index with a
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decline of 17.3%. Over the fiscal year, the dollar depreciated against a basket of foreign currencies,
dampening the performance of hedged mandates. Japan, whose economy remained in shambles,
led the decline, falling 16.6%. The European markets also suffered from economic slowdown. The
Pacific ex-Japan region was the best performer, rising due to the strength of the Australian market,
which posted gains thanks to its solid economy and strong Australian dollar. Analogous to the U.S.,
infernational value stocks beat their growth counterparts, and small caps outpaced large caps. The
emerging markets were one of the few bright spots during the fiscal year, rising 1.3% as measured by the
MSCI EMF Index. Korea (+57.1%) and Malaysia (+29.9%) were the largest contributors to the index gains.
Korea benefited from strong cyclical recovery, while Malaysia’s relatively isolated economy was shielded
from the global weakness. CRPTF’s International Stock Fund, outperformed its benchmark by 188 basis
points. The International Stock Fund benchmark is comprised of 83% SSB EPAC BMI Index 50% Hedged
Index, and 17% MSCI Emerging Markets Free Index.

The U.S. fixed income markets posted strong performance over the fiscal year, buoyed by the declin-
ing interest rates. The broad market LB Aggregate Index gained 8.6% during the fiscal year. On an
absolute basis, commercial mortgage backed securities were the best performers, rising 12.7%. The
credit sector was the weakest, suffering from shaken investor confidence as a result of the high profile
accounting scandals. As fundamentals of corporations deteriorated and ratings agencies scrambled
to restore credibility, there was a sharp rise in “fallen angels,” companies whose debt has been down-
graded from investment-grade to junk status (WorldCom, Calpine). Loss of confidence as well as poor
performance of telecommunications and energy-related issues dragged down the U.S. high yield mar-
ket, which fell 4.7% for the fiscal year, as measured by the SSB High Yield Market Index. Emerging market
bonds finished the year down 5.2%, per J.P. Morgan EMBI+. The Latin American economic crisis and the
“domino effect” fears following Argentina’s default significantly dampened fiscal year results. The Mu-
tual Fixed Income Fund Benefited from its over-allocation to the core fixed income segment, and an
under-representation to the emerging debt and high yield sectors. As a result, this fund, representing
nearly 35% of total CRPTF assets, out-performed its benchmark by 60 basis points with a return of 5.64%.
The Mutual Fixed Income benchmark, consisting of 73% Lenman Brothers Aggregate Index (LBA), 17%
Salomon High Yield Market Index, and 10% JPM Emerging Markets Bond Index, posted a return of 5.04%
for fiscal year 2002.

The Private Investment Fund outperformed its benchmark by 643 basis points, producing overall net
returns of negative 10.81%. The private equity markets, in particular, suffered a downturn in fiscal 2001
and 2002, although not as steep as that of the public equity markets. The Real Estate Fund under
performed its benchmark by 559 basis points with a return of 0.81% versus the benchmark return of 6.40%.
Because these investment classes are illiquid and highly structured, short-term performance is not always
indicative of long-term expectations from the asset class, with the ultimate returns evident only upon
realization of all investment gains.

While voldtility in investment returns is expected in the short-term, the Treasurer’s long-term perfor-
mance with respect to managing the Pension and Trust assets is most important. The CRPTF generated
compounded gross and (net) annual total returns of 0.87%, (0.66%), 5.96% (6.72%), and 9.29% (2.00%)
over the last three-, five-, and ten-year periods, respectively. The Funds continued to be well diversified
given the long-term risk/return objectives, while adhering to established investment guidelines.

The overall return of the CRPTF is measured against the total fund benchmark, a hybrid benchmark
customized to reflect the CRPTF's asset allocation and performance objectives. This benchmark is com-
prised of 36% Russell 3000 Index; 18% International Stock Fund benchmark; 29% Mutual Fixed Income
benchmark; 5% NCREIF Property Index; 11% Connecticut Private Equity/Venture Capital Index; and 1%
Donoghue Money Fund Average. The International Stock Fund benchmark is comprised of 83% Salomon
Smith Barney Europe, Pacific, Asia Composite Broad Market Index, 50% Hedged and 17% MSCI Emerging
Market Free. The Mutual Fixed Income benchmark consists of 73% Lenman Brothers Aggregate Index,
17% Salomon High Yield Market Index, and 10% JPM Emerging Markets Bond Index. The Connecticut
Private Equity/Venture Capital Index is made up of 50% Cambridge Associates Private Equity Index and
50% Cambridge Associates Venture Capital Index.

In addition to the total fund benchmark, the CRPTF is historically measured against the actuarially
determined assumed rate of return of 8.5%. The actuarially determined assumed rate of return includes
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normal pension costs and past service amortization payments as well as payments necessary to reduce
the unfunded liabilities. While this measure is a key element in assessing the long-term performance of the
funds, because it is static (i.e., it does not change from year to year with the financial markets in which
the funds are invested), it becomes less appropriate when viewed in shorter time horizons (i.e., less than
Syears). Rather, it serves as a principal driver of the fund’s overall asset allocation, setting the long term
targeted return for the funds that will be needed to ultimately pay the pensions and other liabilities.

2002 Division Performance and Management Initiatives

In accordance with Public Act 00-43, the Treasurer is required to adopt, and the IAC approve, an
Investment Policy statement for the State of Connecticut Retirement Plans and Trust Funds. During fiscal
year 2002 the Treasury completed the CRPTF's first comprehensive Investment Policy Statement (IPS) as a
result of the Treasury Reform Law. The IPS sets forth the policies and procedures which govern the struc-
turing and investing of the pension and Trust Funds. State statute prescribes the required elements of the
IPS, but the IPS extends beyond what is required by State statutes inits level of detail. The IPS represents the
asset allocation plan for CRPTF; describes the level of risk that the CRPTF is willing to take in its investment
strategy; describes the asset classes that the CRPTF is authorized to invest in, as well as aspects of the
individual asset classes and the ranges within each asset class; and describes each of the plans and trusts
that the Treasurer’s Office manages on behalf of the CRPTF’s participants and beneficiaries.

Copies of the Connecticut pension fund’s Investment Policy Statement are available for review and
downloading atf the State Treasurer’s web site: hitp://www.state.ct.us/oft.

The Treasury has initiated structure reviews for the Mutual Equity Fund and Mutual Fixed Income Fund,
as part of its continuing implementation of the Asset Allocation policy and strategy for both Funds. Upon
completion a Request for Proposal (RFP) will be issued to fill any needs each fund has as a result of the
review process.

During the fiscal year the Office of the Treasurer interviewed over fifty advisors for five of the seven
mandates establish for the International Stock Fund. This process was completed and the Treasurer with
the endorsement of the Investment Advisory Council selected twelve advisors to manage these funds
going forward. Implementation will occur upon completion of contract negotiations. In addition, the
division is in the process of reviewing the responses for the currency overlay mandate.

The Division retained the services of areal estate consultant to assist in establishing policy and proce-
dures regarding the Real Estate Fund assets. This will result in establishing new Fund guidelines, enhanced
monitoring and review procedure for the portfolio, and the establishment of due-diligence proceduresin
the selection of real estate advisors.

Proxy Voting

During 1999 and 2000, the Treasury developed comprehensive proxy voting policies for both domes-
tic and global proxy voting. These policies were endorsed by the state’s Investment Advisory Council
(AC), and now serve as the policy framework for shareholder decisions. Connecticut law requires the
Treasurer to consider the economic, social, and environmental impact of investment decisions. In addi-
tion, state law prohibits investment in companies doing business in Northern Ireland that have not imple-
mented the MacBride Principles of fair employment. Similar statutory prohibitions exist for investing in
companies conducting business with Iran counter to U.S. foreign policy.

The corporate governance program launched in fiscal year 2000, marked Connecticut’s re-emer-
gence - for the first time in five years — as an active, responsible institutional investor, with the most
comprehensive series of proxy voting policies in the state’s history.

Connecticut’s shareholder activism includes both exercising proxy voting responsibility and taking
steps such as filing shareholder resolutions and supporting resolutions filed by other shareholders.

Companies were identified based on below par total shareholder return (over a 3 year period) and
identification of generally acknowledged weak policies or activities in specific areas of corporate gov-
ernance.
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The shareholder activism program during 2002 included a number of critical areas:

Independence of the Board of Directors: The state pension fund’s proxy voting policies call for a
majority of the board to consist of independent directors and key board committees such as the audit,
compensation and nominating committees to consist completely of outside, independent directors.

Electing Board Members: The policies support annual election of allmembers of the board of direc-
fors.

Executive Compensation: The policies support compensating executives at a reasonable rate and
that executive compensation should be tied to performance.

Global Working Conditions: The policies support vendor and supplier compliance with international
labor standards and core human rights.

Board Diversity: The proxy voting policies support board diversity as a key factor in deciding whether
to support the election of board members. Board diversity ensures that members who serve on boards
are drawn from the broadest pool of talent and expertise.

Environment: The policies support, particularly limiting greenhouse gas omissions, that protect the
environment while helping improve the long-term financial performance of a company.

Among the program’s noteworthy successes during the year included issues such as executive com-
pensation, the independence of board members, methods for election of board members, and corpo-
rate environmental policies. Two companies agreed that a portion of future stock option grants to senior
executives be performance-based. One company, agreed to create a Corporate Governance Commit-
tee whose initial focus would be to develop a strategic plan with the goals of achieving 1) a majority of
independent Directors on the Board and 2) solely independent directors on key committees. Another
company recognized that annual election of directors provides more accountability to shareholders,
and one company agreed it would evaluate the greenhouse gas (GHG) reporting protocol developed
by the World Resources Institute.

CRPTF filed a total of 16 shareholder resolutions this proxy season on critical corporate governance
issues, of those 7 were withdrawn due to settlements with the company and 9 were considered by share-
holders of major corporations. Two resolutions received a majority of shareholder votes. One of the
resolutions called for the company to elect all directors annually and the other resolution asking the
company to increase the number of independent directors on its board.

As principal fiduciary of the fund, Treasurer Nappier approaches shareholder ownership as a pru-
dent long-term investor. Through shareholder advocacy, the pension fund seeks to ensure that compa-
nies in which the pension fund invests adopt corporate governance reforms and corporate citizenship
practices consistent with the fund’s proxy voting guidelines and in accordance with Connecticut law.
The Nappier initiative also includes providing input to regulatory agencies on policy matters related to
corporate governance and meetings with leading Connecticut companies that are important to the
vitality of state’s economy and in which the state pension fund is a shareholder.

Copies of the Connecticut pension fund’s proxy voting policies are available for review and down-
loading at the State Treasurer’s web site: hitp://www.state.ct.us/ott/proxyvoting.htm

Asset Recovery and Loss Prevention

At the direction of Treasurer Nappier, the Office of the Treasurer has expanded its aggressive ap-
proach to recovery of assets and loss prevention as a result of malfeasance, unethical actions and other
factors. The activities for the Fiscal Year ended June 30, 2002 included renegotiation of contract terms,
negotiated settlement of fee disputes, elimination of contract ambiguities, development of best practice
contract terms, enhancement of the proof of claim filing process, application to serve as lead plaintiff in
class action litigation, encouragement of other institutional investor lead plaintiffs to aggressively nego-
tiate reasonable legal fees and consideration of filing lawsuits. These efforts resulted in the recovery of
$§57.6 million for the fiscal year, for a total of $745.5 million from January 1999 through June 30, 2002.
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Class Action Securities Litigation

The Office of the Treasurer continues its close monitoring of opportunities to recover lost assets through
active participation in class action litigation. Through a Request for Qualifications process, the Office
investigated and identified new resources to augment the successful recovery from such lawsuits.

The Office is actively participating as lead or co-lead plaintiff in two national class action lawsuits
alleging misconduct against the Campbell Soup Company and JDS Uniphase. In November 2001, the
Treasurer announced a $457 million settlement agreement between the parties in the Waste Manage-
ment matter, for which Connecticut had previously been designated lead plaintiff.

Believing that institutional investors are best equipped to manage and obtain the best results from
class action securities litigation, Treasurer Nappier and her staff continue to participate in a number of
forums to encourage the active participation of other institutional investors as lead plaintiffs in such
litigation.

Other Litigation

In February 2002, the Office of the Treasurer filed a civil action in Connecticut State Court against
Forstmann Little and its partners, alleging breach of contract and breach of fiduciary duty. In Septem-
ber 2002, counsel filed a complaint expanding the list of defendants in the case against Forstmann Little.
This case is being watched nationally as potentially groundbreaking with regard to the responsibility of
general partners to limited partners in the private equity sector.

Combined Investment Funds Total Return Analysis (%)

Fiscal Years Ending June 30, Annualized

Asset Class (% of Total Fund at 6/30/02) 2002 2001 2000 1999 1998 Years Years Years
Total Fund (100.0%)
Combined Investment Funds 6.39% (3.68)% 13.13% 10.49% 17.19% 0.66% 5.72% 9.00%
Connecticut Multiple Market Index 9.60) (8.37) 10.31 13.60 19.68 (2.96) 4.44 N/A

(Without Objective)
Connecticut Multiple Market Index 839 (714 11.95 14.22 20.21 (1.62) 5.51 N/A

(With Objective)
U.S. Stocks (35.7%)
Mutual Equity Fund (35.7%) (1495 (9.55) 10.03 19.38 28.40 (5.40) 5.35 11.80
Russell 3000 Index (17.24) (13.93) 9.60 20.10 28.81 (7.92) 3.84 11.27
International Stocks (11.9%)
International Stock Fund (11.9%) (2.00) (13.29) 20.13 6.77 1.52 .77 0.54 6.49
International Stock Fund Hybrid Benchmark (10.88) (19.80) 20.77 7.62 6.10 4.78) (0.29) 6.07
Equity Commercial Real Estate (2.5%)
Real Estate Fund 0.81 14.45 9.18 9.96 25.63 8.00 11.72 5.29
Russell NCREIF(1 Qfr. Lag) 6.40 11.88 11.10 14.32 15.48 9.90 11.99 8.25
U.S. Fixed Income (35.3%)
Mutual Fixed Income Fund (34.9%) 5.64 8.03 5.77 2.64 10.52 6.47 6.49 7.51
Fixed Income Fund Hybrid Benchmark 5.04 9.26 5.66 3.13 10.54 6.64 6.69 6.90
Commercial Mortgage Fund (0.4%) 1.19 10.88 8.26 6.10 17.71 6.70 8.69 8.05
Lehman Aggregate Bond Index 8.63 11.23 4.56 3.13 10.54 8.11 7.57 7.34
Alternative Assets (12.2%)
Private Investment Fund (12.2%) (10.81)  (6.25) 53.86 (0.81) 18.55 8.76 8.63 11.85
Russell 3000 Index (17.24) (13.93) 9.60 20.10 28.81 (7.92) 3.84 11.27
Cash (2.4%)
Cash Reserve Account (2.4%) 3.03 6.35 5.96 5.46 5.86 5.10 5.33 518
MFR Rated Index 222 5.74 5.58 5.03 5.49 4,50 4.80 4.61
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Figure 1-1 Figure 1-2
PENSION AND TRUST FUNDS PENSION AND TRUST FUNDS
Growth in Assets (§ in millions) Investment Returns ($ in millions)
725000 Asof J 30,2002
s of June 30, —
$18.7 Billion zi'zgg [ Trusts
$20000 ' Other
$2000 Plans
$1,500
$15000 $1,000 MERF
' [ serF
$500
$10000 50 I R
$-500
$5000 $-1,000 -
1500753 94 95 96 97 98 99 00 01 02

TERF - Teachers’ Retirement Fund
SERF - State Employees Retirement Fund

TERF - Teachers’ Retirement Fund
SERF - State Employees Retirement Fund

MERF - Connecticut Municipal Employees’ Retirement Fund MERF - Connecticut Municipal Employees’ Retirement Fund

(1) Actual total advisors was 64 and 66, respectively
when factoring in advisors across multiple funds.

Figure 1-3 Figure 1-4
PENSION AND TRUST FUNDS PENSION AND TRUST FUNDS ASSET ALLOCATION
Asset Class Diversification Actual vs. Policy at June 30, 2002
Target Lower Upper
100% Actual Policy Range Range
|:| Cash Reserve
Alternative u.s. EQUITY 357% 36.0% 29.0% 43.0%
80% Investments Mutual Equity Fund (MEF) 35.7%
International INTERNATIONAL EQUITY 11.9% 18.0% 14.0% 22.0%
60% Bondf International Stock Fund (ISF) 11.9%
s e EQUITY COMMERCIAL REAL ESTATE  2.5%  5.0% 4.0% 6.0%
40% |:| Real Estate Fund (REF) 2.5%
Real Estate
International U.S. FIXED INCOME 37.7% 30.0% 26.0% 34.0%
20% Stocks Mutual Fixed Income Fund (MFIF) 34.9%
Commercial Mortgage Fund (CMF) ~ 0.4%
0% - U.S. Stocks Cash Reserve Account (CRA) 2.4%
93 94 95 96 97 98 99 00 01 02 ALTERNATIVE INVESTMENTS 122% 11.0% 6.0% 11.0%
Venture Capital Fund (VCF) 12.2%
TOTAL 100.0%
(1) MFIF’s advisors are allowed to invest in non U.S. fixed
income assets on an opportunistic basis.
Figure 1-5 Figure 1-6
PENSION AND TRUST FUNDS PENSION AND TRUST FUNDS
Advisor Breakdown Periods ending June 30, 2002
1TYR 3YRS 5YRS 10 YRS
June 30, June 30, Compounded, Annual Total Return (%)
Fund 2002 2001 CRPTF -6.39 066 572 9.00
MEF 8 10 CRPTF CMMI (Without
ISF 6 6 Objective) Benchmark -9.60 -2.96  4.44  N/A
PIF 35 35 CRPTF CMMI (With
MFIF 10 10 Objective) Benchmark -8.39 -1.42 551  N/A
CMF 1 1
REF 7 7 Cumulative Total Return (%)
CRA ] ] CRPTF -6.39 2.00 32.08 136.73
Total® 68 70 CRPTF CMMI (Without
Objective) Benchmark -9.60 -8.62 2420 N/A
CRPTF CMMI (With
Objective) Benchmark -8.39 -4.76 30.78 N/A
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Figure 1-7 Figure 1-8
PENSION AND TRUST FUNDS PENSION AND TRUST FUNDS
Annual Total Return Annualized Standard Deviation
25% 15%

20% [~

12% [~

15%

10% 9% -

0
5% 6% -
0%

3%
259

10% L
10% 98 99 01 02 0%

97 00 3 Years 5 Years
I [ | crPTF Benchmark
I c=F [ | crPTF Benchmark

Figure 1-9 Figure 1-10
PENSION AND TRUST FUNDS PENSION AND TRUST FUNDS
TUCS Ranking for Periods ending June 30, 2002 CRPTF Returns vs. Benchmarks at June 30, 2002
10%
1YR 3YRS 5YRS 10 YRS H
3 5%
Public Funds >S1 Billion
0% — |—|I1D\
Percentile Return
5th 0.92 424 640 1022 -5%
25th -4.99 048 594 982
50th -5.82 -040 56.13 9.34 10%
75th -7.28 204 4.64 8.84 .
95th 864 -2.86 3.84 7.88 15% N
CT Pension and Trust Funds 20% L LG LE wu us wo ug <P
Return! 627 087 596 9.29 SE 23 YL 2B S 32 58 &F
Public Funds Ranking 60 19 18 54 5 3 § = = § 3 =&
IS 2 3 s = a =
Total Master Trusts Ranking 53 32 42 72 § © 9 R
v}
Source: State Street Bank (1) Total Fund Benchmark: Inception through 9/30/99: 40%
(1) Gross Return Russell 3000, 156% MSCI EAFE Net, 28% LB Aggregate,

11% Russell 3000 Private Equity Fund, 4% NCREIF
Property Index, 2% MFR Rated Index. 10/1/99 to date:
36% Russell 3000, 18% Int’l Stock Benchmark, 29% Mutual
Fixed Income Benchmark, 5% Russell 3000 Real Estate
Fund, 11% Russell 3000 Private Equity Fund, 1% MFR
Rated Index.

(@) International Stock Fund Benchmark: 83% SSB EPAC BMI
50% Hedged and 17% MSCI Emerging Market Free.

(3) Mutual Fixed Income Benchmark: 73% Lehman
Aggreagte, 17% Salomon High Yield Market Index and
10% J.P. Morgan Emerging Markets Bond Index.
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Fund Facts at June 30, 2002

Investment Strategy/Goals: To serve as a cash managment tool for the pension and trust funds by
investing in high quality, liquid money market securities.

Performance Objective: An annual total return in excess of the index.

Benchmark: MFR Index Date of Inception: September 1, 1987
Total Net Assets: $1,443,006,366 Number of Advisors: Texternal
Management Fees: $221,652 Operating Expenses: $283,238

Expense Ratio: 0.04%

Performance Summary

For the fiscal year ended June 30, 2002, the Cash Reserve Account (CRA) generated a return of 3.03%
outperforming the benchmark MFR Rated Index of 2.22% by 0.81 basis points. The Fund’s return also
outperformed the 90 day Treasury Bill return of 2.46% by 57 basis points.

For the trailing three, five and ten-year periods, as shown in Figure 2-9, CRA’s compounded annual
total return was 5.10%, 5.33% and 5.18%, respectively, net of all expenses. The returns exceeded those of
the MFR Index for all time periods.

Description of the Fund

The Cash Reserve Account (CRA) is a money-market pool investing in high-quality liquid money mar-
ket securities. It serves as a cash management tool for the pension and trust funds and Combined Invest-
ment Funds, and is considered a separate asset class offering protection against inflation.

CRA uses the basic strategy of buying on market weakness. When interest rates rise, CRA takes advan-
tage by investing at higher yields through an extension in average maturity for the fund. Conversely CRA
increases exposure to floating rate securities, which perform well in a declining rate environment. To
ensure sufficient liquidity to fund unexpected plan withdrawals, CRA maintains an adequate amount of
investments in extremely short assets. CRA continually analyzes expectations for future interest rate move-
ments and changes in the shape of the yield curve to ensure the most prudent and effective short-term
money management for its clients. Due to the short-term nature of CRA, it is considered to be low-risk.
Consequently, returns realized by CRA may be lower than those realized by funds with fixed income
investrments maturing over a longer time horizon.

CRA’s performance objective is to exceed the MFR First Tier Institutions Only Rated Money Fund Report
Index, an average of rated institutional money market mutual funds that invest primairily in first-tier (securi-
tiesrated A1, P1) taxable securities. (see Figure 2-7)

During the fiscal year, CRA assets under management rose $86 million or 6% to $1.443 billion on June
30, 2002 from 1.357 billion on June 30, 2001.

Portfolio Characteristics & Strategy

Tragedy, turbulent times, weakness abroad, and the continuing decline of the equity markets led the
Fed to continue to lower the funds rate during the latter half of 2001. The LIBOR curve remained inverted
and vyields contfinued to decrease across the curve. There was a significant supply of new issue-asset
backed securities during the last quarter. The CRA Fund took advantage of the positive carry floating rate
securities versus fixed rate securities. The Fund contfinued to invest in the asset-backed securities, as this was
an aftractive sector. While the curve remained inverted, and later flattened, the CRA Fund held up 1o 41%
in asset-backed floating rate securities, enabling the fund to maintain positive yield. As the market condi-
tions change we will look for opportunities to extend. The Fund’s average maturity was 51 days at year-
end June 30, 2002 matching the MFR Index at 51 days. The distribution of investments by maturity at June

26 FiscaL YEAR 2002 ANNUAL REPORT




PENSION FUNDS MANAGEMENT DIVISION

30, 2002 was as follows: Overnight (5%); 2-90 days (77%); over 90 days (18%). The Fund’s three largest
security weightings at fiscal year-end included adjustable and fixed rate asset-backed securities (41%);
CD’s & ECD’s (25%); and Floating Rate Corporate Notes (23%).

Economic Review

During the first quarter of the 2001-02 fiscal year, the Fed lowered the Federal Funds rate by 25 basis
points on August 21st and the market continued o price an additional easing as early as the October
2nd meeting. The economic outlook had been trending downward during the quarter, some economists
believing that we had entered into the beginning stages of a recession. Then the attacks on the World
Trade Center in New York and the Pentagon in Washington occurred on September 11, 2001 creating
greater uncertainty in the market. The attacks had a profound effect on the U.S. and the U.S. economy.
The economy was deteriorating before the tfragedy as seen in the jobless claims and consumer confi-
dence numbers. Payrolls fell by 42,000 positions after dropping 93,000 a month earlier. Corporations
announced large future layoffs adding further unease. As expected, consumer confidence took asharp
downturnin September. The Federal Reserve Board cut the Federal Funds rate again by 80 basis points on
September 17, 2001, an inter-meeting move, attempting to calm the fragile markets. Inits statfement the
Fed kept its bias tilted towards “weakness” and cited slower economic growth as a concern. They also
vowed to keep the banking system fluid and provided a large amount of liquidity to the system to
provide market stability. The Fed noted that employment, production, and business spending remained
weak prior o the fragedy of Septembber 11. The Fed cut rates on October 2, 2001 by 50 basis points and
again on November 6, 2001 by another 50 basis points. The November rate cut was the 10th cut for the
year and brought the Fed Funds rate 1o 2%, the lowest in 40 years. Policy makers decided that the rate cut
was necessary to encourage businesses and consumers to keep spending. “Heightened uncertainty and
concerns about a deterioration in business conditions both here and abroad are damping economic
activity”, the Fed said in a statement after the rate cut. With employment rising to a five-year high and
consumer confidence falling to a 7 %2 year low, central bankers warned the economy faces a risk of
continued weakness and suggested further reductions. The month of December began with the Federal
Reserve policy makers reducing the Fed Funds rate on December 11, 2001, the 11th reduction for the year,
signaling more cuts were possible as the economy tried to climb out of the recession. The Fed cut the
funds rate by 25 basis points to 1.75% and the discount rate by 25 basis points to 1.25%. In the announce-
ment the Fed indicated that the “risks remain weighted toward conditions that generate economic weak-
ness.” At the January 30, 2002, FOMC meeting, the Fed left the Fed Funds rate unchanged for the first time
in ayear and said the economy is beginning to recover from a recession that started last March. We saw
conflicting data during the month of February. Payrolis fell 89,000, weaker than expected and consumer
confidence was 94.1, lower than expected. Consumer confidence decline showed that consumers were
reacting to reports of accounting problems and the Enron hearings. Economic releases in March were
positive and it appeared that the economy was improving. At the March 19th FOMC meeting the Fed left
rates unchanged and shiffed to a neutral risk assessment. By April, the market came to the realization that
the Fed might not raise rates at the next meeting. The combination of tfensions in the Middle East hurting
confidence, earnings worries, equity prices and mild data were all cited as reasons to doubt whether the
Fed would need to raise rates at the next meeting. As expected, af the May 7th meeting, the FOMC kept
rates and the neutral risk assessnent unchanged until it is certain that the economy has begun a com-
plete recovery. During the month of May, PPl unexpectedly fell to 0.2%, jobless claims remained at above
400,000 for the 5th week in arow and U.S. consumer confidence rose to a 1% year high. At the June 26th
FOMC meeting, the Fed left rates unchanged. The Fed made it clear that monetary policy was accom-
modative and expected demand to pick up but was uncertain of its strength. The market continued to be
focused on equities, the Middle East, terrorismm and the consumer. By the end of the 4th quarter, the bias
was tilted fowards economic weakness and the market was looking for the Fed to lower rates by the end
of 2002. In an FOMC statement, the Fed recognized that the economy had lost momentum and referred
to the impact of deteriorating financial markets on business.

Risk Profile

Due to the short-term nature of CRA, it is generally considered to be low-risk. Consequently, returns
realized by CRA may be significantly lower than those realized by funds with fixed income investments
maturing over a longer time horizon. Similarly, the investments’ short fime horizon, along with the quality
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of the issuing entities, mitigates fraditional concerns over interest rate, default and currency exchange
risk.

Based on returns over the last five years, the Fund exhibited a higher degree of risk relative to the
MFR Index, as evidenced by ifs relative volatility of 1.00. It's standard deviation of .17 suggests
comparatively low overall volafility, while its beta of .82 indicates a high overall correlation to returns
achieved by the Index. Inthe aggregate, CRA achieved a positive annual alpha, or return in excess
of that predicted by returns of its benchmark of 0.53.

Figure 2-1 Figure 2-2
CASH RESERVE ACCOUNT CASH RESERVE ACCOUNT
Ownership Analysis at June 30, 2002 ($ in millions) Risk Profile at June 30, 2002
SERF
$145.9
Other
$225 . o
Relative Volatility 1.00
stEZF;FZ Standard Deviation 0.17
' R2 0.84
Beta 0.82
MERF Alpha 0.53
aF $57.5
$991.9
TERF - Teachers’ Retirement Fund (1) Based upon returns over the last five years.
SERF - State Employees Retirement Fund
MERF - Connecticut Municipal Employees’ Retirement Fund
CIF - Combined Investment Funds
Figure 2-3 Figure 2-4
CASH RESERVE ACCOUNT CASH RESERVE ACCOUNT
Quarterly Weighted Average Maturity Security Maturity® Analysis at June 30, 2002

100% - 181+ days
QuarterEnd ~ CRA MFR Index 80% - ] 01180 days
6/30/02 51 days 51 days [ ]s1-s0days
3/31/02 79 days 49 days eo%r o
12/31/01 51 days 47 days 40% -
9/30/01 71 days 48 days
6/30/01 65 days 47 days er

0%

(1) Or Interest Rate Reset Period.
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Figure 2-5 Figure 2-6
CASH RESERVE ACCOUNT CASH RESERVE ACCOUNT
Distribution by Yield ™ at June 30,2002 Distribution by Security Type at June 30, 2002
Yield Bank/Corporatecor;amp:(ial
Notes %
1.70% - 2.00% 57.7% 56%
2.01% - 3.00% 28.7% Foating Rate
3.01% - 4.00% 9.4% Rty .
4.01% - 5.00% 0.1% et
5.01% - 6.00% 0.1%
6.01% - 7.00% 2.8% Fixed Asset-
Backed Securities
7.26+% 1.2% 4%
TOTAL 100.0% Cernes prtasision
of Deposit 0.8%
24.5%
(1) Represents yield to maturity.
Figure 2-7 Figure 2-8
CASH RESERVE ACCOUNT CASH RESERVE ACCOUNT
Comprehensive Profile Quarterly Yield® Analysis
Number Average Average
Date  oflssues  Vield®  Maturity  Quality Quarter End CRA MFR Index
2002 104 3.03% 51 days A-1+/AA+ 6/30/02 2.30% 1.57%
2001 90 6.35% 65 days A-T1+/AA+
2000 109 596% 81 days  A-1+/AA+ 3/31/02 2.30% 1.69%
1999 102 5.46% 67 days  A-1+/AA+ o o
1998 81 5.86% 60 days A-T1+/AA+ 12/31/01 2.67% 1.94%
1997 53 570% 71 days  A-1+/ AA+ 9/30/01 4.28% 3.17%
1996 46 5.90% 50 days A-T+/ AAA
1995 48 5.83% 32 days TBW-1/AAA 6/30/01 4.81% 4.32%

(1) Represents annual fotal return of the
ended June 30.

Fund for year

(1) An annualized historical yield based on the preceding

month's level of income earned by the Fund.

Figure 2-9 Figure 2-10
CASH RESERVE ACCOUNT CASH RESERVE ACCOUNT
Periods ending June 30, 2002 Annual Total Return
TYR 3YRS 5YRS 10 YRS 8%
7%
Compounded, Annual Total Return (%)
CRA 303 510 533 518 6% [~
MFR Rated Index 222 450 480 461 sos
CPI-Urban 1.08 268 234 253 0
Salomon 90-Day CD 262 493 519 502 4%
Salomon 90-Day T-Bil 246 446 466 4.58
3%
Cumulative Total Return (%) 0
CRA 3.03 1611 29.63 65.69 2%
MFR Rated Index 222 1412 2640 56.94 1%
CPI-Urban 1.08 826 1225 28.34
Salomon 90-Day CD 262 1552 2880 63.14 0%
Salomon 91-Day T-Bil 246  13.98 2559 5650 23 94 95 96 97 98 99 00 01 02
CRA MFR Index [ CPI-All Urban

(1) Or Interest Rate Reset Period.
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Fund Facts at June 30, 2002

Investment Strategy/Goals: To participate in the growth of the U. S. economy through the ownership of
domestic equity securities.

Performance Objective: An annual total return which is one percentage point greater than that of the
Russell 3000 affer expenses.

Benchmark: Russell 3000 Index Date of Inception: July 1, 1972
Total Net Assets: $6,676,591,128 Number of Advisors: 8 external
Management Fees: 518,468,060 Operating Expenses: $1,160,604
Expense Ratio: 0.27% Turnover: 49.5%

Performance Summary

For the fiscal year ended June 30, 2002, the Mutual Equity Fund (MEF) generated a negative return of
14.95%, net of fees, which was better than the benchmark Russell 3000 index negative return of 17.24% by
229 basis points. The Fund’s performance was driven primarily by active management in the small/mid
cap segment and a slight over weighting in small cap stocks.

During this same period, MEF’s net assets declined from $7.931 billion to $6.677 billion, a decrease of
§1.254 billion. Of this net total change, $1.191 billion was due to unrealized capital losses partly offset by
net investment income including realized gains, in addition to $63 million in net cash outflows to partici-
pating pension plans and trusts.

While voldtility in investment returns is expected in the short-term, the Fund’s long-term performance is
most important. As Figure 3-4 below illustrates, MEF has generated compounded annual total returns, net
of all expenses, of -5.40%, 5.35%, and 11.80% over the last three, five, and ten-year periods, respectively.
The Fund returns out-performed the Russell 3000 for the three, five, and ten-years periods by 252, 151, and
53 basis points, respectively.

The MEF’s cumulative total returns for the three, five, and ten year periods ending June 30, 2002, were
negative 15.35%, 29.75%, and 205.00%, respectively.

Description of the Fund

The Mutual Equity Fund (MEF) is an externally managed fund investing in domestic equity securities. It
serves as an investment vehicle for the Pension and Trust Funds with the goal of earning prudent returns
while participating in the growth of the U.S. economy.

MEF’s performance objective is an annual total return, net of management fees and Division operat-
ing expenses, which exceeds that of the Russell 3000 Index by 100 basis points per annum. The Russell 3000
Index is a broad stock market index of the securities from the largest 3,000 publicly fraded U.S. companies.

At the close of the fiscal year, MEF consisted of eight externally managed equity portfolios structured to
approximate the composition of the Russell 3000 Index. Three advisors actively managed approximately
15% of the portfolio in small to mid-capitalization stocks. Two advisors invested a total of 10% of the
portfolio in small to mid-capitalization stocks using an enhanced indexing strategy. Three advisors inlarge
capitalization stocks (of which 48% was invested using enhanced indexing strategies and 27% was in-
vested using a passive strategy) managed the balance of the portfolio, or approximately 756%. At fiscal
year end, approximately $5.7 billion, or 85%, of the Fund’s net assets were invested in indexed or enhanced
index portfolios.
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Portfolio Characteristics

At fiscal year-end, MEF was 98.8% invested, primarily in domestic stocks, reflecting the Fund’s policy
that it be fully invested. The largest industry weighting at June 30, 2002 was financials (17.2%), followed by
information technology (16.8%) and health care (15.8%). (See figure 3-3.)

The MEF’s fen largest holdings, aggregating to 18.7% of Fund investments, included a variety of blue
chip companies. (See figure 3-9.)

Risk Profile

Based on returns over the last five years, the Fund has exhibited a similar degree of risk as that of its
benchmark, the Russell 3000 Index. With a realized tracking error of 1.2%, the MEF’s returns have almost
equal volatility to those of the Index and reflect a strong degree of correlation, 0.99, to those of the Index.
MEF’s annual alpha during the period, or return relative to that achieved by the benchmark, was a posi-
five 1.51. (See figure 3-2.)

Figure 3-1 Figure 3-2
MUTUAL EQUITY FUND MUTUAL EQUITY FUND @
Ownership Analysis at June 30, 2002 ($ in millions) Risk Profile at June 30, 2002
Other
$86.2
Relative Volatility 0.99
Standard Deviation 17.77
SERF R2 0.99
$2,524.5
Beta 0.98
Alpha 1.51
TERF
$3,648.2

MERF
$417.7

TERF - Teachers’ Retirement Fund (1) Based upon returns over the last five years.

SERF - State Employees Retirement Fund
MERF - Connecticut Municipal Employees’ Retirement Fund

Figure 3-3 Figure 3-4
MUTUAL EQUITY FUND MUTUAL EQUITY FUND
Fiscal 2002 Industrial Sector vs. Index (%) Periods ending June 30, 2002
Based on Investments in Securities,at Value M
At 6/30/2002: MEF Russel 3000 1YR  3YRS S5YRS 10 VYRS
% of Net Annual %of Net Annual
Assets Return Assets Return Compounded, Annual Total Return (%)
Energy 64 37 5.6 -5.2 MEF 21495 540 535 11.80
Materils 36 32 29 3] Russell 3000 17.24 792 384 1127
Industrials 1.7 -13.5 1.2 -10.8
Consumer Discretionary 14.6 -9.0 13.3 -11.7
Consumer Staples 7.1 2.3 7.8 4.1 Cumulative Total Return (%)
Health Care 158 -14.2 14.9 -16.6 MEF -14.95 -15.35 29.75 205.00
Financials 172 -58 198 -5.8 Russell 3000 -17.24  -21.94 20.76 190.91
Information Technology 16.8 -25.1 16.6  -26.9
Telecommunications 3.4 -240 4.3 -23.7
Utilities 3.5 -1567 3.6 -14.6
100.0 100.0

(1) Excludes the Cash Reserve Account.
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MUTUAL EQUITY FUND
Annual Total Return

35% -
30% [~
25% -
20%
15%
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MUTUAL EQUITY FUND
Components of Total Return ($ in millions)

$1,910.2
$1,736.9

1

$2000
$14825

$1500 -
$1,1135

$1000 (- $8754 $824.6
$500
($840.3(I)

$0

$-500

$-1000 ~

$-1500

$1,190.9)

793 94 95 96 97 98 99 00 01 02

|:| Russell 3000 - MEF |:| Capital Appreciation - Income
Figure 3-7
MUTUAL EQUITY FUND
Comprehensive Profile for the Fiscal Years ending June 30,
2002 2001 2000 1999 1998
MEF Russell MEF Russell MEF  Russell MEF  Russell MEF  Russell
# of Issues 2,274 3,000 2,333 3,000 2,325 3,000 2,370 3,000 1,568 3,000
Cap ($ Bil) $66.8 $70.2 $87.7 $94.9 $118.2 $121.3 $85.4 $86.6 $54.0 $56.0
P/E 29.3 30.4 24.1 26.3 26.8x 30.2x 31.4x 32.9x 28.3x 26.9x
Div Yield 1.50%  1.60% 1.20%  1.30% 1.10%  1.10% 1.20%  1.20% 1.30%  1.30%
ROE 156.5%  16.4% 20.0%  20.9% 19.4%  20.5% 20.2%  20.4% 20.2%  20.6%
P/B 4.2x 4.3x 5.3x 5.5x 9.8x 10.7x 7.5x 7.8x 7.6x 7.9x
Cash & Equiv. 1.2% 0.0% 1.3% 0.0% 0.9% 0.0% 1.1% 0.0% 1.4% 0.0%
Figure 3-8 Figure 3-9
MUTUAL EQUITY FUND MUTUAL EQUITY FUND
Investment Advisors at June 30, 2002 Ten Largest Holdings at June 30, 2002
_ Net Asset % of Security Name Sector Market Value %
Investment Advisor Volue Fund General Electric  Technology  $172,505,291 2.58%
Large Cap $4,983,829,705 74.7% )
(Enhanced/Risk Controlled) Microsoft Technology 163,389,721 2.44%
J.P.Morgan Investment Mgmt., Inc. 1,649,462,642 24.7 f 9
BGI Barclays Global Investors, N.A. 1551751760 233 Bxxon Mobil Corp.  Energy 146689116 2.19%
(Index Passive) CitiGroup Inc. Finance 139,648,878 2.09%
State Street Global Advisors 1,782,615,294 26.7 \
small/Mid Cap $969,782.460 14.5% Pfizer Inc. Health Care 130,896,500 1.96%
(Active Management) Wal Mart Stores Inc. Non-Durables 116,126,660 1.74%
abeiiond Vil oy 8 Johnson & Johnson Health Care 111,351,479 1.67%
Thomas Weisel Partners (Value Quest) 287,209,168 43 Procter & Gamble Cons. Staples 95,265,597  1.42%
Small/Mid Cap $703,064,778 10.5% )
(Enhanced/Risk Controlled) Amer. Int’l Group Inc. Finance 94,999,972 1.42%
AXA Rosenberg Investment Mgmt. 388,723,501 58 ; 9
SSB Citigroup (The Travelers) 314,341,277 47 Verzon Comm. __ Telecomms 80072231 121%
Other ™ $19,914,185 0.3% TOTAL $1,251,845,445 18.72%
(1) Other represents funds earmarked for distribution to
participants, reinvestment, and expenses.
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Fund Facts at June 30, 2002

Investment Strategy/Goals: To participate in the growth of the global economy through the ownership
of foreign equity securities.

Performance Objective: An annualtotal return which is one percentage point greater than the ISF
Hybrid Benchmark affer expenses.

Benchmark: ISF Hybrid Benchmark (83% Salomon Smith Barney Europe, Pacific, Asia Composite Broad
Market Index, 50% Hedged and 17% MSCI Emerging Market Free)

Date of Inception: January 1, 1988 Total Net Assets: $2,226,726,323
Number of Advisors: 6 external Management Fees: $15,054,168
Operating Expenses: $726,117 Expense Ratio: 0.67%

Turnover: 45.0%
Performance Summary

For the fiscal year ended June 30, 2002, the International Stock Fund (ISF) generated a negative return
of 9.00%, net of fees, but performed better than the hybrid benchmark index return of negative 10.88% by
188 basis points. Active management in both the developed and emerging markets had a positive im-
pact on relative performance.

During fiscal year 2002, ISF net assets decreased from $2.503 billion to $2.227 billion, a decrease of $276
million. This included realized and unrealized net capital losses of $266 million and $45 million due to net
cash outflows to participating pension plans and trusts partly offset by net investment income of $35
million.

The Fund has out-performed relative to its benchmark over the last three, five and ten year periods, as
illustrated in Figure 4-4 below. The three and five-year results were above those of the index by 301 and 83
basis points, respectively. For the frailing ten-year period, ISF's compounded annual total return was
above the hybrid index by 42 basis points.

Description of the Fund

The International Stock Fund is an externally managed fund which invests in foreign equity securities. It
serves as an investment tool for the Pension and Trust Funds, with the goal of participating in the growth of
international economies. It is used to reduce short-term volatility in the Pension and Trust Funds returns by
providing an additional layer of asset and currency diversification. In environments where the value of the
U.S. dollar is declining relative to other currencies, international stocks are expected to enhance total
Pension and Trust Funds returns.

Establishedin 1988, ISF's performance objective was an annual total return, net of management fees
and Division operating expenses, which exceeds that of the Hybrid Benchmark, a measure of the returns of
developed, non-U.S. stock markets, by 100 basis points. During the structure review in fiscal year 2000, the
objective was changed to reflect the Fund’s strategic exposure to emerging markets, as well as an expo-
sure to stocks of smaller companies in the developed markets. The new objective is for the return of the
Fund (net of fees) to exceed the return of a hybrid index comprising 83% of the Salomon Smith Barney
Europe Pacific Asia Composite Broad Market Index (60% Hedged) and 17% of the Morgan Stanley Capital
International Emerging Market Free Index (MSCI EMF) by 100 basis points.

At the end of fiscal year 2002, the Fund had six external advisors, selected on the basis of expected
future performance and investment style, although one advisor managed both an emerging market and
a core portfolio. (See figure 4-8.) Based on the Fund’s holdings, as of June 30, 2002, approximately 63% of
the portfolio was managed by four advisors in countries comprising the MSCI EAFE, 15% was actively
managed by two advisors within the emerging markets, and 22% was allocated to one advisor for passive
management against the European portion of the MSCI EAFE Index.
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The Office of the Treasurer issued a Request For Proposal (RFP) for Fund managers, as part of its
continuing implementation of the Asset Allocation policy and strategy for the International Stock Fund.
This resulted in a new strategic allocation to international equities that created a more diversified portfolio
and will allow for more opportunities to enhance stock portfolio returns while reducing risk. Going for-
ward the intfernational portfolio will consist of seven investment mandates where previously there were
three. The seven mandates are; Passive large-Cap EAFE, Active Small-Cap EAFE, Active Risk Controlled
EAFE, Active Core EAFE, Active Specialist EAFE, Active Emerging Markets, and Currency Overlay. Over
fifty advisors were interviewed for five of the seven Fund mandates established during the structure review
process completed at the end of fiscal 2000. In May 2002, Treasurer Nappier, with the endorsement of the
Investment Advisory Council, selected twelve managers. The increase in the number of managers is
being driven by the increased allocation of $1 billion to the ISF portfolio, which is consistent with the
CRPTF’s asset allocation policy. Contract and fee negotiations, including manager implementation, will
occur during fiscal 2003. The Office of the Treasurer is currently in the process of interviewing advisors for
the Currency Overlay mandate. This process is expected to be completed shortly.

Portfolio Composition

At fiscal year-end, ISF was 98.3% invested in international securities. Investments in Japan equity secu-
rities were the largest percentage of Fund assets, at 15.3%. United Kingdom accounted for 14.4% and
German securities, 10.9% of investments. The Fund’s allocation to non-EAFE countries, including the emerging
markets, stood at 16.8% of investment in securities at the end of fiscal year 2002. These geographic
concentrations differed from those comprising the Hybrid index, reflecting the Fund’s allocation to active
management strategies. (See figure 4-7.)

The ISF was well diversified at year-end, holding more than 2,100 securities in the portfolio. The ISF’s ten
largest holdings, not including cash, included a variety of companies located throughout Europe and
the Far East. The Fund'’s largest investment, comprising 1.8% of investment securities, was Total FINA EIf Eur
10 of France. (See figure 4-9.)

In the aggregate, these ten holdings accounted for 11.1% of the Fund’s investments at June 30, 2002.

Risk Profile

Given ISF’s investment policies and objectives, the Fund is exposed 1o several forms of risk. These
include, but are not limited to, political and economic risk, currency exchange risk, market risk, and
individual company credit risk. Effective February 1, 1998, the three developed market managers were
given 100% hedged benchmarks, and the benchmark for the three core managers was changed to a
100% hedged benchmark from an unhedged benchmark. This was the result of an analysis, which deter-
mined that although the historical long-term effects of currency returns sum to zero, the short-term effects
could be dramatic given the market voldtility. As part of the implementation of the current Asset Alloca-
tion Plan, it was decided that the most efficient and cost effective method of mitigating this short-term
volatility was to change the benchmark to a completely hedged one.

The Treasurer determined that 100% hedging may reduce some of the potential short-term benefits of
currency movements as well as increase the risk of the international investments, and that a 50% hedge
ratio would provide the greatest reduction in portfolio risk over time. It has also been decided to imple-
ment the currency hedging strategy by hiring a dedicated currency overlay manager, who would ensure
that the Fund’s foreign currency exposure is always 50% hedged. The outstanding RFP includes this cur-
rency mandate, and once all of the new managers are in place, hedging will not be part of any of the
equity managers’ mandates.

Based on returns over the last five years, the Fund’s risk profile is similar to that of the Hybrid bench-
mark. The Fund'’s active risk relative to its benchmark over the five-year period ending June 30, 2002 has
been 1.05%, while its high R? of 0.90 demonstrates a relatively strong overall correlation. Inthe aggregate,
ISF’s annual alpha over the five-year period, or return in excess of that predicted by the benchmark, was
0.84. (See Figure 4-2.)
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Figure 4-1

Figure 4-2

INTERNATIONAL STOCK FUND

Ownership Analysis at June 30, 2002 (S in millions)

MERF
$131.6

SERF
$858.3

TERF

$1,2156 $21.2

INTERNATIONAL STOCK FUND
Risk Profile at June 30, 2002

Relative Volatility 1.05
Standard Deviation 17.22
R? 0.90
Beta 1.00
Alpha 0.84

TERF - Teachers’ Retirement Fund
SERF - State Employees Retirement Fund

MERF - Connecticut Municipal Employees’ Retirement Fund

(1) Based upon returns over the last five years.

Figure 4-3 Figure 4-4
INTERNATIONAL STOCK FUND INTERNATIONAL STOCK FUND
Comprehensive Profile at June 30, 2002 Periods ending June 30, 2002
ISF Hybrid 1 YR 3 YRS 5YRS 10 VYRS
ISF Benchmark Compounded, Annual Total Return (%)
ISF -9.00 -1.77  0.54 6.49
Number of Issues 2,172 4,618 ISF Hybrid Benchmark -10.88  -4.78 -0.29  6.07
European Allocation (%)  60.9 57.5
Pacific Allocation (%) 22.3 23.4 Cumulative Total Refurn (%)
ISF -9.00 -5.21 2.75 87.46
Other (%) 16.8 19.1 ISF Hybrid Benchmark -10.88 -13.67 -1.45 80.24
Annual Total Return (%) -9.00 -10.88
Figure 4-5 Figure 4-6
INTERNATIONAL STOCK FUND INTERNATIONAL STOCK FUND
Annual Total Return Components of Total Return ($ in millions)
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20%
15%
$250
10%
5% (5384.3)(5231.5)

0%
-5%
-10%
-15%
-20%

793 94 95 96 97 98 99 00 O1

| JisFHybrid B s

02

$0

$-250

$-500 =

95 9% 97 98

93 94
|:| Capital Appreciation

OFFICE OF THE STATE TREASURER, DENISE L. NAPPIER

35



PENSION FUNDS MANAGEMENT DIVISION

Figure 4-7
INTERNATIONAL STOCK FUND
Diversification by Benchmark Country with Return (%) at June 30, 2002 ™
ISF ISF Hybrid Benchmark

% of % of % of % of

Net Assets Net Assets Total Net Assets Net Assets Total
6/30/01  6/30/02 Return 6/30/01 6/30/02 Return

Japan 14.5 156.3 -4.7 21.1 17.6 -17.2
United Kingdom 15.5 14.4 -10.5 18.1 21.4 -11.9
Germany 11.5 10.9 2.7 7.0 5.7 -184
France 8.0 8.7 1.8 9.0 7.7 -16.1
[taly 5.9 6.3 1.9 3.8 3.2 -13.1
Switzerland 3.5 3.9 -7.2 5.4 6.2 -7.6
Netherlands 3.9 4.2 -3.9 4.4 4.7 -13.4
Spain 3.4 3.5 -6.0 2.3 2.5 -14.1
Hong Kong 3.7 3.6 -3.2 1.7 1.7 -13.3
Sweden 1.7 1.8 -8.3 2.0 1.6 -20.9
Australia 1.8 1.6 -4.3 2.7 3.3 0.3
Finland 1.2 1.1 -16.6 1.5 1.3 -26.5
Belgium 1.1 1.5 7.0 0.8 1.1 -8.0
Singapore 0.9 1.1 -11.0 0.7 0.7 -12.0
Denmark 0.8 0.8 -8.1 0.8 0.6 -15.6
Ireland 0.6 0.8 7.1 0.7 0.7 -21.9
Norway 20 1.8 -7.9 04 04 -13.0
Malaysia 0.3 0.6 -3.9 1.0 0.9 29.9
Austria 0.6 0.7 9.4 0.2 0.1 10.8
New Zealand 04 0.7 120 0.1 0.1 12.3
Portugal 0.5 05 0.2 04 0.3 -6.9

Other 182 16.2 15.9 18.2

Total 100.0 100.0 100.0 100.0

(1) Includes Cash Reserve Account and cash equivalents at each country level.

Figure 4-8 Figure 4-9
INTERNATIONAL STOCK FUND INTERNATIONAL STOCK FUND
Investment Advisors at June 30, 2002 Ten Largest Holdings at June 30, 2002
Security Name Country Market Value %
Investmont Advisor NS et ot Total FINA EIf Eur 10 France $39,820,965 1.75%
ENI Eurl [taly 32,174,241 1.42%
EAFE - Europe $477,694,320 21.4% Glaxosmithkline United
Enhanced Passive ORD GBP .25 Kingdom 30,459,942 1.34%
State Street Global Advisors 477,694,320 21.4% Aventis SA Eur 3.82 France 24,053,714 1.06%
Core Management $1,407,742,186  63.2% Deutsche Bank
Active AG ORD NPV Germany 23,639,307 1.04%
Morgan Stanley Asset Management 563,150,953 25.3% BP Amoco ORD United

USD 0.25 Kingdom 21,132,130 0.93%

e ony oo Nestle SA CHF1  Swifzerland 20,342,347 0.89%
m Ome,y cpfaiivanogemen o =5 Vodafone Group  United

DSl International Management 134,430,628 6.0% ORD USD .10 Kingdom 20,310,220 0.89%
Emerging $335,375,715 15.1% DaimlerChrysler

Active AG ORD NPV Germany 20,124,721 0.89%
Morgan Stanley Asset Management 194,361,607 8.8% Shell Traspt & Trdg ~ United

Pictet International Management 141,014,108 6.3% ORD GBP 0.25 Kingdom 19,293,538 0.85%
Other ® $ 5,914,102 0.3% TOTAL $251,351,125 11.06%

(1) Other represents funds earmarked for distribution to
participants, reinvestment, and expenses.

36 FiscaL YEAR 2002 ANNUAL REPORT




rgadl estoe fund

Fund Facts at June 30, 2002

Investment Strategy/Goals: To hedge against inflation, reduce volatility of returns, and provide a long-
term rate of return similar to equity investments by investing in equity commercial real estate.

Performance Objective: An annual total return which is one percentage point greater than the index.

Benchmark: National Council of Real Estate Investment Fiduciaries Index (NCREIF) 1quarter lag.

Date of Inception: July 1, 1982 Total Net Assets: $471,172,148
Number of Advisors: 7 external Management Fees : $1,321,960
Operating Expenses: $165,096 Expense Ratio: 0.31%

Capitalized and Netted Fees: $3,389,188

(1) See note 1 to the Financial Statements for a discussion of similar fees incurred at the investment level.

Performance Summary

For the fiscal year ended June 30, 2002, the Real Estate Fund (REF) generated a total return of 0.81%,
net of fees, which under performed the National Council of Real Estate Investment Fiduciaries Index
(NCREIF) of 6.40% by 559 basis points. This performance is primarily attributable to REF’s under exposure
to core real estate property types and over exposure 1o senior living facilities and hotels.

During the fiscal year, the value of REF’'s portfolio declined from $476 million to $471 million. The $5
million decrease was primarily due to net distributions o unit holders. This amount was comprised of
pension payments to beneficiaries of $18 million that were offset by net contributions from unit holders of
$9 million. In addition, funds generated by operations contributed $4 million. Funds from operations
were comprised of net investment income of $6 million, realized gains of $12 million and unrealized
depreciation of $14 million.

For the trailing three, five and ten-year periods, REF’'s compounded annual total return was 8.0%,
11.7%, and 5.3%, respectively, net of all expenses. (See figure 5-8.) The REF returns under performed the
benchmark in the three, five and ten year periods by 190 basis points, 27 basis points and 296 basis points,
respectively. The under performance for the three and five year periods are indicative of the *J curve”
effect of the four opportunity fund investments. In addition, the REF’s recent performance has been hurt
by markets that favor highly occupied cash generating properties while REF’s concentration in opportu-
nistic investments focus on the repositioning and sale of properties rather than on those that generate
currentincome. Reasons for underperformance in the fen-year category include adverse asset selection
and asset sales in a weak domestic real estate market in the early and mid 1990°s. Management fees,
operating expenses and significant write-downs taken in the mid 1990°s have also contributed to the
Fund’s below-benchmark performance over this fime period.

Description of the Fund

The Real Estate Fund is an externally managed fund that invests in real estate properties and mort-
gages. It serves as along-term investment tool for the pension funds and is designed to dampen volatility
of overall returns through diversification and to provide long-term rates of return similar to the Mutual
Equity Fund. Over the short-term, REF is expected to provide a real rate of return above the rate of
inflation during most economic conditions. In periods of rising inflation, REF is expected to add substan-
fially to the performance of the pension funds.

REF’s performance objective is an annual total return, net of management fees and operating ex-
penses, which exceeds that of the NCREIF index by 100 basis points, or one percentage point, per annum.

OFFICE OF THE STATE TREASURER, DENISE L. NAPPIER 37




PENSION FUNDS MANAGEMENT DIVISION

Portfolio Activity

The Connecticut Retirement Plans and Trust Funds (CRPTF) completed the search for a real estate
investment consultant that was begun in 2001. The selection resulting from this process was Pension
Consulting Alliance (PCA). PCA will assist the Treasurer and staff in the development and implemento-
tion of arenewed real estate investment program. It is anticipated that the requisite investment policy,
investment planning and structural review will be completed prior to next fiscal year end.

During the fiscal year, the REF continued its existing investment strategies. With regard to REF’s $350
million in commitments to opportunistic commingled funds, three of the four funds, accounting for $250
million of commitments, were fully committed at fiscal year end, with less than $3 million of unfunded
commitment. REF funded $21 million to one remaining fund that has significant unfunded commitments
of §17.6 million. Distributions received from these funds fotaled $23 million. REF also has a fully funded
commitment of almost $15 million to a non-opportunistic commingled fund. This fund generated distribu-
tions of $2 million. These funds generated a combined $25 million verus $34 million in the prior year.

The Fund also continued ifs program of attempting to opportunistically sell separate account invest-
ments that were acquired in the late eighties and early nineties. No such assets were sold during the fiscal
year, as market conditions did not warrant such sales. REF continues to position the remaining single-
asset investments for sale. The focus during this process is on maximizing returns.

No new funding commitments were made to real estate investment ventures.

The terror attacks on the World Trade Center complex in New York and on the Pentagon in Washing-
ton appeared to be the catalyst that pushed the U.S. into recession. In addition, they resulted in signifi-
cant dislocations in both the property insurance and travel industries which impacted real estate. Despite
this, commercial real estate was a positive performer in what was otherwise a difficult investment environ-
ment during fiscal 2002. Historically low interest rates helped to buttress real estate returns. However, the
level of these returns and the underlying market fundamentals drastically deteriorated during the year.
The U.S. recession hurt demand for space and drove up vacancies in all major property types and virtu-
ally every geographic region. Among the most dramatic examples was the technology crash that hit a
number of markets such as San Francisco, Boston, Seattle and Austin, and the fravails of the financial
services industry, which disproportionately impacted New York City. The resulting weakness in demand
for rental space caused its most significant impact in the office market. However this weakness in office
properties eventually spread to both industrial and apartment properties.

Porifolio Characteristics

Real Estate investment is a complex and intensive asset management process. REF’s investments are
restricted by policy to the purchase of shares in group annuities, limited partnerships, group trusts, corpo-
rations, and other indirect ownership structures managed by professional commercial real estate invest-
ment firms. At June 30, 2002, the portfolio consisted of 10 externally managed portfolios, with 24% of the
Fund’s net assets invested in real estate separate accounts, 4% invested in commingled funds, 71% in-
vested in opportunity funds and 1% invested in cash and other net assets.

The Fund’s ten largest holdings aggregated 1o 99.3% of REF investments. (See figure 5-12.)

As currently structured, office properties constitute the single largest component of REF’s portfolio at
29%, with industrial 2%, retail 11%, apartments 7%, and hotel 9% comprising 58% of the Fund. The “other”
category, which accounts for 42% of net assets, includes significant exposures in senior living (20%), mixed-
use (11%) and storage facilities (6%). The balance of the portfolio is comprised of land, timberland, and
cash and other monetary assets. (See figure 5-7.)

The portfolio is reasonably well diversified geographically with 29% of its assets invested in the East,
20% in the West, 26% in the South, and 11% in the Midwest. The remaining 14% is comprised of “other” and
includes investments distributed nationally across the U.S. (6%), and internationally (8%), while cash and
other net assets account for the remainder (1%). (See figure 5-6.)
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Risk Profile

Given REF’s investments policy and objectives, the Fund is exposed to several forms of risk. These
include risks attendant to alternative investments, such as management, operations, market, and liquid-
ity risk, but also include geographic, financing, and construction risks specific to real estate investments.

As shown below, based on returns over the last five years, the Fund has exhibited substantially more
volatility than its benchmark. The Fund’s statistics are consistent with its extraordinarily low R? of 0.03,
which signifies almost no correlation between Fund returns and those of the benchmark, and its beta of
negative 0.23, which indicates litfle sensitivity to overall fluctuations in the benchmark. Inthe aggregate,
the Fund’s monthly alpha, or return relative to that achieved by the benchmark, was negative 0.28 over
the five-year time period. (See figure 5-2.)

TERF
$256.8

$4.7

Figure 5-1 Figure 5-2
REAL ESTATE FUND REAL ESTATE FUND
Ownership Analysis at June 30, 2002 ($ in millions) Risk Profile at June 30, 2002
MERF
$28.4
Relative Volatility 1.38
Standard Deviation 6.93
SERF
$181.3 R? 0.03
Beta -0.23
Alpha -0.28

TERF - Teachers” Retirement Fund
SERF - State Employees Retirement Fund
MERF - Connecticut Municipal Employees’ Retirement Fund

(1) Based upon returns over the last five years.

Figure 5-3 Figure 5-4
REAL ESTATE FUND REAL ESTATE FUND
Investments Analysis @ Distribution by Investment Type at June 30, 2002
Based on Investments in Securities, at Value
No. of REF REF REF acty
At Investments  Book Value Market Value 0.7%
6/30/02 10 413,693,249 467,819,628 Separate
6/30/01 10 403,106,638 471,662,581 A;Zﬁl;/:t
6/30/00 11 434,881,420 478,966,334 ’
6/30/99 14 395,221,763 380,769,286
6/30/98 20 407,989,996 379,124,673
6/30/97 24 540,133,490 475,213,540 Commingled
6/30/96 41 1,111,459,897 924,414,185 F;;;)S
6/30/95 51 1,185,277,530 1,055,418,296
6/30/94 46 1,362,061,563 1,031,355,740 )
Opportunity
6/30/93 46 1,325,161,790 993,261,272 Funds
71.4%

(1) Number of investments in annuities, partnerships, corpora-
tions, and ftrusts, excluding the Cash Reserve Account.

(1) Cash Reserve Account and other monetary assefs.
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Figure 5-6

REAL ESTATE FUND
Distributfion by Investment Type at June 30, 2002
Based on Investments in Securities, at Value

100% - .
B e
80% [~ |:| Trusts
Partnerships
sose |- I P
|:| Corporations
40% [~ .
- Annuities
20% [~
0% !

REAL ESTATE FUND
Distribution by Geographic Location at June 30, 2002
Based on Investments in Securities, at Value

REF NCREIF Variance

East 29.0% 28.0% 1.0%
Midwest 11.0% 15.0% -4.0%
South 26.0% 21.0% 5.0%
West 20.0% 36.0% -16.0%
Cash and Other Assets® 14.0% 0.0% 14.0%

100.0% 100.0%

(1) Cash Reserve Account.

Figure 5-7

Figure 5-8

(1) Includes national (8%) and non-U.S. (10%) and cash
and monetary assets (1%).

REAL ESTATE FUND
Diversification by Property Type at June 30, 2002
Based on Investments in Securities, at Value

REAL ESTATE FUND
Periods ending June 30, 2002

REF NCREIF Variance

1 YR 3 YRS 5YRS 10YRS

Compounded, Annual Total Return (%)

15%
10%
5%
0%
-5%

-10%

793 94 95 96 97 98 99 00 01 02

B = [ | NcrerF

Apartment 7.0% 18.0% -11.0% REF 0.81 8.00 1172 529
Industrial 2.0% 190%  -17.0% NCREIF Property 6.40 9.90 11.99 8.25
Office 29.0% 41.0% -12.0%
Retail 11.0% 20.0% -9.0% Cumulative Total Return (%)
Hotel 0.0% 2.0% 7.0% REF 0.81 2596 74.01 67.43
NCREIF Property 6.40 32.73 76.19 120.87
Cash and Other Assets® 42.0% 0.0% 42.0%
100.0% 100.0%
(1) Other includes senior living, mixed use, land,
timberland, storage facilities, and cash and other
assetfs.
Figure 5-9 Figure 5-10
REAL ESTATE FUND REAL ESTATE FUND
Annual Total Return Components of Total Return ($ in millions)
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$10.9 s646 $77.9 $67.0
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Figure 5-11 Figure 5-12
REAL ESTATE FUND REAL ESTATE FUND
Investment Advisors at June 30, 2002 Ten Largest Holdings at June 30, 2002
Net Asset % of Market
Investment Advisor Value Fund Property Name Type Value %
AEW Capital Management $138,243,205 29.4% Wallton Street Fd Ill, LP Various $91,128,647 19.34%
Walton Street Real Estate Fund I LP 91,128647  19.3% AEW Partners lll. LP Various 87,236,823 18.52%
Apolio Real Estate Investment F Il LP 84,347,518 17.9% Apollo Real Est Invest Fd Il Various 84,347,518 17.90%
Westoort Senior Living - Fund, LP 23832010 15.7% Westport Senior Living Fd, LP Sr Living 73,832,010 15.67%
esTporT senior Living - Funda, 2 . 7%
TeoP o New Goodwin Square, LLC Mixed 51,557,186 10.94%
Tishman Hotel Corp. 51557186 109% Union Station LTD LP Mixed 33,233,330 7.06%
Wachovia Bank of Georgia, N.A. 15,711,713 3.3% AEW 221 Trust Various 17,773,052 3.77%
TimesSquare Real Estate Investors 12,958,663 2.8% Wachovia Timberind Dublin Timber 14,140,542  3.00%|
Other® 3,393,206 07% Worcester Center Mixed 12,958,663 2.75%
Wachovia Timberind Balls Timber 1,571,171 0.33%
TOTAL $467,778,942 99.28%

(1) Other represents funds earmarked for distribution to
participants, reinvestment, and expenses.
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pAfUtudl fixed income fund

Fund Facts at June 30, 2002
Investment Strategy/Goals: To provide diversification in different economic environments.

Performance Objective: An annual total return which is 0.5 percentage points greater than that of the
index.

Benchmark: 73% LB Aggregate, 17% Salomon High Yield Market Index and 10% JPM Emerging Markets
Bond Index.

Date of Inception: July 1, 1972 Total Net Assets: $6,526,251,325
Number of Advisors: 10 external Management Fees: 510,433,845
Operating Expenses: $959,415 Expense Ratio: 0.17%

Turnover: 347.6%

Performance Summary

For the fiscal year ended June 30, 2002, the Mutual Fixed Income Fund (MFIF) generated a total return
of 5.64% net of fees, out-performing the hybrid benchmark return of 5.04 by 60 basis points.

Principal reasons for the Fund’s performance was due to an underexposure to high yield and emerg-
ing market debt segments and an overexposure to the core fixed income segment relative to the bench-
mark.

Comparative returns from other indexes include: The Salomon High Yield Market Index negative 4.7%,
and JP Morgan Emerging Markets Bond Index negative 5.2% (JP EMBI+).

During the fiscal year, the Fund decreased $60 million, from $6.586 billion to $6.526 billion. Of this total,
$409 million resulted from net investment income and $50 million from realized and unrealized losses,
which were partly offset by $419 million of net cash outflows to participating Pension and Trust Funds.

For the trailing three, five and ten-year periods, MFIF's compounded annual total return was 6.47%,
6.49% and 7.51%, respectively, net of all expenses. These returns exceeded those of the Fund’s benchmark
forthe ten year period, but were behind the index for the three and five-year periods. Principal reasons for
this long-term success included effective management of the Fund’s duration in response to changing
market interest rates and strong security analysis, which enabled advisors to identify undervalued credits
offering comparatively higher yields. (See figure 6-8.)

The cumulative total returns for the three, five, and ten-year periods ending June 30, 2002, were 20.70%,
36.92% and 106.30%, respectively.

Description of the Fund

The Mutual Fixed Income Fund is an externally managed fund investing primarily in domestic fixed
income securities. The Fund serves as an investment tool for the Pension and Trust Funds with the goal of
reducing volatility in returns under various economic scenarios. Fixed income securities represent fixed,
variable, and zero coupon bonds issued by the federal and state governments, foreign governments,
domestic and international corporations, and municipalities. During periods of low inflation, fixed in-
come investments may enhance the overall performance of the Pension and Trust Funds, while in times of
moderate inflation and high nominal interest rates, these investments may contribute satisfactory invest-
ment returns.

As a consequence of the restructuring of the liquid portfolios in fiscal year 1996, including the termina-
fion of the International Bond Fund, MFIF’s mandate was expanded to include investments in infernational
fixed income securities. Investments in these types of securities are permitted when, in the opinion of the
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Fund’s advisors, there is opportunity to increase return with no, or nominal, increase in relative risk. MFIF’s
mandate was also expanded to include both convertible and high-yield bonds. Convertible bonds
allow bondholders to exchange a company’s bond for a specified number of shares of common stock in
the company, giving holders of the bonds an option to share in the price appreciation of the company’s
stock.

During fiscal year 2002, the Office of the Treasurer began a structure review for the Fund as part of its
continuing implementation of the Asset Allocation Policy and strategy for the Mutual Fixed Income Fund.

At June 30, 2002, ten advisors managed investments in the Fund. The Fund’s investments were allo-
cated 1o six advisors investing 84% of the portfolio in core/core-plus strategies, one advisor with 4% in a
convertible bond mandate, and four advisors actively investing 12% of the portfolio in domestic high yield
products. A few managers were allowed to expand their investment opportunity set to include below
investment grade bonds and/or infernational bonds; these mandates have been classified as core-plus
strategies. (Note that one advisor manages both a convertible and high yield portfolio.) (See figure 6-
11)

Since inception, the MFIF’s objective has been an annual return, net of management fees and operat-
ing expenses, of 50 basis points in excess of the LB Aggregate, which is widely considered to be parallel to
the performance of the U.S. bond market.

During fiscal year 2000, another performance measurement benchmark for the MFIF was added to
reflect the Fund’s strategic allocation to other fixed income markets, such as high yield securities and
emerging market debt. The new benchmark is a hybrid comprising 73% LB Aggregate, 17% Salomon High
Yield Market Index, and 10% JP EMBI+, and the Fund’s goal is to exceed the return of the hybrid index by
50 basis points annually. It is expected that during the next fiscal year when the structure review and
guidelines of this asset class are completed, this hybrid benchmark will become the primary benchmark
for MFIF.

Porifolio Characteristics

MEFIF continues to be well diversified across the spectrum of available fixed income securities. The
Fund maintained a strong concentration in corporate securities, comprising approximately 28.3% of the
Fund’s investment securities at fiscal year-end. Government securities were above the benchmark at
42.3% of the Fund, compared to 33.8% for the benchmark. Sector concentrations differed from those
comprising the LB Aggregate, reflecting the collective allocations of the Fund’s active investment advi-
sors. The Fund’s average quality rating was AA-3, as judged by Moody’s Investor Services, supported by
its 50.9% concentration in mortgage-backed, U.S. Treasury, and Agency securities. Relative to the Index,
MFIF held a greater degree of below investment grade securities including emerging market debt. (See
figure 6-4.)

At fiscal year end, 89.0% of Fund investments were in fixed income securities with the balance held in
cash.

Risk Profile

Given MFIF's investment policies and objectives, the Fund is exposed to several forms of risk. These
include, but are not limited to, purchasing power risk, default risk, reinvestment risk, and market risk. In
addition, the Fund is occasionally exposed to political and economic risk and currency risk resulting from
investments in infernational fixed income securities.

In fixed income investing, returns are extremely sensitive to changes in market interest rates. As such,
the longer the time to maturity of a fixed income investment (and the resultant increase in fime during
which interest rates may change), the greater the level of risk assumed. To measure the degree of MFIF’s
price sensitivity to changes in market interest rates, the Fund’s duration, or the weighted average time
period over which cash flows are received by the investor, is monitored. At June 30, 2002, the Fund’s
durafion was at 4.7 years versus 4.4 years for the LB Aggregate index. While often viewed as an indicator
of risk, durafion can, if managed effectively, contribute significantly to total Fund returns. (See figure 6-3.)
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Figure 6-2

MUTUAL FIXED INCOME FUND
Ownership Analysis at June 30, 2002 ($ in millions)

MERF
$404.2

TERF
$3,475.7

MUTUAL FIXED INCOME FUND @
Risk Profile at June 30, 2002

Relative Volatility 1.05
Standard Deviation 3.64
R? 0.63
Beta 0.84
Alpha -0.20

TERF - Teachers” Retirement Fund
SERF - State Employees Retirement Fund
MERF - Connecticut Municipal Employees’ Retirement Fund

Figure 6-3

(1) Based upon returns over the last five years.

MUTUAL FIXED INCOME FUND
Modified Duration vs. Index M (in Years)

6

5

6/30/01 6/30/02

- MFIF |:| LB Aggregate

Figure 6-4

MUTUAL FIXED INCOME FUND

Distribution by Sector at June 30, 2002

Based on Investments in Securities, at Value

LB
MFIF  Aggregate Variance

Treasury 16.2% 22.9% -6.7%
Agency 26.1% 10.9% 15.2%
Corporate 28.3% 23.5% 4.8%
Mortgage-Backed 8.6% 35.5% -26.9%
Asset-Backed 2.5% 1.7% 0.8%
Other ® 18.3% 5.5% 12.8%
TOTAL 100.0% 100.0%

(1) Computed without the effect of Cash and other Net

(1) Other category includes non fixed-income securities

(1) Represents securities for which ratings are unavailable.
(2) Represents monies invested in the Cash Reserve Account.

Assets. such as common and preferred stock and convertible
securities, cash and other assets.

Figure 6-5 Figure 6-6

MUTUAL FIXED INCOME FUND MUTUAL FIXED INCOME FUND

Distribution by Quality Rating at June 30, 2002 Distribution by Coupon at June 30, 2002

Based on Investments in Securities, at Value Based on Investments in Securities, at Value
AOO 439% Cash 0.00-4.00%
AG 2'6% Greater than 11.01%
A 6.9%
BOO 9'3% 9.01-11.00%
Less than Baa 10.1% 4017.00%
Not Rated! 16.3%
Cash® 10.9%
Total 100.0%

7.01-9.00%
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Figure 6-7 Figure 6-8
MUTUAL FIXED INCOME FUND MUTUAL FIXED INCOME FUND
Macauley Duratfion Distribution at June 30, 2002 Periods ending June 30, 2002

Based on Investments in Securities, at Value

1 YR 3 YRS 5YRS 10 YRS

0-3 Years 21.3% Compounded, Annual Total Return (%)

3-5Years 34.5%

5.7 Years 13.3% MFIF 5.64 647 649 7.5
7-10 Years 5.8% MFIF Hybrid Benchmark 5.04 6.64 669 690
10+ Years 8.7%

Unknown® 5.5%

Cash® 10.9% Cumulative Total Return (%)

Total 100.0% MFIF 564 2070 3692 106.30

MFIF Hybrid Benchmark  5.04 21.27 3825 94.96

(1) Represents securities for which the Macaulay Duration
could not be calculated by the custodian.
(@) Represents monies invested in the Cash Reserve

Account.
Figure 6-9 Figure 6-10
MUTUAL FIXED INCOME FUND MUTUAL FIXED INCOME FUND
Annual Total Return Components of Total Return ($ in millions)
15% - $600
$500
12% $400 -
9% $300
$200
6% $100
3% $0
$-100
0% $-200
290 $-300 -
- 00 -
93 94 95 96 97 98 99 00 01 02 $400-02 04 o5 96 97 98 99 00 01 02
|:| Custom Benchmark - MFIF . L
|:| Capital Appreciation - Income
Figure 6-11 Figure 6-12
MUTUAL FIXED INCOME FUND MUTUAL FIXED INCOME FUND
Investment Advisors at June 30, 2002 Ten Largest Holdings at June 30, 2002
Net Asset % of Market
Investment Advisor Value Fund arke
Core $5.466.922.917 83.8% Security Name Maturity Value %
State Street Global Advisors 1,500,272,794 23.0% GNMA-TBA 12/15/2032 $170,748,000 2.34%
a‘/ﬁﬁ;g‘; Financial Mgmt nc. 1, 172781706 - 18.0% FNMA-TBA 12/31/2032 84,049,350 1.15%
Western Asset Mgmt. Co. 799,889,798 12.3% FHLMC-TBA 12/31/2032 81,721,729 1.12%
J.P. Morgan Investment Mgmt 656,236,139  10.0% FNMA-TBA 12/31/2032 78,414,161 1.07%
Phoenix_ 311,216,290 4.8% FHLMC-TBA 12/31/2032 76,429,494 1.05%
ggz;'rzg"%'gs ol Mot LLG 52;%;23'8;3 jg; USS. Treasury Notes  05/15/2007 71,068,944 0.97%
High Yiela 0 Y k0720116 117% FNMA-TBA 12/01/2032 69,812,239 0.96%
Loomis Sayles & Co., Inc. 274,473,207 4.2% U.S. Treasury Notes 05/31/2004 62,781,524 0.86%
W.R. Huff Asset Management 218,656,263 3.4% GNMA-TBA 12/31/2032 62,611,077 0.86%
Oakfree Capital Mgmf., LLC. ~ 209.719.414  3.2% US. Treasury Bonds ~ 11/15/2021 58,082,115 0.80%
Triumph Il LP 57,880,232 0.9% -
Other M $22 857,218 0.3% TOTAL $815,718,633 11.18%

(1) Other represents funds earmarked for distribution to
participants, reinvestment, and expenses.
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Figure 6-13

MUTUAL FIXED INCOME FUND
Comprehensive Profile for the Fiscal Years ending June 30,

2002 2001 2000 1999 1998
MFIF LB Agg MFIF LB Agg MFIF  LBAgg MFIF [BAgg MFIF LB Agg

Number of Issues 4,071 6,892 3,633 6,414 3,226 5,974 2,689 5,381 2,086 6,860
Average Coupon 6.60%  6.50% 6.90%  6.90% 7.00%  7.00% 6.60%  6.90% 7.00% 7.20%
Yield Maturity 6.50%  5.30% 7.60%  6.20% 8.20%  7.20% 7.60%  6.50% 6.80% 6.10%

Average Maturity  8.40 7.30 9.70 8.30 9.70 8.50 10.30 8.90 9.70 7.90
Modified Duration @ 4.70 4.40 5.30 4.80 5.40 4.90 6.20 5.10 5.70 4.60
Average Quality  AA-3 AA-1 AA-3 AA-1 AA-3 AAA Al AAA Al AAA
Cash @ 10.9% 0.0% 10.3% 0.0% 13.0% 0.0% 13.1% 0.0% 10.1% 0.0%

(1) Includes funds invested in the Cash Reserve Fund.
@) Compounded without the effect of Cash and Other Net Assefs.

Figure 6-14
MUTUAL FIXED INCOME FUND
Quarterly Current Yield ™ vs. Indicies (%)
6/30/02 3/31/02 12/31/01 9/30/01 6/30/01

MFIF 5.83 6.20 6.11 6.09 6.27
Leh Agg 6.13 6.37 6.35 6.37 6.63
Salomon 91 Day T-Bill 1.74 1.76 1.78 3.36 3.65
Lehman Treasury 5.55 5.83 5.80 5.85 6.16
Lehman Agency 5.15 541 5.46 558 5.93
Lehman Mortgage 6.40 6.57 6.63 6.60 6.82
Lehman Corporate 6.85 7.04 6.92 6.93 7.12
Lehman Asset Backed 5.63 5.86 5.85 5.90 6.17

(1) Current Yield represents annual coupon interest divided by the market value of securities.
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Fund Facts at June 30, 2002

Investment Strategy/Goals: To achieve yields in excess of those available on domestic fixed income
securities by investing in mortgages on income producing property or in commercial mortgage backed
securities (CMBS).

Performance Objective: An annual total return which is one percentage point greater than that of the
Lehman Aggregate Index after expenses.

Benchmark: Lehman Aggregate Index Date of Inception: November 2, 1987
Total Net Assets: $73,260,715 Number of Advisors: Texternal
Management Fees: $442,777 Operating Expenses: 515,149

Expense Ratio: 0.53%

Performance Summary

For the fiscal year ended June 30, 2002, the Commercial Mortgage Fund (CMF) generated a return of
1.19%, net of management fees and operating expenses, under performing the Lehman Aggregate Index
of 8.63% by 744 basis points. The Fund’s unfavorable performance is atftributable to exposure to under
performing hotel loans, negative market pricing for lower quality loans and its shorter duration than the
benchmark in a period of declining interest rates.

During the fiscal year, CMF assets declined from $101 million to $73 million, a decrease of $28 million.
This decrease was due to cash outflows to the Fund’s unit holders. Such outflows were paid from loan
marturity and amortization proceeds. The $7 million of interest generated was paid out to unit holders in
the form of income distributions.

For the trailing three, five, and ten-year periods, CMF’s total compounded annual portfolio return was
6.70%, 8.69% and 8.05%, respectively, net of all expenses. For the three-year period ended June 30, 2002,
CMF under performed the index by 141 basis points. The Fund’s results over the five and ten-year periods
exceeded the index by 112 basis points and 71 basis points, respectively. (See figure 7-7.)

Description of the Fund

CMF is an externally managed fund that holds mortgages on income-producing commercial prop-
erty. Established in 1987, it serves as a fixed income investment tool for the pension plans with the goal of
realizing yields in excess of those available from traditional domestic fixed income securities, while accept-
ing slightly greater credif risk.

CMF’s investment assets consist of an externally managed portfolio of commercial real estate mort-
gage loans and interests in Yankee Mac mortgage-backed securities, created pursuant to a Connecticut
State Treasury residential mortgage program.

The Fund’s performance objective is an annual total return, net of management fees and operating
expenses, which exceeds that of LB Aggregate Index by 100 basis points.

Mortgage Market

During the fiscal year, the U.S. economy fell into recession before emerging in a tentative recovery.
This recovery has not generated the hoped for rebound in commercial activity. Such arebound is neces-
sary to enhance loan values for lower quality debt which have been constrained despite historically low
interest rates. Hotel loans, which account for two of the portfolio holdings and 26% of the fair value of the
Fund, were especially hard hit in the aftermath of September 11, 2001. Subsequent to that date, fravel and
fravel-related industries experienced significant difficulties. The portfolio’s hotel loans were written down
by $6 million or 23% of their pre September 11 values in response. One of these went into default. By fiscal
year end, the default was cured. The hotel properties that secure these loans were both experiencing
improved operations at June 30, 2002. This improvement did not, however, translate into improved loan
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valuations. The weak U. S. economy impacted the non-hotel portfolio loans as well. During the fiscal
year, the pricing of these loans was capped at 105% of par to recognize the lack of market demand for
loans of similar quality. This change resulted in additional valuation reductions of almost $3 million or 6%
of the non-hotel loan’s combined prior value.

Porifolio Characteristics

During fiscal year 2002, the Fund did not close any new commercial mortgage loan investments, One
portfolio loan was paid off. This loan was paid off at maturity and, accordingly, did not generate a
prepayment penalty. As the Fund has stopped making new loans and its existing loans mature, diversifi-
cation has been decreasing.

The largest portion of the Fund’s net assets, 40%, was invested in residential sector at fiscal year-end,
followed by 26% in the hotel sector and a 9% investment in retail properties. (See figure 7-4.) The Fund has
retained some diversification across geographic regions with 50% of investments located in the Northeast,
21% in the East North Central, 16% in the Mountain and 6% in the Pacific. The concentration in the North-
east increased during the year as combined effect of the one loan maturity and scheduled amortization
disproportionately reduced the Fund'’s exposure to other regions. (See figure 7-5.)

The CMF’s ten largest holdings aggregated to 93.1% of Fund investments. (See figure 7-11.)

The portfolio is relatively healthy from a credit risk standpoint. Despite a period of default for one of
the Fund’s loans, CMF had no delinquent or non-performing loans at fiscal year end. None of the Fund’s
investments are scheduled to mature over the next 12 months.

Risk Profile

Given CMF’s investment policies and objectives, the Fund is exposed to several forms of risk. These
include risks specific to fixed income investing, such as purchasing power risk, market risk, and default risk.
Moreover, falling interest rates subject commercial mortgages to the risk of prepayment, thereby shorten-
ing investors” assumed time horizon and exposing them to reinvestment risk. However, yield maintenance-
based prepayment penalties, which are included in the majority of the Fund’s commercial mortgage
investments, help minimize this risk.

To measure the Fund'’s price sensitivity to changes in market interest rates, the Fund’s duration, or
weighted average time period over which cash flows are received by the investor, is monitored. AtJune
30, 2002, the Fund'’s duration was 2.8 years versus 4.4 years for the LB Aggregate Index. Therefore, the Fund
is less sensitive o interest rate changes than the LB Aggregate Index.

Based on returns over the last five years, the Fund’s risk profile is similar to that of the LB Aggregate
Index. With a relative volatility of 1.90, its returns are slightly more volatile than the index; however, its
returns show very little correlation to those achieved by the benchmark. While the Fund’s beta of 0.37
signifies low sensitivity to movements in the index as a whole, CMF’s five-year monthly alpha at June 30,
2002, or return in excess of that predicted by returns in the overall market, was 1.12. (See figure 7-2.)
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Figure 7-1

Figure 7-2

COMMERCIAL MORTGAGE FUND
Ownership Analysis at June 30, 2002 ($ in millions)

MERF
$4.4

SERF
$28.1

TERF
$40.0

$0.7

COMMERCIAL MORTGAGE FUND
Risk Profile at June 30, 2002

Relative Volatility 1.90
Standard Deviation 6.37
R2 0.04
Beta 0.37
Alpha 1.12

TERF - Teachers” Retirement Fund
SERF - State Employees Retirement Fund
MERF - Connecticut Municipal Employees’ Retirement Fund

(1) Based upon returns over the last five years.

Figure 7-4

Figure 7-3
COMMERCIAL MORTGAGE FUND
Quarterly Current ® Yield Analysis
B
CMF Aggregate

6/30/02 9.18% 6.13%
3/31/02 9.19% 6.37%
12/31/01 9.18% 6.35%
9/30/01 9.23% 6.37%
6/30/01 9.32% 6.63%

COMMERCIAL MORTGAGE FUND
Distribution by Property Type at June 30, 2002
Based on Investments in Securities, at Value

other "
10.1%

Cash
6.6%

Retail
9.2%

Hotel
26.3%

Industrial
8.2%

Residential
39.6%

(1) Current Yield represents annual coupon interest
divided by the market value of securities.

(1) Includes senior ground leases.

Figure 7-5 Figure 7-6
COMMERCIAL MORTGAGE FUND COMMERCIAL MORTGAGE FUND
Distribution by Location at June 30, 2002 Maturity Analysis

Based on Investments in Securities, at Value

Mountain
16.5%

East North
Central
21.0%
Pacific
6.4%

Cash
6.6%

Northeast
49.5%

Dollar Value (S in millions)/Number of Loans

$20

$15
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Figure 7-7

Figure 7-8

COMMERCIAL MORTGAGE FUND
Periods ending June 30, 2002

1 YR 3 YRS 5YRS 10 YRS

Compounded, Annual Total Return (%)
CMF 1.19 6.70 8.9 8.05
Lehman Agg 8.63 8.11 7.57 7.34

Cumulative Total Return (%)
CMF 1.19 21.46 51.70 116.84
Lehman Agg 8.63 26.34 44.04 103.12

COMMERCIAL MORTGAGE FUND
Annual Total Return

20% - Lehman
Agg
15% - B o

10% -

5%

0%

-50p -
93 94 95 9 97 98 99 00 01 02

(1) Cash Reserve Account.

Figure 7-9

Figure 7-10

COMMERCIAL MORTGAGE FUND
Components of Total Return ($ in millions)

$100 - Capital
|:| Appreciation

- Income

$337 §(1.9)

COMMERCIAL MORTGAGE FUND
Investment Advisors at June 30, 2002

Net Asset % of
Investment Advisor Value Fund

67,188,365  91.7%

AEW Capital Management, LP

Other ® 6,072,350 8.3%

COMMERCIAL MORTGAGE FUND
Ten Largest Holdings at June 30, 2002

Property Market
Property Name Type Value %
SASCO Other $§19,106,983 26.74%
Greenhill Apfts. Residential 15,066,142 21.08%
57 Park Plaza Hoftel 13,460,370 18.83%
North Haven Crossing Retail 6,150,418 8.61%
Bidderman Warehouse 6,107,259 8.55%

5,514,204 7.72%
608,966 0.85%
229,852 0.32%

Sheraton Denver West Hotel

Yankee Mac E 11.056% Residential
Yankee Mac F 12.981% Residenftial
Yankee Mac G 9.50% Residential 152,536 0.21%
Yankee Mac C 14.00% Residenftial 144,128 0.20%
TOTAL $66,540,858 93.11%

$-25
550793 94 95 96 97 98 99 00 01 02

(1) Other also includes residential mortgage-backed
Figure 7-11 securities for the Commercial Mortgage Fund.
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Fund Facts at June 30, 2002

Investment Strategy/Goals: To participate in the fastest growing segments of the domestic and interna-
tfional economies, including emerging industries and technologies, by investing in private equity partner-
ships.

Performance Objective: To outperform the Russell 3000 Index by 500 basis points at the end of ten years.

Benchmark: 50% Cambridge Associates Private Equity Index and 50% Cambridge Associates Venture
Capital Index.

Date of Inception: July 1, 1987 Total Net Assets: $2,281,024,220
Number of Advisors: 35 external Expensed Management Fees M: $6,958,306
Operating Expenses: $4,701,157 Expense Ratio: 0.48%

Capitalized and Netted Fees: $35,219,314
(1) See Note 1 to the Financial Statements for a discussion of similar fees incurred at the investment level.

Performance Summary

For the fiscal year ended June 30, 2002, the Private Investment Fund (PIF) generated a negative
return of 10.81%. The fiscal year 2002 continues to present a difficult environment for private equity
investments. The industry continues to consolidate and many partnerships have reduced their fund
size and returned unused capital o Limited Partner investors. According to Business Week, in the last
six months of 2002, venture capital (VC) investors have given back $3 billion to investors. According
to the Financial Times, after investing over $100 billion in 2000, the VC industry appears to be return-
ing to the pre-boom days of 1995-1996, when only $5 billion was invested annually.

Despite the overall slowdown in investment activity as seen in the 49% year-over-year decline in
VC investments, there are several sectors that have received attention in 2002. According to
GenomeWeb, the total VC investment in the biotech sector actually increased 44% in 2002. During
the June 2002 quarter alone, 62 biotech start-ups received a total of $984 million in VC financing,
compared to $680 million in the year-earlier period. In addition, according to the Wall Street Jour-
nal, VC firms have been targeting new portfolio investments in companies boasting innovative
security-related technology that can be utilized in the war against terrorism. The interest in this
sectoris a function primarily of the $38 billion in new U.S. government spending slated for homeland
security.

The liquidity market for venture-backed companies has experienced an improvement recently.
According to the National Venture Capital Association twelve domestic venture-backed compa-
nies raised $1.3 billion in initial public offerings during the June quarter, up from four new issues that
raised $376 million during the March quarter. It was the second-best showing in the past six quarters,
just behind the 14 new issues that raised $1.4 billion in the December quarter. The most active sectors
included health care companies issues (five in all), followed by enterprise software companies, and
IT services for corporations and the government. The consumer and business services sector was
also strong, accounting for three of the newly public companies: Neftflix, Printcafe Software, and
JetBlue Airways.

The buyout segment also experienced an increase in activity over the most recent quarter.
According to Buyouts, buyout firms completed about $5.5 billion worth of deals in the June quarter,
compared with $3.9 billion in the March quarter 2002 and $3.8 billion in the December quarter. The
number of deals also picked up in the June gquarter, totaling 51, compared with 34 deals in the
March quarter. The communications and semiconductor segments were well represented in the
quarter’s largest M&As, accounting for seven of the top ten. In the largest fransaction, Hammer-
head Networks, a connectivity tools developer, was acquired by Cisco Systems for $173 million in
stock.
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During fiscal year 2002, PIF’s assets decreased from $2.607 billion to $2.281 billion, a decrease of
$326 million. The decrease was due to $38 million of net cash outflows from participating pension
plans and trusts partly offset by $288 million of realized and unrealized capital losses net of invest-
mentincome.

The Fund outperformed the assigned benchmark, which had a negative return of 17.24% for the
fiscal year. While staff monitors and evaluates short-term performance, the Fund has a long-term
perspective in evaluating performance, in that it measures the performance over a 10-year time
period. This long-term perspective reflects the illiquid nature of the Fund’s underlying partnership
holdings that require a meaningful length of fime to progress through specific developmental peri-
ods. As an additional check on long-term performance, Figure 8-5 shows PIF's cumulative total
return over the three, five and ten-year periods. These returns are consistent with those achieved on
an annudlized basis over the same time periods.

In reporting values for PIF, private market valuations are often imprecise. Accordingly, the PIF
advisors adopt a conservative valuation policy, carrying the investments at cost unless and until
there is concrete evidence to write the values up, or reasonable doubt, which indicates that they
should be written down. One cause for a write-up would be a successful initial public offering of
stock in a private company where the value is determined in an arms-length, public transaction.
Likewise, consistently missing important milestones in a company’s business plan signifying a rever-
sal in the company’s fortunes is considered a reason to write-down the value of an investment.
These determinations are made on an on-going basis.

PIF’s earliest committed capital is now more than ten years old and should continue to provide
the Fund with positive cash flow from these investments.

Description of the Fund

The Private Investment Fund (PIF) is an externally managed fund which invests in venture capital,
corporate buyout, mezzanine, fund of funds, and international financing opportunities. It serves as
a long-term investment tool for the Pension and Trust Funds, with the goal of participating in the
fastest growing segments of domestic and international economies, including emerging industries
and technologies. PIF also invests in selected opportunities in mature industries.

At fiscal year-end, thirty-five advisors were responsible for investing the PIF’s $3.3 billion in com-
mitted capital in the outlined strategic investment areas.

The strategic focus of the PIF is divided among four specific areas: fiffeen partnerships focus on
corporate buyout strategies, eleven on venture capital strategies, six on mezzanine debft strategies,
and five on international strategies. Five advisors each managed multiple partnerships for the Fund.

Four of the limited partnerships are in “fund of funds” arrangements whereby advisors are re-
sponsible for investor’'s committed capital across a number of selected private equity limited part-
nerships, which subsequently invest in underlying companies.

This Fund structure allows for experienced industry professionals to manage PIF’s assets while
allowing the Fund to realize the benefits of a diversified private market portfolio. The performance
objective of the Fund is to outperform, net of management fees and Division operating expenses
over arolling ten-year period, the Russell 3000 Index by 500 basis points, or five percentage points.

Porifolio Characteristics

The Private Investment Fund consists of private equity investments, which include five primary
areas of strategic focus: venture capital, corporate buyout, mezzanine debft, fund of funds, and
infernational private equity strategies.

Corporate Buyoutfocused investments can be defined as controlling or majority investmentsin
private equity or equity-like securities of more established companies on the basis of the company’s
asset values and/or cash flow. Corporate buyout investors usually target two types of companies:
special situations and turnaround opportunities.
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Fund of Funds investments are investment funds which may have multiple areas of strategic
focus. These funds invest in multiple partnerships that invest in underlying companies.

Venture Capitalfocused investments can be narrowly defined as investments in the private eg-
uity or equity-like securities of developing companies in need of growth or expansion capital. These
investments can range from early-stage financing, where the principals have little more than a mar-
ketable ideaq, to expansion financing, where a company has a marketable product but requires
additional capital to bring the product to market.

Mezzanine Debt focused investments can be defined as investments in securities located be-
tween equity and senior debt in the company’s capital structure. Mezzanine debt investments offer
higher current income than senior debt securities and often offer equity participation features that
may take the form of warrants, convertibility features, or common stock.

International Private Equity focused investments can be defined as controlling or majority invest-
ments in private equity or equity-like securities in companies located outside the continental United
States. International Private Equity investment opportunities often offer more attractive return/risk
characteristics as a result of the above average rates of growth available in select international
economies.

In order to protect the Fund from various risks associated with this asset class, the PIF is diversified
by investment type, strategic focus, industry type and geographic region. This strategy allows for
experienced industry professionals to manage a portion of PIF’s assets while realizing additional
benefits from broad market diversification.

Through June 30, 2002, the PIF had aggregate capital commitments in the amount of $3.3 billion
to 42 partnerships of which approximately 82 percent, or $2.7 billion has been “drawn down” for
investment purposes while the balance of approximately $0.6 billion or 18 percent is committed but
uninvested. (See Figure 8-6.)

Risk Profile

Given PIF’s investment policy and objectives, the Fund is exposed to several forms of risk. These
include, but are not limited to, risks attendant with alternative investments, such as management,
operations, and product risk, as well as overall liquidity risk. Assuming these risks as part of a pru-
dent, total portfolio strategy enables the Private Investment Fund to participate in the possibility of
substantial long-term investment returns.

Due to the Fund’s focus on alternative investments, PIF’s risk profile relative to its benchmark is
very difficult to evaluate. Ifs relative volatility of 0.81 indicates comparable volatility o the Russell
3000 Index: However, the Fund’s risk profile is more complex given the valuation judgments and
liquidity constraints placed on it due to its alternative investment strategy. In the aggregate, the
Fund shows almost zero correlation with returns achieved by the benchmark, and has returned an
annual alpha, or return relative to that predicted by its benchmark, of positive 4.79. (See Figure 8-2.)
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Figure 8-1 Figure 8-2
PRIVATE INVESTMENT FUND PRIVATE INVESTMENT FUND @
Ownership Analysis at June 30, 2002 ($ in millions) Risk Profile at June 30, 2002
MERF
$140.6
Relative Volatility 0.81
Standard Deviation 14.45
SERF
$876.2 R? 0.02
Beta -0.12
Alpha 479
TERF Other
$1 ,245.8 51 8.4
TERF - Teachers’ Retirement Fund (1) Based upon returns over the last five years.
SERF - State Employees Retirement Fund
MERF - Connecticut Municipal Employees’ Retirement Fund
Figure 8-3 Figure 8-4
PRIVATE INVESTMENT FUND PRIVATE INVESTMENT FUND
Distribution by Industry at June 30, 2002 Distribution by Geographic Location at June 30, 2002
Based on Investments in Securities, at Value Based on Investments in Securities, at Value
Consumer Fi;i:/:e Cash/Other A Region %
"2 Labities Cash/Other Assefs & Liabilifies 184
Medical/Health 18.4% Southeast 16.6
6.6%
Biotechnology Mid-Atlantic 15.5
Other 02% International 14.5
7.3%
Communications WeST COOST 99
. 15.4% Southwest 8.7
e MidWest 8.5
Industrial Products ESZL?Y NOrTheCIST 77
?’(f)a::puter Related Services‘ UnC|OSSIerd @ 02
7.8% Electronics Transport;ti];% TOTAI. ]00-0
Contruction & % 0.4%
B“”d‘”(;-?;/f"d“m - (1) Includes the Cash Reserve Account and cash and other
— assets at the partnership level.
1) Includes Cash Reserve Account and cash and other (2) Unclassified represents fund of funds investments where
assefs at the partnership level. region information could not be obtained.
Figure 8-5 Figure 8-6
PRIVATE INVESTMENT FUND PRIVATE INVESTMENT FUND
Periods ending June 30, 2002 Distributed by Committed and Invested Capital

As of June 30, 2002 ($ in millions)
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Compounded, Annual Total Return (%) Corporate Bum*
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11.85
Russell 3000 -17.24 -7.92 384 11.27 Venture Capital
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Fund of Funds
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Figure 8-7 Figure 8-8
PRIVATE INVESTMENT FUND PRIVATE INVESTMENT FUND
Annual Total Return Components of Total Return ($ in millions)
3100~ $1000
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Figure 8-9
PRIVATE INVESTMENT FUND
Ten Largest Holdings at June 30, 2002
Market
Company Industry Value %
Integrated Defense Technologies Electronics $§156,742,612 6.88%
Raytheon Aerospace Company Services 52,440,155 2.30%
AMFM, Inc. Communications 51,165,696 2.25%
BC Components Holdings B.V. Electronics 31,983,412 1.40%
TRAK Communications, Inc. Communications 30,788,815 1.35%
Citadel Communications Corp. Communications 27,269,639 1.20%
Global Beverage Systems, Inc. Consumer 27,257,356 1.20%
Rossi American Hardwoods Industrial Products 22,574,795 0.99%
Optical Capital Group, Inc. Industrial Products 22,461,952 0.99%
Metris Companies, Inc. Services 21,304,072 0.94%
TOTAL $443,988,504 19.50%
Figure 8-10
PRIVATE INVESTMENT FUND
New Investments Made in Fiscal Year 20024 (in Excess of $3 Million)
Description Industry Cost Investment Type Inv. Date
Olympus Re Holdings, Ltd. Finance $ 9,307,954 International December-01
Montpelier Re Holdings, Ltd. Finance 6,177,920 International December-01
American Coin Merchandising, Inc. Consumer 5,030,265 Buyout February-02
Joan Fabrics Corporation Manufacturing 4,572,637 Mezzanine October-01
DelStar Holding Corporation Manufacturing 3,057,368 Venture September-01
ArmKel, LLC Consumer 3,021,887 Buyout September-01
Total: $31,168,031

(1) These holdings represent underlying portfolio companies that were invested in by the Fund during fiscal year 2002

at June 30, 2002. Additional investments of less than $3.0 million were made in 108 companies totaling $19.2 million.

through one or more of its partnerships. The investments listed in this chart each had a cost basis in excess of $3.0 million
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Figure 8-11
PRIVATE INVESTMENT FUND
Investment Advisors at June 30, 2002
Investment Advisor Net Asset Value % of Fund
Corporate Buyout $820,563,562 36.0%
Veritas Capital Fund 264,903,172 11.6%
Hicks, Muse Tate & Furst Equity Fund Il 100,386,904 4.4%
Thomas H. Lee Equity Fund IV 76,119,592 3.4%
DLJ Merchant Banking Fund I 54,390,562 2.4%
Greenwich Street Capital Partners |l 43,784,386 1.9%
KKR 1996 Fund 41,336,947 1.8%
SCP Private Equity Partners 38,431,309 1.7%
Welsh Carson Anderson & Stowe VI 36,177,939 1.6%
Forstmann Little Equity Fund VI 29,187,602 1.3%
Thayer Equity Investors IV 25,393,540 1.1%
Kelso Investment Associates VI 23,748,364 1.1%
Conning Capital Partners V 23,145,480 1.0%
Green Equity Investors I 21,517,879 0.9%
Wellspring Capital Partners |l 21,139,283 0.9%
Blackstone Capital Partners llI 20,900,603 0.9%
Venture Capital $201,393,922 8.8%
Crescendo World Fund 49,475,906 2.2%
Pioneer Ventures Associates 28,126,831 1.2%
Grotech Partners V 22,909,379 1.0%
Shawmut Equity Partners 20,590,255 0.9%
RFE Investment Partners VI 18,339,829 0.8%
CT Financial Development Fund 15,327,124 0.7%
Crescendo |l 12,832,649 0.6%
Connecticut Futures Fund 12,771,311 0.5%
Keystone Ventures V 11,473,831 0.5%
Triumph Investors I 6,472,226 0.3%
Connecticut Greene Ventures 3,074,581 0.1%
Mezzanine $311,289,802 13.6%
Welsh Carson Anderson & Stowe Capital Part I 87,984,216 3.9%
Triumph Capital Partners I 80,580,592 3.5%
GarMark Partners 54,005,528 2.4%
SW Pelham Fund 41,854,630 1.8%
Triumph CT Partners 25,832,855 1.1%
Forstmann Little MBO VII 21,031,981 0.9%
International $222,294,976 9.8%
Compass European Partners 85,034,485 3.7%
Carlyle Europe Partners 46,977,463 2.1%
AlG Global Emerging Markets Fund 33,946,523 1.5%
Gilbert Global Equity Fund 33,388,463 1.5%
Carlyle Asia Partners 22,948,042 1.0%
Fund of Funds $632,193,591 27.7%
Crossroads Constitution Fund 471,973,748 20.7%
Landmark Private Equity Fund VI 80,642,563 3.5%
Goldman Sachs Private Equity Fund 56,435,980 2.5%
Lexington Capital Partners II 23,141,300 1.0%
Other @ 93,288,367 4.1%

1) Other represents funds earmarked for distribution to participants, reinvestment, and expenses.
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Division Overview

The Debt Management Division is responsible for the cost-effective issuance and management of the
State of Connecticut’s bonded debt. The State’s strategic investment in roads, bridges, airports, higher
education, clean water and economic development are the foundation of Connecticut’s physical and
social infrastructure. The Division uses the latest financial instruments available in the public financing
market when issuing new debt. The Debt Management Division consists of eleven professionals under the
direction of the Assistant Treasurer.

The Division maintains relationships with institutional and retail investors who have shown confidence
in the State’s economy by purchasing bonds and notes at the lowest interest rates in recent history. The
optimization of the State’s credit rating is critical to obtaining low rates in the future. Debt Management
staff are in continual contact and actively participate in rating presentations with Fitch Investors Service,
Moody'’s Investor Services and Standard and Poor’s Ratings Group, the three major rating agencies.

Over the last several Legislative sessions, the Division staff has been involved in the drafting of new laws
with the Governor’s Office and legislators and has provided financial advice on new legislative initiatives.
This has resulted in the design of new bonding programs that have been well received in the financial
markets, while maintaining exemption from Federal and State taxes where appropriate. Specific examples
include electric deregulation, Second Injury, UConn 2000, school construction, open space, economic
development in Bridgeport, Hartford and New Haven, municipal financial oversight, Bradley International
Airport, Economic Recovery Notes and the restructuring of the Connecticut Resources Recovery Authority.

The Division also manages all public financing programs for the State and coordinates the issuance of
bonds with State quasi-public authorities, including the Connecticut Development Authority, the Con-
necticut Health and Education Facilities Authority, the Connecticut Housing Finance Authority, the Con-
necticut Resource Recovery Authority, and the Connecticut Higher Education Supplemental Loan Author-

ity.

The active public financing programs for the State include:
Amount
Outstanding
June 30, 2002
GENERAL OBLIGATION BONDS §7,436,329,613
General Obligation bonds are paid out of the revenues of the State General Fund and are supported
by the full faith and credit of the State of Connecticut. General Obligation bonds are issued for con-
struction of State buildings, grants and loans for housing, local school construction, economic develop-
ment, community care facilities, State parks and open space.

GENERAL FUND APPROPRIATION DEBT §709,737,146
The State has committed to pay interest and principal on these bonds by appropriation from the State’s
General fund. This debt consists of the following programs:

The University of Connecticut pays UCONN 2000 bonds from a debt service commitment appropriated from
the State General Fund. Established under P.A. 95-230, up to $962 million of Debt Service Commitment
bonds will be issued under an initial ten-year $1.25 billion capital program to rebuild and refurbish the
University of Connecticut. In 2002, the General Assembly authorized an additional 10 year, $1.3 billion
program - 21st Century UCONN. ($610,637,146)

Connecticut Health and Educational Facilities Authority special obligation bonds for a child care facilities
program were assumed by the State and the State has committed to pay interest and principal on these
bonds by appropriation from the State’s General Fund. ($40,275,000)

Other appropriation debt includes CDA Tax Incremental Financing and CDA lease revenue financing for a
State facility, ($39,660,000) and a Certificate of Participation issue for the CT Juvenile Training School Energy
Center Project. (§19,165,000)

SPECIAL TAX OBLIGATION BONDS $3,144,907,825
Transportation related bonds are paid out of revenues pledged in the State Transportation Fund. Special

Tax Obligation bonds are issued for the State’s portion of highway and bridge construction, maintenance

and capital needs of mass transit systems, state pier and general aviation airports.  Additional security for

the bonds is provided by a debt service reserve fund which totalled $380 million on June 30, 2002.
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CLEAN WATER FUND REVENUE BONDS $593,925,000
Clean Water Fund bonds are paid out of resources secured by loan repayments from Connecticut

municipalities and a debt service reserve fund of $281 million as of June 30, 2002. The reserve fund is

funded with State General Obligation Bonds and Federal Capitalization Grants.

The Clean Water Fund is the State’s water pollution control revolving fund. The revenue bonds provide
below-market-rate loans to Connecticut municipalities for planning, design and constfruction of water

quality improvement projects. A subsidy is provided from earnings on the reserve fund and from State

general obligation subsidy bonds. The State also provides grants and some loans for the program through

its general obligation bond program.

SECOND INJURY FUND REVENUE BONDS $154,020,000
Second Injury revenue bonds were issued to reduce long-term liabilities of the fund by settling claims on a

one-time lump sum basis and will be repaid by special assessments on workers compensation insurers and

self-insured employers.

BRADLEY INTERNATIONAL AIRPORT REVENUE BONDS $263,935,000
The airport revenue bonds are payable solely from gross operating revenues from the operation of Bradley

Infernational Airport and proceeds are used for capital improvements at the airport.

BRADLEY PARKING GARAGE REVENUE BONDS $53,800,000
Parking garage bonds are payable from garage parking revenues and by a guarantee from the project
developer/lessee. The bonds financed the design and construction of a new parking garage at Bradley

International Airport with approximately 3,450 parking spaces on five levels.

Total debt outstanding at June 30, 2002 $12,356,654,584

bonds issued during the last fiscal year:

The Debt Management Division managed the sale of approximately $1.6 billion in new bonds issued
to fund state programs and capital projects, including the UCONN 2000 program and $1.1 billion in
General Obligation and Special Tax Obligation Refunding bonds. The following table summarizes the

True Average

Par Interest Life
Bond Type Amount Cost® (Years) Issue Date
NEW MONEY ISSUES:
GENERAL OBLIGATION
2001 Series D $400,000,000 4.43% 13.3 November 15, 2001
2001 Series G 175,000,000 3.95% 6.5 December 1, 2001
2002 Series A 335,000,000 4.68% 10.2 April 15, 2002
2002 Series A (taxable) 47,000,000 Variable @ 6.5 May 1, 2002
2002 Series B (faxable) 53,000,000 Variable @ 6.5 May 1, 2002
2002 Series B 224,000,000 4.51% 10.5 June 15, 2002
GENERAL FUND APPROPRIATION
UCONN 2002 Series A 100,000,000 4.71% 10.5 April 1, 2002
SPECIAL TAX OBLIGATION
2001 Series A 175,000,000 4.74% 12.1 September 15, 2001
2002 Series A 112,000,000 4.79% 11.9 May 1, 2002
2002 Subtotal New Money Issues $1,621,000,000
REFUNDING BONDS:
Special Tax Obligation 2001 B § 533,335,000 5.14% 7.8 September 15, 2001
General Obligation 2001 Series E 334,245,000 4.02% 9.4 November 15, 2001
General Obligation 2001 Series F 98,590,000 3.06% 3.8 November 15, 2001
General Obligation 2002 Series C 155,500,000 3.80% 6.2 June 15, 2002

Subtotal Refunding Issues $1,121,670,000

TOTAL $2,742,670,000

issue.

interest cost.

(1) An industry defined term representing a composite overall present-value based interest rate on all maturities in a bond

(@) The interest rates on the variable rate issues are reset on a weekly basis therefore it is not possible to determine the tfrue
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The Year in Review

Highlights of the Division’s accomplishments and important initiatives in fiscal year 2002 include:

+ Managed the sale of $1.6 billion of General Obligation, Special Tax Obligation and UCONN
Bonds to provide new funding for State projects and grants, local school construction, trans-
portation infrastructure and improvements to the State’s colleges and universities.

« Took advantage of falling interest rates by issuing $1.1 billion in refunding bonds in four
refundings of General Obligation and Special Tax Obligation bonds providing debt service
savings of $76.5 million over the life of the bonds.

« Utilized positive cash flow from the Second Injury Fund to defease $45 million of the Fund’s
long-term debt and repay all short-term commercial paper borrowings. The program is now
paying both operating expenses and stipulations from assessment revenues.

» Assisted and advised the City of Waterbury and the State Oversight Board in the issuance of
$97.5 million of City of Waterbury deficit bonds which provided needed funding to stabilize
the City’s finances.

» Participated in the drafting of legislation to address Connecticut Resources Recovery
Authority’s projected shortfalls and governance issues. The new law provides the Authority
can borrow up to $115 million from the State to ensure debt service payments and reconsti-
tutes the Board of the Authority, with the Treasurer as a new ex-officio member.

e Assisted and advised the University of Connecticut in a new money issue of Student Fee
Revenue bonds for new and renovated campus housing and a refunding issue that will
provide savings to the University.

« Completed the sale of $100 million of taxable bonds to fund accumulated taxable projects
including $53 million for the State’s workers” compensation program. Financed with innova-
five auction rate securities to provide interest rate savings and flexibility for a tax-exempt
refunding in the future.

»  Worked closely with Department of Transportation officials to monitor the Bradley Interna-
fional Airport bond issues and respond to inquiries from rating agencies, bond insurers and
investors regarding the impact of the September 11 terrorist attacks.

¢ Moved forward with an electronic scanning program for more efficient storage and retrieval

of critical documents and increased the use of Internet posting and distribution of bond
offering documents.

2002 Division Performance

The changes in the economic environment following the Septemiber 11 attacks and the changes
in the financial markets caused by recession and the loss of confidence in the equity markets di-
rectly affected the performance of the Debt Management Division in fiscal year 2002.

The Division took advantage of historically low interest rates by completing eight sales of Gen-
eral Obligation, Special Tax Obligation and UCONN 2000 bonds at historically low interest rates,
providing significant relief for the State budget during fiscal years 2002 and beyond. Helped by
lower interest rates and investor flight from the equity markets, the Division managed the sale of four
refunding bond series that will save taxpayers over $76 million in future debt service.
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Just after September 11, 2001, the division brought to market the first major tax-exempt bond sale
following the terrorist attacks and their devastating impact on the financial markets. The success of
that sale helped to restore investor confidence in the fixed income markets and opened the way for
otherissuers. Despite the adverse conditions, the bond sale earned a rating upgrade from Moody'’s
Investor Services and achieved historically low interest rates.

The Division worked closely with the credit rating agencies and the investment community
to address concerns regarding the State’s deteriorating financial condition during the year. These
communications assisted in maintaining financial community confidence in the State’s credit and
ensuring continued access to capital.

Figure 9-1

Figure 9-2

DEBT MANAGEMENT

General Obligation Debt Service vs. Total Debt Service
Fiscal years ended June 30, ($ in millions)
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Figure 9-3

DEBT MANAGEMENT
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Division Overview

The Cash Management Division is responsible for managing the State’s cash movements, banking
relationships, Short-Term Investment Fund (STIF) and Community Reinvestment Initiative (CRI). Under the
administration of an Assistant Treasurer, the 21 employees of the Division are organized into four Treasury
units.

The Cash Management Division is responsible for:

¢ Maintaining maximum investment balances by ensuring more timely deposits, controlling disburse-
ments, minimizing banking costs and balances, and providing accurate cash forecasts;

e Earning the highest current income level in STIF consistent with the safety of principal and the provi-
sion of liquidity;

e Providing responsive services to STIF investors;

e Prudently investing more stable fund balances for longer periods and higher yields, including banks
that meet standards for financial strength and community support;

e Protecting State deposits through well-controlled internal operations and use of high quality banks;
¢ Improving operating efficiency by more use of electronic data communication and processing; and

¢ Providing State agencies technical assistance with banking issues.

Bank Control and Reconciliation

The Bank Control and Reconciliation unit maintains accountability of the State’s $155 billion annuall
internal and external cash flow. The unit records and fracks the flow of funds through 24 Treasury bank
accounts and by authorizing the release of State payroll, retirement and vendor checks. More than
three million transactions are accounted for and reconciled annually. The unit also processes stop
payments and check reissues.

Cash Control

The Cash Control unit, on a daily basis, forecasts available cash, funds disbursement accounts,
concentrates cash from depository banks, sweeps available cash into short-term investment vehicles to
maximize investment balances, and executes electronic transfers. The unit also prepares annual cash
flow projections for various State and bond rating agencies, and monitors actual cash receipts and
disbursements. During fiscal year 2002, the unit controlled movement of over $32 billion between banks
and investment vehicles.

Short-Term Investments

The Short-Term Investments unit invests STIF assets, monitors custodian activity, and prepares quarterly
and annual performance reports on the Fund. During fiscal year 2002, the unit invested an average of
$4.1 billion in short-term money market instruments. As of June 30, 2002, the unit administered 1,084 STIF
accounts for 60 State agencies and authorities and 251 municipalities and local entities. In addition, the
unit manages the Grant Express program that enables municipalities to deposit certain grant payments
directly into their STIF accounts. The unit also provides market data used in negotiating CRI investment
interest rates.

Client Services

The Client Services unit works with State agencies to speed the deposit of funds and identify mecha-
nisms to reduce banking costs. The unit also reviews State agencies’ requests to open new bank ac-
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counts, maintains records of the State’s bank accounts held by individual banks, manages CRI records,
and reviews bank invoices and compensation. The Client Services unit also manages the insurance
collateral program in conjunction with the Department of Insurance, which requires companies writing
insurance policies in the State to deposit securities and funds totaling a fixed percentage of the policies’
value. At June 30, 2002, approximately $494 million in securities was pledged to the program and $42
million was deposited in STIF.

The Year in Review

Highlights of the Division’s accomplishments and important initiatives in fiscal year 2002 include:

¢ Expanded with the State Comptroller’s Office a system for making electronic payments to munici-
palities and vendors, which totaled $1.026 billion during the year, up 83 percent from a year ago;

e Continued to consolidate separate State agency checking accounts;

e Continued the Treasurer’s Community Reinvestment Initiative (CRI) in which State funds are invested
for up to one year in financially qualified banks that have an outstanding Community Reinvestment
Act (CRA) rating or that are participating in Connecticut Development Authority programs;

e Expanded the Treasury’s electronic data system for tfransmitting bank data to State agenciesin
order to improve the efficiency and accuracy of their reporting of bank deposits to the Treasury.
The new system now covers 28 percent of deposit fransactions, up 65 percent from a year ago;

e Continued to hold annual STIF meetings, with the seventh annual meeting attended by 67 investors;

¢ Increased participation in the Clean Water Fund Express, in which participating towns have Clean
Water Program payments deducted from their STIF accounts by the program trustee, and Debt
Service Express, in which parficipating towns have debft service payments deducted from their STIF
accounts by their bond paying agent, programs;

¢ Assisted three state agencies in implementing systems to process payments over the Internet;
¢ |Increased State employee participation in direct deposit of payroll to 73%,;

e Expanded, with the State Comptroller and Department of Administrative Services, procurement
cards for small purchases to include 60,000 transactions totaling $9 million;

e Continued to improve the outstanding check files for the vendor and payroll bank accounts to
include additional payee information for use in identifying owners of uncashed checks;

¢ Assisted the Compitroller’s Office and the Office of Information Technology in planning for the
implementation of the new statewide financial management system; identified modifications
required to provide the functionality needed to carry out Treasury responsibilities;

e Managed the sale of Anthem, Inc., stock provided to the State in the demutualization of the com-
pany, that resulted in $127 million in proceeds for the General Fund; and

¢ Developed along-term investment strategy, including a formal investment policy statement and
asset allocation plan, for the Tobacco and Health Trust Fund.

2002 Division Performance

As a result of these initiatives, the Cash Management Division successfully realized many achieve-
ments throughout the 2002 fiscal year including:

e Total annual return of 2.61 percent in STIF. This exceeded its primary benchmark by 39 basis points,
resulting in $16 million in additional interest income for Connecticut governments and their taxpay-
ers. (For a detailed discussion of STIF performance, please see the STIF Performance discussion
which follows.);

e Total annual return of 2.65 percent in CRIinvestments which exceeded STIF's benchmark by 43 basis
points, resulting in $199,000 in additional interest income for the State;

e STIF's Comprehensive Annual Financial Report (CAFR) was awarded the Certificate of Achievement
for Excellence in Financial Reporting for 2001 by the Government Finance Officers Association
(GFOA);
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e STIF's credit rating of AAAmM was reaffirmed by Standard & Poor’s (S&P), the leading rating agency
of money market funds and local government investment pools. This rating by S&P signifies that
safety of invested principal is excellent and a superior capacity to maintain a $1 per share net asset
value exists at all fimes;

¢ The addition of 41 local government STIF accounts with $37 million of assets, an increase of 8% from
2001;

e Closed 36 State bank accounts bringing total number of closed accounts to 423 over the past fen
years, thereby reducing servicing and fransfer fees and unproductive balances;

¢ The recapture of more than $200,000 in annualized bank overcharges;

e Expansion of Grant Express program, in which certain State grants are deposited directly into
municipal STIF accounts. Since the inception of this program, $8.1 billion has been deposited into
municipal STIF accounts, thereby accelerating the availability of municipal funds;

* |ncreased electronic reporting of agency bank deposits to 94%.

Figure 10-1 Figure 10-2
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Fund Facts at June 30, 2002

Investment Strategy/Goals: To provide a safe, liquid and effective investment vehicle for the operating
cash of the State, municipalities and other Connecticut political subdivisions.

Performance Objective: As high alevel of currentincome as is consistent with, first, the safety of
principal and , second, the provision of liquidity.

Benchmarks: First Tier Institutions-Only Rated Money Fund Report™ (MFR) Index, Federal Reserve Three-
Month CD, Fedeal Reserve Three-Month T-Bill.

Date of Inception: 1972 Total Net Assets: $3,540,477,702
Internally Managed External Management Fees: None

Expense Ratio: Less than 3 basis points (includes internal management and personnel salaries)

Description of the Fund

The Treasurer’s Short-Term Investment Fund ("STIF” or the “Fund”) is an AAAm rated investment
pool of high-quality, short-term money market instruments managed by the Treasurer’s Cash Man-
agement Division. Created in 1972, it serves as an investment vehicle for the operating cash of the
State Treasury, State agencies and authorities, municipalities, and other political subdivisions of the
State. (See figure 11-1.) STIF's objective is to provide as high alevel of currentincome as is consistent
with, first, the safety of principal and, second, the provision of liquidity to meet participants’ daily
cash flow requirements. During the 2002 fiscal year, STIF's portfolio averaged $4.1 billion.

STIF employs the basic strategy of buying on market weakness. For example, when interest rates
rise, STIF is in the market taking advantage of higher yields. To ensure sufficient liquidity to fund
unexpected participant withdrawals, STIF closely monitors its *average maturity, ” based upon time
to maturity or interest rate reset date of all securities in the portfolio. (See figure 11-2.) Over the long-
term, STIF continually analyzes expectations of future interest rate movements and changes in the
shape of the yield curve to ensure the most prudent and effective short-term money management
for its clients. Ongoing credit analysis enables STIF fo enhance its yield by identifying high-quality
credits in undervalued sectors of the economy.

STIF pays interest monthly based on the daily earnings of the Fund less Fund expenses and an
allocation to the Fund’s Designated Surplus Reserve. The daily reserve allocations equal one-tenth of
one percent of the Fund’s daily balances divided by the number of days in the year, until the reserve
totals one percent of the Fund’s daily balance. This reserve, currently just over $40 million, contributes
significantly to STIF’s low risk profile.

To help the Fund and its customers evaluate performance, STIF compares its returns to a set of
three indices. The first index is the First Tier Institutions-Only Rated Money Fund Report™ Index ("MFR
Index™). This index represents an average of institutional money market mutual funds rated AAA or
AA that invest primarily in first-tier (securities rated A-1, P-1) taxable securities. While STIF's investment
policy allows for somewhat greater flexibility than these SEC-registered funds, the MFR Index is the
most appropriate benchmark against which to judge STIF's performance.

STIF’s yields are also compared to the Federal Reserve three-month T-Bill rate and the Federal
Reserve three-month CD rate. The former index is used to measure STIF's effectiveness in achieving
yields in excess of a “risk-free” investment. The latter is shown for the benefit of STIF investors, many of
whom invest in bank certificates of deposit. In viewing these indices, it is important to keep in mind
that yields of the CD index will exceed those of the T-Billindex due to a CD’s slightly higher risk profile
and comparatively lower liquidity. Furthermore, indices are “unmanaged” and are not affected by
management fees or operating expenses. (See figure 11-3.)

64 FiscaL YEAR 2002 ANNUAL REPORT



CASH MANAGEMENT DIVISION

Among the Fund’s several achievements during the 2002 fiscal year was the continuation of an
AAAmM rating by Standard & Poor’s in December 2001. This rating is S&P’s highest for money market
funds and investment pools and signifies its conclusion that the Fund’s safety of investors’ principal is
excellent and that superior capacity exists to maintain a $1 per share net asset value at all times. (See
figure 11-4.)

Risk Profile

STIF is considered extremely low risk for several reasons. First, its portfolio is comprised of high-
quality, highly liquid securities which insulate the Fund from default and liquidity risk. Second, its
relatively short average maturity reduces the Fund’s price sensitivity to changes in market interest
rates. Third, STIF has a strong degree of asset diversification by security type and issuer, as required by
its investment policy, strengthening its overall risk profile. And finally, STIF's reserve, which totals ap-
proximately one percent of Fund assets, is available to protect against security defaults or the ero-
sion of security values due to dramatic and unforeseen market changes. While this reserve has never
been drawn upon during STIF's 30-year history, this added layer of security preserves the Fund’s low
risk profile. As the chosen short-term investment vehicle for the operating cash of the State, STIF has
the ultimate confidence of the State government.

While STIF is managed diligently to protect against losses from credit and market changes, the
Fund is not insured or guaranteed by any government. Therefore, the maintenance of capital can-
not be fully assured.

Portfolio Composition

Throughout the year, STIF closely monitored the activities of the Federal Reserve and other eco-
nomic indicators, adjusting the Fund’s portfolio and characteristics as required. At the beginning of
the fiscal year, STIF's weighted average maturity equaled 29 days. During the year the funds average
maturity ranged from 24 to 61 days as market rates fluctuated. At the end of the 2002 fiscal year, the
average maturity was 29 days, since there was little incentive to extend as the yield curve flattened.

STIF’s assets continued to be well diversified across the spectrum of available short-term securities
throughout the year. The Fund ended the year with an 75 percent concentration in investments rated
A-1+ or AAA (the highest ratings of Standard & Poor’s) or overnight repurchase agreements. Fifty-
seven percent of the Fund was invested in securities with maturities, or interest rate reset dates for
adjustable rate securities, of less than 30 days, versus the 66 percent at the previous year-end. The
Fund’s three largest security weightings included securities-backed commercial paper (29.5 per-
cent), fully-supported commercial paper (16.3 percent) and bank notes (10.3 percent), respectively.
(Seefigure 11-5.)

Performance Summary

For the one-year period ended June 30, 2002, STIF reported an annual total return of 2.61 per-
cent, net of operating expenses and allocations to Fund reserves. Annual total return measures the
total investment income a participant would earn with monthly compounding at the Fund’s monthly
net earned rate during the year. This figure exceeded that achieved by its benchmark, the MFR
Index, which equaled 2.22 percent, by 39 basis points, as well as three-month T-Bills, which yielded
2.17 percent and three-month CDs, which yielded 2.24 percent. Principal reasons for STIF's strong
performance include low overall expenses, its effective security selection and fluctuating average
life in response to the changing interest rate environment.,

Over the long-term, STIF has performed exceptionally well. For the trailing three-, five-, seven-,
and ten-year periods, STIF's compounded annual total return was 4.90 percent, 5.18 percent, 5.36
percent, and 5.07 percent, net of operating expenses and contributions to reserves, exceeding re-
turns of each of its benchmarks for all fime periods. Viewed on a dollar-for-dollar basis, had one
invested $10 million in STIF ten years ago, that investment would have been worth $16.4 million at
June 30, 2002, versus $15.7 million for a hypothetical investment in the MFR Index. (See figure 11-6.)
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Beyond management’s effective security selection, STIF’'s extremely low cost structure contrib-
uted significantly to these returns. While STIF's operating expenses stand at three basis points, or 0.03
percent of average net assets, the average rated institutional money market mutual fund charges its
investors approximately 40 basis points. Reducing costs is the most prudent and safest way 1o in-
crease yield. Thus, STIF has a risk-free advantage, shared by all its investors, of 27 basis points after
deducting three basis points of operating expenses and the 10 basis points annual allocation to
Fund’s Designated Surplus Reserve.

During the fiscal year, STIF assets under management declined from $4.55 billion to $3.54 billion,
a decrease of $1.01 billion. The principal reasons for this decline were an overall decrease of $870
million in State STIF investments and a decline of $140 million in investments in the Fund from its
municipal and local customers.
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Figure 11-1

Figure 11-2
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Figure 11-6

SHORT-TERM INVESTMENT FUND
Distribution by Security Type at June 30, 2002
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SHORT-TERM INVESTMENT FUND
Period ending June 30, 2002

1TYr 3Yrs 5Yrs 7VYrs 10Yrs

Compounded Annual Total Return (%)

STIF 261 490 518 536
MFR Index* 222 450 4380 4.96
Fed. Three-Month T-Bill 2.17 426 451 471
Fed. Three-Month CD 224 4.61 492 5.13

Cumulative Total Return (%)

STIF 2,61 1542 28.70 44.09
MFR Index* 222 1412 2645 40.36
Fed. Three-Month T-Bill 2.17 13.33 24.65 38.02

Fed. Three-Month CD  2.24 14.48 27.14 41.91

5.07
4.61
4.48
4.82

63.93
56.99
55.05

60.12

*Represents First Tier Institutions-only Money Fund Report™ (MFR)
Index prior to December 31, 1995 and First Tier Institutions-only
Rated Money Fund Report™ (MFR) Index through June 30, 2002.
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Division Overview
Public Service

Unclaimed Property Division

The primary mission of the Division is to locate rightful owners or heirs of unclaimed property in accor-
dance with state law and return those assets. Another core responsibility is to ensure that holders of un-
claimed property comply with their statutory obligation to report abandoned property to the State. All
Division goals support the principal mission of unclaimed property as a consumer protection service,
safeguarding the financial assets of Connecticut citizens unftil such time as they may claim their property.

In fiscal year 2002, the Unclaimed Property Division collected $35.4 million. Unclaimed financial assets
are received from banks, insurance companies and businesses, which are required to relinquish this prop-
erty to the State Treasurer following a loss of contact with the owner of record, generally three to five years.

Organization

Under the administration of an Assistant Treasurer, the 27 employees of the Division of Unclaimed
Property are organized into three units consisting of Holder Reporting and Database Management, Claims/
Securities Processing and Field Examination/Auditing.

Holder Reporting and Database Management maintains the unclaimed property owner and holder
database. This unit records all property received for the current year reporting cycle and maintains all
holder data for property which has not been claimed in previous reporting years.

Claims/Securities Processing reunites owners with their unclaimed property held in the State Treasurer’s
custody. Claims staff respond to inquiries, research claims, download claim forms for owner filing, and
complete the claims processing and approval process. All property types are returned through the Claims/
Securities Processing, including stocks and mutual funds.

Field Examination and Auditing, consisting of six staff auditors, is responsible for general ledger exami-
nations of the records of banks, insurance companies, hospitals, universities, and other business entities to
determine whether all unclaimed property is being reported.

Auditing works closely with two contract vendors who deliver abandoned property held by compa-
nies in other states belonging to Connecticut residents.

The Year in Review

During fiscal year 2002, the Division achieved significant outreach, returning $10,117,462 million to
rightful owners.

The Holder Outreach program, a marketing campaign targeted to businesses and organizations both
incorporated and/or doing business within the State, promotes compliance with the statutory obligation
to report and remit unclaimed property to the State Treasurer’s Office by the annual March 315 deadline.
The revised Holder Reporting Manual provides complete instructions and forms for reporting and remitting
property and is available in print and online (www.state.ct.us/ott). Building on its holder outreach goals,
in FY 2002 the Division implemented marketing strategies to increase holder education by identifying new
holder markets, establishing working relationships with other state agencies and professional business
organizations, and developing workshops to promote greater compliance with Unclaimed Property re-
porting laws. Claims exceeding $115,000 were paid to Connecticut companies through the efforts of the
Treasury’s recently launched Corporate Claims Service, which is specifically dedicated to facilitate busi-
nesses in recovering their lost assets.
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2002 Division Performance
e Paid $10.1million in claims and issued 10,007 checks to claimants.

* Received $35.4 million in unclaimed property receipts reported by holders.

« Collected $1.8 million as a result of the UCPD compliance examinations of holders.

* Increased the owner database by nearly 100,000 records.

Figure 12-1 Figure 12-2
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DIVISION OVERVIEW

The Second Injury Fund (“the Fund”) pays lost wages and medical benefits to qualified injured
workers as a state-run workers compensation insurance program.

The Second Injury Fund has a staff of 51 employees who work under the supervision of an Assistant
Treasurer. It is organized into four areas:

Organization

Administration. The Assistant Treasurer maintains general oversight over the division units as well as an
administrative support unit and a management feam.

Attorneys and support staff in the Office of the Attorney General, who represent the Fund before the
State Workers” Compensation Commission, also fall within the scope of administration. In addition, the
Fund works closely with the Workers” Compensation Commission, the Chief State’s Aftorney’s office and
other state agencies in the fulfillment of its mission.

Claims. The claims unit is responsible for adjudicating approximately 2,737 open claims. These include
“second injury” claims, widow and dependent benefit claims, and uninsured employer claims. The unit
also processes reimbursement to employers for concurrent employment claims and cost-of-living adjust-
ments for widows, dependents and permanent total disability claims. The Fund actively negotiates stipu-
lated settlements of all claims.

Accounting. The accounting unit provides all aspects of service inherent in an accounting operation,
processes the benefit payroll, oversees the collection of assessments and performs desk and site audits of
insurance companies and self-insured employers.

Investigations. The investigations unit conducts investigations for fraudulent receipt of benefits, gathers
data for collection of receivables, performs asset searches, and assists in the litigation process and moni-
tors employer compliance with workers” compensation insurance coverage.

Description of the Second Injury Fund

The Fund was established in 1945 by the State of Connecticut to discourage discrimination against
veterans and encourage the assimilation of workers with a pre-existing injury into the workforce. The
Fund’s responsibilities were expanded over the years through judicial and legislative reform resulting in
annual claim growth in excess of 20% for the period 1970 to 1995. After 50 years, it had become the largest
disburser of workers” compensation benefits in the State. The cost of Second Injury Fund operations, which
are financed by assessments on Connecticut employers, reached a dollar value high of $146.5 million in
1996.

Prior to July 1, 1995, the Fund provided relief to employers where a worker, who already had a preex-
isting injury or medical condition, was hurt on the jolbb and that second injury was made “materially and
substantially” worse by the first injury or preexisting injury or medical condition. Such employers transferred
liability for these workers’ compensation claims to the Fund after 104 weeks, if certain criteria were met
under the Connecticut Workers” Compensation Act (thus the term “Second Injury Fund”).

In 1995 the Connecticut General Assembly closed the Fund to new “second injury” claims sustained on
or after July 1, 1995. However, the Fund will continue to be liable for payment of claims which involve an
uninsured or bankrupt employer and, on a pro rata basis, be liable for reimbursement to employers of a
worker who had more than one employer at the time of the injury.

In addition, the Fund will continue to be liable for and make payments with respect to:

¢ Dependent death benefits for an employee who was injured on or after January 1, 1974 and
who died noft later than November 1, 1991;

+ Dependent death benefits for an employee who was injured before January 1952 and who died
after October 1991;
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* Reimbursement to insurers and self-insured employers for cost of living adjustments paid to totally
disabled employees with injuries occurring prior to October 1969;

*  Reimbursement to insurers and self-insured employers for adjustments they paid to totally disabled
employees suffering a relapse from an injury occurring prior to October 1969 after returning to
work;

* Reimbursement to insurers and self-insured employers for cost of living adjustments paid to totally
incapacitated employees who received a total incapacity award prior to October 1953; and

e Second injury claims with an injury date prior to July 1, 1995,

Fiscal Stability Of The Fund And Effect Of GASB 34 On Financial Reporting

The Connecticut Legislature in 1995 authorized the issuance of up to $750 million dollars in bonds and
commercial paper to finance settlement of Second Injury Fund claims. The outstanding debt in prior
years was not included in the Fund’s total liabilities but was under the separate heading “Long-Term Debt
Account Group” included with the State of Connecticut’s long-term debt.

In May of 2001, the State Comptroller’s Office notified the Fund that Governmental Accounting Stan-
dards Board Statement No. 34 (GASB 34) was to be implemented, which now classifies the Fund as an
enterprise fund. An enterprise fund is a governmental unit in which the activity is financed with debt that
is secured solely by a pledge of the revenues from fees and charges of an activity. In addition, GASB 34
requires that if the long-term debt is o be serviced by the Fund, then it is accounted for by the Fund.

The Fund’s financial statements now include the long-term debt that was formerly recorded on the
financial statements of the State. The restatement of the debt has resulted in a negative net asset balance
of $96 million as of June 30, 2002, but this is in no way reflective of the financial condition of the Fund, nor
does itimpact the latest reduction in the assessment rates noted below. Prior to the adoption of GASB 34,
the Fund would have shown a positive balance as of June 30, 2002.

Assessments

Insured employers pay a surcharge on their workers” compensation insurance policies based on
annual standard premium. The assessment for self-insured employers is a flat rate based on workers’
compensation loss costs for medical and indemnity benefits paid in the prior calendar year. The Treasurer
establishes the assessment rate on or before May 1st of each year.

Despite its statutory closure to “second injury” claims, the Fund will continue to assess Connecticut
employers for its on going responsibilities (as previously noted). Although levying assessments will con-
finue to be necessary to pay off principal and interest payments on bonds issued for full and final settle-
ments, no future bond issues are anticipated at this time.

The Year in Review

« Assessment rates were reduced for the second time during the Nappier administration, to their
lowest levels in more than a decade, from 10% down 1o 8% for insured employers and from 14.5%
down to 11.6% for self-insured employers. The cumulative effect of both rate reductions is a direct
savings to Connecticut employers of 25.3%.

» The Fund used $43.7 million in excess cash to pay off all outstanding commercial paper.

«  Surplus cash of $47.8 million was also used to defease 23% of outstanding long-term bonds thereby
reducing the life of the debt and saving approximately $2.4 million in interest costs annually. The
paydown will eliminate all debt service payments in fiscal years 2014 and 2015, and reduce debt
service paymentsin fiscal years 2011, 2012 and 2013 by 40%.

« Asaresult of Nappier reforms and the installation of professional management, the Fund has made
significant progress in reducing its liabilities and has achieved a total savings to employers of more
than $674 million which will be realized over the next 10 - 12 years, through reduction of operating
costs and debt.
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2002 Division Performance

As aresult of a formalized Second Injury Fund assessment audit program ordered by the Treasurer, the
Fund again realized a one-time increase of $16.8 million in additional assessment revenue and interest
payments during fiscal year 2002. The goal of the program is to ensure more accurate reporting in the
future which has the effect of expanding the assessment base. Since the program began, the Fund
has realized a net increase of $32.6 million.

During fiscal year 2002, the number of injured workers receiving benefits has been reduced to 479.
Since 1998, the number of injured workers receiving benefits has decreased by 54.4%.

209 claims were settled at a cost of $11.7 million during fiscal year 2002. Since January 1, 1995 a total
of 5,728 claims have been settled at a cost of $423.7 million.

Combined annual indemnity, medical and stipulated setflement expenses were $41.5 million. Annual
payouts have decreased 76.3% since 1998. This outstanding financial achievement was the result of
vigorous case management and disciplined settlement strategies.

As a result of aggressively pursuing collections on outstanding receivables, the Fund’s receipts for
fiscal year 2002 increased by 43.5% over last fiscal year. Total recoveries, including interest and penal-
ties, for fiscal year 2002 are $1.2 million.

During fiscal year 2002, the Fund undertook a review of its entire book of business, resulting in a
reduction in open claims from 4,67 110 2,737, and a reduction of outstanding reserves by $33.5
million from $577.8 million down to $544.3 million.

The estimated unfunded liability (expressed as reserves), as of June 30, 2002 is $544.3 million. Un-
funded liability (expressed as reserves) is based on an estimate of expenses over the life of a claim
as calculated by internal staff. Since 1998, the estimated unfunded liability has decreased by $691
million or §5.6%.

The Fund wrote off $11.7 million in uncollectible accounts receivable during the fiscal year.

The Fund also recovered a total of $761,960 in payments from uninsured and bankrupt employers,
who failed to secure Workers’ Compensation insurance.

New procedures were instituted for verifying claimant continued eligibility for benefits on an annuall
basis and The Fund worked with the Chief State’s Attorney’s Office to develop an appropriate
affidavit for verification.

$§74,000 was recovered on incorrectly filed reimbursement claims.

The Fund also recovered $96,000 in benefits fraudulently collected.

Progress continues on the development of an in-house claims processing and accounting soffware

package. Once implemented, the system will be a fully infegrated package, capable of meeting
the Fund’s current organizational needs.

72 FiscaL YEAR 2002 ANNUAL REPORT



oOhnecticut higher education trust

Description of the Trust

The Connecticut Higher Education Trust ("CHET” or "Trust”) is a Qualified State Tuition Program pursu-
ant to Section 529 of the Internal Revenue Code, which was unanimously approved by the Connecticut
General Assembly in Public Act No. 97-224 (the “Act”) and signed into law by the Governor in July 1997,
The program began operating on January 1, 1998. While the Trust is considered an instrumentality of the
State, the assets of the Trust do not constitute property of the State, and the Trust shall not be construed to
be a department, institution or agency of the State.

CHET is a trust, available for families to save and invest for higher education expenses, that is privately
managed under the supervision of the State Treasurer. Current Intfernal Revenue Service regulations pro-
vide that total contributions to an individual account may not exceed the amount determined by actu-
arial estimates as is necessary to pay tuition, required fees, and room and board expenses of the desig-
nated beneficiary for five years of undergraduate enrollment at the highest cost institution allowed by the
program. While money is invested in CHET, there are no federal or state taxes on earnings. Amounts may
be withdrawn to pay for tuition, room and board, fees, books, supplies, and equipment required by the
beneficiary for enroliment or attendance at any eligible public or private educational institution. Earn-
ings withdrawn for qualified education expenses are exempt from Federal and Connecticut state income
taxes.! Earnings withdrawn for non-qualified expenses are taxable income to the account owner, and
incur an additional federal tax penalty of 10%.

CHET consists of thirteen individual Trust Funds ("Funds”). Eleven of the Funds that comprise the “Man-
aged Allocation Option” are open-ended, unitized portfolios consisting of investments in various mutual
funds and frusts. The units of the Funds are directly owned by the participants. Each Fund represents a
different asset allocation based on the age of the child (“beneficiary”) for whom the account has been
established. As the beneficiary grows older and approaches college age, each Fund’s assets will be
moved from more aggressive to more conservative investments in accordance with the Trust’s investment

policy.

The other two Funds are for the “High Equity Option” and the “Principal Plus Interest Option.” The first
of these isinvested 70% in a domestic equity mutual fund, 10% in an infernational mutual fund, and 20% in
abond fund. The latterisinvested in a Guaranteed Funding Agreement, which provides for preservation
of principal, paying a minimum rate of interest, with the opportunity for additional interest.

During fiscal year 2000, the Trust changed program managers from Collegiate Capital Group (CCG)
to TIAA-CREF Tuition Financing, Inc. (TFI). This change was accompanied by program enhancements,
including:

» Fees charged to participants were reduced from 1.55% of assets to 0.79% of assets. The $15 annual
administrative fee was eliminated.

»  The minimum amount required for opening an account was reduced from $500 to $25 (§15 if auto-
matic payroll deduction is used).

« The number of Funds was increased from five to tfen. Assets were moved from five mutual funds
managed by four different asset managers, to four TIAA-CREF institutional mutual funds.

« New program disclosure documentation was written and sent to all CHET participants. This new
documentation provided CHET participants with more detailed information about the program and
all of its components.

1) This provision of the 2001 Federal Tax Reduction Act is scheduled to expire on December 31, 2010. Congress may or may
not extend these benefits beyond this date. If the benefit is not extended, beginning in 2011 the earnings portion of
qualified withdrawals from the Trust for higher education expenses will again be federally taxed at the beneficiary’s
federal tax rate.
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CONNECTICUT HIGHER EDUCATION TRUST

The Year in Review

In fiscal year 2002 the number of CHET accounts grew from 13,393, to 26,330 an increase of 12,937 or
97%. During that time, program equity of account holders grew from $93,931,702 to $207,969,184, an
increase of $114,037,4820r 121%.

CHET Advisory Committee

There is a statutorily established CHET Advisory Committee, which meets annually. The Committee
met on December 18, 2001.

There is established a Connecticut Higher Education Trust Advisory Committee which shall consist of
the State Treasurer, the Commissioner of Higher Education, the Secretary of the Office of Policy and
Management and the co-chairpersons and ranking members of the joint standing committees of the
General Assembly having cognizance of matters relating to education and finance, revenue and bond-
ing. or their designees, and one student financial aid officer and one finance officer at a public institu-
tion of higher education in the state, each appointed by the Board of Governors of Higher Education,
and one student financial aid officer and one finance officer at an independent institution of higher
education in the state, each appointed by the Connecticut Conference of Independent Colleges.

The statutory members of the CHET Advisory Committee are:
DENISE L. NAPPIER, State Treasurer

MARC S. RYAN, Secretary Office of Policy and Management

VALERIE F. LEWIS, Commissioner, Department of Higher Education

SEN. THOMAS GAFFEY, Senate Chairman, Education Committee

REP CAMERON C. STAPLES, House Chairman, Education Committee

SEN. THOMAS HERLIHY, Senate Ranking Member, Education Committee

REP. ROBERT W. HEAGNEY, House Ranking Member, Education Committee

SEN. MARTIN M. LOONEY, Senate Chairman, Finance, Revenue and Bonding Committee
REP. ANNE B. MCDONALD, House Chairman, Finance, Revenue and Bonding Committee
SEN. WILLIAM H. NICKERSON, Senatfe Ranking Member, Finance, Revenue and Bonding Committee
REP. RICHARD BELDEN, House Ranking Member, Finance, Revenue and Bonding Committee
MARGARET WOLF, Director of Financial Aid, Capitol Community College

FRANK RESNICK, Chief Financial Officer, Central Connecticut State University

WILLIAM LUCAS, Vice President Finance, Fairfield University

JULIE SAVINO, Dean of Student Financial Assistance, Sacred Heart University

74 FiscaL YEAR 2002 ANNUAL REPORT



Financial
Statements



CERTIFICATION BY AUDITORS OF PUBLIC ACCOUNTS AND STATE COMPTROLLER

STATE OF CONNESTICUY

e
¢ -
w
AUDITORS OF PUBLIC ACCOUM1S

=ThTE CLHITCH
KEVIN F JOHNSTON o) RBITR, WY ERLIE PXIELI MT G MCKLT

HARTFOA0D, COMMECT LT OLISE 155

CERTIFICATHIN BY AUDCIORS OF PUBLIC ACCUHINTS
AND STATE COMPTROLLER

We have aodited the accompanying statement of net assets of the Combined Trvestment Funds, as
ul June 30, 2002, the related statcmaeint of operations far the fiscal vear then ended and the slatement
vl chanpes w nct assets for ihe fiscal years euled June M0, 20002, and 2000, We bave aodiled the
acentpanying statcmcnt of oot assets of the Shorl Tenn nvestroent Fund as of JTune 30, 2002 and
the statements of shanges in nel assets [or the Discal vears ended June 30, 2002, and 2041 We have
andited the statement of nel asse1s of the Secord njury Fund amd the statenionts of condition of the
uiber Beon-Civil Liat Trust Fuinds as of June 33, 2002, together wirh the nelated staternents of tevenue
and cxpenditures and siatemzents of charwss in [und balance for each and the statemen of cagh tlows
for the ather Ban-Civil List Trust Funds. for the fiscel vear ended June 300 240K, W have also
erarruned the schedules of Civil List Funds investments. the Civil List Funds cash receipls and
disburseniens and debt owsianding, as of une 20, 2002, and changes indeb gotsiandimg dunng the
fscal vear ended June 30, 2002, Thes= financial slatements and schedules are the responsibaliey of
the managcireni of the State Treasury. Chur resiponsibility s o express an opimion o the financal
statements snd schedules based on our avdit.

W did not audit ehe accompanying finangial siastements af the Tax Frempl Proceeds Tund or the
Connecticat Hisher Education Trusl. These Goaocial statements swere audiied by other audicors
whose reports theeeon have been included with the accompanying financial statements.

W concuclcd our audi o acsorlance with awditing slamdands panerally accepted m the Lnted
Srates of America. Those standards requice that we plan and pertorm the audit to obtaim reazonable
assurance sbowt whelber the financial statergents and sehedules are free of matenal missiatement
An audil inchades exarnining, o a test bass, evidencs supporiing the ameunts and disslosures in the
financial stalements and schadules

Our procedures ingleded confirmativn of securities owned a5 of June 3, 2002, by cormespond cnce
wifh the custodians. An audit alsc includes asscssing the accounting principles wsed and simificant
eelimales mads by manapecienl, sy well as evaluating the overall timanaial stasement presenistion.
We believe that our audit provides a rexsanuhle hass for our opmion.




CERTIFICATION BY AUDITORS OF PUBLIC ACCOUNTS AND STATE COMPTROLLER

Ton e opinion, the finzncial statements eetereed o above prescnd fuirly, in all material respects, the
Imancial posicn of the Combaned Investment Funds, Short Term Investiment Fund, Second Imury
Fund and cther Moo Civil List Ttust Funds as of Junc 30, 2042, and the results of their oporations.
the chanegss i net assets for the Combined Investment Funds, the Short Term Invesiment Fund and
the Socond lojury Fund and the changes io furd balance for the other Mon-Ciwil st Troest Funds
and cash flows for the other Mon-Civi] List Trust Funds far the vear theo ended, n confoerity with
acciunting priociples genarally accepted in the Craited Stales of Amcrca.

I our opicion. the schedules referred o above present faicly, in all matenal eespeects the mvesiments;
of the Civil Tst Funds as ol Tune 30, 2002, and the balance of bonds oustanding as of Tune 30,
2002, and bonds isawed, retired and refundad. and bond interest pavinents made during the wear
ended on that dare, 211 in accerdance with the modificd cash basis of accounting. & comprehensive
basa af accountng other than accouning poncipies genetally accepted in the Uniled States of
Amarica.

As explained i Motz 1B o the nancial statzreents of the Combioed [neestment Funds, the Stats
Treasurer's policy g o present myestnents at fair valuz. The fawr value of most af the asseiz of the
Real Estate Fund, the Cormmeroal Mortgape Fund and the Prvale Investment Fungd snd Lhe Limiled
parinceship imvesiment of the Mutual Fized Incoroe Fuod are sstinated by investment advisores in
the sbsence of reawlily ascertainable macker values, and reviewad and adjusted, when approptiate,
b the Swate Treasuree, The Gur value of most of the assets of the Real Estatc Fund and the Private
Tovestment Fund and the limited partnerstop wvestment of the Mutual Fixed lncome Fund arc
peesenied al the cash adyosted tair values, which utilize 1he investment advisors' karch 31, 2002,
guartzer ending estimated valves adyusted for cash flews of the Funds durng the subsequent qusrter
ihat aftoet dhe value at the Funds' level. Adpustments sre made for onderlying inveslments thal
cxpericnced significant changes in valoe dunng the quarer, 1f deemed appropriate. We have
reviewed the vesiment advisors' values, e elovanl cash flows and the procedures wsed by the
Srate Treasurct i revicwing the cetienatod values and have read underlving docomentalion and, in
{he circumistans cs, we heheve the procedores o be reasanabile and the decomentation appropeiate.
However, becanse of the inberent uncenaingy of valuatien. thosc catimated vahics maoy differ
cignificantly Mo the values that would have been wsed had a ready market for the mvesiments
exisled, and the differences could be matcnal,




CERTIFICATION BY AUDITORS OF PUBLIC ACCOUNTS AND STATE COMPTROLLER

e Al was made [or e purpose of fooming an opinion on the fnancial statements of the
Carmbianed Investtnent Funds taken 35 3 whale  The Cambined [nvestment Funds Talal Wet Asset
YValue by Pension Plans snd Tt Funds and the Salernents of [nvestment Activity by Pensusn Plun
antl by Trust Fund, contained within tha Supplemettal [iprmation Section of this docwnent, are
prasented (or purposes of addidoenal analysis and arc net a requited part of the financial stalements
ol the Combuned [nvestment Funds, Such indormoation has been subjected 1o the awdiling procedurgs
applied in the audit of the fipancial statemnents of the Combined Investment Funds and, in our
opimian, ie fairly presented m 2l matenal respects in relation ta lhe Noancial statements af the
Combmed [nvestimenl Funds taken as 3 whale. The Managemant's Diseuscion and Analysis 15 oot
a requared part of the basic financial stalements but is supplemental wiormation requured by the
Governmental Accoonting Standards Board, We have applicd cortain limiled procedores, which
eonsisted primanly of inguines of managemem regandisg the methods of measurernent and
presentation of the supplementary infornation. However, we did net audit the Managcmem's
Discussiom and Analysis and express no opinton on it The mtroduction scetion, supplemental
information sectioe and the stowony appendix have ool becn audited cxcept as specifically noled
in this awililises” Opioon.

At the present time, scparate auditors' cepons arc being prepared hy the Auditors of Public Accounts
caveribg the State-Wide aperations of the Siale Treasury and the lnvesnnent Adwvizory Counetl.
These auditors” tepors, consisling of comroents, ecommondations, and certifications, will be
maictained an Mle in e eifices of the Auditors of Public Accounts.

Tlis paniicular ceetification i« issued hy the Audiors of Pablic Accounts and the State Comptroller
in accardance wilh Section 2-90 of e General Siatalzs,

Kot £ m |"
B eyin B Jalmision Ruber 0. Jaskle
Auditor of Public Acgounts Auduor of Pablic Accounts

L ':rTneu'lg

Hrale Complroller

Crtober L5, 2H)2
atlate Capitol
Harttord, Connecticnt
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MANAGEMENT’S DISCUSSION AND ANALYSIS

This Management's Discussion and Analysis (MD&A) of the Annual Report of the Treasurer is a narrative
overview and analysis of the financial activities of the Office of the Treasurer for the fiscal year ended June
30, 2002. It is provided by the management of the State of Connecticut’s Office of the Treasurer, and we
encourage readers to review it in conjunction with the transmittal letter at the front of this report and the
Treasurer’s financial statements that follow.

The Office of the Treasurer is implementing this new reporting standard and the provisions of Govern-
mental Accounting Standards Board (GASB) Statement No. 34 for the first fime with this report. In addition to
the inclusion of this MD&A, the other notable change in the Financial Section of the annual report is the
change in fund designation of the Second Injury Fund (SIF) from an Expendable Trust Fund to an enterprise
fund within the State of Connecticut’s Proprietary Funds as more fully explained in the MD&A Overview of
the Financial Statements section.

In previous years, as an Expendable Trust Fund, SIF only included current assets and liabilities (which
included the current year’s debt expenditures) on the balance sheet. The long-term debt of the fund was
always consolidated as long-term debt in the Long Term Debt Account Group by the State of Connecticut.
As an Expendable Trust Fund, fund balance represented a measure of “available spendable resources.”

However, GASB 34 now requires the State of Connecticut to classify SIF as an enterprise fund within the
Proprietary Funds of the State of Connecticut. An enterprise fund is a government unit in which the activity
is financed with debt that is secured by a pledge of the revenues from fees and charges of an activity, and
since the debt is to be serviced by the fund revenues, the debt is accounted for by the fund. As such, the
long-term portion of debt outstanding formally reported by the State of Connecticut in the Long Term Debt
Account Group is now reported on SIF's balance sheet. This accounting change, required by GASB 34, has
resulted in the restatement of SIF’s beginning fund balance from a positive $86.5 million to a negative $146.1
million as a result of the inclusion of long-term debt. (See Second Injury Fund under Financial Highlights
below.)

FINANCIAL HIGHLIGHTS

Combined Investment Funds

Net Assets - The net assets of the Combined Investment Funds at the close of the fiscal year were $18.7
billion, a decline of $1.89 billion from the previous year. The change in net assets resulted from realized and
unrealized losses on investments of $2.01 billion partly offset by net investment income of $0.68 billion, and
cash outflows to beneficiaries of $0.56 billion.

Operating Income - General financial market conditions produced a return of negative 6.39%, net of all
expenses, resulting in a decrease in net assets from operations of $1.33 billion in the 2002 fiscal year, com-
pared to a negative return of 3.68%, net of all expenses for the previous fiscal year.

Short-Term Investment Fund

Net Assets- The net assets under management in the Short-Term Investment Fund at the close of the fiscal
year were $3.5 billion, a decline of $1.0 billion from the previous year. The change in net assets resulted from
inferestincome and net realized gains on investments of $111 million, which were offset by cash outflows of
$1.1 billion. The principal reasons for this decline were an overall decrease of $870 million in State STIF
investments and a decline of $140 million in investments in the Fund from its municipal and local customers.

Operating Income - General financial market conditions produced an annual total return of 2.61%, net
of operating expenses and allocations to Fund reserves, compared to an annual total return of 6.11%, net of
operating expenses and allocations to Fund reserves in the previous fiscal year.  The annual total return
exceeded that achieved by its benchmark, which equaled 2.22%, by 39 basis points, resulting in $16 million
in additionalinterest income for Connecticut governments and their taxpayers.

Second Injury Fund

Net Assets - The net assets of the Second Injury Fund (SIF) at the close of the fiscal year were a negative
$96.1 million, a decrease of $50.0 million from the previous year deficit net asset balance of $146.1 million, as
restated due to the adoption of GASB 34 pronouncement. As explained in the SIF Financial Statements
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MANAGEMENT’S DISCUSSION AND ANALYSIS

following, the June 30, 2001 prior year net asset balance of the $86.5 million was restated to include the
portion of long term debt in the State of Connecticut’s long term debt account group ($248.5 million) that
is secured by a pledge of revenues from fees and charges of the SIF. As such, the restated net asset
balance has been restated to a deficit balance of $146.1 million as a result of the inclusion of net long-
term debt.

Operating Income - The $50.0 million positive change in net assets resulted from net operating in-
come of $60.1 million partly offset by non-operating expenses of $8.7 million, mainly interest expense, and
loss from early extinguishment of debt of $1.4 million.

Connecticut Higher Education Trust

Program Equity - The program equity of the Connecticut Higher Education Trust at the close of the
fiscal year was $208.0 million, an increase of $114.0 million from the previous year.

Changes in Program Equity - The change in program equity of the Connecticut Higher Education
Trust due to operations decreased by $7.8 million in fiscal year 2002 resulting from realized and unrealized
losses on investments. Subscriptions from account owners, net of redemptions, increased by $121.8 mil-
lion.

Tax Exempt Proceeds Fund

Net Assets-The net assets of the Tax Exempt Proceeds Fund at the close of the fiscal year were $201.7
million, a decrease of $5.8 million from the previous year.

Changes in Net Assets - The total decrease in net assets of the Tax Exempt Proceeds Fund in fiscal year
2002 was the result of a net redemption of fund investments.

More detailed information regarding these activities and funds begins on page F-12.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is an infroduction to the Office of the Treasurer’s basic financial state-
ments, which are comprised of: 1) Combined Investment Funds, 2) Short-Term Investment Fund, 3) Civil List
Pension And Trust Funds, 4) Non-Civil List Trust Funds, 5) Second Injury Fund, 6) Connecticut Higher Educao-
tion Trust, and 7) Tax Exempt Proceeds Fund. This report also contains schedules of Civil List Funds invest-
ments and Debt Outstanding in addition to the basic financial statements.

For the first time, this report includes management’s discussion and analysis as required by GASB
Statement No. 34.

The financial statements reported by the Treasurer’s Office for which the Treasurer has fiduciary re-
sponsibility for the investment thereof begin on page F-12 and provide detailed information. This financial
information is included in the activities of the State of Connecticut’s Fund Financial Statements as pre-
sented in the Comprehensive Annual Financial Report of the State of Connecticut prepared by the State
Comptroller.

The Office of the State Treasurer is responsible for the Combined Investment Funds (which includes
Civil and Non-Civil List Trust Funds), Short-Term Investment Fund, Connecticut Higher Education Trust, Tax
Exempt Proceeds Fund, escheat securities private purpose trust fund held for others (Unclaimed Property),
and the Second Injury Fund. These assets are managed by the Office of the Treasurer and are further
explained below.

Combined Investment Funds: The Statement of Net Assets and the Statement of Operations are
two financial statements that report information about the Combined Investment Funds as a whole,
and about its activities that should help explain how the Combined Investment Funds are performing
as aresult of this year’s activities. These statements include all assets and liabilities using 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 Statement of Net Assets (page F-12) presents all of the Combined Investment Funds’ assets and
liabilities, with the difference between the two reported as “net assets”. Over time, increases and
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decreases in net assets measure whether the Combined Investment Funds financial position is improving
or deteriorating.

The Statement of Operations (page F-13) presents information showing how the Combined Invest-
ment Fund’s net assets changed during the most recent fiscal year. All changes in net assets are re-
ported as soon as the underlying events giving rise to the change occur, regardless of the timing of
related cash flows. Therefore, revenues and expenses are reported in these statements for some items
that will only result in cash flows in future fiscal periods (e.g., security lending rebates and dividend and
interestincome).

The Notes to the Financial Statements provide additional information that is essential to a full under-
standing of the data provided in the Combined Investment Funds’ financial statements. The notes can
be found on pages F-16 - F-26 of this report.

Shori-Term Investment Fund: The Statement of Net Assets and the Statements of Changes in Net
Assets are two financial statements that report information about the Short-Term Investment Fund. These
statements include all assets and liabilities using 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 Statement of Net Assets (page F-28) presents all of the Short-Term Investment Fund’s assets and
liabilities, with the difference between the two reported as “net assets”.

The Statement of Changes in Net Assets (page F-29) presents information showing how the Short-
Term Investment Fund’s net assets changed during the most recent fiscal year. Allchangesin net assets
are reported as soon as the underlying events giving rise to the change occur, regardless of the timing of
related cash flows.

The Notes to the Financial Statements provide additional in