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Dreyfus Premier California
AMT-Free Municipal Bond Fund, Inc.

Ticker Symbols Class A: DCAAX
Class B: DCABX
Class C: DCACX
Class Z: DRCAX

GOAL/APPROACH

The fund seeks as high a level of current income,
exempt from federal and California state income
taxes, as is consistent with the preservation of capi-
tal. To pursue this goal, the fund normally invests
substantially all of its assets in municipal bonds that
provide income exempt from federal and California
state personal income taxes. The fund also seeks to
provide income exempt from the federal alternative
minimum tax.

The fund invests at least 80% of its assets in munici-
pal bonds rated investment grade or the unrated
equivalent as determined by Dreyfus. The fund may
invest up to 20% of its assets in municipal bonds rated
below investment grade (“high yield” or “junk”
bonds) or the unrated equivalent as determined by
Dreyfus. The dollar-weighted average maturity of the
fund’s portfolio normally exceeds ten years, but the
fund may invest without regard to maturity., |

The portfolio manager may buy and sell bonds
based on credit quality, market outlook and yield
potential. In selecting municipal bonds for invest-
ment, the portfolio manager may assess the current
interest rate environment and the municipal bond’s
potential volatility in different rate environments.
The portfolio manager focuses on bonds with the
potential to offer attractive current income, typical-
ly looking for bonds that can provide consistently
attractive current yields or that are trading at com-
petitive market prices. A portion of the fund’s assets
may be allocated to “discount” bonds, which are
bonds that sell at a price below their face value, or
to “premium” bonds, which are bonds that sell at a
price above their face value. The fund’s allocation to
either discount bonds or to premium bonds will
change along with the portfolio manager’s chang-
ing views of the current interest rate and market
environment. The portfolio manager also may look
to select bonds that are most likely to obtain attrac-
tive prices when sold.

Although the fund seeks to provide income exempt |

from federal and California personal income taxes, |

the fund may invest temporarily in taxable bonds |

and/or municipal bonds that pay income exempt |

only from federal personal income tax, including |

when the portfolio manager believes acceptable |

California_municipal bonds are not available for |

investment. |

The Fund

The fund may, but is not required to, use derivatives,
such as futures, options and swap agreements, as a

substitute for jnvesting directly in an underlyingl
asset, to increase returns, to manage credit or inter-

est rate risk, or as part of a hedging strategy. The |
fund may buy securities that pay interest at rates
that float inversely with changes in prevailing
interest rates (inverse floaters) and may make for- |

ward commitments in which the fund agrees to buy |

or sell a security in the future at a price agreed upon
today. Inverse floaters are created by depositing
municipal bonds in a trust which divides the bond’s
income stream into two parts: a short-term variable
rate demand note and a residual interest bond (the
inverse floater) which received interest based on the
remaining cash flow of the trust after payment of
interest on the note and various trust expenses.
Interest on the inverse floater usually moves in the
opposite direction as the interest on the variable
rate demand note. The fund also may make forward |

commitments in which the fund agrees to buy or |

sell a security in the future at a price agreed upon |
today.

Concepts to understand

Municipal bonds: debt securities that provide income free
from federal income tax, and state income tax if you live in
the issuing state. Municipal bonds are typically of two types:

. general obligation bonds, which are secured by the full faith
and credit of the issuer and its taxing power

. revenue bonds, which are payable from the revenue derived
from a specific revenue source, such as charges for water
and sewer service or highway tolls

Dollar-weighted average maturity: an average of the stated
maturities of the securities held by the fund, based on their
dollar-weighted proportions in the fund.

Credit rating: independent rating organizations analyze and |
evaluate a bond issuer’s, and/or any credit enhancer’s, credit
profile and ability to repay debts. Based on their assessment,
these rating organizations assign letter grades that reflect the
issuer's, and/or any credit enhancer’s, creditworthiness. AAA or
Aaa represents the highest credit rating, AA/Aa the second
highest, and so on down to D, for defaulted debt. Bonds rated
BBB or Baa and above are considered investment grade.

The Fund 1



MAIN RISKS

The fund’s principal risks are discussed below. The
value of your investment in the fund will fluctuate,
which means you could lose money.

. Municipal bond market risk. The amount of public |

information available about municipal bonds is |
less than that for corporate equities or bonds. |
Special factors, such as legislative changes and |
local and business developments, may adversely |
affect the vield and/or value of the fund’s invest- |
ments in municipal bonds. Other factors include |
the general conditions of the municipal bond |
market, the size of the particular offering, the |
maturity of the oblication and the rating of the |
issue. |

Interest rate risk. Prices of municipal bonds tend to
move inversely with changes in interest rates.
Typically, a rise in rates will adversely affect bond
prices and, accordingly, the fund’s share price. The
longer the eftective maturity and duration of the
fund’s portfolio, the more the fund’s share price is
likely to react to interest rates.

Credit risk. Failure of an issuer to make timely |
interest or principal payments, or a decline or
perception of a decline in the credit quality of a
bond, can cause a bond’s price to fall, potentially
lowering the fund’s share price. Although the
fund invests primarily in investment grade bonds,
it may invest to a limited extent in high yield
(“junk”) bonds, which involve greater credit risk,
including the risk of default, than investment
grade bonds, and are considered predominantly
speculative with respect to the issuer’s continuing
ability to make principal and interest payments.
The prices of high yield bonds can fall dramati-
cally in response to bad news about the issuer or
its industry, or the economy in general.

Call risk. Some municipal bonds give the issuer |
the option to call, or redeem, the bonds before |
their maturity date. If an issuer “calls” its bond |
during a time of declining interest rates, the fund |
might have to reinvest the proceeds in an invest- |
ment offering a lower vield. During periods of |
market illiquidity or rising interest rates, prices of |
“callable” issues are subject to increased price |
fluctuation. |

.

>

Liquidity risk. The secondary market for certain
municipal bonds tends to be less well developed
or liquid than many other securities markets,
which may adversely affect the fund’s ability to
sell such municipal bonds at attractive prices.
When there is little or no active trading market
for specific types of securities, it can become
more difficult to sell the securities at or near their
perceived value. In such a market, the value of
such securities and the fund’s share price may fall
dramatically, even during periods of declining |

interest rates. |

State-specific risk. The fund is subject to the risk
that California’s economy, and the revenues
underlying its municipal bonds, may decline.
Investing primarily in a single state makes the
fund more sensitive to risks specific to the state
and may magnify other risks.

Market sector risk. The fund’s overall risk level will
depend on the market sectors in which the fund
is invested and the current interest rate, liquidity
and credit quality of such sectors. The fund may
significantly overweight or underweight certain
industries or market sectors, which may cause the
fund’s performance to be more or less sensitive to
developments affecting those industries or sec-
tors.

Derivatives risk. The fund may use derivative |
instruments, such as options, futures and options
on futures (including those relating to securities,
indexes and interest rates), swaps and inverse
floaters. Certain derivatives may cause taxable
income. A small investment in derivatives could
have a potentially large impact on the fund’s per-
formance. The use of derivatives involves risks
different from, or possibly greater than, the risks
associated with investing directly in the underly-
ing assets. Derivatives can be highly volatile, illig-
uid and difficult to value, and there is the risk that
changes in the value of a derivative held by the
fund will not correlate with the underlying
instruments or the fund’s other investments.
Derivative instruments also involve the risk that a
loss may be sustained as a result of the failure of
the counterparty to the derivative instruments to
make required payments or otherwise comply
with the derivative instruments’ terms.



. Leveraging risk. The use of leverage, such as lend- |
ing portfolio securities, entering into futures con- |
tracts, engaging in forward commitment transac- |

tions, and investing in inverse floaters, may cause |
taxable income and may magnify the fund’s ains |

or losses. |

Tax risk. To be tax-exempt, municipal bonds gen- |

erally must meet certain regulatory requirements. |
Although the fund will invest in municipal bonds |

that pay interest that is exempt, in the opinion of |
counsel to the issuer (or on the basis of other |
authority believed by Dreyfus to be reliable), |
from federal and California state income taxes, if |
any such municipal bond fails to meet these reg- |
ulatory requirements, the interest received by the |
fund from its investment in such bonds and dis- |
tributed to fund shareholders will be taxable. |

Non-diversification risk. The fund is non-diversi-
fied, which means that a relatively high percent-
age of the fund’s assets may be invested in a lim-
ited number of issuers. Therefore, the fund’s per-
formance may be more vulnerable to changes in
the market value of a single issuer or a group of
issuers and more susceptible to risks associated
with a single economic, political or regulatory
occurrence than a diversified fund.

Other potential risks

Under adverse market conditions, the fund could invest some
or all of its assets in U.S. Treasury securities and money
market securities. Although the fund would do this for
temporary defensive purposes, it could reduce the benefit
from any upswing in the market. During such periods, the
fund may not achieve its investment objective.

The fund may lend its portfolio securities to brokers, dealers
and other financial institutions. In connection with such loans,
the fund will receive collateral from the borrower equal to at
least 100% of the value of the loaned securities. If the
borrower of the securities fails financially, there could be
delays in recovering the loaned securities or exercising rights
to the collateral.

The Fund
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PAST PERFORMANCE

The bar chart and table shown illustrate the risks of
investing in the fund. The bar chart shows changes
in the performance of the fund’s Class Z shares
from year to year. The table compares the average
annual total returns of each of the fund’s share class-
es to those of the Lehman Brothers Municipal
Bond Index, an unmanaged benchmark of total
return performance for non-California-specific
municipal bonds. Class Z shares are not subject to a
sales charge, whereas Class A, B and C shares are
subject to sales charges which are reflected in the
table. All returns assume reinvestment of dividends
and distributions. Of course, past performance
(before and after taxes) is no guarantee of future
results. Performance for each share class will vary
from the performance of the fund’s other share
classes due to differences in charges and expenses.
Class Z shares generally are not available for new

accounts.

After-tax performance is shown only for Class Z
shares. After-tax performance of the fund’s other
share classes will vary. After-tax returns are calculat-
ed using the historical highest individual federal
marginal income tax rates, and do not reflect the
impact of state and local taxes. Actual after-tax
returns depend on the investor’s tax situation and
may difter from those shown, and the after-tax
returns shown are not relevant to investors who
hold their shares through tax-deferred arrange-
ments such as 401(k) plans or individual retirement

accounts.

What this fund is — and isn't

This fund is a mutual fund: a pooled investment that is
professionally managed and gives you the opportunity to
participate in financial markets. It strives to reach its stated
goal, although as with all mutual funds, it cannot offer
guaranteed results.

An investment in this fund is not a bank deposit. It is not
insured or guaranteed by the FDIC or any other government
agency. It is not a complete investment program. You could
lose money in this fund, but you also have the potential to
make money.

Year-by-year total returns as of 12/31 each year (%)
Class Z shares

15.24
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Best Quarter: Q3'02 +6.02%

Worst Quarter: Q2'04 -2.51%

The year-to-date total return of the fund’s Class Z shares as of

6/30/08 was £0.38%. |
Average annual total returns as of,12/31/07 |
Share class/
nception date 1 Year 5 Years 10vYears |
Class Z (7/26/83)

returns before taxes 1.88% 4.07% ar6% |
Class Z

returns affer taxes

on distributions 1.88%  3.99% 4.64% |
Class Z

returns after taxes
on distributions and

sale of fund shares 2.66%  4.05%  4.66% |
Class A (10/21/04)
returns before taxes -2.90% 2.97%* 4.21%* I
Class B (10/21/04)
returns before taxes -2.80% 3.25%* __ 4.69%*t |

Class C (10/21/04)
returns before taxes -0.11% 3.42%* 4.44%* I

Lehman Brothers

Municipal Bond Index}**

reflects no deduction for

fees, expenses or taxes 3:36% 4.30% 5.18%

* For the fund’s Class A, Class B and Class C shares, periods prior to I
the inception date of such classes reflect the performance of the fund’s |

Class Z shares adjusted to reflect any applicable sales charge. Such
performance figures have not been adjusted, however, to reflect applic-
able class fees and expenses; if such fees and expenses had been
reflected, the performance shown for Class A, Class B and Class C I
for such periods may have been lower.

** Unlike the fund, the Lehman Index is not composed of bonds of a |
single state.

1 Assumes conversion of Class B shares to Class A shares at the end |

of the sixth year following the date of purchase. 1




EXPENSES

As an investor, you pay certain fees and expenses in
connection with the fund, which are described in
the table below.

Fee table

Class A Class B* Class C Class Z
Shareholder transaction fees (fees paid from your account)
Maximum front-end sales charge on purchases
% of offering price 4.50 none none none
Maximum contingent deferred sales charge (CDSC)
% of purchase or sale price, whichever is less none** 4.00 1.00 none
JAnnual fund operating expenses (expenses paid from fund assets)
% of average daily net assets
Management fees .60 .60 .60 .60
Rule 12b-1 fee none .50 75 none
Shareholder services fee .25 .25 .25 O3
Other expenses 07 A3 .09 08
Interest expense*** Jo .10 .10 .10
Total 1.02 1.58 179 .81

* Class B shares of the fund are available only in connection with dividend reinvestment and permitted exchanges of Class B shares of certain other funds.

** Shares bought without an initial sales charge as part of an investment of $1 million or more may be charged a CDSC of 1.00% if redeemed within one year.

*HX Tnterest expense” represents_for accounting purposes interest expense associated with the fund’s investment in inverse floaters. Not shown in the table is the addi-

tional income generated by these investments which amounted approximately to the interest expense as shown.

Expense example

1 Year 3 Years 5 Years 10 Years

Class A 5549 $760 $988 $1,642
Class B
with redemption $561 $799  $1,060 $1591"

without redemption  $161 $499 $860 $1591f
Class C

with redemption $282 $563 $970 $2,005
without redemption ~ $182 $563 $970 $2,J105
Class Z $83 $259 $450 $1,002

t Assumes conversion of Class B to Class A at end of the sixth year fol-
lowing the date of purchase.

This example shows what you could pay in expenses over
time. It uses the same hypothetical conditions other funds
use in their prospectuses: $10,000 initial investment, 5%
total return each year and no changes in expenses. Because
actual returns and expenses will be different, the example is
for comparison only.

Concepts to understand

Management fee: the fee paid to Dreyfus for managing the
fund's portfolio and assisting in all aspects of the fund's
operations.

Rule 12b-1 fee: the fee paid to the fund's distributor for
financing the sale and distribution of Class B and Class C
shares. Because this fee is paid out of the fund's assets on
an ongoing basis, over time it will increase the cost of your
investment and may cost you more than paying other types
of sales charges.

Shareholder services fee: a fee of 0.25% paid to the fund’s
distributor with respect to Class A, B and C shares and a fee
of up to 0.25% used to reimburse the fund's distributor with
respect to Class Z shares for shareholder account service
and maintenance.

Other expenses: fees paid by the fund for miscellaneous
items such as transfer agency, custody, professional and
registration fees. The fund also makes payments to certain
financial intermediaries, including affiliates, who provide
sub-administration, recordkeeping and/or sub-transfer agency
services to beneficial owners of the fund.

The Fund 5




MANAGEMENT

Investment adviser

The investment adviser for the fund is The Dreyfus
Corporation (Dreyfus), 200 Park Avenue, New
York, New York 10166. Founded in 1947, Dreyfus
manages approximately $327 billion in approxi-

mately 174 mutual fund portfolios. For the past fis-
cal year, the fund paid Dreyfus a management fee at
the annual rate of 0.60% of the fund’s average daily
net assets. A discussion regarding the basis for the

board’s approving the fund’s management agree-

ment with Dreyfus is available in the fund’s semi-

annual report for the period ended November 30,
2007. Dreyfus is the primary mutual fund business

of The Bank of New York Mellon Corporation
(BNY Mellon), a global financial services company

focused on helping clients move and manage their
financial assets, operating in 34 countries and |
serving more than 100 markets. BN'Y Mellon is a |
leading provider of financial services for institu-
tions, corporations and high-net-worth individuals,
providing asset and wealth management, asset ser-
vicing, issuer services, and treasury services through
a worldwide client-focused team. BNY Mellon has
more than $23 trillion in assets under custody and |
administration and $1.1 trillion in assets under |
management, and it services more than $12 trillion |
in outstanding debt. Additional information is avail-

able at www.bnymellon.com.

The Dreyfus asset management philosophy is based
on the belief that discipline and consistency are
important to investment success. For each fund,
Dreyfus seeks to establish clear guidelines for port-
folio management and to be systematic in making
decisions. This approach is designed to provide each
fund with a distinct, stable identity.

Joseph P. Darcy has been the fund’s primary portfo-
lio manager since January 1996 and has been a
portfolio manager at Dreyfus since May 1994. The
fund’s Statement of Additional Information (SAI)
provides additional information about the portfolio
manager’s compensation, other accounts managed
by the portfolio manager, and the portfolio manag-

er’s ownership of fund shares.



Distributor

The fund’s distributor is MBSC Securities
Corporation (MBSC), a wholly-owned subsidiary
of Dreyfus. Dreyfus or MBSC may provide cash
payments out of its own resources to financial inter-
mediaries that sell shares of the fund or provide
other services. Such payments are separate from any
sales charges, 12b-1 fees and/or shareholder services
fees or other expenses paid by the fund to those
intermediaries. Because those payments are not
made by you or the fund, the fund’s total expense
ratio will not be affected by any such payments.
These additional payments may be made to inter-
mediaries, including affiliates, that provide share-
holder servicing, sub-administration, recordkeeping
and/or sub-transfer agency services, marketing sup-
port and/or access to sales meetings, sales represen-
tatives and management representatives of the
financial intermediary. Cash compensation also may
be paid from Dreyfus’ or MBSC’s own resources to
intermediaries for inclusion of the fund on a sales
list, including a preferred or select sales list or in
other sales programs. These payments sometimes are
referred to as “revenue sharing.” From time to time,
Dreyfus or MBSC also may provide cash or non-
cash compensation to financial intermediaries or
their representatives in the form of occasional gifts;
occasional meals, tickets or other entertainment;
support for due diligence trips; educational confer-
ence sponsorship; support for recognition pro-
grams; and other forms of cash or non-cash com-
pensation permissible under broker-dealer regula-
tions. In some cases, these payments or compensa-
tion may create an incentive for a financial inter-
mediary or its employees to recommend or sell
shares of the fund to you. Please contact your finan-
cial representative for details about any payments
they or their firm may receive in connection with
the sale of fund shares or the provision of services
to the fund.

Code of ethics

The fund, Dreyfus and MBSC have each adopted a
code of ethics that permits its personnel, subject to
such code, to invest in securities, including securi-
ties that may be purchased or held by the fund. The
Dreyfus code of ethics restricts the personal securi-
ties transactions of its employees, and requires port-
folio managers and other investment personnel to
comply with the code’s preclearance and disclosure
procedures. The primary purpose of the code is to
ensure that personal trading by Dreyfus employees

does not disadvantage any Dreyfus-managed fund.

The Fund 7



FINANCIAL HIGHLIGHTS

The following tables describe the performance of
the fund’s Class A, B C and Z shares for the fiscal |
periods indicated. “Total Return” shows how much

your investment in the fund would have increased
(or decreased) during each period, assuming you
had reinvested all dividends and distributions. These

figures have been audited by Ernst & Young LLP, an
independent registered public accounting firm,
whose report, along with the fund’s financial state-
ments, is included in the annual report, which is

available upon request.

Class A shares

Year Ended May 31,
2008 2007 2006 2005

Per-Share Data ($):
Net asset value, beginning of period

14.72 14.62 15.00 14.97

Investment operations:  Investment income — net?2 .57 .57 .58 .34
Net realized and unrealized gain (loss) on investments (.32) N (.37) 12
Total from investment operations 5 .68 .21 46
Distributions: Dividends from investment income — net (.57) (57) (.58) (.34)
Dividends from net realized gain on investments - (.on o (.09)
Total distributions (27 (.58) (.59) (.43)
Net asset value, end of period 14.40 14.72 14.62 15.00
Total Return (%)3 178 475 1.44 312
Ratios/Supplemental Data (%):
Ratio of total expenses to average net assets 1.02 1.06 1.04 1.032
Ratio of net expenses to average net assets 1024 1.05 1.01 1.022
Ratio of net investment income to average net assets 396 3.87 390 3775

Portfolio turnover rate

Net assets, end of period ($ x 1,000)

' From October 21, 2004 (commencement of initial offering) to May 31, 2005.

2 Based on average shares outstanding at each month end.
3 Exclusive of sales charge.
4 Expense waivers and/or reimbursements amounted to less than .01%.

5 Annualized.

43.66 43.68 35.92 38.73
m,504 95,698 81,579 87976



Year Ended May 31,

Class B shares 2008 2007 2006 2005
Per-Share Data ($):
Net asset value, beginning of period 14.72 14.62 15.00 14.97
Investment operations:  Investment income — net?2 .49 .49 .50 .30
Net realized and unrealized gain (loss) on investments (.32) 12 (.37) 12
Total from investment operations o7 .61 13 42
Distributions: Dividends from investment income — net (49) (.50) (.50) (.30)
Dividends from net realized gain on investments - (on [€0))) (.09)
Total distributions (,49) (.51) (.51 (.39)
Net asset value, end of period 14.40 14.72 14.62 15.00
Total Return (%)3 122 4.20 93 2.82
Ratios/Supplemental Data (%):
Ratio of total expenses to average net assets 1.58 1.58 1.56 1.545
Ratio of net expenses to average net assets J57 1584 1.51 1512
Ratio of net investment income to average net assets 3.40 3.35 3.39 3.295
Portfolio turnover rate 43.66 43.68 35.92 3873
Net assets, end of period ($ x 1,000) 3,097 5,411 6,626 9,534

I From October 21, 2004 (commencement of initial offering) to May 31, 2005.
2 Based on average shares outstanding at each month end.

3 Exclusive of sales charge.

4 Expense waivers and /or reimbursements amounted to less than .01%.

7 Annualized.
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FINANCIAL HIGHLIGHTS (continued)
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Year Ended May 31,
Class C shares 2008 2007 2006 2005
Per-Share Data ($):
Net asset value, beginning of period 14.72 14.62 15.00 1497
Investment operations:  Investment income - net? 46 46 46 27
Net realized and unrealized gain (loss) on jnvestments (.32) n (.37) 12
Total from investment operations 14 .57 .09 .39
Distributions: Dividends from investment income — net (.46) (.46) (;46) (.27)
Dividends from net realized gain on investments - (.on (.01 (.09)
Total distributions (;46) (.47) (.47) (.36)
Net asset value, end of period 14.40 14.72 14.62 15.00
Total Return (%)3 1.00 3.95 .67 2.67
Ratios/Supplemental Data (%):
Ratio of total expenses to average net assets 179 1.82 1.80 1772
Ratio of net expenses to average net assets 1794 1.81 177 1762
Ratio of net investment income to average net assets 318 310 313 3.01°
Portfolio turnover rate 43.66 43.68 35.92 38.73
Net assets, end of period ($ x 1,000) 5767 4,451 3,054 2,867

I From October 21, 2004 (commencement of initial offering) to May 31, 2005.
2 Based on average shares outstanding at each month end.

3 Exclusive of sales charge.

4 Expense waivers and/or reimbursements amounted to less than .01%.

3 Annualized.




Year Ended May 31,

Class Z shares 2008 2007 2006 2005 2004, |
Per-Share Data ($)
Net asset value, beginning of period 14.711 14.61 15.00 14.39 1528 |
Jnvestment operations:  Investment income - net’ .61 .61 .61 .58 58 |

Net realized and unrealized

gain (loss) on investments 3D M (.38) 7 76y |
Total from investment operations 0 72 .23 1.29 (18), |
Distributions: Dividends from investment

income - net (.61) (.61) (®2) (59) s

Dividends from net realized

gain on investments - o o (.09) 14y 1
Total distributions (®<))) (.62) (.62) (.68) 1
Net asset value, end of period 14.40 14.71 14.61 15.00 1439 |
Jotal Return (%) 2.08 497 1.57 9.10 e |
Ratios/Supplemental Data (%):
Ratio of total expenses to average net assets el .84 .81 «/8 73 1
Ratio of net expenses to average net assets 80 .83 .81 «/8 A |
Ratio of net investment income to
average net assets 419 4.09 410 3.96 393 |
Portfolio turnover rate 43.66 43.68 35.92 38.73 56.87 |
Net assets, end of period ($ x 1,000) 1313,697 1,125,008  1155,038 1,237,623 1,004,253
! Based on average shares outstanding at each month end.
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SHAREHOLDER GUIDE

The Dreyfus Premier Funds are designed primar-
ily for people who are investing through a third
party, such as a bank, broker-dealer or financial
adviser. Third parties with whom you open a fund
account may impose policies, limitations and fees
which are different from those described in this
prospectus. Consult a representative of your finan-

cial institution for further information.

This prospectus offers Class A, B, C and Z
shares of the fund.

The fund’s Class B shares are offered only in con-
nection with dividend reinvestment and exchanges
of Class B shares of certain other funds advised by
Dreyfus or by Founders Asset Management, LLC
(Founders), an indirect subsidiary of Dreyfus, or
certain eligible shares of Dreyfus Worldwide Dollar
Money Market Fund, Inc.

Your financial representative may receive different
compensation for selling one class of shares than for
selling another class. It is important to remember
that the CDSCs and Rule 12b-1 fees have the same
purpose as the front-end sales charge: to compen-
sate the distributor for concessions and expenses it
pays to dealers and financial institutions in connec-
tion with the sale of fund shares. A CDSC is not
charged on fund shares acquired through the re-
investment of fund dividends.

Your Investment

Deciding which class of shares to buy -
Class A,Cand Z

The different classes of fund shares represent invest-
ments in the same portfolio of securities, but the
classes are subject to different expenses and will
likely have different share prices. When choosing a
class, you should consider your investment amount,
anticipated holding period, the potential costs over
your holding period and whether you qualify for

any reduction or waiver of the sales charge.

When you invest in Class A shares you generally
pay an initial sales charge. Class A shares have no
ongoing Rule 12b-1 fees. Each class is subject to a
shareholder gervices fee. Class Z shares are available
only to investors that have continuously held shares
of Class Z since the date the fund’s shares were clas-
sified as Class Z, and to shareholders who received
Class Z shares in exchange for shares of certain
funds that merged into the fund.

A more complete description of each of these class-
es follows. You should review these arrangements
with your financial representative before determin-

ing which class to invest in.

N Class A Class C Class Z*
Initial sales charge up to 4.50% none none
Ongoing distribution fee
(Rule 12b-1 fee) none 0.75% none
Ongoing shareholder services fee 0.25% 0.25% up to 0.25%
Contingent deferred sales charge 1% on sale of 1% on sale of none

shares bought
within one year
without an initial
sales charge as

part of an

investment of

$1 million
or more

shares held for
one year or less

Conversion feature no

no no

Recommended purchase maximum none

* Class Z shares generally are not available for new accounts.

$1million none



Class A share considerations

When you invest in Class A shares, you pay the
public offering price, which is the share price, or
net asset value (NAV), plus the initial sales charge
that may apply to your purchase. The amount of the
initial sales charge is based on the size of your
investment, as the following table shows. We also
describe below how you may reduce or eliminate
the initial sales charge. (See “Sales charge reductions

and waivers.”)

Since some of your investment goes to pay an up-
front sales charge when you purchase Class A shares,
you purchase fewer shares than you would with the
same investment in Class C shares. Nevertheless,
you are usually better off purchasing Class A shares,
rather than Class C shares, and paying an up-front
sales charge if you:

. plan to own the shares for an extended period of

time, since the ongoing Rule 12b-1 fees on Class
C shares may eventually exceed the cost of the

up-front sales charge; and |

qualify for a reduced or waived sales charge

If you invest $1 million or more (and are not eli-
gible to purchase Class Z shares), Class A shares will

always be the most advantageous choice.

Class A sales charges

Sales charge Sales charge

as a % of as a % of

Purchase amount offering price NAV
Less than $50,000 4.50% 470%
$50,000 to $99,999 4.00% 4.20%
$100,000 to $249,999 3.00% 3.10%
$250,000 to $499,999 2.50% 2.60%
$500,000 to $999,999 2.00% 2.00%
$1 million or more * none none

* No sales charge applies on investments of $1 million or more, but a
contingent deferred sales charge of 1% may be imposed on certain
redemptions of such shares within one year of the date of purchase.

Sales charge reductions and waivers

To receive a reduction or waiver of your initial
sales charge, you must let your financial intermedi-
ary or the fund know at the time you purchase
shares that you qualify for such a reduction or waiv-
er. If you do not let your financial intermediary or
the fund know that you are eligible for a reduction
or waiver, you may not receive the reduction or
waiver to which you are otherwise entitled. In
order to receive a reduction or waiver, you may be
required to provide your financial intermediary or
the fund with evidence of your qualification for the
reduction or waiver, such as records regarding shares
of Dreyfus Premier Funds, Dreyfus Founders Funds |

or Mellon Institutional Funds held in accounts with |

that financial jntermediary and other financial |
intermediaries. Additional information regarding
reductions and waivers of sales loads is available, free

of charge, at www.dreyfus.com and in the SAL

You can reduce your initial sales charge in the

following ways:

- Rights of accumulation. You can count toward the
amount of your investment your total account
value in all share classes of the fund and certain
other Dreyfus Premier Funds, Dreyfus Founders |
Funds or Mellon Institutional Funds that are sub- |
ject fo a sales charge. For example, if you have |
$1 million invested in shares of certain other
Dreyfus Premier Funds, Dreyfus Founders Funds |
or Mellon Institutional Funds that are subject to |
a sales charge, you can invest in Class A shares of |
any fund without an initial sales charge. We may
terminate or change this privilege at any time on
written notice.

Letter of intent. You can sign a letter of intent, in
which you agree to invest a certain amount (your
goal) in the fund and certain other Dreyfus
Premier Funds, Dreyfus Founders Funds or |
Mellon Institutional Funds over a 13-month |
period, and your initial sales charge will be based
on your goal. A 90-day back-dated period can

also be used to count previous purchases toward
your goal. Your goal must be at least $50,000, and
your initial investment must be at least $5,000.
The sales charge will be adjusted if you do not
meet your goal.
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Combine with family members. You can also count
toward the amount of your investment all invest-
ments in certain other Dreyfus Premier Funds |
Dreyfus Founders Funds or Mellon Institutional |
Funds, in any class of shares that is subject to a |
sales charge, by your spouse and your children |
under age 21 (family members), including their
rights of accumulation and goals under a letter of
intent. Certain other groups may also be permit-
ted to combine purchases for purposes of reduc-

ing or eliminating sales charges. (See “How to
Buy Shares” in the SAIL)

Class A shares may be purchased at NAV with-
out payment of a sales charge by the following indi-

viduals and entities:

- full-time or part-time employees, and their family
members, of Dreyfus or any of its affiliates

. board members of Dreyfus and board members of
the Dreyfus Family of Funds

full-time employees, and their family members, of
financial institutions that have entered into selling
agreements with the fund’s distributor

“wrap” accounts for the benefit of clients of
financial institutions, provided they have entered
into an agreement with the fund’s distributor
specifying operating policies and standards

- qualified separate accounts maintained by an
insurance company; any state, county or city or
instrumentality thereof; charitable organizations
investing $50,000 or more in fund shares; and
charitable remainder trusts

- qualified investors who (i) purchase Class A shares
directly through the fund’s distributor, and (ii)
have, or whose spouse or minor children have,
beneficially owned shares and continuously
maintained an open account directly through the
distributor in a Dreyfus-managed fund, including
the fund, or a Founders-managed fund since on
or before February 28, 2006

investors with the cash proceeds from the
investor’s exercise of employment-related stock
options, whether invested in the fund directly or
indirectly through an exchange from a Dreyfus-
managed money market fund, provided that the
proceeds are processed through an entity that has
entered into an agreement with the fund’s
distributor specifically relating to processing stock

options. Upon establishing the account in the
fund or the Dreyfus-managed money market
fund, the investor and the investor’s spouse or
minor children become eligible to purchase Class
A shares of the fund at NAV, whether or not
using the proceeds of the employment-related
stock options

- members of qualified aftinity groups who
purchase Class A shares directly through the
fund’s distributor, provided that the quality group
has entered into an affinity agreement with the
distributor

Class C share considerations

Since you pay no initial sales charge, an invest-
ment of less than $1 million in Class C shares buys
more shares than the same investment would in
Class A shares. However, you will pay ongoing Rule
12b-1 fees. Over time these fees may cost you more

than paying an initial sales charge on Class A shares.

Because Class A shares will always be a more favor-
able investment than Class C for investments of $1
million or more, the fund will generally not accept
a purchase order for Class C shares in the amount
of $1 million or more. While the fund will take rea-
sonable steps to prevent investments of $1 million
or more in Class C shares, it may not be able to
identify such investments made through certain

financial intermediaries or omnibus accounts.

Class C shares redeemed within one year of pur-
chase are subject to a 1% CDSC.

Class Z share considerations

Class Z shares generally are not available for

new accounts.

Class Z shares generally are offered only to
shareholders who received Class Z shares in
exchange for their shares of certain other Dreyfus-
managed funds as a result of the reorganization of
such funds and to existing shareholders of the fund
who have continuously maintained a fund account
since the date the fund’s shares were classified as
Class Z.



Class B share considerations

Class B shares sold within six years of purchase are
subject to the following CDSCs:

Class B sales charges

CDSC as a % of

For shares amount redeemed
sold in the: subject to the charge
First year 4.00%

Second year 4.00%

Third year 3.00%

Fourth year 3.00%

Fifth year 2.00%

Sixth year 1.00%
Thereafter none

Class B shares also are subject to an annual Rule

12b-1 fee.

Class B shares convert to Class A shares (which are
not subject to a Rule 12b-1 fee) approximately six
years after the date they were purchased.

CDSC waivers

The CDSC on Class A, B and C shares may be
waived in the following cases:

. permitted exchanges of shares, except if shares
acquired by exchange are then redeemed within
the period during which a CDSC would apply to
the initial shares purchased

- redemptions made within one year of death or

disability of the shareholder

- redemptions due to receiving required minimum
distributions from retirement accounts upon
reaching age 70 /2

- redemptions of Class B or Class C shares made
through the fund’s Automatic Withdrawal Plan, if
such redemptions do not exceed 12% of the value
of the account annually

Buying shares

NAV of each class is generally calculated as of the
close of trading on the New York Stock Exchange
(NYSE) (usually 4:00 p.m. Eastern time) on days
the NYSE is open for regular business. Your order
will be priced at the next NAV calculated after your
order is received in proper form by the fund’s trans-
fer agent or other authorized entity. Because the
fund seeks tax-exempt income, it is not recom-
mended for purchase in IRAs or other qualified

retirement plans.

Orders to buy and sell shares received by dealers
by the close of trading on the NYSE and transmit-
ted to the distributor or its designee by the close of
its business day (normally 5:15 p.m. Eastern time)
will be based on the NAV determined as of the
close of trading on the NYSE that day.

When calculating NAV, the fund’s investments |
generally are valued by an independent pricing ser-
vice approved by the fund’s board. The pricing ser-
vice’s procedures are reviewed under the general
supervision of the board. If valuations for invest-
ments (received from the pricing service or other-
wise) are not readily available, or are determined
not to reflect accurately fair value, the fund may

value those investments at fair value as determined

in accordance with procedures approved by the
fund’s board. Fair value of investments may be done
by the fund’s board, its pricing committee or its val-
uation committee in good faith using such infor-
mation as it deems appropriate under the circum-
stances. Using fair value to price investments may
result in a value that is different from a security’s
most recent closing price and from the prices used
by other mutual funds to calculate their net asset

values.
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Investments in certain municipal bonds and thinly
traded securities may provide short-term traders
arbitrage opportunities with respect to the fund’s
shares. For example, arbitrage opportunities may
exist when trading in a portfolio security or securi-
ties 1s halted and does not resume, or the market on
which such securities are traded closes before the
fund calculates its NAV. If short-term investors in
the fund were able to take advantage of these arbi-
trage opportunities they could dilute the NAV of
fund shares held by long-term investors. Portfolio
valuation policies can serve to reduce arbitrage
opportunities available to short-term traders, but
there is no assurance that such valuation policies
will prevent dilution of the fund’s NAV by short-
term traders. While the fund has a policy regarding
frequent trading, it too may not be completely
effective to prevent short-term NAV arbitrage trad-
ing, particularly in regard to omnibus accounts.
Please see “Your Investment — Shareholder Guide
— General Policies” for further information about
the fund’s frequent trading policy.

Minimum investments

Initial Additional

Regular accounts $1,000 $100

All investments must be in U.S. dollars. Third-party checks
cannot be accepted. You may be charged a fee for any
check that does not clear. Maximum Dreyfus TeleTransfer
purchase is $150,000 per day.

Concept to understand |

Net asset value (NAV): the market value of one share,
computed by dividing the total net assets of a fund or class
by its existing shares outstanding. The fund's shares are
offered at NAV, but Class A shares are subject to a front-end
sales charge and Class B and Class C shares generally are
subject to higher annual operating expenses and a CDSC.

Selling shares

You may sell (redeem) shares at any time. Your
shares will be sold at the next NAV calculated after
your order is received in proper form by the fund’s
transfer agent or other authorized entity. Any cer-
tificates representing fund shares being sold must be
returned with your redemption request. Your order
will be processed promptly and you will generally

receive the proceeds within a week.

To keep your CDSC as low as possible, each
time you request to sell shares we will first sell
shares that are not subject to a CDSC, and then
those subject to the lowest charge. The CDSC is
based on the lesser of the original purchase cost or
the current market value of the shares being sold,
and is not charged on fund shares you acquired by
reinvesting your fund dividends. As described above
in this prospectus, there are certain instances when
you may qualify to have the CDSC waived. Consult
your financial representative or the SAI for addi-

tional details.

Before selling or writing a check against shares
recently purchased by check, Dreyfus TeleTransfer

or Automatic Asset Builder, please note that:

- if you send a written request to sell such shares,
the fund may delay sending the proceeds for up
to eight business days following the purchase of
those shares

- the fund will not honor redemption checks, or
process wire, telephone, online or Dreyfus
TeleTransfer redemption requests, for up to eight
business days following the purchase of those
shares



Limitations on selling shares
by phone or online

Proceeds Minimum Maximum

sent by phone/online phone/online

Check* no minimum $250,000 per day

Wire $1,000 $500,000 for joint
accounts every 30 days/
$20,000 per day

Dreyfus $500 $500,000 for joint

TeleTransfer

accounts every 30 days/
$20,000 per day

* Not available online on accounts whose address has been changed

within the last 30 days.

Written sell orders

Some circumstances require written sell orders along with

signature guarantees. These include:

- amounts of $10,000 or more on accounts whose address
has been changed within the last 30 days

- requests to send the proceeds to a different payee or

address

Written sell orders of $100,000 or more must also be

signature guaranteed.

A signature guarantee helps protect against fraud. You can
obtain one from most banks or securities dealers, but not
from a notary public. For joint accounts, each signature

must be guaranteed. Please call to ensure that your signature

guarantee will be processed correctly.

General policies

Unless you decline teleservice privileges on your
application, the fund’s transfer agent is authorized to
act on telephone or online instructions from any
person representing himself or herself to be you and
reasonably believed by the transfer agent to be gen-
uine. You may be responsible for any fraudulent
telephone or online order as long as the fund’s
transfer agent takes reasonable measures to confirm

that instructions are genuine.

The fund is designed for long-term investors.
Frequent purchases, redemptions and exchanges
may disrupt portfolio management strategies and
harm fund performance by diluting the value of
fund shares and increasing brokerage and adminis-
trative costs. As a result, Dreyfus and the fund’s
board have adopted a policy of discouraging exces-
sive trading, short-term market timing and other
abusive trading practices (frequent trading) that
could adversely affect the fund or its operations.
Dreyfus and the fund will not enter into arrange-
ments with any person or group to permit frequent

trading.

The fund reserves the right to:

- change or discontinue its exchange privilege, or
temporarily suspend the privilege during unusu-
al market conditions

- change its minimum or maximum investment
amounts

- delay sending out redemption proceeds for up to
seven days (generally applies only during unusu-
al market conditions or in cases of very large
redemptions or excessive trading)

- “redeem in kind,” or make payments in securi-
ties rather than cash, if the amount redeemed is
large enough to affect fund operations (for
example, if it exceeds 1% of the fund’s assets)

- refuse any purchase or exchange request, includ-
ing those from any individual or group who, in
Dreyfus’ view, is likely to engage in frequent
trading
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More than four roundtrips within a rolling 12-
month period generally is considered to be frequent
trading. A roundtrip consists of an investment that is
substantially liquidated within 60 days. Based on the
facts and circumstances of the trades, the fund may
also view as frequent trading a pattern of invest-

ments that are partially liquidated within 60 days.

Transactions made through Automatic Investment |
Plans, Automatic Withdrawal Plans, drevfus Auto- |

Exchange Privileges, automatic non-discretionary |

rebalancing programs, and minimum required |

retirement_distributions generally are not consid- |

ered to be frequent trading. For employer-spon- |

sored benefit plans, generally only participant-initi- |

ated exchange transactions are subject to the |
roundtrip limit. |

Dreyfus monitors selected transactions to identity
frequent trading. When its surveillance systems
identify multiple roundtrips, Dreyfus evaluates trad-
ing activity in the account for evidence of frequent

trading. Dreyfus considers the investor’s trading

history in other accounts under common owner- |

ship or control, in other Dreyfus Funds, Dreyfus |

Founders Funds, Mellon Institutional Funds and |

BNY Mellon Funds, and if known, in pon-affiliat- |

ed mutual funds and accounts under common |

control. These evaluations involve judgments that |

are inherently subjective, and while Dreytus seeks to
apply the policy and procedures uniformly, it is pos-
sible that similar transactions may be treated difter-
ently. In all instances, Dreyfus seeks to make these
judgments to the best of its abilities in a manner
that it believes is consistent with shareholder inter-
ests. If Dreyfus concludes the account is likely to
engage in frequent trading, Dreyfus may cancel or
revoke the purchase or exchange on the following
business day. Dreyfus may also temporarily or per-
manently bar such investor’s future purchases into
the fund in lieu of, or in addition to, canceling or
revoking the trade. At its discretion, Dreyfus may
apply these restrictions across all accounts under
common ownership, control or perceived affilia-

tion.

Fund shares often are held through omnibus
accounts maintained by financial intermediaries,
such as brokers and retirement plan administrators,
where the holdings of multiple shareholders, such as
all the clients of a particular broker, are aggregated.
Dreyfus’ ability to monitor the trading activity of
investors whose shares are held in omnibus accounts
is limited, However, the agreements between the |
distributor and financial intermediaries include
obligations to comply with the terms of this

prospectus and to provide Dreyfus, upon request, |

with information concerning the trading activity of |

investors whose shares are held in omnibus |

accounts. If Dreyfus determines that any such |

investor has engaged in frequent trading of fund |

shares, Dreyfus may require the intermediary to |

restrict or prohibit future purchases or exchanges of |

fund shares by that investor. |

Certain retirement plans and intermediaries that |

maintain omnibus accounts with the fund may have |

developed policies designed to control frequent |

trading that may differ from the fund’s policy. At its |

sole discretion, the fund may permit such interme- |

diaries to apply their own frequent trading policy. If |

you are investing in fund shares through an inter- |

mediary (or in the case of a retirement plan, your |

plan sponsor), please contact the intermediary for |

information on the frequent trading policies applic- |

able to your accoung, |

To the extent that the fund significantly invests in
thinly traded municipal bonds, certain investors
may seek to trade fund shares in an effort to bene-
fit from their understanding of the value of these
securities (referred to as price arbitrage). Any such
frequent trading strategies may interfere with effi-
cient management of the fund’s portfolio to a
greater degree than funds that invest in highly lig-
uid securities, in part because the fund may have
difficulty selling these portfolio securities at advan-
tageous times or prices to satisfy large and/or fre-
quent redemption requests. Any successful price

arbitrage may also cause dilution in the value of

fund shares held by other shareholders.



Although the fund’s frequent trading and fair valu-
ation policies and procedures are designed to dis-
courage market timing and excessive trading, none
of these tools alone, nor all of them together, com-
pletely eliminates the potential for frequent trading.

Small account policy

If your account falls below $500, the fund may ask you to

increase your balance. If it is still below $500 after 45 days,
the fund may close your account and send you the proceeds.

JYour Investment
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DISTRIBUTIONS AND TAXES

The fund earns dividends, interest and other
income from its investments, and distributes this
income (less expenses) to shareholders as dividends.
The fund also realizes capital gains from its invest-
ments, and distributes these gains (less any losses) to
shareholders as capital gain distributions. The fund
normally pays dividends once a month and capital
gain distributions annually. Fund dividends and cap-
ital gain distributions will be reinvested in the fund
unless you instruct the fund otherwise. There are no

fees or sales charges on reinvestments.

The fund anticipates that virtually all dividends
paid to you will be exempt from federal and
California state personal income taxes. However, for
federal tax purposes, certain distributions, such as
distributions of short-term capital gains, are taxable
to you as ordinary income, while long-term capital

gains are taxable to you as capital gains.

For California personal income tax purposes,
distributions derived from interest on municipal
securities of California issuers and from interest on
qualifying securities issued by U.S. territories and
possessions are generally exempt from California
state income tax. Distributions that are federally
taxable as ordinary income or capital gains are gen-
erally subject to California state personal income

tax.

High portfolio turnover and more volatile markets
can result in significant taxable distributions to
shareholders, regardless of whether their shares have
increased in value. The tax status of any distribution
generally is the same regardless of how long you
have been in the fund and whether you reinvest

your distributions or take them in cash.

If you buy shares of a fund when the fund has
realized but not yet distributed income or capital
gains, you will be “buying a dividend” by paying the
full price for the shares and then receiving a portion

back in the form of a taxable distribution.

Your sale of shares, including exchanges into other
funds, may result in a capital gain or loss for tax pur-
poses. A capital gain or loss on your investment in
the fund generally is the difference between the
cost of your shares and the amount you receive

when you sell them.

The tax status of your distributions will be detailed
in your annual tax statement from the fund. Because
everyone’s tax situation is unique, please consult

your tax advisor before investing.



SERVICES FOR FUND INVESTORS

If you purchased fund shares through a third
party, the third party may impose ditferent restric-
tions on these services and privileges offered by the
fund, or may not make them available at all. Consult
your financial representative for more information

on the availability of these services and privileges.

Automatic services

Buying or selling shares automatically is easy
with the services described below. With each ser-
vice, you select a schedule and amount, subject to
certain restrictions.You can set up most of these ser-
vices with your application, or by calling your
financial representative or 1-800-554-4611.
Holders of Class Z shares should call 1-800-645-
6561.

For investing

Dreyfus Automatic
Asset Builder®

Dreyfus Payroll
Savings Plan

Dreyfus Government
Direct Deposit
Privilege

Dreyfus Dividend
Sweep

For making automatic investments
from a designated bank account.

For making automatic investments
through a payroll deduction.

For making automatic investments
from your federal employment,
Social Security or other regular
federal government check.

For automatically reinvesting the
dividends and distributions from

the fund into another Dreyfus fund |
or certain Dreyfus Founders funds |
or Mellon Institutional Funds |
(not available for IRAS).

For exchanging shares

Dreyfus Auto-
Exchange Privilege

For selling shares

Dreyfus Automatic
Withdrawal Plan

For making regular exchanges
from the fund into another

Dreyfus Fund or certain |
Dreyfus Founders funds |
or Mellon Institutional Funds. |

For making regular withdrawals

from most Dreyfus funds. There will |
be no CDSC on Class B or Class C
shares, as long as the amount of any
withdrawal does not exceed on an
annual basis 12% of the greater of

the account value at the time of the
first withdrawal under the plan,

or at the time of the subsequent
withdrawal.
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SERVICES FOR FUND INVESTORS (continued)

Checkwriting privilege (Classes A and Z only)

You may write redemption checks against your
account for Class A or Class Z shares in amounts of
$500 or more. These checks are free; however, a fee
will be charged if you request a stop payment or if
the transfer agent cannot honor a redemption check
due to insufficient funds or another valid reason.
Please do not postdate your checks or use them to

ClOSC YOllI' account.
Exchange privilege

You can exchange shares worth $500 or more
from one class of the fund into the same class of
another Dreyfus Premier fund, Dreyfus Founders |

Fund or Mellon Institutional Fund. You can also |

exchange Class Z shares into shares of certain other
Dreyfus funds and Class B shares into Class B shares
of General Money Market Fund, Inc. You can
request your exchange by contacting your financial
representative. Class Z shareholders also may request
an exchange in writing, by phone or online. Be sure
to read the current prospectus for any fund into
which you are exchanging before investing. Any
new account established through an exchange will
generally have the same privileges as your original
account (as long as they are available). Although
there is currently no fee for exchanges, you may be
charged a sales load when exchanging into any fund

that has a higher one.

Dreyfus TeleTransfer privilege

To move money between your bank account
and your Dreyfus fund account with a phone call or
online, use the Dreyfus TeleTransfer privilege. You
can set up Dreyfus TeleTransfer on your account by
providing bank account information and following
the instructions on your application, or contacting

your financial representative.

Dreyfus Express®
voice-activated account access (Class Z only)

You can easily manage your Dreyfus accounts,
check your account balances, purchase fund shares,
transfer money between your Dreyfus funds, get
price and yield information and much more —
when its convenient for you — by calling
1-800-645-6561. Certain requests may require the

services of a representative.

Reinvestment privilege

Upon written request, you can reinvest up to the
number of Class A shares you redeemed within 45
days of selling them at the current share price with-
out any sales charge. If you paid a CDSC, it will be
credited back to your account. This privilege may

be used only once.

Account statements

Every fund investor automatically receives regular
account statements. You’ll also be sent a yearly state-
ment detailing the tax characteristics of any divi-

dends and distributions you have received.



INSTRUCTIONS FOR REGULAR ACCOUNTS

TO OPEN AN ACCOUNT
In Writing

TO ADD TO AN ACCOUNT

TO SELL SHARES

Complete the application.

Mail your application and a check to:
Name of Fund

P.0. Box 55268, Boston, MA 02205-8502
Attn: Institutional Processing

Fill out an investment slip, and write your
account number on your check.

Mail the slip and a check to:

Name of Fund

P.0. Box 55268, Boston, MA 02205-8502
Attn: Institutional Processing

Write a redemption check (Class A and Z only)
or write a letter of instruction that includes:

+ your name(s) and signature(s)

* your account number

+ the fund name

+ the share class

+ the dollar amount you want to sell

* how and where to send the proceeds

Obtain a signature guarantee or other
documentation, if required (see “Account
Policies — Selling Shares").

Mail your request to:

The Dreyfus Family of Funds

P.0. Box 55268, Boston, MA 02205-8502
Attn: Institutional Processing

@By Telephone

Wire Call to request an account
application and an account number.
Have your bank send your investment to
The Bank of New York Mellon, with these
instructions:

+ ABA# 021000018

- DDA# 8900480025

+ the fund name

« the share class

+ your account number

* name(s) of investor(s)

« dealer number if applicable

Return your application with the account
number on the application.

To open an account, make subsequent investments or to
sell shares, please contact your financial representative

or call toll free in the U.S. 1-800-554-4611.
Class Z shareholders should call 1-800-645-6561.

Make checks payable to: The Dreyfus Family of Funds.

Wire Have your bank send your

investment to The Bank of New York Mellon, |
with these instructions:

« ABA# 021000018

- DDA# 8900480025

+» the fund name

« the share class

» your account number

» name(s) of investor(s)

+ dealer number if applicable

Electronic check Same as wire, but insert
“11" before your 14-digit account number.

Dreyfus TeleTransfer Request Dreyfus
TeleTransfer on your application. Call to
request your transaction.

Wire Call to request your transaction. Be sure
the fund has your bank account information on
file. Proceeds will be wired to your bank.

Dreyfus TeleTransfer Call o request your
transaction. Be sure the fund has your bank
account information on file. Proceeds will be
sent to your bank by electronic check.

Check Call o request your transaction.
A check will be sent to the address of record.

Concepts to understand

Wire transfer: for transferring money from one financial
institution to another. Wiring is the fastest way to move
money, although your bank may charge a fee to send or
receive wire transfers. Wire redemptions from the fund are
subject to a $1,000 minimum.

Electronic check: for transferring money out of a bank
account. Your transaction is entered electronically, but may
take up to eight business days to clear. Electronic checks
usually are available without a fee at all Automated Clearing
House (ACH) banks.

JYour Investment
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INSTRUCTIONS FOR REGULAR ACCOUNTS (continued)

TO OPEN AN ACCOUNT

‘ Online (www.dreyfus.com)

TO ADD TO AN ACCOUNT

TO SELL SHARES

Dreyfus TeleTransfer Request Dreyfus
TeleTransfer on your application. Visit
www.dreyfus.com to request your
transaction.

Wire Visit www.dreyfus.com to request your
transaction. Be sure the fund has your bank
account information on file. Proceeds will be
wired to your bank.

Dreyfus TeleTransfer Visit www.dreyfus.com
to request your transaction. Be sure the fund
has your bank account information on file.
Proceeds will be sent to your bank by electronic
check.

Check Visit www.dreyfus.com to request your
transaction. A check will be sent to the address
of record.

@» Automatically

With an initial investment Indicate
on your application which automatic
service(s) you want. Return your
application with your investment.

All services Call o request a form to add
any automatic investing service (see
“Services for Fund Investors"”). Complete
and return the form along with any other
required materials.

Dreyfus Automatic Withdrawal Plan Callto
request a form to add the plan. Complete the
form, specifying the amount and frequency of
withdrawals you would like.

Be sure to maintain an account balance of
$5,000 or more.
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For More Information

To obtain information:

By telephone
Call your financial representative or 1-800-554-4611
Holders of Class Z shares should call 1-800-645-6561

By mail Write to:

The Dreyfus Premier Family of Funds
144 Glenn Curtiss Boulevard
Uniondale, NY 11556-0144

On the Internet Text-only versions of certain fund
documents can be viewed online or downloaded from:
SEC http://www.sec.gov

Dreyfus http://www.dreyfus.com

You can also obtain copies, after paying a duplicating fee,

by visiting the SEC's Public Reference Room in Washington, DC

(for information, call 1-202-551-8090) or by E-mail request to

publicinfo@sec.gov, or by writing to the SEC's Public Reference

Section, Washington, DC 20549-0102.

© 2008 MBSC Securities Corporation

Dreyfus Premier California
AMT-Free Municipal Bond Fund, Inc.
SEC file number: 811-3757

More information on this fund is available free

upon request, including the following:

Annual/Semiannual Report

Describes the fund’s performance, lists portfolio
holdings and contains a letter from the fund’s
manager discussing recent market conditions,
economic trends and fund strategies that significant-
ly affected the fund’s performance during the last
fiscal year. The fund’s most recent annual and semi-

annual reports are available at www.dreyfus.com.

Statement of Additional Information (SAI)

Provides more details about the fund and its policies.
A current SAI 1s available at www.dreyfus.com and
is on file with the Securities and Exchange
Commission (SEC). The SAI is incorporated by
reference (is legally considered part of this
prospectus).

Portfolio Holdings

The fund will disclose its complete schedule of
portfolio holdings, as reported on a month-end
basis, at www.dreyfus.com, under Mutual Fund
Center — Dreyfus Mutual Funds — Mutual Fund
Total Holdings. The information will be posted
with a one-month lag and will remain accessible
until the fund files a report on Form N-Q or Form
N-CSR for the period that includes the date as of
which the information was current. In addition,
fifteen days following the end of each calendar
quarter, the fund will publicly disclose at
www.dreyfus.com its complete schedule of port-

folio holdings as of the end of such quarter.

A complete description of the fund’s policies and
procedures with respect to the disclosure of the fund’s

portfolio securities 1s available in the fund’s SAI.
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DREYFUS PREMIER CALIFORNIA AMT-FREE MUNICIPAL BOND FUND, INC.
CLASS A, CLASS B, CLASS C AND CLASS Z SHARES

STATEMENT OF ADDITIONAL INFORMATION
OCTOBER 1, 2007AS REVISED JANUARY1-2008

This Statement of Additional Information, which is not a prospectus, supplements and
should be read in conjunction with the current Prospectus of Dreyfus Premier California AMT-
Free Municipal Bond Fund, Inc. (the “Fund”), dated October 1, 26072008, as the Prospectus
may be revised from time to time. To obtain a copy of the Fund’s Prospectus, please call your
financial adviser, write to the Fund at 144 Glenn Curtiss Boulevard, Uniondale, New York
11556-0144, visit www.dreyfus.com, or call 1-800-554-4611 (holders of Class Z shares should
call 1-800-645-6561).

The Fund’s most recent Annual Report and Semi-Annual Report to Shareholders are
separate documents supplied with this Statement of Additional Information, and the financial
statements, accompanying notes and report of the independent registered public accounting firm
appearing in the Annual Report are incorporated by reference into this Statement of Additional
Information.

TABLE OF CONTENTS

Page
Description 0f the FUNA .........oooiiiiieeeeee et e e e s B-2
Management 0f the FUNd ..........cooiiiiiii e B-18
Management ATTANZEMENLS .........ceeruiieriuieeriieeeieeeeieeeeieeesteeeriteestteeetaeestaeesnbeeessseeensseeensseesnnseesnnees B-25
HOW t0 BUY SHATES ....eiiiiiieiiie et ettt et e st e e st e e st e e saeeeenseeenseeennns B-31
BistributienPlan-and-Shareholder Services Plans..........ccoocvvviiiiiiiiiciiiee e B-37
How £6T0 RedEEM SRHATES ......cccuviiiiiieciiiece ettt et e e e e e e sae e e tbeeeasaeennnas B-39
SNArCNOIACT SEIVICES. . .cutiiiiiieeiiee ettt et ettt e et e et e e e tae e e taeesateeeeaseeesssaeesseeenseeennnas B-44
Determination of Net ASSEt ValUe........oooiiiiiiiiiiiie e e B-4849
Dividends, DiStriDUtIONS Nd TaXES ... ..uuuuuueeieieiei s nennnn B-49
POTtfOlio TranSACIONS ... ..uuseeeiesssieeeeitteeeeetseeeeeeite e e eesse e eeesseeeeestssseeeessseeeeesssseeeeasssseesasssseeeasssaaeans B-52
Information About the FUNd ...........coooiiiiiiiiiec e e e B-55

Counsel and Independent
LN o) 013116 1. A SRS
APPENAIX B ..ottt et e bt e eebeesateenbeeeneas

B-1



DESCRIPTION OF THE FUND

The Fund is a Maryland corporation incorporated on May 3, 1983. The Fund is an open-
end management investment company, known as a municipal bond fund. As a municipal bond
fund, the Fund invests in debt obligations issued by states, territories and possessions of the
United States and the District of Columbia and their political subdivisions, agencies and
instrumentalities, or multistate agencies or authorities, and certain other specified securities, the
interest from which is, in the opinion of bond counsel to the issuer, exempt from Federal income
tax (“Municipal Bonds”).

The Dreyfus Corporation (the “Manager” or “Dreyfus”) serves as the Fund’s investment
adviser.

MBSC Securities Corporation (the “Distributor”) is the distributor of the Fund’s shares.

Certain Portfolio Securities

The following information supplements and should be read in conjunction with the
Fund’s Prospectus.

California Municipal Bonds. As a fundamental policy, the Fund normally invests at least
80% of the value of its net assets (plus any borrowings for investment purposes) in Municipal
Bonds of the State of California, its political subdivisions, authorities and corporations, and
certain other specified securities, that provide income exempt from Federal and State of
California personal income taxes (collectively, “California Municipal Bonds”). To the extent
acceptable California Municipal Bonds are at any time unavailable for investment by the Fund,
the Fund will invest temporarily in other Municipal Bonds the interest from which is, in the
opinion of bond counsel to the issuer, exempt from Federal, but not State of California, personal
income tax. Municipal Bonds generally include debt obligations issued to obtain funds for
various public purposes as well as certain industrial development bonds issued by or on behalf of
public authorities. Municipal Bonds are classified as general obligation bonds, revenue bonds
and notes. General obligation bonds are secured by the issuer’s pledge of its full faith, credit and
taxing power for the payment of principal and interest. Revenue bonds are payable from the
revenue derived from a particular facility or class of facilities or, in some cases, from the
proceeds of a special excise or other specific revenue source, but not from the general taxing
power. Tax exempt industrial development bonds, in most cases, are revenue bonds that do not
carry the pledge of the credit of the issuing municipality, but generally are guaranteed by the
corporate entity on whose behalf they are issued. Notes are short-term instruments which are
obligations of the issuing municipalities or agencies and are sold in anticipation of a bond sale,
collection of taxes or receipt of other revenues. Municipal Bonds include municipal
lease/purchase agreements, which are similar to installment purchase contracts for property or
equipment issued by municipalities. Municipal Bonds bear fixed, floating or variable rates of
interest, which are determined in some instances by formulas under which the securities’ interest
rate will change directly or inversely to changes in interest rates or an index, or multiples
thereof, in many cases subject to a maximum and minimum. Certain Municipal Bonds are
subject to redemption at a date earlier than their stated maturity pursuant to call options, which
may be separated from the related Municipal Bond and purchased and sold separately.
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The yields on Municipal Bonds are dependent on a variety of factors, including general
economic and monetary conditions, money market factors, conditions in the Municipal Bond
market, size of a particular offering, maturity of the obligation and rating of the issue.

Municipal Bonds include certain private activity bonds (a type of revenue bond), the
income from which is subject to the alternative minimum tax (AMT). The Fund currently will
not purchase Municipal Bonds including certain industrial development bonds and bonds issued
after August 7, 1986 to finance “private activities,” the interest on which may constitute to be
fully tax-exempt for Federal income tax purposes.

Certain Tax Exempt Obligations. The Fund may purchase floating and variable rate demand
notes and bonds, which are tax exempt obligations ordinarily having stated maturities in excess
of one year, but which permit the holder to demand payment of principal at any time or at
specified intervals. Variable rate demand notes include master demand notes which are
obligations that permit the Fund to invest fluctuating amounts, at varying rates of interest,
pursuant to direct arrangements between the Fund, as lender, and the borrower. These
obligations permit daily changes in the amount borrowed. Because these obligations are direct
lending arrangements between the lender and borrower, it is not contemplated that such
instruments generally will be traded, and there generally is no established secondary market for
these obligations, although they are redeemable at face value, plus accrued interest.
Accordingly, where these obligations are not secured by letters of credit or other credit support
arrangements, the Fund’s right to redeem is dependent on the ability of the borrower to pay
principal and interest on demand. Each obligation purchased by the Fund will meet the quality
criteria established for the purchase of Municipal Bonds.

Tax Exempt Participation Interests. The Fund may purchase from financial institutions
participation interests in Municipal Bonds (such as industrial development bonds and municipal
lease/purchase agreements). A participation interest gives the Fund an undivided interest in the
Municipal Bond in the proportion that the Fund’s participation interest bears to the total
principal amount of the Municipal Bond. These instruments may have fixed, floating or variable
rates of interest. If the participation interest is unrated, it will be backed by an irrevocable letter
of credit or guarantee of a bank that the Fund’s Board has determined meets prescribed quality
standards for banks, or the payment obligation otherwise will be collateralized by U.S.
Government securities. For certain participation interests, the Fund will have the right to
demand payment, on not more than seven days’ notice, for all or any part of the Fund’s
participation interest in the Municipal Bond, plus accrued interest. As to these instruments, the
Fund intends to exercise its right to demand payment only upon a default under the terms of the
Municipal Bond, as needed to provide liquidity to meet redemptions, or to maintain or improve
the quality of its investment portfolio.

Municipal lease obligations or installment purchase contract obligations (collectively,
“lease obligations”) have special risks not ordinarily associated with Municipal Bonds.
Although lease obligations do not constitute general obligations of the municipality for which
the municipality’s taxing power is pledged, a lease obligation ordinarily is backed by the
municipality’s covenant to budget for, appropriate and make the payments due under the lease
obligation. However, certain lease obligations in which the Fund may invest may contain
“non-appropriation” clauses which provide that the municipality has no obligation to make lease
or installment purchase payments in future years unless money is appropriated for such purpose
on a yearly basis. Although “non-appropriation” lease obligations are secured by the leased
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property, disposition of the property in the event of foreclosure might prove difficult. Certain
lease obligations may be considered illiquid. Determination as to the liquidity of such securities
is made in accordance with guidelines established by the Fund’s Board. Pursuant to such
guidelines, the Board has directed the Manager to monitor carefully the Fund’s investment in
such securities with particular regard to: (1) the frequency of trades and quotes for the lease
obligation; (2) the number of dealers willing to purchase or sell the lease obligation and the
number of other potential buyers; (3) the willingness of dealers to undertake to make a market in
the lease obligation; (4) the nature of the marketplace trades, including the time needed to
dispose of the lease obligation, the method of soliciting offers and the mechanics of transfer; and
(5) such other factors concerning the trading market for the lease obligation as the Manager may
deem relevant. In addition, in evaluating the liquidity and credit quality of a lease obligation that
is unrated, the Fund’s Board has directed the Manager to consider: (a) whether the lease can be
canceled; (b) what assurance there is that the assets represented by the lease can be sold; (c) the
strength of the lessee’s general credit (e.g., its debt, administrative, economic, and financial
characteristics); (d) the likelihood that the municipality will discontinue appropriating funding
for the leased property because the property is no longer deemed essential to the operations of
the municipality (e.g., the potential for an “event of nonappropriation”); (e) the legal recourse in
the event of failure to appropriate; and (f) such other factors concerning credit quality as the
Manager may deem relevant.

Tender Option Bonds. The Fund may purchase tender option bonds. A tender option bond is a
Municipal Bond (generally held pursuant to a custodial arrangement) having a relatively long
maturity and bearing interest at a fixed rate substantially higher than prevailing short-term tax
exempt rates, that has been coupled with the agreement of a third party, such as a bank, broker-
dealer or other financial institution, pursuant to which such institution grants the security holders
the option, at periodic intervals, to tender their securities to the institution and receive the face
value thereof. As consideration for providing the option, the financial institution receives
periodic fees equal to the difference between the Municipal Bond’s fixed coupon rate and the
rate, as determined by a remarketing or similar agent at or near the commencement of such
period, that would cause the securities, coupled with the tender option, to trade at par on the date
of such determination. Thus, after payment of this fee, the security holder effectively holds a
demand obligation that bears interest at the prevailing short-term tax exempt rate. The Manager,
on behalf of the Fund, will consider on an ongoing basis the creditworthiness of the issuer of the
underlying Municipal Bond, of any custodian and of the third party provider of the tender option.
In certain instances and for certain tender option bonds, the option may be terminable in the
event of a default in payment of principal or interest on the underlying Municipal Bond and for
other reasons.

The Fund will purchase tender option bonds only when the Manager is satisfied that the
custodial and tender option arrangements, including the fee payment arrangements, will not
adversely affect the tax exempt status of the underlying Municipal Bonds and that payment of
any tender fees will not have the effect of creating taxable income for the Fund. Based on the
tender option bond agreement, the Fund expects to be able to value the tender option bond at par;
however, the value of the instrument will be monitored to assure that it is valued at fair value.

Custodial Receipts. The Fund may purchase custodial receipts representing the right to receive
certain future principal and interest payments on Municipal Bonds which underlie the custodial
receipts. A number of different arrangements are possible. In a typical custodial receipt
arrangement, an issuer or a third party owner of Municipal Bonds deposits such obligations with
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a custodian in exchange for two classes of custodial receipts. The two classes have different
characteristics, but, in each case, payments on the two classes are based on payments received on
the underlying Municipal Bonds. One class has the characteristics of a typical auction rate
security, where at specified intervals its interest rate is adjusted, and ownership changes, based
on an auction mechanism. The interest rate on this class generally is expected to be below the
coupon rate of the underlying Municipal Bonds and generally is at a level comparable to that of a
Municipal Bond of similar quality and having a maturity equal to the period between interest rate
adjustments. The second class bears interest at a rate that exceeds the interest rate typically
borne by a security of comparable quality and maturity; this rate also is adjusted, but in this case
inversely to changes in the rate of interest of the first class. The aggregate interest paid with
respect to the two classes will not exceed the interest paid by the underlying Municipal Bonds.
The value of the second class and similar securities should be expected to fluctuate more than the
value of a Municipal Bond of comparable quality and maturity, which would increase the
volatility of the Fund’s net asset value. These custodial receipts are sold in private placements.
The Fund also may purchase directly from issuers, and not in a private placement, Municipal
Bonds having characteristics similar to custodial receipts. These securities may be issued as part
of a multi-class offering and the interest rate on certain classes may be subject to a cap or floor.

Inverse Floaters. The Fund may invest in residual interest Municipal Bonds whose
interest rates bear an inverse relationship to the interest rate on another security or the value of
an index ("inverse floaters"). An investment in inverse floaters may involve greater risk than an
investment in a fixed-rate Municipal Bond. Because changes in the interest rate on the other
security or index inversely affect the residual interest paid on the inverse floater, the value of an
inverse floater is generally more volatile than that of a fixed-rate Municipal Bond. Inverse
floaters have interest rate adjustment formulas which generally reduce or, in the extreme,
eliminate the interest paid to the Fund when short-term interest rates rise, and increase the
interest paid to the Fund when short-term interest rates fall. Investing in inverse floaters
involves leveraging which may magnify the Fund's gains or losses. Although volatile, inverse
floaters typically offer the potential for yields exceeding the yields available on fixed-rate
Municipal Bonds with comparable credit quality, coupon, call provisions and maturity. These
securities usually permit the investor to convert the floating rate to a fixed rate (normally
adjusted downward), and this optional conversion feature may provide a partial hedge against
rising rates if exercised at an opportune time.

Inverse floaters typically are derivative instruments created by depositing municipal
bonds in a trust which divides the bond's income stream into two parts: a short-term variable
rate demand note and a residual interest bond (the inverse floater) which receives interest based
on the remaining cash flow of the trust after payment of interest on the note and various trust
expenses. Interest on the inverse floater usually moves in the opposite direction as the interest
on the variable rate demand note. The Fund may either participate in structuring an inverse
floater or purchase an inverse floater in the secondary market. When structuring an inverse
floater, the Fund will transfer to a trust fixed rate Municipal Bonds held in the Fund's portfolio.
The trust then typically issues the inverse floaters and the variable rate demand notes that are
collateralized by the cash flows of the fixed rate Municipal Bonds. In return for the transfer of
the Municipal Bonds to the trust, the Fund receives the inverse floaters and cash associated with
the sale of the notes from the trust. Historically, for accounting purposes the Fund has treated
these transfers as sales of the Municipal Bonds (which yielded a gain or loss) and a purchase of
the inverse floaters. However, as a result of recent changes in the Fund's accounting treatment of
these transactions, the Fund now treats these transfers as part of a secured borrowing or
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financing transaction (not a sale), and the interest payments and related expenses due on the
notes issued by the trusts and sold to third parties as liabilities of the Fund. The financial
statements of the Fund have been restated for certain periods to reflect these changes. These
changes did not impact the net asset value, total return or net investment income of the Fund.
Inverse floaters purchased in the secondary market are treated as the purchase of a security and
not as a secured borrowing or financing transaction.

Zero Coupon, Pay-In-Kind and Step-Up Municipal Bonds. The Fund may invest in zero coupon
securities, which are Municipal Bonds issued or sold at a discount from their face value that do
not entitle the holder to any periodic payment of interest prior to maturity or a specified
redemption date or cash payment date; pay-in-kind bonds, which are Municipal Bonds that
generally pay interest through the issuance of additional bonds; and step-up coupon bonds,
which are Municipal Bonds that typically do not pay interest for a specified period of time and
then pay interest at a series of different rates. For zero-coupon securities, the amount of any
discount varies depending on the time remaining until maturity or cash payment date, prevailing
interest rates, liquidity of the security and perceived credit quality of the issuer. Zero coupon
securities also may take the form of Municipal Bonds that have been stripped of their unmatured
interest coupons, the coupons themselves and receipts or certificates representing interest in such
stripped debt obligations and coupons. The market prices of these securities generally are more
volatile and are likely to respond to a greater degree to changes in interest rates than the market
prices of Municipal Bonds that pay cash interest periodically having similar maturities and credit
qualities. In addition, unlike Municipal Bonds which pay cash interest throughout the period to
maturity, the Fund will realize no cash until the cash payment or maturity date unless a portion
of such securities are sold and, if the issuer defaults, the Fund may obtain no return at all on its
investment.

Ratings of Municipal Bonds. The Fund will invest at least 80% of the value of its net assets in
securities which, in the case of Municipal Bonds, are rated no lower than Baa by Moody’s
Investors Service, Inc. (“Moody’s”) or BBB by Standard & Poor’s Ratings Services (“S&P”) or
Fitch Ratings (“Fitch” and, together with Moody’s and S&P, the “Rating Agencies”). The Fund
may invest up to 20% of the value of its net assets in securities which, in the case of Municipal
Bonds, are rated lower than Baa by Moody’s and BBB by S&P and Fitch and as low as the
lowest rating assigned by the Rating Agencies, but it currently is the intention of the Fund that
this portion of the Fund’s portfolio be invested primarily in Municipal Bonds rated no lower than
Baa by Moody’s or BBB by S&P or Fitch. Municipal Bonds rated BBB by S&P and Fitch are
regarded as having adequate capacity to pay principal and interest, while those rated Baa by
Moody’s are considered medium grade obligations which lack outstanding investment
characteristics and have speculative characteristics. The Fund may invest in short-term
Municipal Bonds which are rated in the two highest rating categories by a Rating Agency. The
Fund also may invest in securities which, while not rated, are determined by the Manager to be
of comparable quality to the rated securities in which the Fund may invest; for purposes of the
80% requirement described in this paragraph, such unrated securities will be considered to have
the rating so determined.

The average distribution of Fund investments (at value) in Municipal Bonds (including
notes) by ratings for the fiscal year ended May 31, 2607,2008, computed on a monthly basis, was
as follows:

Fitch or Moody’s or S&P Percentage of Value
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AAA Aaa AAA 53.8%

AA Aa AA +4216.1%
A A A 15:6_9.7%
BBB Baa BBB 119 12.2%
BB Ba BB 0.30.2%
F-1 VMIG 1/MIG 1/P-1 SP-1/A-1 1+51.8%"
Not Rated Not Rated Not Rated 336.2%?
100.0%

Subsequent to its purchase by the Fund, an issue of rated Municipal Bonds may cease to
be rated or its rating may be reduced below the minimum required for purchase by the Fund.
Neither event will require the sale of such Municipal Bonds by the Fund, but the Manager will
consider such event in determining whether the Fund should continue to hold the Municipal
Bonds. To the extent that the ratings given by a Rating Agency for Municipal Bonds may
change as a result of changes in such organization or its rating system, the Fund will attempt to
use comparable ratings as standards for its investments in accordance with the investment
policies described in the Prospectus and this Statement of Additional Information. The ratings of
the Rating Agencies represent their opinions as to the quality of the Municipal Bonds which they
undertake to rate. It should be emphasized, however, that ratings are relative and subjective and
are not absolute standards of quality. Although these ratings may be an initial criterion for
selection of portfolio investments, the Manager also will evaluate these securities and the
creditworthiness of the issuers of such securities.

Investment Companies. The Fund may invest in securities issued by other investment
companies. Under the Investment Company Act of 1940, as amended (the “1940 Act”), the
Fund’s investment in such securities, subject to certain exceptions, currently is limited to (i) 3%
of the total voting stock of any one investment company, (ii) 5% of the Fund’s total assets with
respect to any one investment company and (iii) 10% of the Fund’s total assets in the aggregate.
As a shareholder of another investment company, the Fund would bear, along with other
shareholders, its pro rata portion of the other investment company’s expenses, including advisory
fees. These expenses would be in addition to the advisory fees and other expenses that the Fund
bears directly in connection with its own operations. The Fund also may invest its uninvested
cash reserves, or cash it receives as collateral from borrowers of its portfolio securities in
connection with the Fund’s securities lending program, in shares of one or more money market
funds advised by the Manager. Such investments will not be subject to the limitations described
above. See “Lending Portfolio Securities.”

Illiquid Securities. The Fund may invest up to 15% of the value of its net assets in
securities as to which a liquid trading market does not exist, provided such investments are

! Included in these categories are tax exempt notes rated within the two highest grades by a Rating Agency.

These securities, together with Municipal Bonds rated Baa or better by Moody’s or BBB or better by S&P
or Fitch, are taken into account at the time of purchase for purposes of determining that the Fund’s portfolio
meets the 80% minimum quality standard discussed above.

Those securities which are not rated have been determined by the Manager to be of comparable quality to
securities in the following rating categories: Aaa/AAA (+53.9%), A/A (6-10.4%), BBB/Baa (1-61.5%)-and,

BB/Ba (0.3%) and B/B (0.1%).
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consistent with the Fund’s investment objective. Such securities may include securities that are
not readily marketable, such as securities that are subject to legal or contractual restrictions on
resale, and repurchase agreements providing for settlement in more than seven days after notice.
As to these securities, the Fund is subject to a risk that should the Fund desire to sell them when
a ready buyer is not available at a price the Fund deems representative of their value, the value of
the Fund’s net assets could be adversely affected.

Taxable Investments. From time to time, on a temporary basis other than for temporary
defensive purposes (but not to exceed 20% of the value of the Fund’s net assets) or for
temporary defensive purposes, the Fund may invest in taxable short-term investments (“Taxable
Investments™) consisting of: notes of issuers having, at the time of purchase, a quality rating
within the two highest grades of a Rating Agency; obligations of the U.S. Government, its
agencies or instrumentalities; commercial paper rated not lower than P-1 by Moody’s, A-1 by
S&P or F-1 by Fitch; certificates of deposit of U.S. domestic banks, including foreign branches
of domestic banks, with assets of $1 billion or more; time deposits; bankers’ acceptances and
other short-term bank obligations; and repurchase agreements in respect of any of the foregoing.
Dividends paid by the Fund that are attributable to income earned by the Fund from Taxable
Investments will be taxable to investors. See “Dividends, Distributions and Taxes.” Except for
temporary defensive purposes, at no time will more than 20% of the value of the Fund’s net
assets be invested in Taxable Investments and Municipal Bonds the interest from which gives
rise to a preference item for the purpose of the alternative minimum tax. When the Fund has
adopted a temporary defensive position, including when acceptable California Municipal Bonds
are unavailable for investment by the Fund, in excess of 20% of the Fund’s assets may be
invested in securities that are not exempt from California personal income tax. Under normal
market conditions, the Fund anticipates that not more than 5% of the value of its total assets will
be invested in any one category of Taxable Investments.

Investment Techniques

The following information supplements and should be read in conjunction with the
Fund’s Prospectus. The Fund’s use of certain of the investment techniques described below may
give rise to taxable income.

Borrowing Money. The Fund is permitted to borrow to the extent permitted under the
1940 Act, which permits an investment company to borrow in an amount up to 33-1/3% of the
value of its total assets. The Fund currently intends to borrow money only for temporary or
emergency (not leveraging) purposes in an amount up to 15% of the value of its total assets
(including the amount borrowed) valued at the lesser of cost or market, less liabilities (not
including the amount borrowed) at the time the borrowing is made. While such borrowings
exceed 5% of the Fund’s total assets, the Fund will not make any additional investments.

Lending Portfolio Securities. The Fund may lend securities from its portfolio to brokers,
dealers and other financial institutions needing to borrow securities to complete certain
transactions. In connection with such loans, the Fund remains the owner of the loaned securities
and continues to be entitled to payments in amounts equal to the interest or other distributions
payable on the loaned securities. The Fund also has the right to terminate a loan at any time.
The Fund may call the loan to vote proxies if a material issue affecting the Fund’s investment is
to be voted upon. Loans of portfolio securities may not exceed 33-1/3% of the value of the
Fund’s total assets (including the value of assets received as collateral for the loan). The Fund
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will receive collateral consisting of cash, U.S. Government securities or irrevocable letters of
credit which will be maintained at all times in an amount equal to at least 100% of the current
market value of the loaned securities. If the collateral consists of a letter of credit or securities,
the borrower will pay the Fund a loan premium fee. If the collateral consists of cash, the Fund
will reinvest the cash and pay the borrower a pre-negotiated fee or “rebate” from any return
earned on the investment. The Fund may participate in a securities lending program operated by
The Bank of New York Mellon-BankN-A-, as lending agent (the “Lending Agent”). The
Lending Agent will receive a percentage of the total earnings of the Fund derived from lending
its portfolio securities. Should the borrower of the securities fail financially, the Fund may
experience delays in recovering the loaned securities or exercising its rights in the collateral.
Loans are made only to borrowers that are deemed by the Manager to be of good financial
standing. In a loan transaction, the Fund will also bear the risk of any decline in value of
securities acquired with cash collateral. The Fund will minimize this risk by limiting the
investment of cash collateral to money market funds advised by the Manager, repurchase
agreements or other high quality instruments with short maturities.

Derivatives. The Fund may invest in, or enter into, derivatives for a variety of reasons,
including to hedge certain market or interest rate risks, to provide a substitute for purchasing or
selling particular securities or to increase potential returns. Generally, derivatives-area
derivative is a financial eentraetscontract whose value depends upon, or is derived from, the
value of an underlying asset, reference rate or index, and may relate to stocks, bonds, interest
rates, currencies or currency exchange rates, commodities, and related indexes. Derivatives may
provide a cheaper, quicker or more specifically focused way for the Fund to invest than
“traditional” securities would. Examples of derivative instruments that the Fund may use
include options contracts, futures contracts, options on futures contracts, and swap agreements.
The Fund’s portfolio manager may decide not to employ any of these strategies and there is no
assurance that any derivatives strategy used by the Fund will succeed.

Derivatives can be volatile and involve various types and degrees of risk, depending upon
the characteristics of the particular derivative and the portfolio as a whole. Derivatives permit
the Fund to increase or decrease the level of risk, or change the character of the risk, to which its
portfolio is exposed in much the same way as the Fund can increase or decrease the level of risk,
or change the character of the risk, of its portfolio by making investments in specific securities.
However, derivatives may entail investment exposures that are greater than their cost would
suggest, meaning that a small investment in derivatives could have a large potential impact on
the Fund’s performance.

If the Fund invests in derivatives at inopportune times or judges market conditions
incorrectly, such investments may lower the Fund’s return or result in a loss. The Fund also
could experience losses if its derivatives were poorly correlated with its other investments, or if
the Fund were unable to liquidate its position because of an illiquid secondary market. The
market for many derivatives is, or suddenly can become, illiquid. Changes in liquidity may
result in significant, rapid and unpredictable changes in the prices for derivatives.

Derivatives may be purchased on established exchanges or through privately negotiated
transactions referred to as over-the-counter derivatives. Exchange-traded derivatives generally
are guaranteed by the clearing agency which is the issuer or counterparty to such derivatives.
This guarantee usually is supported by a daily variation margin system operated by the clearing
agency in order to reduce overall credit risk. As a result, unless the clearing agency defaults,
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there is relatively little counterparty credit risk associated with derivatives purchased on an
exchange. By contrast, no clearing agency guarantees over-the-counter derivatives. Therefore,
each party to an over-the-counter derivative bears the risk that the counterparty will default.
Accordingly, the Manager will consider the creditworthiness of counterparties to over-the-
counter derivatives in the same manner as it would review the credit quality of a security to be
purchased by the Fund. Over-the-counter derivatives are less liquid than exchange-traded
derivatives since the other party to the transaction may be the only investor with sufficient
understanding of the derivative to be interested in bidding for it.

Some derivatives the Fund may use may involve leverage (e.g., an instrument linked to
the value of a securities index may return income calculated as a multiple of the price movement
of the underlying index). This economic leverage will increase the volatility of these instruments
as they may increase or decrease in value more quickly than the underlying security, index,
futures contract, currency or other economic variable. Pursuant to regulations and/or published
positions of the Securities and Exchange Commission (“SEC”), the Fund may be required to
segregate permissible liquid assets, or engage in other measures approved by the SEC or its staff,
to “cover” the Fund’s obligations relating to its transactions in derivatives. For example, in the
case of futures contracts that are not contractually required to cash settle, the Fund must set aside
liquid assets equal to such contracts’ full notional value (generally, the total numerical value of
the asset underlying a futures contract at the time of valuation) while the positions are open.
With respect to futures contracts that are contractually required to cash settle, however, the Fund
is permitted to set aside liquid assets in an amount equal to the Fund’s daily marked-to-market
net obligation (i.e., the Fund’s daily net liability) under the contracts, if any, rather than such
contracts’ full notional value. By setting aside assets equal to only its net obligations under cash-
settled futures contracts, the Fund may employ leverage to a greater extent that if the Fund were
required to segregate assets equal to the full notional value of such contracts.

The Fund will not be a commodity pool. The Fund has filed notice with the Commodity
Futures Trading Commission and National Futures Association of its eligibility, as a registered
investment company, for an exclusion from the definition of commodity pool operator and that
the Fund is not subject to registration or regulation as a commodity pool operator under the
Commodity Exchange Act.

Futures Transactions--In General. A futures contract is an agreement between two parties to buy
and sell a security for a set price on a future date. These contracts are traded on exchanges, so
that, in most cases, either party can close out its position on the exchange for cash, without
delivering the security. An option on a futures contract gives the holder of the option the right to
buy from or sell to the writer of the option a position in a futures contract at a specified price on or
before a specified expiration date. The Fund may invest in futures contracts and options on
futures contracts, including those with respect to interest rates, securities, and security indexes.

Although some futures contracts call for making or taking delivery of the underlying
securities, generally these obligations are closed out before delivery by offsetting purchases or
sales of matching futures contracts (same exchange, underlying security or index, and delivery
month). Closing out a futures contract sale is effected by purchasing a futures contract for the
same aggregate amount of the specific type of financial instrument with the same delivery date.
If an offsetting purchase price is less than the original sale price, the Fund realizes a capital gain,
or if it is more, the Fund realizes a capital loss. Conversely, if an offsetting sale price is more
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than the original purchase price, the Fund realizes a capital gain, or if it is less, the Fund realizes
a capital loss. Transaction costs also are included in these calculations.

The Fund may enter into futures contracts in U.S. domestic markets. Engaging in these
transactions involves risk of loss to the Fund which could adversely affect the value of the
Fund’s net assets. Although the Fund intends to purchase or sell futures contracts only if there is
an active market for such contracts, no assurance can be given that a liquid market will exist for
any particular contract at any particular time. Many futures exchanges and boards of trade limit
the amount of fluctuation permitted in futures contract prices during a single trading day. Once
the daily limit has been reached in a particular contract, no trades may be made that day at a
price beyond that limit or trading may be suspended for specified periods during the trading day.
Futures contract prices could move to the limit for several consecutive trading days with little or
no trading, thereby preventing prompt liquidation of futures positions and potentially subjecting
the Fund to substantial losses.

Successful use of futures and options with respect thereto by the Fund also is subject to
the Manager’s ability to predict correctly movements in the direction of the relevant market, and,
to the extent the transaction is entered into for hedging purposes, to ascertain the appropriate
correlation between the securities being hedged and the price movements of the futures contract.
For example, if the Fund uses futures to hedge against the possibility of a decline in the market
value of securities held in its portfolio and the prices of such securities instead increase, the Fund
will lose part or all of the benefit of the increased value of securities which it has hedged because
it will have offsetting losses in its futures positions. Furthermore, if in such circumstances the
Fund has insufficient cash, it may have to sell securities to meet daily variation margin
requirements. The Fund may have to sell such securities at a time when it may be
disadvantageous to do so.

Specific Futures Transactions. The Fund may purchase and sell interest rate futures contracts.
An interest rate future obligates the Fund to purchase or sell an amount of a specific debt
security at a future date at a specific price.

The Fund may purchase and sell municipal bond index futures contracts. Municipal bond
index futures contracts are based on an index of Municipal Bonds. The index assigns relative
values to the Municipal Bonds included in the index and fluctuates with changes in the market
value of such Municipal Bonds. The contract is an agreement pursuant to which two parties
agree to take or make delivery of an amount of cash based upon the difference between the value
of the index at the close of the last trading day of the contract and the price at which the index
contract was originally written.

Options--In General. The Fund may invest up to 5% of its assets, represented by the premium
paid, in the purchase of call and put options with respect to specific securities or futures
contracts. The Fund may write (i.e., sell) covered call and put option contracts to the extent of
20% of the value of its net assets at the time such option contracts are written. A call option
gives the purchaser of the option the right to buy, and obligates the writer to sell, the underlying
security or securities at the exercise price at any time during the option period, or at a specific
date. Conversely, a put option gives the purchaser of the option the right to sell, and obligates
the writer to buy, the underlying security or securities at the exercise price at any time during the
option period, or at a specific date.
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A covered call option written by the Fund is a call option with respect to which the Fund
owns the underlying security or otherwise covers the transaction such as by segregating
permissible liquid assets. A put option written by the Fund is covered when, among other things,
the Fund segregates permissible liquid assets having a value equal to or greater than the exercise
price of the option to fulfill the obligation undertaken or otherwise covers the transaction. The
principal reason for writing covered call and put options is to realize, through the receipt of
premiums, a greater return than would be realized on the underlying securities alone. The Fund
receives a premium from writing covered call or put options which it retains whether or not the
option is exercised.

There is no assurance that sufficient trading interest to create a liquid secondary market
on a securities exchange will exist for any particular option or at any particular time, and for
some options no such secondary market may exist. A liquid secondary market in an option may
cease to exist for a variety of reasons. In the past, for example, higher than anticipated trading
activity or order flow, or other unforeseen events, at times have rendered certain of the clearing
facilities inadequate and resulted in the institution of special procedures, such as trading
rotations, restrictions on certain types of orders or trading halts or suspensions in one or more
options. There can be no assurance that similar events, or events that may otherwise interfere
with the timely execution of customers’ orders, will not recur. In such event, it might not be
possible to effect closing transactions in particular options. If] as a covered call option writer,
the Fund is unable to effect a closing purchase transaction in a secondary market, it will not be
able to sell the underlying security until the option expires or it delivers the underlying security
upon exercise or it otherwise covers its position.

Specific Options Transactions. The Fund may purchase and sell call and put options in respect
of specific securities (or groups or “baskets” of specific securities) or indices listed on national
securities exchanges or traded in the over-the-counter market. An option on an index is similar
to an option in respect of specific securities, except that settlement does not occur by delivery of
the securities comprising the index. Instead, the option holder receives an amount of cash if the
closing level of the index upon which the option is based is greater than in the case of a call, or
less than in the case of a put, the exercise price of the option. Thus, the effectiveness of
purchasing or writing stock index options will depend upon price movements in the level of the
index rather than the price of a particular security.

The Fund may purchase cash-settled options on interest rate swaps, described below, in
pursuit of its investment objective. Interest rate swaps involve the exchange by the Fund with
another party of their respective commitments to pay or receive interest (for example, an
exchange of floating-rate payments for fixed-rate payments) denominated in U.S. dollars. A
cash-settled option on a swap gives the purchaser the right, but not the obligation, in return for
the premium paid, to receive an amount of cash equal to the value of the underlying swap as of
the exercise date.

Successful use by the Fund of options will be subject to the Manager’s ability to predict
correctly movements in interest rates. To the extent the Manager’s predictions are incorrect, the
Fund may incur losses.

Swap Transactions. The Fund may engage in swap transactions, including interest rate swaps,
interest rate locks, caps, collars and floors to mitigate risk, manage duration and reduce portfolio
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turnover. Swap transactions, including interest rate swaps, interest rate locks, caps, collars and
floors, may be individually negotiated and include exposure to a variety of different interest
rates. Swaps involve two parties exchanging a series of cash flows at specified intervals. In the
case of an interest rate swap, the parties exchange interest payments based upon an agreed upon
principal amount (referred to as the “notional principal amount”). Under the most basic
scenario, Party A would pay a fixed rate on the notional principal amount to Party B, which
would pay a floating rate on the same notional principal amount to Party A. Swap agreements
can take many forms and are known by a variety of names.

In a typical cap or floor agreement, one party agrees to make payments only under
specified circumstances, usually in return for payment of a fee by the other party. For example,
the buyer of an interest rate cap obtains the right to receive payments to the extent that a
specified interest rate exceeds an agreed-upon level, while the seller of an interest rate floor is
obligated to make payments to the extent that a specified interest rate falls below an agreed-upon
level. An interest rate collar combines elements of buying a cap and selling a floor.

In a typical interest rate lock transaction, if Party A desires to lock in a particular interest
rate on a given date it may enter into an agreement to pay, or receive a payment from, Party B
based on the yield of a reference index or security, such as a Municipal Bond or U.S. Treasury
security. At the maturity of the term of the agreement, one party makes a payment to the other
party as determined by the relative change in the yield of the reference security or index. An
interest rate lock transaction may be terminated prior to its stated maturity date by calculating the
payment due as of the termination date, which generally differs from the make-whole provisions
for an early termination of an interest rate swap transaction in which the party terminating the
swap early is required to give its counterparty the economic benefit of the transaction.

The Fund will set aside cash or permissible liquid assets to cover its current obligations
under swap transactions. If the Fund enters into a swap agreement on a net basis (that is, the two
payment streams are netted out, with the Fund receiving or paying, as the case may be, only the
net amount of the two payments), the Fund will maintain cash or permissible liquid assets with a
daily value at least equal to the excess, if any, of the Fund’s accrued obligations under the swap
agreement over the accrued amount the Fund is entitled to receive under the agreement.

The most important factor in the performance of a swap agreement is the change in the
specific interest rate or other factor(s) that determine the amounts of payments due to and from
the Fund. If a swap agreement called for payments by the Fund, the Fund must be prepared to
make such payments when due. In addition, if the counterparty’s creditworthiness declines, the
value of a swap agreement could decline, potentially resulting in losses.

The Fund will enter into swaps, interest rate locks, caps, collars and floors only with
banks and recognized securities dealers believed by the Manager to present minimal credit risks.
If there were a default by the other party to such transaction, the Fund would have to rely on its
contractual remedies (which may be limited by bankruptcy, insolvency or similar laws) pursuant
to the agreement relating to the transaction.

The use of interest rate swaps is a highly specialized activity which involves investment
techniques and risks different from those associated with ordinary portfolio security transactions.
If the Manager is incorrect in its forecasts of market values, interest rates and other applicable
factors, the investment performance of the Fund would diminish compared with what it would
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have been if these investment techniques were not used. Moreover, even if the Manager is
correct in its forecasts, there is a risk that the swap position may correlate imperfectly with the
price of the asset or liability being hedged.

The Fund will enter into swap transactions only when the Manager believes it would be
in the best interests of the Fund’s shareholders to do so. Depending on the circumstances, gains
from a swap transaction can be treated either as taxable ordinary income or as short- or long-
term capital gains.

Future Developments. The Fund may take advantage of opportunities in options and
futures contracts and options on futures contracts and any other derivatives which are not
presently contemplated for use by the Fund or which are not currently available but which may
be developed, to the extent such opportunities are both consistent with the Fund’s investment
objective and legally permissible for the Fund. Before the Fund enters into such transactions or
makes any such investment, the Fund will provide appropriate disclosure in the Prospectus or
this Statement of Additional Information.

Stand-By Commitments. The Fund may acquire “stand-by commitments” with respect to
Municipal Bonds held in its portfolio. Under a stand-by commitment, the Fund obligates a
broker, dealer or bank to repurchase, at the Fund’s option, specified securities at a specified price
and, in this respect, stand-by commitments are comparable to put options. The exercise of a
stand-by commitment, therefore, is subject to the ability of the seller to make payment on
demand. The Fund will acquire stand-by commitments solely to facilitate its portfolio liquidity
and does not intend to exercise its rights thereunder for trading purposes. The Fund may pay for
stand-by commitments if such action is deemed necessary, thus increasing to a degree the cost of
the underlying Municipal Bond and similarly decreasing such security’s yield to investors.

Gains realized in connection with stand-by commitments will be taxable. The Fund also may
acquire call options on specific Municipal Bonds. The Fund generally would purchase these call
options to protect the Fund from the issuer of the related Municipal Bond redeeming, or other
holder of the call option from calling away, the Municipal Bond before maturity. The sale by the
Fund of a call option that it owns on a specific Municipal Bond could result in the receipt of
taxable income by the Fund.

Forward Commitments. The Fund may purchase or sell Municipal Bonds and other
securities on a forward commitment, when-issued or delayed-delivery basis, which means that
delivery and payment take place in the future after the date of the commitment to purchase. The
payment obligation and the interest rate receivable on a forward commitment, when-issued or
delayed-delivery security are fixed when the Fund enters into the commitment, but the Fund does
not make payment until it receives delivery from the counterparty. The Fund will commit to
purchase such securities only with the intention of actually acquiring the securities, but the Fund
may sell these securities before the settlement date if it is deemed advisable. The Fund will
segregate permissible liquid assets at least equal at all times to the amount of the Fund’s
purchase commitments.

Municipal Bonds and other securities purchased on a forward commitment, when-issued
or delayed-delivery basis are subject to changes in value (generally changing in the same way,
i.e., appreciating when interest rates decline and depreciating when interest rates rise) based
upon the public’s perception of the creditworthiness of the issuer and changes, real or
anticipated, in the level of interest rates. Securities purchased on a forward commitment, when-
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issued or delayed-delivery basis may expose the Fund to risks because they may experience such
fluctuations prior to their actual delivery. Purchasing securities on a forward commitment,
when-issued or delayed delivery basis can involve the additional risk that the yield available in
the market when the delivery takes place actually may be higher than that obtained in the
transaction itself. Purchasing securities on a forward commitment, when-issued or delayed-
delivery basis when the Fund is fully or almost fully invested may result in greater potential
fluctuation in the value of the Fund’s net assets and its net asset value per share.

Certain Investment Considerations and Risks

Investing in Municipal Bonds. The Fund may invest more than 25% of the value of its
total assets in Municipal Bonds which are related in such a way that an economic, business or
political development or change affecting one such security also would affect the other
securities; for example, securities the interest upon which is paid from revenues of similar types
of projects. As a result, the Fund may be subject to greater risk as compared to a municipal bond
fund that does not follow this practice.

Certain provisions in the Internal Revenue Code of 1986, as amended (the “Code”),
relating to the issuance of Municipal Bonds may reduce the volume of Municipal Bonds
qualifying for Federal tax exemption. One effect of these provisions could be to increase the
cost of the Municipal Bonds available for purchase by the Fund and thus reduce available yield.
Shareholders should consult their tax advisers concerning the effect of these provisions on an
investment in the Fund. Proposals that may restrict or eliminate the income tax exemption for
interest on Municipal Bonds may be introduced in the future. If any such proposal were enacted
that would reduce the availability of Municipal Bonds for investment by the Fund so as to
adversely affect Fund shareholders, the Fund would reevaluate its investment objective and
policies and submit possible changes in the Fund’s structure to shareholders for their
consideration. Iflegislation were enacted that would treat a type of Municipal Bond as taxable,
the Fund would treat such security as a permissible Taxable Investment within the applicable
limits set forth herein.

Investing in California Municipal Bonds. Since the Fund is concentrated in securities
issued by California or entities within California, an investment in the Fund may involve greater
risk than investments in certain other types of municipal bond funds. You should consider
carefully the special risks inherent in the Fund’s investment in California Municipal Bonds. You
should review the information in “Appendix A,” which provides a brief summary of special
investment considerations and risk factors relating to investing in California Municipal Bonds.

Lower Rated Bonds. The Fund may invest up to 20% of the value of its net assets in
higher yielding (and, therefore, higher risk) debt securities rated below investment grade by the
Rating Agencies (commonly known as “high yield” or “junk” bonds). They may be subject to
greater risks with respect to the issuing entity and to greater market fluctuations than certain
lower yielding, higher rated municipal securities. See “Appendix B” for a general description of
the Rating Agencies’ ratings of municipal securities. Although ratings may be useful in
evaluating the safety of interest and principal payments, they do not evaluate the market value
risk of these bonds. The Fund will rely on the Manager’s judgment, analysis and experience in
evaluating the creditworthiness of an issuer.

The market values of many of these bonds tend to be more sensitive to economic
conditions than are higher rated securities. These bonds generally are considered by the Rating
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Agencies to be, on balance, predominantly speculative with respect to capacity to pay interest
and repay principal in accordance with the terms of the obligation and generally will involve
more credit risk than securities in the higher rating categories.

Because there is no established retail secondary market for many of these securities, the
Fund anticipates that such securities could be sold only to a limited number of dealers or
institutional investors. To the extent a secondary trading market for these bonds does exist, it
generally is not as liquid as the secondary market for higher rated securities. The lack of a liquid
secondary market may have an adverse impact on market price and yield and the Fund’s ability
to dispose of particular issues when necessary to meet the Fund’s liquidity needs or in response
to a specific economic event such as a deterioration in the creditworthiness of the issuer. The
lack of a liquid secondary market for certain securities also may make it more difficult for the
Fund to obtain accurate market quotations for purposes of valuing the Fund’s portfolio and
calculating its net asset value. Adverse publicity and investor perceptions, whether or not based
on fundamental analysis, may decrease the values and liquidity of these securities. In such cases,
judgment may play a greater role in valuation because less reliable objective data may be
available.

These bonds may be particularly susceptible to economic downturns. An economic
recession could adversely affect the ability of the issuers of lower-rated bonds to repay principal
and pay interest thereon which would increase the incidence of default for such securities. It is
likely that any economic recession also would disrupt severely the market for such securities and
have an adverse impact on their value.

The Fund may acquire these bonds during an initial offering. Such securities may
involve special risks because they are new issues. The Fund has no arrangement with any person
concerning the acquisition of such securities, and the Manager will review carefully the credit
and other characteristics pertinent to such new issues.

The credit risk factors pertaining to lower rated securities also apply to lower rated zero
coupon, pay-in-kind and step-up securities, in which the Fund may invest up to 5% of its total
assets. In addition to the risks associated with the credit rating of the issuers, the market price of
these securities may be very volatile during the period no interest is paid.

Investment Restrictions

The Fund’s investment objective and its policy to normally invest at least 80% of its net
assets (plus any borrowings for investment purposes) in California Municipal Bonds (or other
instruments with similar economic characteristics) are fundamental policies, which cannot be
changed without approval by the holders of a majority (as defined in the 1940 Act) of the Fund’s
outstanding voting shares. In addition, the Fund has adopted investment restrictions numbered 1
through 7 as fundamental policies. Investment restrictions numbered 8 through 12 are not
fundamental policies and may be changed by a vote of a majority of the Fund’s Board members
at any time. The Fund may not:

I. Invest more than 25% of its assets in the securities of issuers in any single
industry; provided that there shall be no limitation on the purchase of Municipal Bonds
and, for temporary defensive purposes, securities issued by banks and obligations issued
or guaranteed by the U.S. Government, its agencies or instrumentalities.
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2. Borrow money, except to the extent permitted under the 1940 Act (which
currently limits borrowings to no more than 33-1/3% of the Fund’s total assets). For
purposes of this investment restriction, the entry into options, forward contracts, futures
contracts, including those relating to indices, and options on futures contracts or indices
shall not constitute borrowing.

3. Purchase or sell real estate, commodities or commodity contracts, or oil and gas
interests, but this shall not prevent the Fund from investing in Municipal Bonds secured
by real estate or interests therein, or prevent the Fund from purchasing and selling
options, forward contracts, futures contracts, including those relating to indices, and
options on futures contracts or indices.

4. Underwrite the securities of other issuers, except that the Fund may bid separately
or as part of a group for the purchase of Municipal Bonds directly from an issuer for its
own portfolio to take advantage of the lower purchase price available, and except to the
extent the Fund may be deemed an underwriter under the Securities Act of 1933, as
amended, by virtue of disposing of portfolio securities.

5. Make loans to others, except through the purchase of debt obligations and the
entry into repurchase agreements; however, the Fund may lend its portfolio securities in
an amount not to exceed 33-1/3% of the value of its total assets. Any loans of portfolio
securities will be made according to guidelines established by the SEC and the Fund’s
Board.

6. Issue any senior security (as such term is defined in Section 18(f) of the 1940
Act), except to the extent that the activities permitted in Investment Restrictions
numbered 2, 3 and 10 may be deemed to give rise to a senior security.

7. Sell securities short or purchase securities on margin, but the Fund may make
margin deposits in connection with transactions in options, forward contracts, futures
contracts, including those relating to indices, and options on futures contracts or indices.

8. Purchase securities other than Municipal Bonds and Taxable Investments and
those arising out of transactions in futures and options or as otherwise provided in the
Fund’s Prospectus.

0. Invest in securities of other investment companies, except to the extent permitted
under the 1940 Act.

10.  Pledge, hypothecate, mortgage or otherwise encumber its assets, except to the
extent necessary to secure borrowings for temporary or emergency purposes and to the
extent related to the deposit of assets in escrow in connection with the purchase of
securities on a when-issued or delayed-delivery basis and collateral and initial or
variation margin arrangements with respect to options, futures contracts, including those
related to indices, and options on futures contracts or indices.

11.  Enter into repurchase agreements providing for settlement in more than seven
days after notice or purchase securities which are illiquid (which securities could include
participation interests (including municipal lease/purchase agreements) that are not
subject to the demand feature described in the Fund’s Prospectus, floating and variable
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rate demand obligations as to which the Fund cannot exercise the demand feature
described in the Fund’s Prospectus on less than seven days’ notice and as to which there
is no secondary market) if, in the aggregate, more than 15% of its net assets would be so
invested.

12.  Invest in companies for the purpose of exercising control.

For purposes of Investment Restriction No. 1, industrial development bonds, where the
payment of principal and interest is the ultimate responsibility of companies within the same
industry, are grouped together as an “industry.”

If a percentage restriction is adhered to at the time of investment, a later change in
percentage resulting from a change in values or assets will not constitute a violation of such
restriction. With respect to Investment Restriction No. 2, however, if borrowings exceed 33-
1/3% of the value of the Fund’s total assets as a result of a change in values or assets, the Fund
must take steps to reduce such borrowings at least to the extent of such excess.

MANAGEMENT OF THE FUND

The Fund’s Board is responsible for the management and supervision of the Fund and
approves all significant agreements with those companies that furnish services to the Fund.
These companies are as follows:

The Dreyfus Corporation..........ccceeeveeeciveeecieeeieveeennennn Investment Adviser
MBSC Securities Corporation ............cceceevveereeeeeennen. Distributor
Dreyfus Transfer, InC. ........cccceeevieniiiiiieniieieeieeeee, Transfer Agent
The Bank of New York Mellon .........c.cccceeeevveniieennennen. Custodian

Board Members of the Fund*

Board members of the Fund, together with information as to their positions with the
Fund, principal occupations and other board memberships and affiliations, are shown below.

Name (Age) Principal Occupation
Position with EuadsFund (Since) During Past 5 Years Other Board Memberships and Affiliations
Joseph S. DiMartino (64) Corporate Director and Trustee The Muscular Dystrophy Association, Director
Chairman of the Board (1995) Century Business Services, Inc., a provider of
outsourcing functions for small and medium
sizesized

companies, Director

The Newark Group, a provider of a national market

_of paper recovery facilities, paperboard mills and
paperboard converting plants, Director

Sunair ServieeServices Corporation, a provider of
certain outdoor—related services to hemehomes and
businesses, Director

. . ) ’
CSHReRTacviseto-ree SHHRES

! None of the Board members are “interested persons” of the Fund, as defined in the 1940 Act.
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David W. Burke (44+72)
Board Member (1994)

William Hodding Carter III
(F213)
Board Member (2006)

Gordon J. Davis (6567)
Board Member (1995)

Joni Evans (6566)
Board Member (19871985)

Ehud Houminer (67)
Board Member (2006)

Richard C. Leone (6768)
Board Member (2006)

Hans C. Mautner (70)
Board Member (2006)

Corporate Director and Trustee John F. Kennedy Library Foundation, Director

Professor of Leadership & Public The Century Foundation, a tax exempt research

Policy, University of North foundation, Emeritus Director

Carolina, Chapel Hill (January 1, The Enterprise Corporation of the Delta, a non-profit

2006—-present) economic development organization _ Director
President and Chief Executive

Officer of the John S. and James

L. Knight Foundation

(February 1, 1998 — February 1,
20006)

Partner in the law firm of Pewey Consolidated Edison, Inc., a utility company,

and-LeBoeuf, Lamb, Greene & ~_ Director

MacRae. LLP Phoenix Companies, Inc., a life insurance company,
President, Lincoln Center for Director

theThe Performing Arts, Inc. Board Member/Trustee for several not-for-

(20@ profit groups
Chief Executive Officer None

www.wowOwow.com, an online

community dedicated to women’s

conversations and publications
Principal, Joni Evans Ltd.

Senior Vice President of the
William Morris Agency (2005)

Executive-in-Residence at the
Columbia Business School,
Columbia University

Avnet Inc., an electronics distributiendistributor,
Director

International Advisory Board to the MBA Program
School of Management, Ben Gurion University,
Chairman

The American Prospect, Director
Center effor American Progress, Director

President of Thethe Century
Foundation (formerly, The
Twentieth Century Fund, Inc.), a
tax exempt research foundation
engaged in the study of
economic, foreign policy and
domestic issues

President- — International Division Capital and Regional PLC, a British co-investing
and an Aqvisory Director of real estate asset manager, Director
Simon Property Group, areal ~ Member — Board of Managers of:
estate investment company; Mezzacappa Long/Short Fund LLC
Mezzacappa Partners LLC
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(1998—-present) Member, Advisory Board, Lehman Brothers European
Director and Vice Chairman of Real Estate Private Equity Fund

Simon Property Group (1998-—

2003)
Chairman and Chief Executive

Officer of Simon Global Limited,

a real estate company (1999 —

present)
Robin A. Melvin (44) Director, Boisi Family Foundation, None
Board Member (2006) a private family foundation that

supports youth-serving
organizations that promote the
selfsufficiency of youth from
disadvantaged circumstances
Senior Vice President, Mentor, a
national non-profit youth
mentoring organization (2005)

Burton N. Wallack (57) President and Co-owner of WallackNone
Board Member (1991) Management Company, a real
estate management company

John E. Zuccotti (7671) Chairman of Brookfield Financial Emigrant Savings Bank, Director
Board Member (2006) Properties, Inc. Wellpoint, Inc., Director
Senior Counsel of Weil, Gotshal & Visiting Nurse-Service-of NewYork,-Director
Manges, LLP Columbia University, Trustee

Emeritus Chairman of the Real Doris Duke Charitable Foundation, Trustee
Estate Board of New York

Board members are elected to serve for an indefinite term. The Fund has standing audit,
nominating and compensation committees, each comprised of its Board members who are not
“interested persons” of the Fund, as defined in the 1940 Act. The function of the audit
committee is (i) to oversee the Fund’s accounting and financial reporting processes and the
audits of the Fund’s financial statements and (ii) to assist in the Board’s oversight of the integrity
of the Fund’s financial statements, the Fund’s compliance with legal and regulatory requirements
and the independent registered public accounting firm’s qualifications, independence and
performance. The Fund’s nominating committee is responsible for selecting and nominating
persons as members of the Board for election or appointment by the Board and for election by
shareholders. In evaluating potential nominees, including any nominees recommended by
shareholders, the committee takes into consideration various factors listed in the nominating
committee charter, including character and integrity, business and professional experience, and
whether the committee believes the person has the ability to apply sound and independent
business judgment and would act in the interest of the Fund and its shareholders. The
nominating committee will consider recommendations for nominees from shareholders
submitted to the Secretary of the Fund, c/o The Dreyfus Corporation Legal Department, 200
Park Avenue, 8" Floor East, New York, New York 10166, which includes information regarding
the recommended nominee as specified in the nominating committee charter. The function of
the compensation committee is to establish the appropriate compensation for serving on the
Board. The Fund also has a standing pricing committee comprised of any one Board member.
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The function of the pricing committee is to assist in valuing the Fund’s investments. The Fund’s
audit committee met four times and the eempensation-andnominating eemmittees
eachcommittee met once during the fiscal year ended May 31, 2007.2008. The compensation
and pricing eemmitteecommittees did not meet during the last fiscal year.

The table below indicates the dollar range of each Board member’s ownership of Fund
shares and shares of other funds in the Dreyfus Family of Funds for which he or she is a Board
member, in each case as of December 31, 2006:2007.

Aggregate Holding of Funds in the Dreyfus
Family of Funds for which

Name of Board Member The Fund Responsible as a Board Member
Joseph S. DiMartino None Over $100,000
David W. Burke None Over $100,000
William Hodding Carter III None NenrneOver $100,000
Gordon J. Davis None $10;0041 - $565000100,000
Joni Evans None $10.001-$50,000None
Ehud Houminer None Over $100,000
Richard C. Leone None Over $100,000
Hans C. Mautner None Over $100,000
Robin A. Melvin None Over $100,000
Burton N. Wallack None None
John E. Zuccotti None Over $100,000

As of December 31, 2006;2007, none of the Board members or their immediate family
members owned securities of the Manager, the Distributor or any person (other than a registered
investment company) directly or indirectly controlling, controlled by or under common control
with the Manager or the Distributor.

Effeetive January 12007 theThe Fund typiealiycurrently pays its Board members its

allocated portion of an annual retainer of $50,000 and a fee of $6,500 per meeting (with a
minimum of $500 per telephone meeting) attended for the Fund and 17 other funds (comprised
of 28 portfolios) in the Dreyfus F amlly of Funds, and reimburses them for the1r expenses—Pﬂef

> (with-a The Chalrman of
the Board receives an additional 25% of such compensation. Emerltus Board members receive
an annual retainer and a per meeting attended fee of one-half the amount payable to them as
Board members. The aggregate amount of compensation paid to each Board member by the
Fund for the fiscal year ended May 31, 2007, and by all funds in the Dreyfus Family of Funds for

which such person was a Board member (the number of portfolios of such funds is set forth in
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parenthesis next to each Board member’s total compensation) during the year ended December

31, 260652007, under the compensation schedule then in effect, was as follows:
Total Compensation

Aggregate From the Fund and
Name of Board Compensation Fund Complex
Member From the Fund* Paid to Board Member(**)
Joseph S. DiMartino $1+420011,236 $857,400-(193819,865 (196)
David W. Burke $8;9607,527 $285;500347,479 (83)
Hodding Carter, IIT* $4,2968,230 $ 51,00084,729 (30)
Gordon J. Davis $8,9608,315 $ 102;560137,942 (39)
Joni Evans $8,9607,521 $ 514,50078.229 (30)
Arnold S. Hiatt" $8:3521,876 $ 47:50043,346 (30)
Ehud Houminer" $4,2968,315 $143,250 223,500 (79)
Richard C. Leone” $3,6887,619 $ 47,00078,000 (30)
Hans C. Mautner $356887,534 $ 48,00077,729 (30)
Robin A. Melvin® $3,6888,315 $ 52,00078,729 (30)
Burton N. Wallack $8,9608,315 $ 514,50085,229 (30)
John E. Zuccotti’ $4,2968,230 $ 51,50084,729 (30)

*  Amount does not include the cost of office space, secretarial services and health benefits for the Chairman and expenses
reimbursed to Board members for attending Board meetings, which in the aggregate amounted to $12,556-3,822.

**  Represents the number of separate portfolios comprising the investment companies in the Fund Complex, including the

Fund, for which the Board member serves.

Emeritus Board member since May 26, 2007.

Officers of the Fund

J. DAVID OFFICER, President since December 2006. Chief Operating Officer, Vice
ChairChairman and a Direeterdirector of the Manager, and an officer of 8176 investment
companies (comprised of +63157 portfolios) managed by the Manager. He is 5960 years
old and has been an employee of the Manager since April +-1998.

PHILLIP N. MAISANO, Executive Vice President since July 2007. Chief Investment Officer,
Vice Chair and a director of the Manager, and an officer of €476 investment companies
(comprised of +63157 portfolios) managed by the Manager. Mr. Maisano also is an
officer and/or board member of certain other investment management subsidiaries of The
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Bank of New York Mellon Corporation_ (“‘BNY Mellon), each of which is an affiliate of
the Manager. He is 6661 years old and has been an employee of the Manager since
November 2006. Prior to joining the Manager, Mr. Maisano served as Chairman and
Chief Executive Officer of EACM Advisors, an affiliate of the Manager, since August
2004, and served as Chief Executive Officer of Evaluation Associates, a leading
institutional investment consulting firm, from 1988 until 2004.

MICHAEL A. ROSENBERG, Vice President and Secretary since August 2005.
AsseetateAssistant General Counsel of the- ManagerBNY Mellon, and an officer of 8277
investment companies (comprised of 480174 portfolios) managed by the Manager. He is
4748 years old and has been an employee of the Manager since October 1991.

JAMES BITETTO, Vice President and Assistant Secretary since August 2005. Asseciate
GeneralSenior Counsel of BNY Mellon and Secretary of the Manager, and an officer of
€277 investment companies (comprised of 186174 portfolios) managed by the Manager.
He is 4142 years old and has been an employee of the Manager since December 1996.

JONI LACKS CHARATAN, Vice President and Assistant Secretary since August 2005.
Asseetate-GeneralSenior Counsel of the ManagerBNY Mellon, and an officer of 8277
investment companies (comprised of 486174 portfolios) managed by the Manager. She
is 52 years old and has been an employee of the Manager since October 1988.

JOSEPH M. CHIOFFI, Vice President and Assistant Secretary since August 2005. Associate
GeneralSenior Counsel of the ManagerBNY Mellon, and an officer of 8277 investment
companies (comprised of +868174 portfolios) managed by the Manager. He is 46 years
old and has been an employee of the Manager since June 2000.

JANETTE E. FARRAGHER, Vice President and Assistant Secretary since August 2005.
AsseetateAssistant General Counsel of the- ManagerBNY Mellon, and an officer of 8277
investment companies (comprised of 180174 portfolios) managed by the Manager. She
is 4445 years old and has been an employee of the Manager since February 1984.

JOHN B. HAMMALIAN, Vice President and Assistant Secretary since August 2005. Asseciate
GeneralManaging Counsel of the- ManagerBNY Mellon, and an officer of 8277
investment companies (comprised of 88174 portfolios) managed by the Manager. He is
4445 years old and has been an employee of the Manager since February 1991.

ROBERT R. MULLERY, Vice President and Assistant Secretary since August 2005. Asseciate
GeneralManaging Counsel of the ManagerBNY Mellon, and an officer of €277
investment companies (comprised of 180174 portfolios) managed by the Manager. He is
5556 years old and has been an employee of the Manager since May 1986.

JEFF PRUSNOFSKY, Vice President and Assistant Secretary since August 2005. Asseciate
GeneralManaging Counsel of the ManagerBNY Mellon, and an officer of 8277
investment companies (comprised of 480174 portfolios) managed by the Manager. He is
4243 years old and has been an employee of the Manager since October 1990.

JAMES WINDELS, Treasurer since November 2001. Director-Mutual Fund Accounting of the
Manager, and an officer of 8277 investment companies (comprised of 180174 portfolios)
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managed by the Manager. He is 49 years old and has been an employee of the Manager
since April 1985.

GAVIN C. REILLY, Assistant Treasurer since December 2005. Tax Manager of the Investment
Accounting and Support Department of the Manager, and an officer of 8277 investment
companies (comprised of +88174 portfolios) managed by the Manager. He is 3940 years
old and has been an employee of the Manager since April 1991.

RICHARD CASSARO, Assistant Treasurer since January 2008. Senior Accounting Manager —
Money Market and Municipal Bond Funds of the Manager, and an officer of 77
investment companies (comprised of 174 portfolios) managed by the Manager. He is 49
years old and has been an employee of the Manager since 1982.

ROBERT S. ROBOL, Assistant Treasurer since August 2003. Senior Accounting Manager —
Meney-Marketand- Munieipal BendFixed Income Funds of the Manager, and an officer
of 8277 investment companies (comprised of 180174 portfolios) managed by the

Manager. He is 4344 years old and has been an employee of the Manager since
October 1988.

ROBERT SALVIOLO, Assistant Treasurer since July 2007. Senior Accounting Manager —
Equity Funds of the Manager, and an officer of 8277 investment companies (comprised
of 186174 portfolios) managed by the Manager. He is 4841 years old and has been an
employee of the Manager since June 1989.

ROBERT SVAGNA, Assistant Treasurer since August 2005. Senior Accounting Manager —
Equity Funds of the Manager, and an officer of 8277 investment companies (comprised
of 180174 portfolios) managed by the Manager. He is 4041 years old and has been an
employee of the Manager since November 1990.

WILLIAM GERMENIS, Anti-Money Laundering Compliance Officer since October 2002.
Vice President and Anti-Money Laundering Compliance Officer of the Distributor, and
the Anti-Money Laundering Compliance Officer of 7873 investment companies
(comprised of +76170 portfolios) managed by the Manager. He is 37 years old and has
been an employee of the Distributor since October 1998.

JOSEPH W. CONNOLLY, Chief Compliance Officer since October 2004. Chief Compliance
Officer of the Manager and The Dreyfus Family of Funds (8277 investment companies,
comprised of +88174 portfolios). From November 2001 through March 2004, Mr.
Connolly was first Vice-President, Mutual Fund Servicing for Mellon Global Securities
Services. In that capacity, Mr. Connolly was responsible for managing Mellon"’s
Custody, Fund Accounting and Fund Administration services to third-party mutual fund
clients. He is 5651 years old and has served in various capacities with the Manager
since 1980, including manager of the firm'’s Fund Accounting Department from 1997
through October 2001.

The address of each Board member and officer of the Fund is 200 Park Avenue, New
York, New York 10166.
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The Fund’s Board members and officers, as a group, owned less than 1% of the Fund’s

voting securities outstanding on September 7-2007-As-ef September 7,2007the folowing
sharehelderwas10, 2008. See “Information About the Fund” for a list of shareholders known by

the Fund, to own of record 5% or more of the Fund’s outstandlng voting securities efthe Fund:

Segtember 102 2008

MANAGEMENT ARRANGEMENTS

Investment Adviser. The Manager is a wholly-owned subsidiary of Fhe Bank-of New
Yotk MeHon-Corperation{"-BNY Mellon"), a global financial services company focused on
helping clients move and manage their financial assets, operating in 3734 countries and serving
more than 100 markets. BNY Mellon is a leading provider of financial services for institutions,
corporations and high-net-worth individuals, providing asset and wealth management, asset
servicing, issuer, and treasury services through a worldwide client-focused team.

The Manager provides management services pursuant to a Management Agreement (the
“Agreement”) between the Fund and the Manager. The Agreement is subject to annual approval
by (i) the Fund’s Board or (ii) vote of a majority (as defined in the 1940 Act) of the Fund’s
outstanding voting securities, provided that in either event the continuance also is approved by a
majority of the Board members who are not “interested persons” (as defined in the 1940 Act) of
the Fund or the Manager, by vote cast in person at a meeting called for the purpose of voting on
such approval. The Agreement is terminable without penalty, on 60 days’ notice, by the Fund’s
Board or by vote of the holders of a majority of the Fund’s outstanding voting shares, or, upon
not less than 90 days’ notice, by the Manager. The Agreement will terminate automatically in
the event of its assignment (as defined in the 1940 Act).

The following persons are officers and/or directors of the Manager: Jonathan Little, Chair
of the Board; ThemasFE-FEHggers;President]onathan Baum, Chief Executive Officer and a director;
JonathanBaum,Viee-Chair—Distribution-and-a-direetor:J. Charles Cardona, Viee-ChairPresident
and a director; Diane P. Durnin, Vice Chair and a director; Phillip N. Maisano, Chief Investment
Officer, Vice Chair and a director; J. David Officer, Chief Operating Officer, Vice Chair and a
director; Dwight Jacobsen, Executive Vice President; Patrice M. Kozlowski, Senior Vice
President—-Corporate Communications; Jill Gill, Vice President—-Human Resources; Anthony
Mayo, Vice President—-Information Systems; Theodore A. Schachar, Vice President—-Tax; John
E. Lane, Vice President; Jeanne M. Login, Vice President; Gary Pierce, Controller; Joseph W.
Connolly, Chief Compliance Officer; James Bitetto, Secretary; and Mitchell E. Harris, Ronald P.
O>'Hanley III; and Scott E. Wennerholm, directors.

BNY Mellon and its affiliates may have deposit, loan and commercial banking or other
relationships with the issuers of securities purchased by the Fund. The Manager has informed
management of the Fund that in making its investment decisions it does not obtain or use material
inside information that BN'Y Mellon or its affiliates may possess with respect to such issuers.

The Fund, the Manager and the Distributor each have adopted a Code of Ethics that
permits its personnel, subject to thesuch Code of Ethics, to invest in securities that may be
purchased or held by the Fund. The Manager’s-Code of Ethics subjects #s-empleyees’the personal
securities transactions_of the Manager's employees to various restrictions to ensure that such
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trading does not disadvantage any fund advised by the Manager. In that regard, portfolio
managers and other investment personnel of the Manager must preclear and report their personal
securities transactions and holdings, which are reviewed for compliance with the Code of Ethics
and are also subject to the oversight of BNY Mellon’s Investment Ethics Committee (the
“Committee”). Portfolio managers and other investment personnel of the Manager who comply
with the preclearance and disclosure procedures of the Code of Ethics and the requirements of the
Committee may be permitted to purchase, sell or hold securities which also may be or are held in
fund(s) they manage or for which they otherwise provide investment advice.

The Manager maintains office facilities on behalf of the Fund, and furnishes statistical
and research data, clerical help, accounting, data processing, bookkeeping and internal auditing
and certain other required services to the Fund. The Manager may pay the Distributor for
shareholder services from the Manager’s own assets, including past profits but not including the
management fee paid by the Fund. The Distributor may use part or all of such payments to pay
certain financial institutions (which may include banks), securities dealers (“Selected Dealers™)
and other industry professionals (collectively, “Service Agents”) in respect of these services.
The Manager also may make such advertising and promotional expenditures, using its own
resources, as it from time to time deems appropriate.

Portfolio Managers. The Manager manages the Fund’s portfolio of investments in
accordance with the stated policies of the Fund, subject to the approval of the Fund’s Board
members. The Manager is responsible for investment decisions and provides the Fund with
portfolio managers who are authorized by the Fund’s Board to execute purchases and sales of
securities. The Fund’s portfolio managers are: Joseph P. Darcy, A. Paul Disdier, Douglas J.
Gaylor, Joseph Irace, Colleen Meehan, W. Michael Petty, Bill Vasiliou, James Welch and
Monica S. Wieboldt. The Manager also maintains a research department with a professional
staff of portfolio managers and securities analysts who provide research services for the Fund
and for other funds advised by the Manager.

Portfolio Manager Compensation. Portfolio manager compensation is comprised primarily of a
market-based salary and an incentive compensation plan. The Fund’s portfolio managers are
compensated by Dreyfus or its affiliates and not by the Fund. The incentive compensation plan
is comprised of three components: Fund performance (approximately 60%), individual
qualitative performance (approximately 20%) and Dreyfus financial performance as measured by
Dreyfus’ pre-tax net income (approximately 20%). Up to 10% of the incentive plan
compensation may be paid in BNY Mellon restricted stock.

Portfolio performance is measured by a combination of yield (35%) and total return
(65%) relative to the appropriate Lipper peer group. 1-year performance in each category is
weighted at 40% and 3-year performance at 60%. The portfolio manager’s performance is
measured on either a straight average (each account weighted equally) or a combination of
straight average and asset-weighted average. Generally, if the asset-weighted average is higher,
then that is used to measure performance. If the straight average is higher, then typically an
average of the two is used to measure performance.

Individual qualitative performance is based on Dreyfus’ Chief Investment Officer’s
evaluation of the portfolio manager’s performance based on any combination of the following:
marketing contributions; new product development; performance on special assignments; people
development; methodology enhancements; fund growth/gain in market; and support to
colleagues. The Chief Investment Officer may consider additional factors at his discretion.
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Portfolio managers are also eligible for Dreyfus’ Long Term Incentive Plan. Under that
plan, cash and/or BNY Mellon restricted stock is awarded at the discretion of the Chief
Investment Officer based on individual performance and contributions to the Investment
Management Department and the BNY Mellon organization.

Additional Information About Portfolio Managers. The following table lists the number and
types of other accounts advised by the Fund’s primary portfolio manager and assets under
management in those accounts as of the end of the Fund’s fiscal year:

TO BE UPDATED

Registered
Investment
Portfolio Company Assets Pooled Assets Other Assets
Manager Accounts Managed Accounts  Managed Accounts  Managed
Joseph P. Darcy 53 $4-74.6 Billion None $0 None  $0

None of the funds or accounts are subject to a performance-based advisory fee.

The dollar range of Fund shares beneficially owned by the primary portfolio manager are
as follows as of the end of the Fund’s fiscal year:
Dollar Range of Fund Shares
Portfolio Manager Fund Name Beneficially Owned

Joseph P. Darcy Dreyfus Premier California Fax-Exempt None
AMT-Free Municipal Bond Fund;tne-

Portfolio managers may manage multiple accounts for a diverse client base, including
mutual funds, separate accounts (assets managed on behalf of institutions such as pension funds,
insurance companies and foundations), bank common trust accounts and wrap fee programs
(“Other Accounts™).

Potential conflicts of interest may arise because of Dreyfus’ management of the Fund and
Other Accounts. For example, conflicts of interest may arise with both the aggregation and
allocation of securities transactions and allocation of limited investment opportunities, as
Dreyfus may be perceived as causing accounts it manages to participate in an offering to
increase Dreyfus’ overall allocation of securities in that offering, or to increase Dreyfus’ ability
to participate in future offerings by the same underwriter or issuer. Allocations of bunched
trades, particularly trade orders that were only partially filled due to limited availability, and
allocation of investment opportunities generally, could raise a potential conflict of interest, as
Dreyfus may have an incentive to allocate securities that are expected to increase in value to
preferred accounts. Initial public offerings, in particular, are frequently of very limited
availability. Additionally, portfolio managers may be perceived to have a conflict of interest if
there are a large number of Other Accounts, in addition to the Fund, that they are managing on
behalf of Dreyfus. Dreyfus periodically reviews each portfolio manager’s overall
responsibilities to ensure that he or she is able to allocate the necessary time and resources to
effectively manage the Fund. In addition, Dreyfus could be viewed as having a conflict of
interest to the extent that Dreyfus or its affiliates and/or portfolio managers have a materially
larger investment in Other Accounts than their investment in the Fund.
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Other Accounts may have investment objectives, strategies and risks that differ from
those of the Fund. For these or other reasons, the portfolio manager may purchase different
securities for the Fund and the Other Accounts, and the performance of securities purchased for
the Fund may vary from the performance of securities purchased for Other Accounts. The
portfolio manager may place transactions on behalf of Other Accounts that are directly or
indirectly contrary to investment decisions made for the Fund, which could have the potential to
adversely impact the Fund, depending on market conditions.

A potential conflict of interest may be perceived to arise if transactions in one account
closely follow related transactions in another account, such as when a purchase increases the
value of securities previously purchased by the other account, or when a sale in one account
lowers the sale price received in a sale by a second account.

Dreyfus’ goal is to provide high quality investment services to all of its clients, while
meeting Dreyfus’ fiduciary obligation to treat all clients fairly. Dreyfus has adopted and
implemented policies and procedures, including brokerage and trade allocation policies and
procedures, that it believes address the conflicts associated with managing multiple accounts for
multiple clients. In addition, Dreyfus monitors a variety of areas, including compliance with
Fund guidelines, the allocation of IPOs, and compliance with the firmDreyfus’s Code of Ethics.
Furthermore, senior investment and business personnel at Dreyfus periodically review the
performance of the portfolio managers for Dreyfus-managed funds.

Expenses. All expenses incurred in the operation of the Fund are borne by the Fund,
except to the extent specifically assumed by the Manager. The expenses borne by the Fund
include, without limitation, the following: taxes, interest, loan commitment fees, interest and
distributions paid on securities sold short, brokerage fees and commissions, if any, fees of Board
members who are not officers, directors, employees or holders of 5% or more of the outstanding
voting securities of the Manager or its affliates, SEC fees, state Blue Sky qualification fees,
advisory fees, charges of custodians, transfer and dividend disbursing agents’ fees, certain
insurance premiums, industry association fees, outside auditing and legal expenses, costs of
independent pricing services, costs of maintaining corporate existence, costs attributable to
investor services (including, without limitation, telephone and personnel expenses), costs of
shareholders’ reports and corporate meetings, costs of preparing and printing prospectuses and
statements of additional information for regulatory purposes and for distribution to existing
shareholders and any extraordinary expenses. In addition, each class of shares bears any class
specific expenses allocated to such class, such as expenses related to the distribution and/or
shareholder servicing of such class. Shares of each Class are subject to an annual shareholder
services fee, and Class B and Class C shares are subject to an annual distribution fee. See
“Distribution Plan and Shareholder Services Plans.”

As compensation for the Manager’s services, the Fund has agreed to pay the Manager a
monthly management fee at the annual rate of 0.60% of the value of the Fund’s average daily net
assets. All fees and expenses are accrued daily and deducted before declaration of dividends to
investors. The management fees paid to the Manager for the fiscal years ended May 31, 2005;
2006, 2007, and 26672008 amounted to $7#1+77897-$7,779,457, and-$7,458,292, and
$8,630,893 respectively; however, such amounts were reduced by $5:8+7and-$29,620 in fiscal
2005-and-2006,respeetively; pursuant to an undertaking by the Manager then in effect, which
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resulted in a net management fee paid to the Manager of-$7172,080-forfiseal 2005-and
$7,749,837 for fiscal 2006.

The Manager has agreed that if, in any fiscal year, the aggregate expenses of Class Z
shares of the Fund, exclusive of taxes, brokerage fees, interest on borrowings and (with the prior
written consent of the necessary state securities commissions) extraordinary expenses, but
including the management fee, exceed 1-1/2% of the value of the Fund’s average net assets
attributable to Class Z shares for the fiscal year, the Fund may deduct from the payment to be
made to the Manager under the Agreement, or the Manager will bear, such excess expense with
respect to Class Z of the Fund. Such deduction or payment, if any, will be estimated daily, and
reconciled and effected or paid, as the case may be, on a monthly basis.

The aggregate of the fees payable to the Manager is not subject to reduction as the value of the
Fund’s net assets increases.

Distributor. The Distributor, a wholly-owned subsidiary of the Manager located at 200
Park Avenue, New York, New York 10166, serves as the Fund’s distributor on a best efforts
basis pursuant to an agreement with the Fund which is renewable annually. The Distributor also
acts as distributor for the other funds in the Dreyfus Family of Funds, BNY Mellon Funds Trust
and Mellon Institutional Funds. Before June 30, 2007, the Distributor was krewknown as
“Dreyfus Service Corporation.”

The Distributor compensates Service Agents for selling Class A shares subject to a
contingent deferred sales charge (“CDSC”), and Class C shares at the time of purchase from its
own assets. The Distributor also compensated certain Service Agents for selling Class B shares
at the time of purchase from its own assets when the Fund offered Class B shares; the Fund no
longer offers Class B shares except in connection with dividend reinvestment and permitted
exchanges. The proceeds of the CDSC and fees pursuant to the Fund’s Distribution Plan
(described below), in part, are used to defray the expenses incurred by the Distributor in
connection with the sale of the applicable Class of Funds shares. The Distributor also may act as
a Service Agent and retain sales loads and CDSCs and Distribution Plan fees. For purchases of
Class A shares subject to a CDSC, the Distributor generally will pay Service Agents on new
investments made through such Service Agents a commission of up to 1% of the amount
invested. The Distributor generally will pay Service Agents 1% on new investments of Class C
shares made through such Service Agents, and generally paid Service Agents 4% on new
investments of Class B shares made through such Service Agents, of the net asset value of such
shares purchased by their clients. With respect to Class B shares of the Fund subject to a CDSC
or Distribution Plan issued to shareholders in exchange for shares originally issued by a series of
The Bear Stearns Funds (the “Acquired Fund”), the proceeds of any CDSC and fees pursuant to
the Distribution Plan are payable to the Acquired Fund’s former distributor to defray the
expenses it incurred in connection with the sale of such shares when originally issued by the
Acquired Fund.

The amounts retained on the sale of Fund shares by the Distributor from sales loads and
from CDSCs, as applicable, with respect to each Fund’s Class A, Class B, Class C and Class Z
shares are set forth below:
| Fiscal Year Ended May 3131

Class 20072008 2007 2006 2005
Class A $ $ 43,937 $ 12,079 53055

B-29



43:93719,72
2
ClassB | $ $ 8,906 $ 10,168 $15759
8;906210
Class C $ $ 2962 $ 245 $— 64
2;9623,883
| ClassZ  |$ - - $ 8,774 $ 5168

The Manager or the Distributor may provide cash payments out of its own resources to financial
intermediaries that sell shares of the Fund or provide other services. Such payments are separate
from any sales charges, 12b-1 fees and/or shareholder services fees or other expenses paid by the
Fund to those intermediaries. Because those payments are not made by you or the Fund, the
Fund’s total expense ration will not be affected by any such payment. These additional payments
may be made to Service Agents, including affiliates, that provide shareholder servicing, sub-
administration, recordkeeping and/or sub-transfer agency services, marketing support and/or
access to sales meetings, sales representatives and management representatives of the Service
Agent. Cash compensation also may be paid from the Manager’s or the Distributor’s own
resources to Service Agents for inclusion of the Fund on a sales list, including a preferred or
select sales list or in other sales programs. These payments sometimes are referred to as
“revenue sharing.” From time to time, the Manager or the Distributor also may provide cash or
non-cash compensation to Service Agents in the form of: occasional gifts; occasional meals,
tickets, or other entertainment; support for recognition programs; and other forms of cash or non-
cash compensation permissible under broker-dealer regulations;as-pertodicallyamended. In
some cases, these payments or compensation may create an incentive for a Service Agent to
recommend or sell shares of the Fund to you. Please contact your Service Agent for details
about any payments it may receive in connection with the sale of Fund shares or the provision of
services to the Fund.

Transfer and Dividend Disbursing Agent and Custodian. Dreyfus Transfer, Inc. (the
“Transfer Agent”), a wholly-owned subsidiary of the Manager, located at 200 Park Avenue, New
York, New York 10166, is the Fund’s transfer and dividend disbursing agent. Under a transfer
agency agreement with the Fund, the Transfer Agent arranges for the maintenance of shareholder
account records for the Fund, the handling of certain communications between shareholders and
the Fund and the payment of dividends and distributions payable by the Fund. For these
services, the Transfer Agent receives a monthly fee computed on the basis of the number of
shareholder accounts it maintains for the Fund during the month, and is reimbursed for certain
out-of-pocket expenses.

The Bank of New York Mellon (the “Custodian”), an affiliate of the Manager, located at
One Wall Street, New York, New York 10286, is the Fund’s custodian. The Custodian has no
part in determining the investment policies of the Fund or which securities are to be purchased or
sold by the Fund. Under a custody agreement with the Fund, the Custodian holds the Fund’s
securities and keeps all necessary accounts and records. For its custody services, the Custodian
receives a monthly fee based on the market value of the Fund’s assets held in custody and
receives certain securities transactions charges.
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HOW TO BUY SHARES

General. Fund shares may be purchased through the Distributor or Service Agents that
have entered into service agreements with the Distributor. Class A and Class C shares of the
Fund may be purchased only by clients of Service Agents, including through the Distributor.
Subsequent purchases may be sent directly to the Transfer Agent or your Service Agent. You
will be charged a fee if an investment check is returned unpayable.

Share certificates are issued only upon your written request. No certificates are issued
for fractional shares. It is not recommended that the Fund be used as a vehicle for Keogh, IRA
or other qualified retirement plans.

The Fund reserves the right to reject any purchase order. The Fund will not establish an
account for a “foreign financial institution,” as that term is defined in Department of the
Treasury rules implementing section 312 of the USA PATRIOT Act of 2001. Foreign financial
institutions include: foreign banks (including foreign branches of U.S. depository institutions);
foreign offices of U.S. securities broker-dealers, future commission merchants, and mutual
funds; non-U.S. entities that, if they were located in the United States, would be securities
broker-dealers, future commission merchants or mutual funds; and non-U.S. entities engaged in
the business of currency dealer or exchange or money transmitter.

As of June 1, 2006 (the “Effective Date”), Class B shares of the Fund are offered only in
connection with dividend reinvestment and exchanges of Class B shares of certain other funds
advised by Dreyfus or by Founders Asset Management LLC (“Founders”), an indirect subsidiary
of Dreyfus, or shares of Dreyfus Worldwide Dollar Money Market Fund, Inc. held in an
Exchange Account (as defined under “Shareholder Services — Fund Exchanges”) as a result of a
previous exchange of Class B shares. No new or subsequent investments, including through
automatic investment plans, are allowed in Class B shares of the Fund, except through dividend
reinvestment or permitted exchanges. If you hold Class B shares and make a subsequent
investment in Fund shares, unless you specify the Class of shares you wish to purchase, such
subsequent investment will be made in Class A shares and will be subject to any applicable sales
load. For Class B shares outstanding on the Effective Date and Class B shares acquired upon
reinvestment of dividends, all Class B share attributes, including associated CDSC schedules,
conversion to Class A features and Distribution Plan and Shareholder Services Plan fees, will
continue in effect.

Class Z shares are offered only to shareholders of the Fund with Fund accounts that
existed on the date the Fund’s shares were classified as Class Z and continue to exist at the time
of purchase, and to shareholders who received Class Z shares in exchange for their shares of
General California Municipal Bond Fund, Inc., Dreyfus California Municipal Income, Inc. or
Dreyfus California Intermediate Municipal Bond Fund as a result of the reorganization of such
funds (collectively, the “Reorganized Funds”). In addition, certain broker-dealers and other
financial institutions maintaining accounts with the Fund on the date the Fund’s shares were
classified as Class Z (or with a Reorganized Fund at the time of the reorganization of such fund)
may open new accounts in Class Z of the Fund on behalf of qualified retirement plans and “wrap
accounts” or similar programs. Class Z shares generally are not available for new accounts.

When purchasing Fund shares, you must specify which Class is being purchased. Your
Service Agent can help you choose the share class that is appropriate for your investment. The
decision as to which Class of shares is most beneficial to you depends on a number of factors,
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including the amount and the intended length of your investment in the Fund. Please refer to the
Fund’s Prospectus for a further discussion of those factors.

In many cases, neither the Distributor nor the Transfer Agent will have the information
necessary to determine whether a quantity discount or reduced sales charge is applicable to a
purchase. You or your Service Agent must notify the Distributor whenever a quantity discount
or reduced sales charge is applicable to a purchase and must provide the Distributor with
sufficient information at the time of purchase to verify that each purchase qualifies for the
privilege or discount.

Management understands that some Service Agents may impose certain conditions on
their clients which are different from those described in the Fund’s Prospectus and this Statement
of Additional Information, and, to the extent permitted by applicable regulatory authority, may
charge their clients direct fees. You should consult your Service Agent in this regard. As
discussed under “Management Arrangements — Distributor,” Service Agents may receive
revenue sharing payments from the Manager or the Distributor. The receipt of such payments
could create an incentive for a Service Agent to recommend or sell shares of the Fund instead of
other mutual funds where such payments are not received. Please contact your Service Agent for
details about any payments it may receive in connection with the sale of Fund shares or the
provision of services to the Fund.

The minimum initial investment is $1,000. Subsequent investments must be at least
$100. For full-time or part-time employees of the Manager or any of its affiliates or subsidiaries
who elect to have a portion of their pay directly deposited into their Fund accounts, the minimum
initial investment is $50. Fund shares are offered without regard to the minimum initial
investment requirements to Board members of a fund advised by the Manager, including
members of the Fund’s Board, who elect to have all or a portion of their compensation for
serving in that capacity automatically invested in the Fund. The Fund reserves the right to vary
further the initial and subsequent investment minimum requirements at any time.

The minimum initial investment through an exchange for Class B shares of the Fund is
$1,000. Subsequent exchanges for Class B shares of the Fund must be at least $500.

Class A and C shares of the Fund also are offered through Dreyfus-Automatic Asset
Builder®, Dreyfus Government Direct Deposit Privilege or Dreyfus Payroll Savings Plan,
described under “Shareholder Services.” These services enable you to make regularly scheduled
investments and may provide you with a convenient way to invest for long-term financial goals.
You should be aware, however, that periodic investment plans do not guarantee a profit and will
not protect you against loss in a declining market.

Fund shares are sold on a continuous basis. Net asset value per share of each Class is
determined as of the close of trading on the floor of the New York Stock Exchange (usually 4:00
p.m., Eastern time), on each day the New York Stock Exchange is open for regular business. For
purposes of determining net asset value, certain options and futures contracts may be valued 15
minutes after the close of trading on the floor of the New York Stock Exchange. Net asset value
per share of each Class is computed by dividing the value of the Fund’s net assets represented by
such Class (i.e., the value of its assets less liabilities) by the total number of shares of such Class
outstanding. For information regarding the methods employed in valuing the Fund’s
investments, see “Determination of Net Asset Value.”
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If an order is received in proper form by the Transfer Agent or other entity authorized to
receive orders on behalf of the Fund by the close of trading on the floor of the New York Stock
Exchange (usually 4:00 p.m., Eastern time) on a regular business day, Fund shares will be
purchased at the public offering price determined as of the close of trading on the floor of the
New York Stock Exchange on that day. Otherwise, Fund shares will be purchased at the public
offering price determined as of the close of trading on the floor of the New York Stock Exchange
on the next regular business day, except where shares are purchased through a dealer as provided
below.

Orders for the purchase of Fund shares received by dealers by the close of trading on the
floor of the New York Stock Exchange on a regular business day and transmitted to the
Distributor or its designee by the close of such business day (usually 5:15 p.m., Eastern time)
will be based on the public offering price per share determined as of the close of trading on the
floor of the New York Stock Exchange on that day. Otherwise, the orders will be based on the
next determined public offering price. It is the dealer’s responsibility to transmit orders so that
they will be received by the Distributor or its designee before the close of its business day. For
certain institutions that have entered into agreements with the Distributor, payment for the
purchase of Fund shares may be transmitted, and must be received by the Transfer Agent, within
three business days after the order is placed. If such payment is not received within three
business days after the order is placed, the order may be canceled and the institution could be
held liable for resulting fees and/or losses.

Class A Shares. The public offering price for Class A shares is the net asset value per
share of that Class plus a sales load as shown below:

Total Sales Load*

As a % of As a % of Dealers’
. offering price net asset value reallowance as a %

Amount of Transaction per share per share of offering price

Less than $50,000 4.50 4.70 4.25
$50,000 to less than $100,000 4.00 4.20 3.75
$100,000 to less than $250,000 3.00 3.10 2.75
$250,000 to less than $500,000 2.50 2.60 2.25
$500,000 to less than $1,000,000 2.00 2.00 1.75
$1,000,000 or more -0- -0- -0-

* Due to rounding, the actual sales load you pay may be more or less than that calculated using these
percentages.

Class A shares purchased without an initial sales charge as part of an investment of
$1,000,000 or more will be assessed at the time of redemption a 1% CDSC if redeemed within
one year of purchase. The Distributor may pay Service Agents an up-front commission of up to
1% of the net asset value of Class A shares purchased by their clients as part of a $1,000,000 or
more investment in Class A shares that are subject to a CDSC. See “Management
Arrangements-Distributor.”
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The scale of sales loads applies to purchases of Class A shares made by any “purchaser,”
which term includes an individual and/or spouse purchasing securities for his, her or their own
account or for the account of any minor children, or a trustee or other fiduciary purchasing
securities for a single trust estate or a single fiduciary account (including a pension, profit-
sharing or other employee benefit trust created pursuant to a plan qualified under Section 401 of
the Code) although more than one beneficiary is involved; or a group of accounts established by
or on behalf of the employees of an employer or affiliated employers pursuant to an employee
benefit plan or other program (including accounts established pursuant to Sections 403(b),
408(k), and 457 of the Code); or an organized group which has been in existence for more than
six months, provided that it is not organized for the purpose of buying redeemable securities of a
registered investment company and provided that the purchases are made through a central
administration or a single dealer, or by other means which result in economy of sales effort or
expense.

Set forth below is an example of the method of computing the offering price of the
Fund’s Class A shares. The example assumes a purchase of Class A shares aggregating less than
$50,000 subject to the schedule of sales charges set forth above at a price based upon the net
asset value of the Fund’s shares on May 31, 26072008:

NET ASSET VALUE per Share $+4-7214.40
Per Share Sales Charge - 4.5%
of offering price (4.7% of

net asset value per share) $ .6968
Per Share Offering Price to
the Public 154115.08

Full-time employees of FINRA member firms and full-time employees of other financial
institutions which have entered into an agreement with the Distributor pertaining to the sale of
Fund shares (or which otherwise have a brokerage related or clearing arrangement with FINRA
member firm or financial institution with respect to the sale of such shares) may purchase Class
A shares for themselves directly or pursuant to an employee benefit plan or other program, or for
their spouses or minor children, at net asset value without a sales load, provided they have
furnished the Distributor with such information as it may request from time to time in order to
verify eligibility for this privilege. This privilege also applies to full-time employees of financial
institutions affiliated with FINRA member firms whose full-time employees are eligible to
purchase Class A shares at net asset value. In addition, Class A shares are offered at net asset
value to full-time or part-time employees of the Manager or any of its affiliates or subsidiaries,
directors of the Manager, Board members of a fund advised by the Manager, including members
of the Fund’s Board, or the spouse or minor child of any of the foregoing.

Class A shares may be purchased at net asset value without a sales load through certain
broker-dealers and other financial institutions which have entered into an agreement with the
Distributor, which includes a requirement that such shares be sold for the benefit of clients
participating in a “wrap account” or a similar program under which such clients pay a fee to such
broker-dealer or other financial institution.

Class A shares also may be purchased at net asset value without a sales load, subject to
appropriate documentation, by (i) qualified separate accounts maintained by an insurance
company pursuant to the laws of any State or territory of the United States, (ii) a State, county or
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city or instrumentality thereof, (iii) a charitable organization (as defined in Section 501(c)(3) of
the Code) investing $50,000 or more in Fund shares, and (iv) a charitable remainder trust (as
defined in Section 501(c)(3) of the Code).

Class A shares may be purchased at net asset value without a sales load by qualified
investors who (i) purchase Class A shares directly through the Distributor, and (ii) have, or
whose spouse of minor children have, beneficially owned shares and continuously maintained an
open account directly through the Distributor in a Dreyfus-managed fund, including the Fund, or
a Founders-managed fund since on or before February 28, 2006.

Class A shares may be purchased at a net asset value without a sales load with the cash
proceeds from an investor’s exercise of employment-related stock options, whether invested in
the Fund directly or indirectly through an exchange from a Dreyfus-managed money market
fund, provided that the proceeds are processed through an entity that has entered into an
agreement with the Distributor specifically relating to processing stock options. Upon
establishing the account in the Fund or Dreyfus-managed money market fund, the investor and
the investor’s spouse or minor children become eligible to purchase Class A shares of the Fund
at net asset value, whether or not the proceeds of the employment-related stock options.

Class A shares may be purchased at net asset value without a sales load by members of
qualified affinity groups who purchase Class A shares directly through the Distributor, provided
that the qualified affinity group has entered into an affinity agreement with the Distributor.

Dealer Reallowance — Class A Shares. The dealer reallowance provided with respect to
Class A shares may be changed from time to time but will remain the same for all dealers. The
Distributor, at its own expense, may provide additional promotional incentives to dealers that
sell shares of funds advised by the Manager, which are sold with a sales load, such as Class A
shares. In some instances, these incentives may be offered only to certain dealers who have sold
or may sell significant amounts of such shares. See “Management Arrangements-Distributor.”

Class B Shares. Class B shares of the Fund are offered only in connection with dividend
reinvestment and permitted exchanges of Class B shares of certain other funds. The public
offering price for such Class B shares is the net asset value per share of that Class. No initial
sales charge is imposed at the time of dividend reinvestment or exchange. A CDSC is imposed
on certain redemptions of Class B shares as described in the Fund’s Prospectus and in this
Statement of Additional Information under “How to Redeem Shares--Contingent Deferred Sales
Charge--Class B Shares.”

Approximately six years after the date of purchase, Class B shares automatically will
convert to Class A shares, based on the relative net asset values for shares of each such Class.
Class B shares of the Fund that have been acquired through the reinvestment of the Fund’s
dividends and distributions will be converted on a pro rata basis together with other Class B
shares, in the proportion that a shareholder’s Class B shares converting to Class A shares bears
to the total Class B shares held by the shareholder, excluding shares acquired through the
reinvestment of the Fund’s dividends and distributions.

Class B shares of the Fund acquired by shareholders in exchange for Class B shares
originally issued by the Acquired Fund before December 1, 2003 are subject to different CDSC
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and conversion to Class A schedules. See “How to Redeem Shares—Contingent Deferred Sales
Charge—Class B Shares.”

Class C Shares. The public offering price for Class C shares is the net asset value per
share of that Class. No initial sales charge is imposed at the time of purchase. A CDSC is
imposed, however, on redemptions of Class C shares made within the first year of purchase. See
“How to Redeem Shares — Contingent Deferred Sales Charge — Class C Shares.”

Class Z Shares. The public offering price for Class Z shares is the net asset value per
share of that Class.

Right of Accumulation — Class A Shares. Reduced sales loads apply to any purchase of
Class A shares by you and any related “purchaser” as defined above, where the aggregate
investment, including such purchase, is $50,000 or more. If, for example, you previously
purchased and still hold shares of the Fund or shares of certain other funds advised by the
Manager or Founders or shares of certain Mellon Institutional Funds that are subject to a front-
end sales load or CDSC, or shares acquired by a previous exchange of or shares of certain
Mellon Institutional Funds, such shares (hereinafter referred to as “Eligible Funds”), or
combination thereof, with an aggregate current market value of $40,000 and subsequently
purchase Class A shares of the Fund having a current value of $20,000, the sales load applicable
to the subsequent purchase would be reduced to 4.0% of the offering price. All present holdings
of Eligible Funds may be combined to determine the current offering price of the aggregate
investment in ascertaining the sales load applicable to each subsequent purchase.

To qualify for reduced sales loads, at the time of purchase you or your Service Agent
must notify the Distributor if orders are made by wire, or the Transfer Agent if orders are made
by mail. The reduced sales load is subject to confirmation of your holdings through a check of
appropriate records.

Using Federal Funds. The Transfer Agent or the Fund may attempt to notify you upon
receipt of checks drawn on banks that are not members of the Federal Reserve System as to the
possible delay in conversion into immediately available funds (“Federal Funds”) and may
attempt to arrange for a better means of transmitting the money. If you are a customer of a
Selected Dealer and your order to purchase Fund shares is paid for other than in Federal Funds,
the Selected Dealer, acting on your behalf, will complete the conversion into, or itself advance,
Federal Funds generally on the business day following receipt of your order. The order is
effective only when so converted and received by the Transfer Agent. An order for the purchase
of Fund shares placed by you with sufficient Federal Funds or a cash balance in your brokerage
account with a Selected Dealer will become effective on the day that the order, including Federal
Funds, is received by the Transfer Agent.

Dreyfus TeleTransfer Privilege. You may purchase shares by telephone or online if you
have checked the appropriate box and supplied the necessary information on the Account
Application or have filed a Shareholder Services Form with the Transfer Agent. The proceeds
will be transferred between the bank account designated in one of these documents and your
Fund account. Only a bank account maintained in a domestic financial institution which is an
Automated Clearing House (“ACH”) member may be so designated.

Dreyfus TeleTransfer purchase orders may be made at any time. If purchase orders are
received by 4:00 p.m., Eastern time, on any day that the Transfer Agent and the New York Stock
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Exchange are open for regular business, Fund shares will be purchased at the public offering
price determined on that day. If purchase orders are made after 4:00 p.m., Eastern time, on any
day the Transfer Agent and the New York Stock Exchange are open for regular business, or
made on Saturday, Sunday or any Fund holiday (e.g., when the New York Stock Exchange is not
open for business), Fund shares will be purchased at the public offering price determined on the
next business day following such purchase order. To qualify to use the Dreyfus TeleTransfer
Privilege, the initial payment for purchase of shares must be drawn on, and redemption proceeds
paid to, the same bank and account as are designated on the Account Application or Shareholder
Services Form on file. If the proceeds of a particular redemption are to be sent to an account at
any other bank, the request must be in writing and signature-guaranteed. See “How to Redeem
Shares--Dreyfus TeleTransfer Privilege.”

Reopening an Account. You may reopen an account with a minimum investment of $100
without filing a new Account Application during the calendar year the account is closed or
during the following calendar year, provided the information on the old Account Application is
still applicable.

DISTRIBUTION PLAN AND SHAREHOLDER SERVICES PLANS

Class B and Class C shares are subject to a Distribution Plan, and Class A, Class B, Class
C and Class Z shares are subject to a Shareholder Services Plan.

Distribution Plan. Rule 12b-1 (the “Rule”), adopted by the Securities and Exchange
Commission under the 1940 Act, provides, among other things, that an investment company may
bear expenses of distributing its shares only pursuant to a plan adopted in accordance with the
Rule. The Fund’s Board has adopted such a plan (the “Distribution Plan”) with respect to the
Fund’s Class B and Class C shares, pursuant to which the Fund pays the Distributor for
distributing each such Class of shares a fee at the annual rate of 0.50% of the value of the
average daily net assets of Class B and 0.75% of the average daily net assets of Class C. The
Distributor may pay one or more Service Agents in respect of advertising, marketing and other
distribution services, and determines the amounts, if any, to be paid to Service Agents and the
basis on which such payments are made. The Fund’s Board believes that there is a reasonable
likelihood that the Distribution Plan will benefit the Fund and holders of Class B and Class C
shares.

A quarterly report of the amounts expended under the Distribution Plan, and the purposes
for which such expenditures were incurred, must be made to the Board for its review. In
addition, the Distribution Plan provides that it may not be amended to increase materially the
costs which holders of Class B or Class C shares may bear for distribution pursuant to the
Distribution Plan without the approval of such shareholders and that other material amendments
of the Distribution Plan must be approved by the Board, and by the Board members who are not
“interested persons” (as defined in the 1940 Act) of the Fund or the Manager and have no direct
or indirect financial interest in the operation of the Distribution Plan, or in any agreements
entered into in connection with the Distribution Plan, by vote cast in person at a meeting called
for the purpose of considering such amendments. The Distribution Plan is subject to annual
approval by such vote of the Board members cast in person at a meeting called for the purpose of
voting on the Distribution Plan. As to each of Class B and Class C, the Distribution Plan may be
terminated at any time (i) by vote of a majority of the Board members who are not “interested
persons” and have no direct or indirect financial interest in the operation of the Distribution Plan,
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or in any agreements entered into in connection with the Distribution Plan or (ii) by vote of the
holders of a majority of such Class.

For the fiscal year ended May 31, 20672008, the Fund paid the Distributor
$29,68519,920 and $28;98437,770 with respect to Class B and Class C shares, respectively,
pursuant to the Distribution Plan.

Shareholder Services Plans. The Fund has adopted separate Shareholder Services Plans,
pursuant to which the Fund (1) pays the Distributor for the provision of certain services to the
holders of Class A, Class B and Class C shares a fee at the annual rate of 0.25% of the value of
the average daily net assets of each such Class, and (ii) reimburses the Distributor for certain
allocated expenses of providing personal services and/or maintaining shareholder accounts with
respect to Class Z shares an amount not to exceed an annual rate of 0.25% of the value of the
average daily net assets of Class Z. The services provided may include personal services relating
to shareholder accounts, such as answering shareholder inquiries regarding the Fund and
providing reports and other information, and services related to the maintenance of such
shareholder accounts. Under the Shareholder Services Plan, with respect to Class A, Class B and
Class C, the Distributor may make payments to certain Service Agents in respect of these
services.

A quarterly report of the amounts expended under each Shareholder Services Plan, and
the purposes for which such expenditures were incurred, must be made to the Board for its
review. In addition, each Shareholder Services Plan provides that material amendments must be
approved by the Fund’s Board, and by the Board members who are not “interested persons” (as
defined in the 1940 Act) of the Fund and have no direct or indirect financial interest in the
operation of the Shareholder Services Plan, or in any agreements entered into in connection with
the Shareholder Services Plan, by vote cast in person at a meeting called for the purpose of
considering such amendments. Each Shareholder Services Plan is subject to annual approval by
such vote of the Board members cast in person at a meeting called for the purpose of voting on
the Shareholder Services Plan. Each Shareholder Services Plan is terminable at any time by vote
of a majority of the Board members who are not “interested persons” and have no direct or
indirect financial interest in the operation of the Shareholder Services Plan, or in any agreements
entered into in connection with the Shareholder Services Plan.

For the fiscal year ended May 31, 26672008, the Fund paid the Distributor $21+4,736;
$14.843.$9.661-and-$464,000254,990, $9,960, $12,590, and $442,525 with respect to Class A,
Class B, Class C, and Class Z shares, respectively, pursuant to the Shareholder Services Plan.

HOW TO REDEEM SHARES

General. If you hold more than one Class of Fund shares, any request for redemption
must specify the Class of shares being redeemed. If you fail to specify the Class of shares to be
redeemed or if you own fewer shares of the Class than specified to be redeemed, the redemption
request may be delayed until the Transfer Agent receives further instructions from you or your
Service Agent.

The Fund ordinarily will make payment for all shares redeemed within seven days after
receipt by the Transfer Agent of a redemption request in proper form, except as provided by the
rules of the SEC. However, if you have purchased Fund shares by check, by Dreyfus
TeleTransfer Privilege or through Dreyfus-Automatic Asset Builder® and subsequently submit a
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written redemption request to the Transfer Agent, the Fund may delay sending the redemption
proceeds for up to eight business days after the purchase of such shares. In addition, the Fund
will not honor redemption checks under the Checkwriting Privilege, and will reject requests to
redeem shares by wire or telephone, online or pursuant to the Dreyfus TeleTransfer Privilege, for
a period of up to eight business days after receipt by the Transfer Agent of the purchase check,
the Dreyfus TeleTransfer purchase or the Dreyfus-Automatic Asset Builder order against which
such redemption is requested. These procedures will not apply if your shares were purchased by
wire payment, or if you otherwise have a sufficient collected balance in your account to cover
the redemption request. Fund shares may not be redeemed until the Transfer Agent has received
your Account Application.

Contingent Deferred Sales Charge--Class B Shares. A CDSC payable to the Distributor
is imposed on any redemption of Class B shares which reduces the current net asset value of
your Class B shares to an amount which is lower than the dollar amount of all payments by you
for the purchase of Class B shares of the Fund held by you at the time of redemption. No CDSC
will be imposed to the extent that the net asset value of the Class B shares of the Fund redeemed
does not exceed (i) the current net asset value of the Class B shares of the Fund acquired through
reinvestment of Fund dividends or capital gain distributions, plus (ii) increases in the net asset
value of your Class B shares above the dollar amount of all your payments for the purchase of
Class B shares of the Fund held by you at the time of redemption.

If the aggregate value of Class B shares redeemed has declined below their original cost
as a result of the Fund’s performance, a CDSC may be applied to the then-current net asset value
rather than the purchase price.

In circumstances where the CDSC is imposed, the amount of the charge will depend on
the number of years from the time you purchased the Class B shares until the time of redemption
of such shares. Solely for purposes of determining the number of years from the time of any
payment for the purchase of Class B shares, all payments during a month will be aggregated and
deemed to have been made on the first day of the month.

The following table sets forth the rates of the CDSC and the conversion to Class A
schedule for Class B shares, except for certain Class B shares issued in exchange for shares
originally issued by the Acquired Fund described below:

CDSC as a % of
Year Since Amount Invested or
Purchase Payment Redemption Proceeds
Was Made (whichever is less)
Farst ..o 4.00
Second....ccoveviiiiiiiiiii 4.00
Third........coovveiiieiieeeeee e 3.00
Fourth.......ooooviiiiiiiie e 3.00
Fifth ..o 2.00
SIXEN e 1.00*
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* These Class B shares will automatically covert into Class A shares approximately six years
after the date of purchase.

The following table sets forth the rates of the CDSC payable to the Acquired Fund’s
former distributor and the conversion to Class A schedule for Class B shares of the Fund issued
in exchange for Class B shares originally issued by the Acquired Fund before December 1, 2003:

CDSC as a % of Amount

Year Since Invested or Redemption
Purchase Payment Proceeds
Was Made (whichever is less)
Farst .o 5.00

Second ..o, 4.00

Third ..o 3.00

Fourth ... 3.00

Fifth oo 2.00

Sixth ..o 1.00
Seventh........cooviiiii 0.00

Eighth. ... 0.00%**

** These Class B shares will automatically convert into Class A shares at the end of the
calendar quarter that is eight years after the initial purchase of the Class B shares of the
Acquired Fund (applies to such Class B shares originally issued by the Acquired Fund before
December 1, 2003).

In determining whether a CDSC is applicable to a redemption, the calculation will be
made in a manner that results in the lowest possible rate. It will be assumed that the redemption
is made first of amounts representing Class B shares of the Fund acquired pursuant to the
reinvestment of Fund dividends and distributions; then of amounts representing the increase in
net asset value of Class B shares above the total amount of payments for the purchase of Class B
shares made during the preceding six years (eight years for certain shares issued in exchange for
shares originally issued by the Acquired Fund); and finally, of amounts representing the cost of
shares held for the longest period.

For example, assume an investor purchased 100 shares of the Fund at $10 per share for a
cost of $1,000. Subsequently, the shareholder acquired five additional Fund shares through the
reinvestment of Fund dividends. During the second year after the purchase the investor decided
to redeem $500 of the investment. Assuming at the time of the redemption the net asset value
had appreciated to $12 per share, the value of the investor’s shares would be $1,260 (105 shares
at $12 per share). The CDSC would not be applied to the value of the reinvested dividend shares
and the amount which represents appreciation ($260). Therefore, $240 of the $500 redemption
proceeds ($500 minus $260) would be charged at a rate of 4% (the applicable rate in the second
year after purchase) for a total CDSC of $9.60.

Contingent Deferred Sales Charge--Class C Shares. A CDSC of 1% payable to the
Distributor is imposed on any redemption of Class C shares within one year of the date of
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purchase. The basis for calculating the payment of any such CDSC will be the method used in
calculating the CDSC for Class B shares. See “Contingent Deferred Sales Charge--Class B
Shares” above.

Waiver of CDSC. The CDSC will be waived in connection with (a) redemptions made
within one year after the death or disability, as defined in Section 72(m)(7) of the Code, of the
shareholder, (b) redemptions by employees participating in qualified or non-qualified employee
benefit plans or other programs, (c) redemptions as a result of a combination of any investment
company with the Fund by merger, acquisition of assets or otherwise, (d) a distribution following
retirement under a tax-deferred retirement plan or upon attaining age 70’ in the case of an IRA
or Keogh plan or custodial account pursuant to Section 403(b) of the Code, and (e) redemptions
pursuant to the Automatic Withdrawal Plan, as described below. If the Fund’s Board determines
to discontinue the waiver of the CDSC, the disclosure herein will be revised appropriately. Any
Fund shares subject to a CDSC which were purchased prior to the termination of such waiver
will have the CDSC waived as provided in the Fund’s Prospectus or this Statement of Additional
Information at the time of the purchase of such shares.

To qualify for a waiver of the CDSC, at the time of redemption you must notify the
Transfer Agent or your Service Agent must notify the Distributor. Any such qualification is
subject to confirmation of your entitlement.

Checkwriting Privilege--Class A and Class Z Only. The Fund provides redemption
checks (“Checks”) to investors in Class A and Class Z shares automatically upon opening an
account, unless you specifically refuse the Checkwriting Privilege by checking the applicable
“No” box on the Account Application. Checks will be sent only to the registered owner(s) of the
account and only to the address of record. The Checkwriting Privilege may be established for an
existing account by a separate signed Shareholder Services Form. The Account Application or
Shareholder Services Form must be manually signed by the registered owner(s). Checks are
drawn on your Fund account and may be made payable to the order of any person in an amount
of $500 or more. When a Check is presented to the Transfer Agent for payment, the Transfer
Agent, as your agent, will cause the Fund to redeem a sufficient number of full and fractional
Class A or Class Z shares in your account to cover the amount of the Check. Dividends are
earned until the Check clears. After clearance, a copy of the Check will be returned to you. You
generally will be subject to the same rules and regulations that apply to checking accounts,
although election of this Privilege creates only a shareholder-transfer agent relationship with the
Transfer Agent.

You should date your Checks with the current date when you write them. Please do not
postdate your Checks. If you do, the Transfer Agent will honor, upon presentment, even if
presented before the date of the Check, all postdated Checks which are dated within six months
of presentment for payment, if they are otherwise in good order.

Checks are free, but the Transfer Agent will impose a fee for stopping payment of a
Check upon your request or if the Transfer Agent cannot honor a Check due to insufficient funds
or other valid reason. If the amount of the Check is greater than the value of the Class A or
Class Z shares in your account, the Check will be returned marked insufficient funds. Checks
should not be used to close an account.

The Checkwriting Privilege will be terminated immediately, without notice, with respect
to any account which is, or becomes, subject to backup withholding on redemptions. Any Check
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written on an account which has become subject to backup withholding on redemptions will not
be honored by the Transfer Agent.

Redemption Through a Selected Dealer. If you are a customer of a Selected Dealer, you
may make redemption requests to your Selected Dealer. If the Selected Dealer transmits the
redemption request so that it is received by the Transfer Agent prior to the close of trading on the
floor of the New York Stock Exchange (usually 4:00 p.m., Eastern time), the redemption request
will be effective on that day. If a redemption request is received by the Transfer Agent after the
close of trading on the floor of the New York Stock Exchange, the redemption request will be
effective on the next business day. It is the responsibility of the Selected Dealer to transmit a
request so that it is received in a timely manner. The proceeds of the redemption are credited to
your account with the Selected Dealer. See “How to Buy Shares” for a discussion of additional
conditions or fees that may be imposed upon redemption.

In addition, the Distributor or its designee will accept orders from Selected Dealers with
which the Distributor has sales agreements for the repurchase of shares held by shareholders.
Repurchase orders received by dealers by the close of trading on the floor of the New York
Stock Exchange on any business day and transmitted to the Distributor or its designee prior to
the close of its business day (usually 5:15 p.m., Eastern time) are effected at the price determined
as of the close of trading on the floor of the New York Stock Exchange on that day. Otherwise,
the shares will be redeemed at the next determined net asset value. It is the responsibility of the
Selected Dealer to transmit orders on a timely basis. The Selected Dealer may charge the
shareholder a fee for executing the order. This repurchase arrangement is discretionary and may
be withdrawn at any time.

Reinvestment Privilege. Upon written request, you may reinvest up to the number of
Class A or Class B shares you have redeemed, within 45 days of redemption, at the then-
prevailing net asset value without a sales load, or reinstate your account for the purpose of
exercising Fund Exchanges. Upon reinstatement, with respect to Class B shares, or Class A
shares if such shares were subject to a CDSC, your account will be credited with an amount
equal to CDSC previously paid upon redemption of the Class A or Class B shares reinvested.
The Reinvestment Privilege may be exercised only once.

Wire Redemption Privilege. By using this Privilege, you authorize the Transfer Agent to
act on telephone, letter or online redemption instructions from any person representing himself
or herself to be you and reasonably believed by the Transfer Agent to be genuine. Ordinarily,
the Fund will initiate payment for shares redeemed pursuant to this Privilege on the next
business day after receipt by the Transfer Agent of a redemption request in proper form.
Redemption proceeds ($1,000 minimum) will be transferred by Federal Reserve wire only to the
commercial bank account specified by you on the Account Application or Shareholder Services
Form, or to a correspondent bank if your bank is not a member of the Federal Reserve System.
Fees ordinarily are imposed by such bank and borne by the investor. Immediate notification by
the correspondent bank to your bank is necessary to avoid a delay in crediting the funds to your
bank account.

To change the commercial bank or account designated to receive redemption proceeds, a
written request must be sent to the Transfer Agent. This request must be signed by each
shareholder, with each signature guaranteed as described below under “Stock Certificates;
Signatures.”
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Dreyfus TeleTransfer Privilege. You may request by telephone or online that redemption
proceeds be transferred between your Fund account and your bank account. Only a bank
account maintained in a domestic financial institution which is an ACH member may be
designated. Redemption proceeds will be on deposit in your account at an ACH member bank
ordinarily two business days after receipt of the redemption request. You should be aware that if
you have selected the Dreyfus TeleTransfer Privilege, any request for a Dreyfus TeleTransfer
transaction will be effected through the ACH system unless more prompt transmittal specifically
is requested. See “How to Buy Shares--Dreyfus TeleTransfer Privilege.”

Stock Certificates; Signatures. Any certificates representing Fund shares to be redeemed
must be submitted with the redemption request. A fee may be imposed to replace lost or stolen
certificates, or certificates that were never received. Written redemption requests must be signed
by each shareholder, including each holder of a joint account, and each signature must be
guaranteed. Signatures on endorsed certificates submitted for redemption also must be
guaranteed. The Transfer Agent has adopted standards and procedures pursuant to which
signature-guarantees in proper form generally will be accepted from domestic banks, brokers,
dealers, credit unions, national securities exchanges, registered securities associations, clearing
agencies and savings associations, as well as from participants in the New York Stock Exchange
Medallion Signature Program, the Securities Transfer Agents Medallion Program (“STAMP”’)
and the Stock Exchanges Medallion Program. Guarantees must be signed by an authorized
signatory of the guarantor and “Signature-Guaranteed” must appear with the signature. The
Transfer Agent may request additional documentation from corporations, executors,
administrators, trustees or guardians and may accept other suitable verification arrangements
from foreign investors, such as consular verification.

Redemption Commitment. The Fund has committed itself to pay in cash all redemption
requests by any shareholder of record, limited in amount during any 90-day period to the lesser
of $250,000 or 1% of the value of the Fund’s net assets at the beginning of such period. Such
commitment is irrevocable without the prior approval of the SEC. In the case of requests for
redemption from the Fund in excess of such amount, the Fund’s Board reserves the right to make
payments in whole or in_from the Fund part in securities or other assets of the Fund in case of an
emergency or any time a cash distribution would impair the liquidity of the Fund to the detriment
of the existing shareholders. In such event, the securities would be valued in the same manner as
the Fund’s portfolio is valued. If the recipient sells such securities, brokerage charges might be
incurred.

Suspension of Redemptions. The right of redemption may be suspended or the date of
payment postponed (a) during any period when the New York Stock Exchange is closed (other
than customary weekend and holiday closings), (b) when trading in the markets the Fund
ordinarily utilizes is restricted, or when an emergency exists as determined by the SEC so that
disposal of the Fund’s investments or determination of its net asset value is not reasonably
practicable, or (c) for such other periods as the SEC by order may permit to protect the Fund’s
shareholders.

SHAREHOLDER SERVICES

Fund Exchanges. Clients of certain Service Agents may purchase, in exchange for shares
of the Fund, shares of the same Class of another fund in the Dreyfus Premier Family of Funds,
shares of the same Class of certain funds advised by Founders, shares of the same Class of
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certain Mellon Institutional Funds, or shares of certain other funds in the Dreyfus Family of
Funds, to the extent such shares are offered for sale in your state of residence. With respect to
Class Z shares, the Fund will deduct a redemption fee equal to 0.10% of the net asset value of
Class Z shares exchanged out of the Fund where the exchange is made less than 30 days after the
issuance of such Class Z shares. Shares of such funds purchased by exchange will be purchased
on the basis of relative net asset value per share as follows:

A. Exchanges for shares of funds offered without a sales load will be made without a
sales load.
B. Shares of funds purchased without a sales load may be exchanged for shares of

other funds sold with a sales load, and the applicable sales load will be deducted.

C. Shares of funds purchased with a sales load may be exchanged without a sales
load for shares of other funds sold without a sales load.

D. Shares of funds purchased with a sales load, shares of funds acquired by a
previous exchange from shares purchased with a sales load and additional shares
acquired through reinvestment of dividends or distributions of any such funds
(collectively referred to herein as “Purchased Shares”) may be exchanged for
shares of other funds sold with a sales load (referred to herein as “Offered
Shares™), but if the sales load applicable to the Offered Shares exceeds the
maximum sales load that could have been imposed in connection with the
Purchased Shares (at the time the Purchased Shares were acquired), without
giving effect to any reduced loads, the difference may be deducted.

E. Shares of funds subject to a CDSC that are exchanged for shares of another fund
will be subject to the higher applicable CDSC of the two funds, and, for purposes
of calculating CDSC rates and conversion periods, if any, will be deemed to have
been held since the date the shares being exchanged were initially purchased.

To accomplish an exchange under item D above, you or your Service Agent acting on
your behalf must notify the Transfer Agent of your prior ownership of such Class A shares and
your account number.

As of the Effective Date, you also may exchange your Class B shares for Class B shares
of General Money Market Fund, Inc. (the “General Fund”), a money market fund advised by the
Manager. The shares so purchased will be held in a special account created solely for this
purpose (“Exchange Account”). Exchanges of shares from an Exchange Account only can be
made into Class B shares of funds in the Dreyfus Premier Family of Funds or certain funds
advised by Founders. No CDSC is charged when an investor exchanges into an Exchange
Account; however, the applicable CDSC will be imposed when shares are redeemed from an
Exchange Account or other applicable fund account. Upon redemption, the applicable CDSC
will be calculated, taking into account the time such shares were held in the General Fund’s
Exchange Account. In addition, the time Class B shares are held in the General Fund’s Exchange
Account will be taken into account for purposes of calculating when such shares convert to Class
A shares. If your Class B shares are held in the General Fund’s Exchange Account at the time
such shares are scheduled to convert to Class A shares, you will receive Class A shares of the
General Fund. Prior to the Effective Date, shareholders were permitted to exchange their Class B
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shares for shares of Dreyfus Worldwide Dollar Money Market Fund, Inc. (“Worldwide Dollar
Fund”), and such shares were held in an Exchange Account. Shareholders who held shares of
Worldwide Dollar Fund in an Exchange Account on the Effective Date may continue to hold
those shares and upon redemption from the Exchange Account or other applicable fund account,
the applicable CDSC and conversion to Class A schedule will be calculated, except for Fund
shares issued in exchange for shares originally issued by the Acquired Fund, without regard to
the time such shares were held in Worldwide Dollar Fund’s Exchange Account; for Fund shares
issued in exchange for shares originally issued by the Acquired Fund, the applicable CDSC and
conversion to Class A schedule will be calculated taking into account the time such shares were
held in the Worldwide Dollar Fund’s Exchange Account. Exchanges of shares from an Exchange
Account in Worldwide Dollar Fund only can be made into Class B shares of funds in the Dreyfus
Premier Family of Funds, certain funds advised by Founders or the General Fund. See “How to
Redeem Shares.” Redemption proceeds for Exchange Account shares are paid by Federal wire
or check only. Exchange Account shares also are eligible for the Dreyfus Auto-Exchange
Privilege and the Automatic Withdrawal Plan, as described below.

To request an exchange, you or your Service Agent acting on your behalf must give
exchange instructions to the Transfer Agent in writing, by telephone or online. The ability to
issue exchange instructions by telephone or online is given to all shareholders automatically,
unless you check the applicable “No” box on the Account Application, indicating that you
specifically refuse this privilege. By using this privilege, you authorize the Transfer Agent to act
on telephonic and online instructions (including over the Dreyfus Express® voice response
telephone system) from any person representing himself or herself to be you or a representative
of your Service Agent, and reasonably believed by the Transfer Agent to be genuine. Exchanges
may be subject to limitations as to the amount involved or the number of exchanges permitted.
Shares issued in certificate form are not eligible for telephone or online exchange. No fees
currently are charged shareholders directly in connection with exchanges, although the Fund
reserves the right, upon not less than 60 days’ written notice, to charge shareholders a nominal
administrative fee in accordance with rules promulgated by the SEC.

During times of drastic economic or market conditions, the Fund may suspend Fund
Exchanges temporarily without notice and treat exchange requests based on their separate
components -- redemption orders with a simultaneous request to purchase the other fund’s
shares. In such a case, the redemption request would be processed at the Fund’s next determined
net asset value but the purchase order would be effective only at the net asset value next
determined after the fund being purchased receives the proceeds of the redemption, which may
result in the purchase being delayed.

Dreyfus Auto-Exchange Privilege. Dreyfus Auto-Exchange Privilege permits you to
purchase (on a semi-monthly, monthly, quarterly or annual basis), in exchange for shares of the
Fund, shares of the same Class of another fund in the Dreyfus Premier Family of Funds, shares
of the same Class of certain funds advised by Founders, shares of the same Class of certain
Mellon Institutional Funds, or shares of certain other funds in the Dreyfus Family of Funds of
which you are a shareholder (including, for Class B shares, Class B shares of the General Fund
held in an Exchange Account). This Privilege is available only for existing accounts. Shares
will be exchanged on the basis of relative net asset value as described above under “Fund
Exchanges.” Enrollment in or modification or cancellation of this Privilege is effective three
business days following notification by you. You will be notified if your account falls below the
amount designated to be exchanged under this Privilege. In this case, your account will fall to

B-45




zero unless additional investments are made in excess of the designated amount prior to the next
Auto-Exchange transaction.

Shareholder Services Forms and prospectuses of the other funds may be obtained by
calling 1-800-554-4611 (holders of Class Z shares should call 1-800-645-6561), or visiting
www.dreyfus.com. Fund Exchanges and the Dreyfus Auto-Exchange Privilege are available to
shareholders resident in any state in which shares of the fund being acquired may legally be sold.
The Fund reserves the right to reject any exchange request in whole or in part. Shares may be
exchanged only between accounts having certain identical identifying designations. The Fund
Exchanges service or the Dreyfus Auto-Exchange Privilege may be modified or terminated at
any time upon notice to shareholders.

Dreyfus-Automatic Asset Builder®. Dreyfus-Automatic Asset Builder permits you to
purchase Class A, C or Z shares (minimum of $100 and maximum of $150,000 per transaction)
at regular intervals selected by you. Fund shares are purchased by transferring funds from the
bank account designated by you.

Dreyfus Government Direct Deposit Privilege. Dreyfus Government Direct Deposit
Privilege enables you to purchase Class A, C or Z shares (minimum of $100 and maximum of
$50,000 per transaction) by having Federal salary, Social Security, or certain veterans’, military
or other payments from the U.S. Government automatically deposited into your Fund account.

Dreyfus Payroll Savings Plan—Class Z Only. Dreyfus Payroll Savings Plan permits you
to purchase Class Z shares (minimum $100 per transaction) automatically on a regular basis.
Depending upon your employer’s direct deposit program, you may have part or all of your
paycheck transferred to your existing Dreyfus account electronically through the Automated
Clearing House system at each pay period.

Dreyfus Dividend Options. Dreyfus Dividend Sweep allows you to invest automatically
your dividends or dividends and capital gain distributions, if any, from Class A, C, or Z shares of
the Fund in shares of the same Class of another fund in the Dreyfus Premier Family of Funds,
shares of the same Class of certain funds advised by Founders, or shares of the same Class of
Mellon Institutional Funds, or shares of certain other funds in the Dreyfus Family of Funds of
which you are a shareholder, as described above under "Fund Exchanges". Shares of the same
Class of other funds purchased pursuant to this privilege will be purchased on the basis of
relative net asset value per share as follows:

A. Dividends and distributions paid by a fund may be invested without a sales load
in shares of other funds offered without a sales load.

B. Dividends and distributions paid by a fund that does not charge a sales load may

be invested in shares of other funds sold with a sales load, and the applicable sales
load will be deducted.

C. Dividends and distributions paid by a fund that charges a sales load may be
invested in shares of other funds sold with a sales load (referred to herein as
“Offered Shares™), but if the sales load applicable to the Offered Shares exceeds
the maximum sales load charged by the fund from which dividends or
distributions are being swept (without giving effect to any reduced loads), the
difference may be deducted.
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D. Dividends and distributions paid by a fund may be invested in shares of other
funds that impose a CDSC and the applicable CDSC, if any, will be imposed upon
redemption of such shares.

Dreyfus Dividend ACH permits you to transfer electronically dividends or dividends and
capital gain distributions, if any, from the Fund to a designated bank account. Only an account
maintained at a domestic financial institution which is an ACH member may be so designated.
Banks may charge a fee for this service.

Automatic Withdrawal Plan. The Automatic Withdrawal Plan permits you to request
withdrawal of a specified dollar amount (minimum of $50) on either a monthly or quarterly basis
if you have a $5,000 minimum account. Withdrawal payments are the proceeds from sales of
Fund shares, not the yield on the shares. If withdrawal payments exceed reinvested dividends
and distributions, your shares will be reduced and eventually may be depleted. The Automatic
Withdrawal may be terminated at any time by you, the Fund or the Transfer Agent. Shares for
which certificates have been issued may not be redeemed through the Automatic Withdrawal
Plan.

No CDSC with respect to Class B (including Class B shares held in an Exchange
Account) or Class C shares will be imposed on withdrawals made under the Automatic
Withdrawal Plan, provided that any amount withdrawn under the plan does not exceed on an
annual basis 12% of the greater of (1) the account value at the time of the first withdrawal under
the Automatic Withdrawal Plan, or (2) the account value at the time of the subsequent
withdrawal. Withdrawals with respect to Class B and Class C shares under the Automatic
Withdrawal Plan that exceed such amounts will be subject to a CDSC. Withdrawals of Class A
shares subject to a CDSC under the Automatic Withdrawal Plan will be subject to any applicable
CDSC. Purchases of additional Class A shares where the sales load is imposed concurrently
with withdrawals of Class A shares generally are undesirable.

Letter of Intent--Class A Shares. By signing a Letter of Intent form, you become eligible
for the reduced sales load on purchases of Class A shares based on the total number of shares of
Eligible Funds purchased by you and any related “purchaser” (as defined above) in a 13-month
period pursuant to the terms and conditions set forth in the Letter of Intent. Shares of any
Eligible Fund purchased within 90 days prior to the submission of the Letter of Intent may be
used to equal or exceed the amount specified in the Letter of Intent. A minimum initial purchase
of $5,000 is required. You can obtain a Letter of Intent form by calling 1-800-554-4611.

Each purchase you make during the 13-month period (which begins on the date you
submit the Letter of Intent) will be at the public offering price applicable to a single transaction
of the aggregate dollar amount you select in the Letter of Intent. The Transfer Agent will hold in
escrow 5% of the amount indicated in the Letter of Intent, which may be used for payment of a
higher sales load if you do not purchase the full amount indicated in the Letter of Intent. When
you fulfill the terms of the Letter of Intent by purchasing the specified amount, the escrowed
amount will be released and additional shares representing such amount credited to your account.
If your purchases meet the total minimum investment amount specified in the Letter of Intent
within the 13-month period, an adjustment will be made at the conclusion of the 13-month
period to reflect any reduced sales load applicable to shares purchased during the 90-day period
prior to submission of the Letter of Intent. If your purchases qualify for a further sales load
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reduction, the sales load will be adjusted to reflect your total purchase at the end of 13 months.
If total purchases are less than the amount specified the offering price of the shares you
purchased (including shares representing the escrowed amount) during the 13-month period will
be adjusted to reflect the sales load applicable to the aggregate purchases you actually made
(which will reduce the number of shares in your account), unless you have redeemed the shares
in your account, in which case the Transfer Agent, as attorney-in-fact pursuant to the terms of
the Letter of Intent, will redeem an appropriate number of Class A shares of the Fund held in
escrow to realize the difference between the sales load actually paid and the sales load applicable
to the aggregate purchases actually made and any remaining shares will be credited to your
account. Signing a Letter of Intent does not bind you to purchase, or the Fund to sell, the full
amount indicated at the sales load in effect at the time of signing, but you must complete the
intended purchase to obtain the reduced sales load. At the time you purchase Class A shares,
you must indicate your intention to do so under a Letter of Intent. Purchases pursuant to a Letter
of Intent will be made at the then-current net asset value plus the applicable sales load in effect at
the time such Letter of Intent was submitted.

DETERMINATION OF NET ASSET VALUE

Valuation of Portfolio Securities. The Fund’s investments are valued each business day
by an independent pricing service (the “Service”) approved by the Fund’s Board. When, in the
judgment of the Service, quoted bid prices for investments are readily available and are
representative of the bid side of the market, these investments are valued at the mean between
the quoted bid prices (as obtained by the Service from dealers in such securities) and asked
prices (as calculated by the Service based upon its evaluation of the market for such securities).
The value of other investments is determined by the Service based on methods which include
consideration of: yields or prices of municipal bonds of comparable quality, coupon, maturity
and type; indications as to values from dealers; and general market conditions. The Service may
employ electronic data processing techniques and/or a matrix system to determine valuations.
The Service’s procedures are reviewed under the general supervision of the Fund’s Board. If
valuations for investments (received from the Service or otherwise) are not readily available, or
are determined not to reflect accurately fair value, the Fund may value those investments at fair
value as determined in accordance with the procedures approved by the Fund’s Board. Fair
value of investments may be done by the Fund’s Board, its pricing committee or its valuation
committee in good faith using such information deemed appropriate under the circumstances.
The factors that may be considered in fair valuing a security include fundamental analytical data,
the nature and duration of restrictions on disposition, an evaluation of the forces that influence
the market in which the securities are purchased or sold, and public trading of similar securities
of the issuers or comparable issuers. Using fair value to price investments may result in a value
that is different from a security’s most recent price and from prices used by other mutual funds to
calculate their net asset values. Expenses and fees, including the management fee (reduced by
the expense limitation, if any) and fees pursuant to the Shareholder Services Plan and pursuant to
the Distribution Plan, with respect to Class B and Class C shares only, are accrued daily and are
taken into account for the purpose of determining the net asset value of the relevant Class of
shares. Because of the differences in operating expenses incurred by each Class, the per share
net asset value of each Class will differ.

New York Stock Exchange Closings. The holidays (as observed) on which the New
York Stock Exchange is closed currently are: New Year’s Day, Martin Luther King Jr. Day,
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Presidents’ Day, Good Friday, Memorial Day, Independence Day, Labor Day, Thanksgiving and
Christmas.

DIVIDENDS, DISTRIBUTIONS AND TAXES

Management believes that the Fund has qualified for treatment as a “regulated investment
company”’ under the Code for the fiscal year ended May 31, 2007:2008. The Fund intends to
continue to so qualify if such qualification is in the best interests of its shareholders. As a
regulated investment company, the Fund will pay no Federal income tax on net investment
income and net realized capital gains to the extent that such income and gains are distributed to
shareholders in accordance with applicable provisions of the Code. To qualify as a regulated
investment company, the Fund must distribute to its shareholders at least 90% of its net income
(consisting of net investment income from tax exempt obligations and taxable obligations, if any,
and net short-term capital gains), and must meet certain asset diversification and other
requirements. If the Fund does not qualify as a regulated investment company, it will be treated
for tax purposes as an ordinary corporation subject to Federal income tax. The term “regulated
investment company” does not imply the supervision of management or investment practices or
policies by any government agency.

The Fund ordinarily declares dividends from its net investment income on each day the
New York Stock Exchange is open for regular business. Fund shares begin earning dividends on
the day Federal Funds are received by the Transfer Agent. If a purchase order is not
accompanied by remittance in Federal Funds, there may be a delay between the time the
purchase order becomes effective and the time the shares purchased start earning dividends. If
your payment is not made in Federal Funds, it must be converted into Federal Funds. This
usually occurs within one business day of receipt of a bank wire and within two business days of
receipt of a check drawn on a member bank of the Federal Reserve System. Checks drawn on
banks which are not members of the Federal Reserve system may take considerably longer to
convert into Federal Funds. The Fund’s earnings for Saturdays, Sundays and holidays are
declared as dividends on the preceding business day. Dividends usually are paid on the last
calendar day of each month and are automatically reinvested in additional Fund shares at net
asset value or, at your option, paid in cash. If you redeem all shares in your account at any time
during the month, all dividends to which you are entitled will be paid to you along with the
proceeds of the redemption. If you are an omnibus accountholder and indicate in a partial
redemption request that a portion of any accrued dividends to which such account is entitled
belongs to an underlying accountholder who has redeemed all shares in his or her account, such
portion of the accrued dividends will be paid to you along with the proceeds of the redemption.
Distributions from net realized securities gains, if any, generally are declared and paid once a
year, but the Fund may make distributions on a more frequent basis to comply with the
distribution requirements of the Code, in all events in a manner consistent with the provisions of
the 1940 Act.

If you elect to receive dividends and distributions in cash and your dividend or
distribution check is returned to the Fund as undeliverable or remains uncashed for six months,
the Fund reserves the right to reinvest such dividends or distributions and all future dividends
and distributions payable to you in additional Fund shares at net asset value. No interest will
accrue on amounts represented by uncashed distribution or redemption checks.
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If, at the close of each quarter of its taxable year, at least 50% of the value of the Fund’s
total assets consists of Federal tax exempt obligations, the Fund may designate and pay Federal
exempt-interest dividends from interest earned on all such tax exempt obligations. Such exempt-
interest dividends may be excluded by shareholders of the Fund from their gross income for
Federal income tax purposes. Dividends derived from Taxable Investments, together with
distributions from any net realized short-term securities gains, generally are taxable as ordinary
income for Federal income tax purposes whether or not reinvested. Distributions from net
realized long-term securities gains generally are taxable as long-term capital gains to a
shareholder who is a citizen or resident of the United States, whether or not reinvested and
regardless of the length of time the shareholder has held his or her shares.

If, at the close of each quarter of its taxable year, at least 50% of the value of the Fund’s
total assets consists of obligations which, when held by an individual, the interest therefrom is
exempt from California personal income tax, and if the Fund qualifies as a management
company under the California Revenue and Taxation Code, the Fund will be qualified to pay
dividends to its shareholders that are exempt from California personal income tax (but not from
California franchise tax). However, the total amount of California exempt-interest dividends
paid by the Fund to a non-corporate shareholder with respect to any taxable year cannot exceed
such shareholder’s pro rata share of interest received by the Fund during such year that is exempt
from California taxation less any expenses and expenditures deemed to have been paid from
such interest. In addition, California tax law does not consider any portion of the exempt-
interest dividends paid an item of tax preference for the purposes of computing the California
alternative minimum tax.

Any dividend or distribution paid shortly after an investor‘s purchase of Fund shares may
have the effect of reducing the aggregate net asset value of the shares below the cost of
investment. Such a dividend or distribution would be a return of capital in an economic sense,
although taxable as described in the Prospectus. In addition, the Code provides that if a
shareholder holds Fund shares for six months or less and has received an exempt-interest
dividend with respect to such shares, any loss incurred on the sale of such shares will be
disallowed to the extent of the exempt-interest dividend received.

Ordinarily, gains and losses realized from portfolio transactions will be treated as capital
gain or loss. However, all or a portion of the gain realized from the disposition of certain market
discount bonds will be treated as ordinary income. In addition, all or a portion of the gain
realized from engaging in “conversion transactions” (generally including certain transactions
designed to convert ordinary income into capital gain) may be treated as ordinary income.

Gain or loss, if any, realized by the Fund from certain financial futures and options
transactions (“Section 1256 contracts”) will be treated as 60% long-term capital gain or loss and
40% short-term capital gain or loss. Gain or loss will arise upon exercise or lapse of Section
1256 contracts as well as from closing transactions. In addition, any Section 1256 contracts
remaining unexercised at the end of the Fund’s taxable year will be treated as sold for their then
fair market value, resulting in additional gain or loss to the Fund characterized as described
above.

Offsetting positions held by the Fund involving certain futures or forward contracts or
options transactions with respect to actively traded personal property may constitute “straddles.”
To the extent the straddle rules apply to positions established by the Fund, losses realized by the
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Fund may be deferred to the extent of unrealized gain in the offsetting position. In addition,
short-term capital loss on straddle positions may be recharacterized as long-term capital loss, and
long-term capital gains on straddle positions may be treated as short-term capital gains or
ordinary income. Certain of the straddle positions held by the Fund may constitute “mixed
straddles.” The Fund may make one or more elections with respect to the treatment of “mixed
straddles,” resulting in different tax consequences. In certain circumstances, the provisions
governing the tax treatment of straddles override or modify certain of the provisions discussed
above.

If the Fund either (1) holds an appreciated financial position with respect to stock, certain
debt obligations, or partnership interests (“appreciated financial positions”) and then enters into a
short sale, futures, forward, or offsetting notional principal contract (collectively, a “Contract™)
with respect to the same or substantially identical property or (2) holds an appreciated financial
position that is a Contract and then acquires property that is the same as, or substantially
identical to, the underlying property, the Fund generally will be taxed as if the appreciated
financial position were sold at its fair market value on the date the Fund enters into the financial
position or acquires the property, respectively.

Investment by the Fund in securities issued or acquired at a discount, or providing for
deferred interest or for payment of interest in the form of additional obligations, such as zero
coupon, pay-in-kind or step-up securities could, under special tax rules, affect the amount,
timing and character of distributions to shareholders by causing the Fund to recognize income
prior to the receipt of cash payment. For example, the Fund could be required to take into
account annually a portion of the discount (or deemed discount) at which such securities were
issued and to distribute such portion in order to maintain its qualification as a regulated
investment company. In that case, the Fund may have to dispose of securities which it might
otherwise have continued to hold in order to generate cash to satisfy these distribution
requirements.

Federal regulations require that you provide a certified taxpayer identification number
(“TIN’) upon opening or reopening an account. See the Account Application for further
information concerning this requirement. Failure to furnish a certified TIN to the Fund could
subject you to a $50 penalty imposed by the Internal Revenue Service.

PORTFOLIO TRANSACTIONS

General. The Manager assumes general supervision over the placement of securities
purchase and sale orders on behalf of the funds it manages. In cases where the Manager employs
a sub-adviser, the sub-adviser, under the supervision of the Manager, places orders on behalf of
the applicable fund(s) for the purchase and sale of portfolio securities.

Certain funds are managed by dual employees of the Manager and an affiliated entity in
the Mellon organization. Funds managed by dual employees use the research and trading
facilities, and are subject to the internal policies and procedures, of the affiliated entity. In this
regard, the Manager places orders on behalf of those funds for the purchase and sale of securities
through the trading desk of the affiliated entity, applying the written trade allocation procedures
of such affiliate.

The Manager (and where applicable, a sub-adviser or Dreyfus affiliate) generally has the
authority to select brokers (for equity securities) or dealers (for fixed income securities) and the
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commission rates or spreads to be paid. Allocation of brokerage transactions, including their
frequency, is made in the best judgment of the Manager (and where applicable, a sub-adviser or
Dreyfus affiliate) and in a manner deemed fair and reasonable to shareholders. The primary
consideration in placing portfolio transactions is prompt execution of orders at the most
favorable net price. In choosing brokers or dealers, the Manager (and where applicable, a sub-
adviser or Dreyfus affiliate) evaluates the ability of the broker or dealer to execute the particular
transaction (taking into account the market for the security and the size of the order) at the best
combination of price and quality of execution.

In general, brokers or dealers involved in the execution of portfolio transactions on behalf
of a fund are selected on the basis of their professional capability and the value and quality of
their services. The Manager (and where applicable, a sub-adviser or Dreyfus affiliate) attempts
to obtain best execution for the funds by choosing brokers or dealers to execute transactions
based on a variety of factors, which may include, but are not limited to, the following: (i) price;
(i1) liquidity; (iii) the nature and character of the relevant market for the security to be purchased
or sold; (iv) the measured quality and efficiency of the broker’s or dealer’s execution; (v) the
broker’s or dealer’s willingness to commit capital; (vi) the reliability of the broker or dealer in
trade settlement and clearance; (vii) the level of counter-party risk (i.e., the broker’s or dealer’s
financial condition); (viii) the commission rate or the spread; (ix) the value of research provided;
(x) the availability of electronic trade entry and reporting links; and (xi) the size and type of
order (e.g., foreign or domestic security, large block, illiquid security). In selecting brokers or
dealers no factor is necessarily determinative; however, at various times and for various reasons,
certain factors will be more important than others in determining which broker or dealer to use.
Seeking to obtain best execution for all trades takes precedence over all other considerations.

With respect to the receipt of research, the brokers or dealers selected may include those
that supplement the Manager’s (and where applicable, a sub-adviser’s or Dreyfus affiliate’s)
research facilities with statistical data, investment information, economic facts and opinions.
Such information may be useful to the Manager (and where applicable, a sub-adviser or Dreyfus
affiliate) in serving funds or accounts that it advises and, conversely, supplemental information
obtained by the placement of business of other clients may be useful to the Manager (and where
applicable, a sub-adviser or Dreyfus affiliate) in carrying out its obligations to the funds.
Information so received is in addition to, and not in lieu of, services required to be performed by
the Manager (and where applicable, a sub-adviser or Dreyfus affiliate), and the Manager’s (and
where applicable, a sub-adviser’s or Dreyfus affiliate’s) fees are not reduced as a consequence of
the receipt of such supplemental information. Although the receipt of such research services
does not reduce the Manager’s (and where applicable, a sub-adviser’s or Dreyfus affiliate’s)
normal independent research activities, it enables it to avoid the additional expenses that might
otherwise be incurred if it were to attempt to develop comparable information through its own
staff.

Under the Manager’s (and where applicable, a sub-adviser’s or Dreyfus affiliate’s)
procedures, portfolio managers and their corresponding trading desks may seek to aggregate (or
“bunch”) orders that are placed or received concurrently for more than one fund or account. In
some cases, this policy may adversely affect the price paid or received by a fund or an account,
or the size of the position obtained or liquidated. As noted above, certain brokers or dealers may
be selected because of their ability to handle special executions such as those involving large
block trades or broad distributions, provided that the primary consideration of best execution is
met. Generally, when trades are aggregated, each fund or account within the block will receive
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the same price and commission. However, random allocations of aggregate transactions may be
made to minimize custodial transaction costs. In addition, at the close of the trading day, when
reasonable and practicable, the completed securities of partially filled orders will generally be
allocated to each participating fund and account in the proportion that each order bears to the
total of all orders (subject to rounding to “round lot” amounts).

Portfolio turnover may vary from year to year as well as within a year. In periods in
which extraordinary market conditions prevail, the Manager (and where applicable, a sub-
adviser or Dreyfus affiliate) will not be deterred from changing a Fund’s investment strategy as
rapidly as needed, in which case higher turnover rates can be anticipated which would result in
greater brokerage expenses. The overall reasonableness of brokerage commissions paid is
evaluated by the Manager (and where applicable, a sub-adviser or Dreyfus affiliate) based upon
its knowledge of available information as to the general level of commissions paid by other
institutional investors for comparable services. Higher portfolio turnover rates usually generate
additional brokerage commissions and transaction costs and any short-term gains realized from
these transactions are taxable to shareholders as ordinary income.

To the extent that a fund invests in foreign securities, certain of a fund’s transactions in
those securities may not benefit from the negotiated commission rates available to a fund for
transactions in securities of domestic issuers. For funds that permit foreign exchange
transactions, such transactions are made with banks or institutions in the interbank market at
prices reflecting a mark-up or mark-down and/or commission. For the fiscal years ended May
31, 2005;-2006, and-2007, and 2008, the Fund paid no brokerage commissions.

The Manager (and where applicable, a sub-adviser or Dreyfus affiliate) may deem it
appropriate for one of its accounts to sell a security while another of its accounts is purchasing
the same security. Under such circumstances, the Manager (and where applicable, a sub-adviser
or Dreyfus affiliate) may arrange to have the purchase and sale transactions effected directly
between its accounts (“cross transactions’). Cross transactions will be effected in accordance
with procedures adopted pursuant to Rule 17a-7 under the 1940 Act.

Portfolio securities ordinarily are purchased from and sold to parties acting either as
principal or agent. Newly-issued securities ordinarily are purchased directly from the issuer or
from an underwriter; other purchases and sales usually are placed with those dealers from which
it appears that the best price or execution will be obtained. Usually no brokerage commissions,
as such, are paid by the fund for such purchases and sales, although the price paid usually
includes an undisclosed compensation to the dealer acting as agent. The prices paid to
underwriters of newly-issued securities usually include a concession paid by the issuer to the
underwriter, and purchases of after-market securities from dealers ordinarily are executed at a
price between the bid and asked price.

When transactions are executed in the over-the-counter market (i.e., with dealers), the
Manager (and where applicable, a sub-adviser or Dreyfus affiliate) will typically deal with the
primary market makers unless a more favorable price or execution otherwise is obtainable.

Disclosure of Portfolio Holdings. It is the policy of the FundDreyfus to the-protect the
confidentiality of the Fund’sfund portfolio holdings and prevent the selective disclosure of non-
public information about such holdings.-Fhe-Fund-will _Each fund, or its duly authorized service
providers, may publicly disclose its_portfolio holdings in accordance with regulatory
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requirements, such as periodic portfolio disclosure in filings with the Seeurities-and-Exchange
Commisston—The Fund-wiSEC. Each non-money market fund, or its duly authorized service

Qrowdersg mag pubhcly disclose its complete schedule of portfoho holdmgs—&s—tepe%teéoﬂa

th%end—oﬁe&el%enda%thte%ﬂ%&ﬁuﬂd—mﬂ at month endE w1th a one- month lag2 on th
Dreyfus website at www.dreyfus.com. [n addition, fifteen days following the end of each
calendar quarter, each non-money market fund, or its duly authorized service providers, may
publicly disclose on the website its complete schedule of portfolio holdings as of the end of such
quarter. Each money market fund will disclose daily, on www.dreyfus.com, the fund's complete
schedule of holdings as of the end of the previous business day. The schedule of holdings will
remain on the website until the fund files its Form N-Q or Form N-CSR for the period that
includes the date of the posted holdings.

If the Fund’s portfolio holdings are released pursuant to an ongoing arrangement with
any party, the Fund must have a legitimate business purpose for doing so, and neither the Fund,
nor the Manager or its affiliates, may receive any compensation in connection with an
arrangement to make available information about the Fund’s portfolio holdings. The Fund may
distribute portfolio holdings to mutual fund evaluation services such as Standard & Poor’s,
Morningstar or Lipper Analytical Services; due diligence departments of broker-dealers and
wirehouses that regularly analyze the portfolio holdings of mutual funds before their public
disclosure; and broker-dealers that may be used by the Fund, for the purpose of efficient trading
and receipt of relevant research, provided that (a) the recipient does not distribute the portfolio
holdings to persons who are likely to use the information for purposes of purchasing or selling
Fund shares or Fund portfolio holdings before the portfolio holdings become public information;
and (b) the recipient signs a written confidentiality agreement.

The Fund may also disclose any and all portfolio holdings information to its service
providers and others who generally need access to such information in the performance of their
contractual duties and responsibilities and are subject to duties of confidentiality, including a
duty not to trade on nonpublic information, imposed by law and/or contract. These service
providers include the Fund’s custodians, auditors, investment adviser, administrator, and each of
their respective affiliates and advisers.

Disclosure of the Fund’s portfolio holdings may be authorized only by the Fund’s Chief
Compliance Officer, and any exceptions to this policy are reported quarterly to the Fund’s
Board.

INFORMATION ABOUT THE FUND

Each Fund share has one vote and, when issued and paid for in accordance with the terms
of the offering, is fully paid and nonassessable. Shares have no preemptive or subscription rights
and are freely transferable.

In October 2004, the Fund changed its name from “Dreyfus California Tax Exempt Bond
Fund, Inc.” to its current name, renamed its existing shares “Class Z shares,” and commenced
offering Class A, Class B and Class C shares.
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Unless otherwise required by the 1940 Act, ordinarily it will not be necessary for the
Fund to hold annual meetings of shareholders. As a result, Fund shareholders may not consider
each year the election of Board members or the appointment of auditors. However, the holders of
at least 10% of the shares outstanding and entitled to vote may require the Fund to hold a special
meeting of shareholders for purposes of removing a Board member from office. Fund
shareholders may remove a Board member by the affirmative vote of a majority of the Fund’s
outstanding voting shares. In addition, the Board will call a meeting of shareholders for the
purpose of electing Board members if, at any time, less than a majority of the Board members
then holding office have been elected by shareholders.

The Fund is intended to be a long-term investment vehicle and is not designed to provide
investors with a means of speculating on short-term market movements. A pattern of frequent
purchases and exchanges can be disruptive to efficient portfolio management and, consequently,
can be detrimental to the Fund’s performance and its shareholders. If Fund management
determines that an investor is following an abusive investment strategy, it may reject any
purchase request, or terminate the investor’s exchange privilege, with or without prior notice.
Such investors also may be barred from purchasing shares of other funds in the Dreyfus Family
of Funds. Accounts under common ownership or control will be considered as one account for
purposes of determining a pattern of excessive trading. In addition, the Fund may refuse or
restrict purchase or exchange requests for Fund shares by any person or group if, in the judgment
of the Fund’s management, the Fund would be unable to invest the money effectively in
accordance with its investment objective and policies or could otherwise be adversely affected or
if the Fund receives or anticipates receiving simultaneous orders that may significantly affect the
Fund. If an exchange request is refused, the Fund will take no other action with respect to the
Fund shares until it receives further instructions from the investor. While the Fund will take
reasonable steps to prevent excessive short-term trading deemed to be harmful to the Fund, it
may not be able to identify excessive trading conducted through certain financial intermediaries
or omnibus accounts.

The Fund sends annual and semi-annual financial statements to all its shareholders.

As of September 10, 2008, the following shareholders were known by the Fund to own of record
5% or more of the Fund's shares:

CLASS A

National Financial Services 21.1272%
82 Devonshire Street — G10G
Boston, MA 02109-3605

Citigroup Global Markets Inc. 14.2425%
333 West 34" St. — 3" FIr.
New York, NY 10001-2402

Merrill Lynch, Pierce, Fenner & Smith 6.2584%
For the Sole Benefit of its Customuers

4800 Deer Lake Dr. E. — 3 Flr.

Jacksonville, FL 32246-6484
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CLASS B

Wells Fargo Investments LLC

31.2237%

625 Marquette Ave. S — 13" Flr.
Minneapolis, MN 55402-2323

Citigroup Global Markets Inc.

16.5476%

333 W. 340 St. — 39 FIr.
New York, NY 10001-2402

First Clearing, LLC

11.9143%

10750 Wheat First Drive
Glen Allen, VA 23060-9243

National Financial Services

9.4209%

82 Devonshire Street
Boston, MA 02109-3605

Merrill Lynch, Pierce, Fenner & Smith

5.9708%

For the Sole Benefit of its Customers
4800 Deer Lake Dr. E., 3 Flr.
Jacksonville, FL 32246-6484

CLASS C

National Financial Services

23.2487%

82 Devonshire Street — G10G
Boston, MA 02109-3605

First Clearing, LLC

20.4098%

10750 Wheat First Drive
Glen Allen, VA 23060-9243

Merrill Lynch, Pierce, Fenner & Smith

17.2822%

For the Sole Benefit of its Customers
4800 Deer Lake Dr. E, 3" Flr.
Jacksonville, FILL 32246-6484

LPL Financial Corporation

8.3382%

9785 Town Center Dr.
San Diego, CA 92121-1968

Charles Schwab & Co. Inc.

5.1355%

101 Montgomery St.
San Francisco, CA 94104-4151

Wells Fargo Investments LLC

5.042%
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625 Marquette Ave. S 13" Flr.
Minneapolis, MN 55402-2323

CLASS 7

National Financial Services 8.0563%
82 Devonshire Street
Boston, MA 02109-3605

Charles Schwab & Company, Inc. 7.0477%

101 Montgomery St.
San Francisco, CA 94104-4151

COUNSEL AND INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

Stroock & Stroock & Lavan LLP, 180 Maiden Lane, New York, New York 10038-4982,
as counsel for the Fund, has rendered its opinion as to certain legal matters regarding the due
authorization and valid issuance of the shares being sold pursuant to the Fund’s Prospectus.

Ernst & Young LLP, 5 Times Square, New York, New York 10036, an independent
registered public accounting firm, hawvehas been selected to serve as the independent registered
public accounting firm for the Fund.
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APPENDIX A

RISK FACTORS—INVESTING IN CALIFORNIA MUNICIPAL BONDS

The following information is a summary of special factors affecting investments in
California Municipal bonds. It does not purport to be a complete description and is based on
information drawn from official statements relating to securities offerings of the State of
California (the "State") available as of the date of this Statement of Additional Information.
While the Fund has not independently verified this information, it has no reason to believe that
such information is not correct in all material respects.

General Information

Economy. California's economy, the nation's largest and one of the largest in the world,
has major sectors in high technology, trade, entertainment, agriculture, manufacturing, tourism,

construction and serv1ces Me&rb%@@i—@ahfefm&&eeeﬂemy—shpped—m%&ﬁeeesﬁe&

Much like the national QlctureE economic growth in the State slowed con51derabl¥ in 2007, with
much lower job growth than in the prior several years. The State's unemployment rate was 5.4%
at the end of 2007, compared to the national rate of 4.6%. The slowdown in economic growth
was caused in large part by a dramatic downturn in the housing industry, with a drop in new
home starts and sales and decline in average home sales prices. By mid-2008, it appears the

housing market has still not reached the bottom, and economic growth in the State is expected to
be slow in the rest of 2008 and in 2009.

The weakening State economy in 2007 and 2008, which is projected to continue in 2009,
has resulted in significant reductions in State tax revenues below earlier projections, creating an
estimated budget gap of $15 billion that will need to be addressed in Fiscal Year 2008-09. To
balance the budget, the Governor has proposed significant expenditure cuts in State programs
and other one-time actions. The most significant of these actions is a proposal to securitize
future receipts from the State Lottery, which, combined with a new budget stabilization

rocedure, would add $5.1 billion to Fiscal Year 2008-09 revenues. Both of these actions will
required voter approval at the November 2008 election. In addition, the State faces pressure on
its cash management program and expects to have to access external markets for cash
management borrowings commencing in the first quarter of Fiscal Year 2008-09.
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As of May 1, 2008, the State had outstanding about $53.5 billion in principal amount
general obligation bonds, lease purchase obligations and other obligations payable solely from
the General Fund. Additionally, over the last two years, the State Legislature and voters have
approved the issuance of an additional $50 billion in obligations payable from the General Fund.
State agencies and authorities also can issue revenue obligations for which the General Fund has
no liability.

Population-and-LaberFeree. The State's July 1, 20862007 population of about 37437.8

million represented over 12% of the total United States population. California's population is
concentrated in metropolitan areas. As of the 2000 census, 97% resided in the 25 major
metropolitan statistical areas in the State. As of July 1, 2606,2007, the 5-county Los Angeles
area accounted for 49% of the State's population, with over 18 million residents, and the 11-
county San Francisco Bay Area represented 21%, with a populatlon of nearly 8 million.Fhe

’ Fe-wi ANS 2 .Governor Schwarzenegger
eleased the 2008 09 Mag Rev1s10n to the 2008 09 Governor s Budget (the "2008-09 May
Revision"), on May 14, 2008, which contains updated revenue information for Fiscal Years

2007-08 and 2008-09 as well as revisions to the 2008-09 Governor's Budget released in January
2008. The 2008-09 May Revision estimates that General Fund revenues will decrease by $40

million in Fiscal Year 2007-08 and increase by $83 million in Fiscal Year 2008-09 as compared
to the estimates from January. These totals reflect the Governor's proposals to transfer $1.494

billion from the Budget Stabilization Account ("BSA") back to the General Fund, the issuance of

3.3 billion in Economic Recovery Bonds ("ERBs") in February 2008, and the suspension of a
transfer from the General Fund to the BSA in order to save $1.5 billion. These actions offset
significant projected reductions in the major General Fund tax receipts (personal income, sales
and corporate taxes) from the levels projected in the 2007 Budget Act. Major tax receipts for
Fiscal Year 2008-09 are now expected to be $5.5 billion below earlier projections. The 2008-09
May Revision contains the Governor's proposal to securitize State Lottery receipts in order to
balance the budget. The State now projects the total budgetary reserve as of June 30, 2009 to be

2 billion, assuming voter approval in November 2008 of the actions proposed in the 2008-09

May Revision.
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The 2008-09 May Revision proposes a spending plan for Fiscal Year 2008-09 totaling
$144 .4 billion, of which $101.8 billion will come from the General Fund. This represents a
decrease of $678 million in total spending, and a decrease in General Fund spending of $1.8
billion compared to the original January budget. Since the Governor proposed his budget in
January, the combined projected budget shortfall for Flscal Years 2007-08 and 2008-09

billion of this shortfall, and the 2008-09 May Revision contains proposals to close the remaining
$17.2 billion gap.

The 2008-09 May Revision is based on economic assumptions that predicted slow
economic growth in California for 2008 and 2009, followed by an improving economy in 2010.
The housing sector continues to drag down economic growth in California. In May 2008, the
unemployment rate grew to 6.8% from 6.2% in April 2008, the largest month-to-month increase
in over 32 years. The 2008-09 May Revision predicts lower real gross domestic product growth,
weaker California job growth, and smaller gains in California personal income in Fiscal Year
2008-09 than the January estimates.

State Indebtedness and Financing

The State Treasurer is responsible for the sale of debt obligations of the State and its
various authorities and agencies. The State has always paid the principal of and interest on its
general obligation bonds, general obligation commercial paper notes, lease-purchase debt and
short-term obligations, including revenue anticipation notes ("RANs") and revenue anticipation
warrants ("RAWSs"), when due.

General Obligation Bonds. The State Constitution prohibits the creation of general
obligation indebtedness of the State unless a bond law is approved by a majority of the electorate
voting at a general election or a direct primary. General obligation bond acts provide that debt
service on such bonds shall be appropriated annually from the General Fund and all debt service
on general obligation bonds is paid from the General Fund. Under the State Constitution, debt
service on general obligation bonds is the second charge to the General Fund after the
application of monies in the General Fund to the support of the public school system and public
institutions of higher education. Certain general obligation bond programs receive revenues
from sources other than the sale of bonds or the investment of bond proceeds.

As of May 1, 26072008, the State had outstanding appreximately-$49-84over $57.5
billion aggregate principal amount of long-term general obligation bonds, of which $38-90over
$45.6 billion was payable primarily from the General Fund; and $16-95almost $12 billion was
payable from other revenue sources. As of May 1, 20672008, there were unused voter
authorizations for the future issuance of approximately $76-558.3 billion of long-term general
obligation bonds;-seme-ef which-may-first be-issued-as-commereial papernotes. Of this
umssued amount, $4%—bﬁheﬁ over $441 million is for bonds payable from other revenue sources

) horize i es).. The November 2008

general electlon ballot will contain a $9.95 billion bond measure to ﬁnance a portion of the cost
of a high speed rail system, an initiative measure to authorize $980 million of general obligation
bonds to finance children's hospitals and an initiative measure to authorize $5 billion of general
obligation bonds to fund subsidies for the purchase of high fuel economy or alternative fuel
vehicles and research on alternative fuels. The Administration has proposed a number of other
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new general obligation bonds for infrastructure development to be submitted to the voters in
2008 and 2010.

The State is permitted to issue as variable rate indebtedness up to 20% of the aggregate
amount of long-term general obligation bonds outstanding. FheAs of May 1, 2008, the State had
outstanding $6-74over $6.7 billion in variable rate general obligation bonds_(which includes the

ERBs described below), representlng about Béll 11.8% of the State's total outstandlng general
obligation bonds as of May ) ature-a § asy

Of its Varlable rate ];ortfoho2 the State onlx had §500 m11110n of auction rate secur1t1e
outstanding at the beginning of 2008, which were uninsured. The State redeemed $400 million
of these bonds in March and April 2008. The one remaining series of $100 million does not

reset its interest rate until January 2009. The State has $474.565 million of insured variable rate
ERB:s.

Commercial Paper Program. Pursuant to legislation enacted in 1995, voter-approved
general obligation indebtedness may be issued either as long-term bonds or, for some but not all
bond issuances, as commercial paper notes. Commercial paper notes may be renewed or may be
refunded by the issuance of long-term bonds. The State issues long-term general obligation
bonds from time to time to retire its general obligation commercial paper notes. Commercial
paper notes are deemed outstanding upon authorization by the respective finance committees,
whether or not such notes are actually issued. Pursuant to the terms of the current bank credit
agreement, the general obligation commercial paper program may have up to $+-52.5 billion in
totala ggregat pr1nc1pal anel—fntelﬂest—eemm}tmentsamount at any time. %&Stat&}s—fn—the

Max 282 20082 §932 95 m11110n aggregate pr1nc1pa1 amount of general 0b11gat10n commerc1al
paper notes-had-beenissued-and were outstanding.

Lease-Purchase Debt. In addition to general obligation bonds, the State builds and
acquires capital facilities through the use of lease-purchase borrowing. Under these
arrangements, the State Public Works Board, another State or local agency or a joint powers
authority issues bonds to pay for the construction of facilities such as office buildings, university
buildings or correctional institutions. These facilities are leased to a State agency or the
University of California under a long-term lease that provides the source of payment of the debt
service on the lease-purchase bonds. In some cases, there is not a separate bond issue, but a
trustee directly creates certificates of participation in the State's lease obligation, which are then
marketed to investors. Certain of the lease-purchase financings are supported by special funds
rather than the General Fund. The State had appreximatebyralmost $7-77.9 billion General Fund-
supported lease-purchase obligations outstanding as of May 1, 2007.2008. The State Public
Works Board, which is authorized to sell lease revenue bonds, had appreximately$3--tover $10.4

b11110n authorized and unlssued as of May 1 %OOJ—Qia—May%—L@Q?—theGevemeiLaﬁtheﬂ%eé




faethities2008. In addition, as of that date, certain joint powers authorities were authorized to
issue approximately $81.000.000 of revenue bonds to be secured by State leases.

Non-Recourse Debt. Certain State agencies and authorities issue revenue obligations for
which the General Fund has no liability. Revenue bonds represent obligations payable from
State revenue-producing enterprises and projects, which are not payable from the General Fund,
and conduit obligations payable only from revenues paid by private users of facilities financed
by the revenue bonds. The enterprises and projects include transportation projects, various
public works projects, public and private educational facilities, housing, health facilities and
pollution control facilities. State agencies and authorities had approximately $48-450.7 billion
aggregate principal amount of revenue bonds and notes, which are non-recourse to the General
Fund outstanding as of December 31, 2606-2007.

Pension Obligation Bonds. Pursuant to the California Pension Restructuring Bond Act of
2004 (the "Restructuring Bond Act"), the State proposes to issue pension obligation bonds to
make future contributions to the California Public Employees' Retirement System ("CalPERS").
The payment of the debt service on the bonds would be payable from the General Fund.

Pursuant to the Restructuring Bond Act, the Pension Obligation Bond Committee (the
"POBC") authorized the issuance of bonds to pay a portion of the State's pension obligation for
Fiscal Year 2004-05 or a subsequent fiscal year. The POBC initiated a validation action seeking
court determination that the bonds will not be in violation of the Constitutional debt limit. The
validation action was challenged in court, which prevented the issuance of the pension obligation
bonds in time to pay the pension contribution during Fiscal Years 2004-05 or 2005-06. The
judge ruled on November 15, 2005 that the bonds were not valid. The POBC appealed and the
matter was scheduled for oral argument on June 25, 2007. Fhe-State-hasnetineluded-theOn July

3, 2007, the court ruled that the Legislature's authorization to issue bonds to pay a portion of the

State's pension obligation was invalid. The State is not planning to appeal the decision. The
2007 Budget Act did not 1nclude the Qlanned issuance of an y_ pensmn obllgatlon bonds-#-2067-

Future Issuance Plans. Between November 2006 and August 2007, voters and the
Legislature authorized more than $50 billion of new general obligation bonds and lease revenue
bonds, which are paid solely from the General Fund, thereby increasing the amount of such
General Fund-supported debt authorized and unissued to about $68.4 billion as of May 1, 2008.
The State expects the volume of issuance of both categories of bonds to increase substantially,
starting in Fiscal Year 2007-08, in order to address the program needs for these new

authorizations, along with those, which existed before 2006. The Department of Finance has
stlmated that annual new money. 1ssuance for these obhga‘uons in Fiscal Years 2008 09 to 2011-

respectively. The State estimated issuance of new general obligation and lease -revenue bonds in
Fiscal Year 2007-08 would be approximately $8.25 billion, all of which has been issued.

Based on the current projections of bond issuance, without taking any future
authorizations into account, the aggregate amount of outstanding general obligation and lease
revenue bonds would peak at about $98 billion by the middle of the next decade, compared to
the current total outstanding amount of about $53.5 billion. The annual debt service costs on this

amount of debt would peak at around $8.5 billion, compared to about $4.7 billion budgeted in
Fiscal Year 2007-08.
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Economic Recovery Bonds. The California Economic Recovery Bond Act ("Proposition
57") was approved by voters at the Statewide primary election in March 2004. Proposition 57
authorizes the issuance of up to $15 billion of ecenemierecoverybonds{"ERBs"Y) to finance the
negative General Fund reserve balance as of June 30, 2004 and other General Fund obligations
undertaken prior to June 30, 2004. Repayment of the ERBs is secured by a pledge of revenues
from a 1/4¢ increase in the State's sales and use tax that started July 1, 2004, but also is secured
by the State's full faith and credit because the ERBs were approved by voters as general
obligation bonds.

The State issued $10.896 billion of ERBs, resulting in the deposit of net proceeds to the
General Fund of approximately $11.254 billion during Fiscal Year 2003-04 (of which,
approximately $9.2 billion was applied to Fiscal Year 2002-03 expenditures, and approximately
$2 billion has—beenwas applled to offset Fiscal Year 2004- 05 General Fund expendltures) Fhe

A%%M%%m%%@%@@&#w
and budgetary shortfalls, the State issued $3.179 billion of ERBs on February 14, 2008

generating net proceeds of $3.313 billion, which were transferred to the General Fund. That
issuance represents the last ERBs that can be issued under Proposition 57, except for any future
issuance of refunding bonds.

All proceeds from the 1/4¢ sales tax in excess of the amounts needed, on a semi-annual
basis;; to pay debt service and other required costs of the ERBs are required to be applied to the
early retirement of the ERBs. In addition, the following sources of funds are required to be used
for early retirement of the ERBs: (i) fifty-pereent50% of each annual deposit, up to $5 billion in
the aggregate of future depos1ts in the BSA and (11) all proceeds from the sale of surplus State

property

3 £ iz ately-$ unds
from these sources have been or will be used for earl retirement of approximately $2.9 billion

of bonds during Fiscal Years 2005-06, 2006-07, and 2007-08, including the partial use of
transfers from the BSA in Fiscal Years 2006-07 and 2007-08.

The Governor has suspended the Fiscal Year 2008-09 BSA transfer due to the condition

of the General Fund. Any excess sales tax revenues andthat may be generated during calendar
year 2008E and anx proceeds ofe excess property sales—whieh, will be used—teretrr&ERBs—ﬂae

2997—ava11able to retlre addltlonal ERBs in Flscal Year 2008 09

Cash Flow Borrowings. As part of its cash management program, the State has regularly
issued short-term obligations to meet cash flow needs. The State has issued RANs in 19 of the
last 20 fiscal years to partially fund timing differences between revenuesreceipts and
disbursements, as the majority of General Fund revenues are received in the last part of the fiscal
year. RANs must mature prior to the end of the fiscal year of issuance. If additional external
cash flow borrowings are required, the State has issued RAWs, which can mature in a
subsequent fiscal year. RANs and RAWs are both payable from any unapplied revenues in the
General Fund on their maturity date, subject to the prior application of such money in the
General Fund to pay certain priority payments in the general areas of education, general
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obligation debt service, State employee wages and benefits and other specified General Fund
reimbursements.

On June 18, 2003, the State issued $10.97 billion of RAWSs, which matured and were
paid in full on June 16, 2004. The State also issued $3 billion of RANs on October 28, 2003,
which matured and were paid in full on June 23, 2004. The State issued $6 billon of RANs on
October 6, 2004, which matured on June 30, 2005. The State issued $3 billion of RANSs on
November 10, 2005, which matured on June 30, 2006, and-issued-$1.5 billion of RANs on
October 3, 2006, which arematured on June 29, 2007, and $7 billion of RANs on November 1,
2007, which was scheduled to mature on June 29;-2007—The-October2006-issuance-was

Cash flow projections for the remainder of Fiscal Year 2007-08 indicated that the
General Fund would have sufficient cash resources to pay all obligations through June 30, 2008,
including maturing RANs. However, external cash flow borrowings of about $10 billion were
projected to be needed by late summer or early fall, an amount which could increase if revenues
are lower than expected or expenses higher than expected, or if the proposed cash management
program is not approved by the Legislature. The proposal would defer $3.6 billion in payments
for various programs and agencies until April and May 2009 to better align receipts and
disbursements during the fiscal year.

Ratings. i i HE —theThe current ratings of the State's
general obligation bonds have-beenraised-by-al-three rating ageneies-startingin &P h

place-nJune;2006-are "A1" from Moody's and "A+" from S&P and Fitch. These ratings have
not changed for the last two years.

State Funds and Expenditures

The Budget and Appropriations Process. The State's fiscal year begins on July 1 and
ends on June 30. The annual budget is proposed by the Governor by January 10 of each year for
the next fiscal year. Under State law, the annual proposed budget cannot provide for projected
expenditures in excess of projected revenues and balances available from prior fiscal years.
Following the submission of the proposed budget, the Legislature takes up the proposal. The
Balanced Budget Amendment ("Proposition 58"), which was approved by voters in March 2004,
requires the State to adopt and maintain a balanced budget and establish an additional reserve,
and restricts future long-term deficit-related borrowing.

The primary source of the annual expenditure authorizations is the Budget Act as
approved by the Legislature and signed by the Governor. The Budget Act must be approved by
a two-thirds majority vote of each House of the Legislature. The Governor may reduce or
eliminate specific line items in the Budget Act or any other appropriations bill without vetoing
the entire bill. Such individual line-item vetoes are subject to override by a two-thirds majority
vote of each House of the Legislature. Appropriations also may be included in legislation other
than the Budget Act. Bills containing appropriations (except for K-12 and community college
("K-14") education) must be approved by a two-thirds majority vote in each House of the
Legislature and be signed by the Governor. Bills containing K-14 education appropriations
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require a simple majority vote. Continuing appropriations, available without regard to fiscal
year, also may be provided by statute or the State Constitution.

The General Fund. The monies of the State are segregated into the General Fund and
over 900 other funds, including special, bond and trust funds. The General Fund consists of
revenues received by the State Treasury and not required by law to be credited to any other fund,
as well as earnings from the investment of State monies not allocable to another fund. The
General Fund is the principal operating fund for the majority of governmental activities and is
the depository of most of the major revenue sources of the State. The General Fund may be
expended as a consequence of appropriation measures enacted by the Legislature and approved
by the Governor, as well as appropriations pursuant to various constitutional authorizations and
initiative statutes.

The Special Fund for Economic Uncertainties. The Special Fund for Economic
Uncertainties ("SFEU") is funded with General Fund revenues and was established to protect the
State from unforeseen revenue reductions and/or unanticipated expenditure increases. Amounts
in the SFEU may be transferred by the State to the General Fund as necessary to meet cash needs
of the General Fund. The State is required to return monies so transferred without payment of
interest as soon as there are sufficient monies in the General Fund. At the end of each fiscal
year, the State is required to transfer from the SFEU to the General Fund any amount necessary
to eliminate any deficit in the General Fund. In certain circumstances, monies in the SFEU may
be used in connection with disaster relief. For budgeting and general accounting purposes, any
appropriation made from the SFEU is deemed an appropriation from the General Fund. For
year-end reporting purposes, the State is required to add the balance in the SFEU to the balance
in the General Fund so as to show the total monies then available for General Fund purposes.

The Budget Stabilization Account. Proposition 58, approved in March 2004, created the
BSA. Beginning with Fiscal Year 2006-07, a specified portion of estimated annual General
Fund revenues (reaching a ceiling of 3% by Fiscal Year 2008-09) will be transferred into the

BSA no later than September 30 of each fiscal year. These transfers will continue until the
balance in the BSA reaches $8 billion or 5% of the estimated General Fund revenues for that

fiscal year, whichever is greater. The annual transfer requirement will go back into effect
whenever the balance falls below the $8 billion or the 5% target. Proposition 58 also provides
that one-half of the annual transfers shall be used to retire ERBs, until a total of $5 billion has
been used for that purpose. A total of $1.495 billion of the $5 billion amount has now been

allocated for retirement of ERBs.

The 2007 Budget Act authorized the State to transfer funds from the BSA back into the
General Fund. On January 10, 2008, the Fiscal Year 2007-08 balance of $1.494 billion was
transferred from the BSA to the General Fund. The Governor issued an executive order on May
28, 2008 suspending the Fiscal Year 2008-09 transfer of $3.018 billion from the General Fund to
the BSA, in light of the current condition of the General Fund.

Inter-Fund Borrowings. Inter-fund borrowing is used to meet temporary imbalances of
receipts and disbursements in the General Fund. If General Fund revenue is or will be
exhausted, the State may direct the transfer of all or any part of the monies not needed in special
funds to the General Fund. All money so transferred must be returned to the special fund from
which it was transferred. As of May 34206720, 2008, there were-$1-6was estimated to be $4.8
billion of loans from the SFEU and other internal sources to the General Fund.
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Pension Trusts. The three principal retirement systems in which the State participates are
CalPERS, the California State Teachers' Retirement System ("CalSTRS") and the University of
California Retirement System ("UCRS"). The State's contribution to CalPERS and UCRS are
actuarially determined each year, while the State's contribution to CalSTRS is established by
statute.

CalPERS administers the Public Employment Retirement Fund ("PERF"), which is a
multlple employer deﬁned benefit plan As of June 30 2@96—empleyeepa¥ﬁe1—paﬂ%s—ﬂ+addlﬁwﬂ

dﬁ%ﬁdm&g%zom PERF had 1 086 900 actlve and 1nact1ve program members and
441277445208 benefit recipients. The payroll for State employees covered by PERF for Fiscal
Year 2064-052005-06 was approximately $42-913.3 billion. Due-te-investmentlosses-and
inereasedretirement-benefits;the-StateThe State's contribution to CalPERS, through the PERF,
has increased from $1.19 billion in Fiscal Year 2002-03 to an estimated $2.747 billion in Fiscal

Year 2007-08-08, with an estimated $3.025 billion for Fiscal Year 2008-09.

CalSTRS administers the Teacher's Retirement Fund, which is an employee benefit trust
fund created to administer the State Teachers' Retirement Plan ("STRP"). STRP is a cost-
sharing, multi-employer, defined benefit pension plan that provides for retirement, disability and
survivor benefits to teachers and certain other employees of the California public school system.
As of June 30, 2006, the Defined Benefit Program ("DB Program") had approximately 1,400
contributing employers, approximately 586,966 active and inactive program members and
207,846 benefit recipients. State contribution to CalSTRS, through STRP, has increased from
$975.5 million in Fiscal Year 2002-03 to an estimated $+-651.12 billion in Fiscal Year 2007-08.

The 2008-09 May Revision is proposing to reduce the State's contributions to the Supplemental
Benefits Maintenance Account ("SBMA") from 2.5% to 2.25% of salary and to vest a right to
supplemental payments at 85% of purchasing power, if funds are available. This would provide
the corresponding benefit to teachers necessary to reduce the State's General Fund contribution.
The savings from the reduced contribution equates to $66 million in 2008-09.

Welfare System. The Personal Responsibility and Work Opportunity Reconciliation Act
of 1996 fundamentally reformed the nation's welfare system. This Act included provisions to:
(1) convert Aid to Families with Dependent Children ("AFDC") from an entitlement program to
a block grant titled Temporary Assistance for Needy Families ("TANF"), with lifetime time
limits on TANF recipients, work requirements and other changes; (2) deny certain Federal
welfare and public benefits to legal non-citizens (amended by subsequent Federal law), allow
states to elect to deny additional benefits (including TANF) to legal non-citizens, and generally
deny almost all benefits to illegal immigrants; and (3) make changes in the Food Stamp program,
including to reduce maximum benefits and impose work requirements.
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Federal authorization for the TANF program wasrecently-approved-and-extendedextends
until September 30, 2010. The legislation modified countable work activities under TANF and

applied new Federal work participation rates to the State's program. In addition, the legislation
effectively eliminated the State's caseload reduction credit and the bulk of the State's caseload
will be subject to the 50% work participation rate beginning in Federal fiscal year 2007. The

s&gmﬁeaﬁtCahforma Work ODDortumtv and Resnon51b111tv to KldS ( ”CalWORKs”) reDlaced the

former AFDC and other similar programs effective January 1, 1998. Consistent with Federal
law, CalWORKSs contains time limits on receipt of welfare aid. The centerpiece of CalWORKSs
is the linkage of eligibility to work participation requirements. The revised CalWORKSs caseload

projections are 460,119 and 386,871 cases in Fiscal Years 2007-08 and 2008-09, respectively.
Since CalWORKS' inception in January 1998, caseload has declined by over 36%.

California is expected to fail to meet the work participation rate in 2007 (at least 50%
work participation among all families), and as a result, California's required Maintenance of
Effort ("MOE") will be 80% of the Federal fiscal year 1994 historic expenditures rather than the

75% MOE level California has been required to meet. The 2008-09 May Revision would
increase MOE spending by $179.5 million in Fiscal Year 2008-09. to $2.9 billion, to reflect this

penalty. Considerable improvement in work participation rates must be achieved to avoid
additional Federal penaltles Wthh could %e%alcost the State and counties more than $H—bﬂheﬂ

edl.5 b11110n over a ﬁve-gear Qerlod2 begmmng in

Fiscal Year 2009 10. The 2008 09 Ma¥ Revision proposes major programmatic changes that
place greater emphasis on work participation and deereasereduces reliance upon public

assistance to significantly improve the ability of the State and counties to meet Federal work
requirements in the TANF program.

The Governor's proposed reform measures are estimated to provide net savings of $343.7

million to the General Fund in Fiscal Year 2008-09. Along with these reforms, the 2008-09 May
Revision proposes to maintain the $230 million included in the 2006 and 2007 Budget Act to
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support CalWORKSs program improvements, including $90 million for counties to implement

program improvements and $140 million to support county administration.

Total CalWORKSs program expenditures of $6.7 billion are proposed for Fiscal Year
2008-09, including TANF and MOE countable expenditures, of which $2.697 billion is budgeted
to be paid from the General Fund. The amount budgeted includes $5.3 billion for CalWORKSs
program expenditures, $100 million in county expenditures and $1.3 billion in other programs.

Local Governments. The primary units of local government in the State are the 58
counties, ranging in population from 1,200 in Alpine County to approximately 10 million in Los
Angeles County. Counties are responsible for the provision of many basic services, including
indigent health care, welfare, jails and public safety in unincorporated areas. There also are 478
incorporated cities and thousands of special districts formed for education, utility and other
services. The fiscal condition of local governments has been constrained since the enactment of
"Proposition 13" in 1978, which reduced and limited the future growth of property taxes and
limited the ability of local governments to impose "special taxes" (those devoted to a specific
purpose) without two-thirds voter approval. Counties, in particular, have had fewer options to
raise revenues than many other local government entities and have been required to maintain
many services.

In the aftermath of Proposition 13, the State provided aid to local governments from the
General Fund to make up some of the loss of property tax monies, including taking over the
principal responsibility for funding K-12 schools and community colleges. During the recession
of the early 1990s, the Legislature eliminated most of the remaining components of post-
Proposition 13 aid to local government entities other than K-12 schools and community colleges
by requiring cities and counties to transfer some of their property tax revenues to school districts.
However, the Legislature also provided additional funding sources (such as sales taxes) and
reduced certain mandates for local services.

The 2004 Budget Act, related legislation and the enactment of Senate Constitutional
Amendment No. 4 ("Amendment No. 4") dramatically changed the State-local fiscal
relationship. These constitutional and statutory changes implemented an agreement negotiated
between the Governor and local government officials (the "State-local agreement") in connection
with the 2004 Budget Act. One change relates to the reduction of the vehicle license fee
("VLF") rate from 2% to 0.65% of the market value of the vehicle. In order to protect local
governments, which have previously received all VLF revenues, the reduction in VLF revenue to
cities and counties from this rate change was replaced by an increase in the amount of property
tax that they receive.

As part of the State-local agreement, Amendment No. 4 was enacted by the Legislature
and subsequently approved by the voters at the November 2004 election (Proposition 1A).
Amendment No. 4 amended the State Constitution to, among other things, reduce the
Legislature's authority over local government revenue sources by placing restrictions on the
State's access to local governments' property, sales, and VLF revenues as of November 3, 2004.
Beginning with Fiscal Year 2008-09, the State will be able to borrow up to 8% of local property
tax revenues, but only if the Governor proclaims such action is necessary due to a severe State
fiscal hardship, two-thirds of both houses of the Legislature approve the borrowing and the
amount borrowed is required to be paid back within three years. The State also will not be able
to borrow from local property tax revenues for more than two fiscal years within a period of ten
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fiscal years, and only if previous borrowings have been repaid. In addition, the State cannot
reduce the local sales tax rate or restrict the authority of the local governments to impose or
change the distribution of the statewide local sales tax. Amendment No. 4 also prohibits the
State from mandating activities on cities, counties or special districts without providing for the
funding needed to comply with the mandates. Beginning in Fiscal Year 2005-06, if the State
does not provide funding for the activity that has been determined to be mandated, the
requirement on cities, counties or special districts to abide by the mandate would be suspended.

Trial Courts. Prior to legislation enacted in 1997, local governments provided the
majority of funding for the State's trial court system. The legislation consolidated trial court
funding at the State level in order to streamline the operation of the courts, provide a dedicated
revenue source and relieve fiscal pressure on the counties. The State's trial court system will
receive approximately $2-6-billien-and-$2.7 billion in State resources in both Fiscal Years 2006-

07-and-2007-68respeetively08 and 2008-09, and $499 million in resources from the counties in
each fiscal year.

State Appropriations Limit. The State is subject to an annual appropriations limit
imposed by the State Constitution (the "Appropriations Limit"). The Appropriations Limit does
not restrict appropriations to pay debt service on voter-authorized bonds or appropriations from
funds that do not derive their proceeds from taxes. There are other various types of
appropriations excluded from the Appropriations Limit, including appropriations required to
comply with mandates of courts or the Federal government, appropriations for qualified capital
outlay projects, appropriations for tax refunds, appropriations of revenues derived from any
increase in gasoline taxes and motor vehicle weight fees above January 1, 1990 levels, and
appropriation of certain special taxes imposed by initiative. The Appropriations Limit may be
exceeded in cases of emergency.
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The Appropriations Limit in each year is based on the limit for the prior year, adjusted
annually for changes in State per capita personal income and changes in population, and
adjusted, when applicable, for any transfer of financial responsibility of providing services to or
from another unit of government or any transfer of the financial source for the provisions of
services from tax proceeds to non-tax proceeds. The Appropriations Limit is tested over
consecutive two-year periods. Any excess of the aggregate "proceeds of taxes" received over
such two-year period above the combined Appropriations Limits for those two years is divided
equally between transfers to K-14 school districts and refunds to taxpayers.

The Department of Finance prejeetedprojects the Appropriations Eimitsubject to
limitation to be appreximately-$12-182816.606 billion and $4-921+10.737 billion under the State
Appropriations Limit in Fiscal Years 2866-07-ard-2007-68;08 and 2008-09, respectively.

Proposition 98. On November 8, 1988, voters approved Proposition 98, a combined
initiative constitutional amendment and statute called the "Classroom Instructional Improvement
and Accountability Act." Proposition 98 changed State funding of public education primarily by
guaranteeing K-14 schools a minimum share of General Fund revenues. Any amount not funded
by local property taxes is funded by the General Fund. Proposition 98 (as modified by
Proposition 111, enacted on June 5, 1990), guarantees K-14 schools a certain variable percentage
of General Fund revenues-as-test-1;, based on certain factors including cost of living adjustments,
enrollment and per capita income and revenue growth.

Legislation adopted prior to the end of Fiscal Year 1988-89, implementing Proposition
98, determined the K-14 schools' funding guarantee to be 40.7% of the General Fund tax
revenues, based on Fiscal Year 1986-87 appropriations. However, that percentage has been
adjusted to approximately 41% to account for a subsequent redirection of local property taxes
that directly affected the share of General Fund revenues to schools. Proposition 98 permits the
Legislature by two-thirds vote of both Houses, with the Governor's concurrence, to suspend the
minimum funding formula for a one-year period. Proposition 98 also contains provisions
transferring certain excess State tax revenues to K-14 schools, but no such transfers are expected
for Fiscal Year 2007-68-08 and 2008-09.

In the fiscal emergency special session, the Legislature reduced Fiscal Year 2007-08
Pro 0s1t10n 98 a ropriations b 506 8 m11110n however 295 4 m11110n was offset b re-

eliminated appropriations from programs that encountered 1mglementat10n delays. As a result,
the Fiscal Year 2007-08 "enacted" Proposition 98 appropriations exceed the minimum guarantee
by $946 million. As of the 2008-09 May Revision, the Fiscal Year 2007-08 Proposition 98
guarantee remains at $56.6 billion, but the General Funds share increased to $41.8 billion.
However, the Proposition 98 over-appropriation decreased from $946 million to $802 million.

billion. The General Fund share would be $41.4 billion of total funding. The State proposes to
fully fund the guarantee, but does not over-appropriate the minimum guarantee. The 2008-09
May Revision does not provide for any cost-of-living adjustments; and also reflects the rolling
deferral of Proposmon 98 expendltures of $1 303 billion; in eaelcre#Flscal Years 2995—0649




rebenched-downwardfor General Fund-savings:2006 through 2010.
In 2004, legislation suspended the Proposition 98 guarantee, which, at the time the 2004
Budget Act was enacted, was estimated to be $2.004 billion. That estimate, however, has been
increased by an additional $1.6 billion due to subsequent revenue growth in the General Fund.
This suspended amount is added to the existing maintenance factor. This funding, along with
approximately $1.2 billion in Fiscal Year 2005-06 were the subject of a lawsuit, which has
recently been settled. The terms agreed upon consist of retiring this approximately $2.8 billion
obligation beginning in Fiscal Year 2007-08 with a $300 million payment, followed by annual
payments of $450 million beginning in Fiscal Year 2008-09 until it is paid in full. In addition,
legislation was approved to refinance the State's Series 2003A Bonds (discussed below), which

became effective on January 1, 2007. The first $900 million in additional funds expected to be
raised from the refinancing will offset initial settlement costs.

Appropriations for Fiscal Years 1995-96, 1996-97, 2002-03 and 2003-04 are estimated
cumulatively to be $1.4 billion below the amounts required by Proposition 98 because of
increases in State tax revenues above previous estimates. Legislation enacted in August 2004
annually appropriates $150 million per year, beginning in Fiscal Year 2006-07, to repay prior
year Proposition 98 obligations. The current estimate of the remaining obligation is $1.292
billion. The 2005 Budget Act funded $16.8 million toward these settle-up obligations, which
reduced the first Fiscal Year 2006-07 settle-up appropriation, from $150 million to $133.2
million. The 2006 Budget Act included this appropriation along with a $150 million prepayment

of the Fiscal Year 2007-08 allocation. The 2008-09 Governor's Budget includes $150 million
for the Fiscal Year 2008-09 allocation. As a result, the outstanding settle-up balance as of the
2008-09 May Revision is $950.6 million.

Constraints on the Budget Process. Over the years, a number of laws and Constitutional
amendments have been enacted that restrict the use of General Fund or special fund revenues, or
otherwise limit the Legislature's and Governor's discretion in enacting budgets. A proposed

initiative measure has qualified for the February 5, 2008 statewide election, which would, among
other things, modify Proposition 98 to create a separate funding guarantee for community
colleges, different from the funding guarantee for K-12 schools. More recently, a new series of
Constitutional amendments have affected the budget process. These include Proposition 58,

approved in 2004, which requires the adoption of a balanced budget and restricts future
borrowing to cover budget deficits, Proposition 1A, approved in 2004, which limits the

Legislature's power over local revenue sources, and Proposition 1A, approved at the November
7, 2006 election, which limits the Legislature's ability to use sales taxes on motor vehicle fuels
for any purpose other than transportation. This, and other recent Constitutional amendments
affecting the budget process, isare described below.

Proposed Budget Stabilization Act. The 2008-09 Governor's Budget proposes a Budget
Stabilization Act (the "BSA"), a Constitutional amendment to reform the State budget process.
The BSA will require excess revenues to be deposited in the RSF. In years of below-average
rates of revenue growth, monies will be transferred from a new RSF back into the General Fund
in an amount not to exceed the shortfall. The BSA allows transfers from the RSF back into the
General Fund only in years when revenue grows at a rate less than the long-term average.
Transfers would not be allowed simply to avoid deficits, not even in emergencies.
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The 2008-09 May Revision proposes to create the revenue limit based on Fiscal Year
2008-09 revenues and capitalize the RSF with revenues from the securitization of the State
Lottery, which would provide $5.1 billion in Fiscal Year 2008-09 to bring revenues to the
projected General Fund limit. The 2008-09 May Revision also provides for the imposition of an
additional 1¢ sales tax for every dollar in taxable sales in the event that the Administration
certifies that there is insufficient revenue in the RSF during 2009 to transfer to the General Fund
to bring the General Fund up to the revenue limit. The triggered increase would remain in effect
until the RSF has reached the targeted fund balance (15% of General Fund tax revenues) or until

June 30, 2011, whichever occurs first.

The BSA will provide for automatic expenditure reductions triggered whenever the
Governor projects that the State will be in deficit. When estimates show a likely General Fund
deficit of 1% or less, the Governor will reduce appropriations, on an annualized basis by 2%:
when estimates show a deficit of greater than 1%, appropriations will be reduced by 5%. The
BSA will require the Legislature and the Governor to enact statutory changes in all State
entitlement programs that allow for reductions in service levels or rates of payment sufficient to
achieve the targeted reductions of 2% and 5%.

Proposition 58 (Balanced Budget Amendment). Proposition 58, approved in 2004,
requires the State to enact a balanced budget, establish a special reserve in the General Fund and
restricts future borrowing to cover budget deficits. As a result, the State may have to take more
immediate actions to correct budgetary shortfalls. Beginning with the budget for Fiscal Year
2004-05, Proposition 58 requires the Legislature to pass a balanced budget and provides for mid-
year adjustments in the event that the budget falls out of balance. The balanced budget
determination is made by subtracting expenditures from all available resources, including prior-
year balances.

Proposmon 58 requlres that a special reserve (the "BSA") be established in the General

funded by annual transfers of sgemﬁed amounts from the General Fund, unless suspended or

reduced by the Governor or until a specified maximum amount has been deposited. Proposition
58 also prohibits certain future borrowing to cover budget deficits. This restriction applies to

general obligation bonds, revenue bonds, and certain other forms of long-term borrowing. The
restriction does not apply to certain other types of RANs or RAWs currently used by the State, or
inter-fund borrowings.

Local Government Finance (Proposition 1A of 2004). Approved in 2004, Proposition 1A
amended the State Constitution to reduce the Legislature's authority over local government

revenue sources by placing restrictions on the State's access to local governments' property,
sales, and vehicle license fee revenues as of November 3, 2004. Beginning with Fiscal Year
2008-09, the State will be able to borrow up to 8% of local property tax revenues, but only if the
Governor proclaims such action is necessary due to a severe State fiscal hardship and two-thirds
of both houses of the Legislature approves the borrowing. The amount borrowed is required to
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be paid back within three years. The State also will not be able to borrow from local property
tax revenues for more than two fiscal years within a period of ten10 fiscal years. In addition, the
State cannot reduce the local sales tax rate or restrict the authority of local governments to
1mpose or change the dlstrlbutlon of the statewide local sales tax —"Ph%’z@%—Bﬁdget—Aet

Proposition 1A further requires the State to reimburse cities, counties, and special
districts for mandated costs incurred prior to Fiscal Year 2004-05 over a term of years. The
2008-09 May Revision delays the third payment of these claims. The remaining estimated cost
of claims for mandated costs incurred prior to Fiscal Year 2004-05 is $956 million.

Proposition 49 (After School Education Funding). An initiative statute, called the "After
School Education and Safety Program of 2002," was approved by the voters in 2002, and
requires the State to expand funding for before and after school programs in public elementary
and mlddle schools This increase *s—reqh&redwas first trlggered n F1scal Year 2006- 07 and the

owhich 1ncreased

undlng for these programs to §550 mllhon These funds are Qart of the Prop0s1t10n 98 minimum
-funding guarantee for K-14 education-and;-in-accordance-with-the-initiative,cannot-beredueed
m-fatare-years-unless-the Propesition98-guaranteeis-suspended, The 2008-09 Governor's
Budget reflects a reduction of $59.6 million for Proposition 49 programs, consistent with other
reductions proposed for Proposition 98 programs. This will require a ballot initiative to go
before the voters to amend the funding level under Proposition 49.

Transportation Financing (Proposition IA of 2006). On November 7, 2006, voters

approved Proposition IA to protect Proposition 42 transportation funds from any further
suspensions. The new measure modified the constitutional provisions of Proposition 42 in a
manner similar to Proposition 1A of 2004, so that if such suspension occurs, the amount owed by
the General Fund must be repaid to the Transportation Investment Fund within three years, and
only two such suspensions can be made within any ten-year period. The 2006 Budget Act fully
funded the Proposition 42 transfer at $1.415 billion for Fiscal Year 2006-07, and also included

$1.415 billion for advance repayment of a portion of prior year suspensions. The 2007 Budget
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Act fully funded the Proposition 42 transfer at $1.439 billion and required repayment for
remaining Proposition 42 debts at $83 million for Fiscal Year 2007-08. The 2008-09 May
Revision proposed to fully fund the Proposition 42 transfer for Fiscal Year 2008-09 at $1.485

billion with another $83 million to repay a portion of past suspensions.

Tobacco Settlement Revenue Bonds. In 1998, the State signed the Master Settlement
Agreement (the "MSA") with the four major cigarette manufacturers for payment of
approximately $25 billion (subject to adjustment) over 25 years. Under the MSA, half of the
money will be paid to the State and half to local governments. Payments continue in perpetuity,
but the specific amount to be received by the State and local governments is subject to
adjustment. Details in the MSA allow reduction of payments for decreases in cigarette shipment
volumes by the settling manufacturers, payments owed to certain previously settled states and
certain types of offsets for disputed payments, among other things. However, settlement
payments are adjusted upward each year by at least 3% for inflation, compounded annually.

State statutory law allows the issuance of revenue bonds secured by MSA revenues
beginning in Fiscal Year 2003-04. An initial sale of 56.57% of the State's tobacco settlement
revenues producing $2.5 billion in proceeds was completed in January 2003 ("Series 2003A
Bonds"). A second sale of the remaining 43.43% of the State's tobacco settlement revenues,
which produced $2.264 billion in proceeds, was completed in September 2003 ("Series 2003B
Bonds"). In August 2005, the Series 2003B Bonds were refinanced, retaining all of the
covenants of the original issue, including the covenant regarding the request for a General Fund
appropriation in the event tobacco revenues fall short. In return for providing this covenant, the
State was paid a credit enhancement fee of $525 million as part of the refinancing. FLegislation
to-autherizeln March 2007 the_State comgleted refundmg of the 2003 A Bonds-was-enacted-in

M3 able. This refunding generated
add1t10nal p_roceeds of aggroxnnately_ $1. 258 b11hon Wthh will then be used to offset the

General Fund cost for the initial years of the litigation settlement related to the suspension of the
Proposition 98 guarantee.

In 2006;2005, MSA participants asserted that they had lost market shares in 2003 to
manufacturers who did not participate in the MSA, which assertion was confirmed. As such, the
MSA partieipantsparticipating manufacturers ("PMs") are permitted to withhold up to three
times the amount of lost market shares until such time as it is proven that the participating states
are properly enforcing their statutory authority over the non-participants. The PMs made this

assertion in 2005, 2006 and 2007 for the calendar years 2003, 2004 and 2005 respectively. Each

assertion was confirmed and the PMs were authorized to withhold the specified amount from
that year's scheduled anment As a result, the ameunt-eftobacco settlement revenues received

bydue to the State wasin Agrll of 20062 2007 and 2008 were reduced by $50 9 million-in-Fiseal

MSA—pamerpants—te—pay—th%tateg §44 m11hon and §33 9 m11110ng resgectwelx

Sources of Tax Revenue

The 29942 08- 9809 May ReV1510n 1ncludes the followmg revenue proposals (1) repeat

2997—08—6H9—pepma14enteeﬂeeﬁeﬁefrelnstate the use tax on Vessels Vehlcles and alrcraft

brought into the State within one year of purchase, with an estimated te-resultinarevenuegain
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gap'revenue gain
of $16 m1111on in F1sca1 Year 2008 09: (ii le 1slat10n to bring personal income tax and corporate

tax revenue accruals 1nto conformltx with Generallx Accepted Accounting PrlncngalsE Wthh

ncreasmg efforts to improve compliance, address growth in audit workload, reduce the "tax

gap," and improve cash management are estimated to result in $77-5revenue gains of $168
mllhon in additional personal income tax and corporatlon tax revenuesan—FJrseal—\lear—Z@OJ—@&

add—r&enz'ﬂ2 $5 m11110n in 1nterest income, $71 mllhon in sales and use tax2 and $3 nnlllon in
tobacco taxes in Fiscal Year 2008-09; (iv) changing the due date for limited liability company
fee Qagments resultlng in a one tlme acceleration of §36O m11110n in revenues in Flscal Year
bm1g—1—n—aﬂ—add+ﬁenal¥$4%—mkﬂien—m 008 09 and ongoing annual revenue galns in the range of
$35 million as a result of growth in the fee base thereafter; and (v) a one-time reduction of $175
million in Fiscal Year 2008-09 corporate income tax revenues to reflect a change in accrual
accounting that shifts the $175 million into Fiscal Year 2007-08.

Personal Income Tax. The California personal income tax, which accounts for a

significant portion of General Fund tax revenues, is closely modeled after Federal income tax
law. It is imposed on net taxable income (gross income less exclusions and deductions), with
rates ranging from 1% to 9.3%. Personal, dependent and other credits are allowed against the
gross tax liability. In addition, taxpayers may be subject to an alternative minimum tax
("AMT"). The personal income tax structure is highly progressive. For instance, it is estimated
that the top 1% of taxpayers paid 47-547.9% of the total personal income tax in the 26052006 tax
year.

A proposal to add a 1% surcharge on taxable income over $1 million in addition to the
9.3% rate, became effective January 1, 2005. The proceeds of the tax surcharge are required to
be used to expand county mental health programs.

Taxes on capital gains and stock options, which are largely linked to stock market
performance, add a significant dimension of volatility to personal income tax receipts. Capital
gains and stock option tax receipts have accounted for as much as 24-724.8% and as little as
7:37.8% of General Fund revenues over the last ten years. The2007-08-MayRevision
estimates]t was estimated that capital gains and stock option tax receipts w#Hwould account for
1+5:314.7% of General Fund revenue and transfers in Fiscal Year 2666-672007-08 and
+5+expected 12.8% of General Fund revenue in Fiscal Year 2607-68—2008-09.

Sales Tax. The sales tax is imposed upon retailers for the privilege of selling tangible
personal property in California. Most retail sales and leases are subject to the tax. However,
exemptions have been provided for certain essentials such as food for home consumption,

B-75



prescription drugs, gas delivered through mains and electricity. Other exemptions provide relief
for a variety of sales ranging from custom computer software to aircraft.

As of January 1, 26072008, the breakdown of the base State and local sales tax rate of
7.25% is as follows: 5% is imposed as a General Fund tax; 0.5% is dedicated to local
governments for health and welfare program realignment; 0.5% is dedicated to local
governments for public safety services; 1.0% local tax imposed under the Uniform Local Sales
and Use Tax Law, with 0.25% dedicated to county transportation purposes and 0.75% for the
city and county general-purpose use; and 0.25% deposited into the Fiscal Recovery Fund which
will be available for annual appropriation by the Legislature to repay the ERBs.

Existing law provides that 0.25% of the basic 5% State tax rate may be suspended in any
calendar year upon State certification by November 1 in any year in which the both following
occur: (1) the General Fund reserve (excluding the revenues derived from the 0.25% sales and
use tax rate) is expected to exceed 3% of revenues in that fiscal year (excluding the revenues
derived from the 0.25% sales and use tax rate) and (2) actual revenues for the period May 1
through September 30 equal or exceed the May Revision forecast. The 0.25% rate will be
reinstated the following year if the State subsequently determines conditions (1) or (2) above are
not met for that fiscal year. The Department of Finance estimates that the reserve level will be
insufficient to trigger a reduction for calendar year 2008.

Corporation Tax. Corporation tax revenues are derived from the following taxes and/or
sources: (1) the franchise tax and the corporate income tax, which are levied at an 8.84% rate on
profits; (2) banks and other financial corporations that are subject to the franchise tax plus an
additional tax at the rate of 2% on their net income; (3) the AMT, which is imposed at a rate of
6.65%, is similar to the Federal AMT and is based on a higher level of net income computed by
adding back certain tax preferences; (4) a minimum franchise tax of up to $800, which is
imposed on corporations subject to the franchise tax but not on those subject to the corporate
income tax (new corporations are exempted from the minimum franchise tax for the first two
years of incorporation); (5) Sub-Chapter S corporations, which are taxed at 1.5% of profits; and
(6) fees paid by limited liability companies, which account for 3-32.8% of revenues (the
constitutionality of these fees is currently being challenged in three separate State-courts—

litigations).

Insurance Tax. The majority of insurance written in California is subject to a 2.35%
gross premium tax. For insurers, this premium tax takes the place of all other State and local
taxes except those on real property and motor vehicles. Exceptions to the 2.35% rate are certain
pension and profit sharing plans that are taxed at the lesser rate of 0.5%, surplus lines and
nonadmittednon-admitted insurance at 3% and ocean marine insurers at 5% of underwriting
profits.

The State Board of Equalization ruled in December 2006 that the premium tax insurers
pay should be calculated on a cash basis rather than the accrual method required by the
Department of Insurance. This ruling is expected to result in a total loss of $406 million spread

over several years; the impact is estimated to be $175 million in Fiscal Year 2008-09, $200

million in Fiscal Year 2009-10 and $31 million in Fiscal Year 2010-11.

B-76



Other Taxes. Other General Fund major taxes and licenses include: estate, inheritance
and gift taxes; cigarette taxes; alcoholic beverage taxes; horse racing license fees and trailer
coach license fees.

The California estate tax is based on the State death tax credit allowed against the Federal
estate tax, and is designed to pick up the maximum credit allowed against the Federal estate tax
return. The Federal Economic Growth and Tax Reconciliation Act of 2001 phases out the
Federal estate tax by 2010. It also reduced the State pick-up tax by 25% in 2002, 50% in 2003,
and 75% in 2004 and eliminated it beginning in 2005. These provisions sunset after 2010; at that
time, the Federal estate tax will be re-instated along with the State's estate tax, unless future
Federal legislation is enacted to make the provisions permanent.

Special Fund Revenues. The State Constitution and statutes specify the uses of certain
revenue. Such receipts are accounted for in various special funds. In general, special fund
revenues comprise three categories of income: (i) receipts from tax levies, which are allocated to
specified functions such as motor vehicle taxes and fees and certain taxes on tobacco products;
(i1) charges for special services to specific functions, including such items as business and
professional license fees; and (iii) rental royalties and other receipts designated for particular
purposes (e.g., oil and gas royalties). Motor vehicle related taxes and fees accounted for
approximately 3435% of all special fund revenues in Fiscal Year 2605-06-2006-07. Principal
sources of this income are motor vehicle fuel taxes, registration and weight fees and VLFs.
During Fiscal Year 2005-06,-$8-42006-07, $8.6 billion was derived from the ownership or
operation of motor vehicles. About $3.4 billion of this revenue was returned to local
governments. The remainder was available for various State programs related to transportation
and services to vehicle owners.

Taxes on Tobacco Products. Proposition 10, approved in 1998, increased the excise tax
imposed on distributors selling cigarettes in California to 87¢ per pack effective January 1, 1999.
At the same time, this proposition imposed a new excise tax on cigars, chewing tobacco, pipe
tobacco and snuff at a rate equivalent to the tax increase on cigarettes. In addition, the higher
excise tax on cigarettes automatically triggered an additional increase in the tax on other tobacco
products effective July 1, 1999, with the proceeds going to the Cigarette and Tobacco Products
Surtax Fund. The State's excise tax proceeds are earmarked for childhood development,
education, health, research and other programs.

State Economy and Finances

strong economic and revenue growth in the late 1990s and into 2000, during Fiscal Year 2001-
02, as the State and national economies feel into a recession and the stock markets dropped
significantly, the State experienced an unprecedented drop in revenues eempared-to-the-prior

yearlargely due to reduced personal income taxes. During Fiscal Years 2001-62-through2003-
04, the State encountered severe budgetary difficulties because of reduced revenues and failure

to make equivalent reductions in expenditures, resulting in successive budget deficits. The
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economy rebounded strong during Fiscal Years 2004-2006, with the result that General Fund
revenues were substantially higher in each year than had been projected at the start of the year.
This allowed the budgets in those years to end with substantial positive balances. The State
continued to utilize a combination of expenditure cuts, cost avoidance, internal and external
borrowings and one-time measures such as securitization of tobacco settlement revenues and sale
of ERBs to produce balanced budgets.




Final estimates relating to Fiscal Year 2005-06 Revised-Estimates—TFhe 200708

Prepesed Budgetestimatedindicated that the State experienced substantially more favorable
results £er—th%8tatethan were pI'O] jected at the time the 2005 Budget Act was mgned—’FheState

meF%&s%d—b%&be&t%—l—%@Hﬁ—a—F%Sﬁl{— in Julx 2005 As a result of the rev1sed estimates

and improved economic results that generated major increases in tax revenues, the State
estimated that the fund balance at June 36,20, 2006 was-estimated-at about $10.8 billion, of

which $10.1 billion was in the SFEU.

State Budget—Fiscal Year 2006-07. The 2006 Budget Act was adopted by the
Legislature on June 27, 2006, and signed by the Governor on June 30, 2006. Under the 2006
Budget Act, General Fund revenues and transfers were projected to increase 1.2%, from $92.7
billion in Fiscal Year 2005-06 to $93.9 billion in Fiscal Year 2006-07. The 2006 Budget Act
contained General Fund appropriations of $101.3 billion, compared to $92.7 billion in Fiscal
Year 2005-06. The June 30, 2007 reserve was projected to be $2.1 billion, compared to an
estimated June 30, 2006 reserve of $9.5 billion. The 2006 Budget Act also contained Speeial
Fundspecial fund expenditures of $26.6 billion and Bond Fund expenditures of $3.6 billion.
Special Fund revenues were estimated at $27.8 billion. Pursuant to the cash flow projections for
the 2006 Budget Act, the State issued $1 5 b11110n of RANs to a551st m 1ts cash management
program for the ﬁscal year.Fhe - ; : ,

The 2006 Budget Act contains the following major General Fund components:

1. Repayments or Prepayments of Prior Obligations — $2.812 billion of repayments
or prepayments of prior obligations as follows: (1) $1.415 billion for advance payment of a
portion of theFiscal Years 2003-04 and 2004-05 Proposition 42 suspensions; (2) $472 million for
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early retirement of ERBs; (3) $296 million to repay/prepay non-Proposition 98 mandates; (4)
$347 million to repay/prepay loans from special funds; (5) $150 million to prepay "settle-ups"
under Proposition 98; (6) $100 million to prepay flood control subventions; and (7) $32 million
to pay debt service on general obligation bonds in Fiscal Year 2007-08.

2. Proposition 98 — Proposition 98 General Fund expenditures were $41.3 billion, an
increase of $2.9 billion (7.5%) compared to the revised Fiscal Year 2005-06 estimate. Including
property taxes, the total Proposition 98 guarantee was $55.1 billion, an increase of $3.1 billion
(5.9%).

3. K-12 Education — $67.1 billion in spending on K-12 education, an increase of
$2.9 billion from the revised Fiscal Year 2005-06 estimate. General Fund expenditures were
$40.5 billion, an increase of $2.7 billion (7.0%).

4. Higher Education — General Fund expenditures were $11.4 billion, an increase of
$973 million (9.4%) over Fiscal Year 2005-06.

5. Health and Human Services — $29.3 billion General Fund to be spent on Health
and Human Services programs, an increase of $2.5 billion (8.7%) from revised Fiscal Year 2005-
06 estimates, which was due primarily to increases in caseload, population, and other workloads.

6. Transportation Funding — $1.42 billion to fully fund Proposition 42 in Fiscal Year
2006-07 and $1.415 billion for advance payment of a portion of the Proposition 42 suspensions.
The 2005 Budget Act assumed repayment of a portion of outstanding transportation loans with
$1 billion in bond proceeds derived from certain Indian gaming revenues to specified
transportation programs There have been several lawsuits that prevented the bonds from belng

”Lrtlgatron” belowg Bond proceeds in the amount of $849 mllhon were antrclpated in the 2006
Budget Act. DBu Ay ation :

7. Budget Stabilization Account — The 2006 Budget Act fully funded the transfer of
an-estimated-$944 million to the BSA pursuant to Proposition 58. Half of this amount ($472
million) remainedremains in the BSA as a reserve. The other half was transferred_in September
2006 for the purpose of early retirement of ERBs.

Flscal Year 2006 07 Rewsed Estlmates The M&%ﬁenﬁejeetﬁhaﬁhe

estimated that total prior year resources, plus revenues and transfers for Fiscal Year 2006- 20072
were about $105.3 billion, nearly $1.9 billion more than originally estimated, including $1.058

billion higher personal income tax revenues and $650.9 million higher corporate tax revenues.

Expenditures increased by about $152 million. As a result, the General Fund balance at June 30

2007 was estimated at about $3.9 billion, of which $3.0 billion was in the SFEU, compared to
the original 2006 Budget Act estimate of $1.6 billion.
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State Budget—Flscal Year 2007-08. The 2007—98—M—afyLRevrs+eﬁ—prejeets—te—eﬂd—F+sea4

' '. D '..' '- S , ‘ ‘ )

: he : , e res. Budget Act was
dogted by the Legrslature on August 21, 2007 and srgned b¥ the Governor on August 24, 2007.
The 2007 Budget Act included the largest reserve of any budget act in the State's histo 4.1

billion) due to the large number of risks in the Act. At the time of the release of the 2008-09

Governor's Budget, many of these risk had occurred and the planned reserve was not sufficient to

keep the budget balanced through June 30, 2008. Accordingly, the Legislature convene a special

session and took a series of actions to close the budget gap, in addition to certain actions taken
independently by the Governor.

Under the 2007 Budget Act2 General Fund revenues and transfers were projected to

The 2007 Budget Act contalned General Fund appropriations of $102.3 billion, compared to
$101.7 billion in Fiscal Year 2006-07. The June 30, 2008 total reserve was projected to be $4.1

billion, similar to the estimated June 30, 2007 reserve.

The 2007-08-MayRevision-contains Budget Act contained the following major General
Fund components:

1. Maximizing the Value of the State's Student Loan Guarantee Function — The 2007
Budget Act assumed the sale of California's student loan guarantee function, generating $1

billion in one-time revenue. This guarantee function is operated through a contract between the
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California Student Aid Commission ("CSAC") and EdFund, California's student loan guarantee
agency established by CSAC. The 2007 Budget Act estimate was reduced to $500 million in the
2008-09 Governor's Budget, and by the time of the 2008-09 May Revision, it was projected that
the sale would not occur until Fiscal Year 2009-10, in part due to changes in the student lending
industry and tightening of credit markets.

2. Repayments or Prepayments of Prior Obligations — $+-6The 2007 Budget Act

included $1 billion in prepayments of the ERBs from BSA transfers and $885 million of other

budgetary debt repayments—Fhe-Department-of Financeprojects-that the ERBs-will befully
retired-inr-August of 2009, which-isH4-years-ahead-of sehedule-, bringing the total set aside to
repay the ERBs to $6.8 billion in four years since the bonds were issued.

*s~p¥ejeeteekat#$4-4—b+l-heﬂ4—Pr09031tlon 98 — The 2007 Budget Act included Proposmon 98

funding for Fiseal Year 2007-08ispropesed-at- $41-9General Fund expenditures of $41.5 billion,
an increase of 4—876§712 m11110n (1. 7%1 compared to reV1sed Flscal Year 2006-07 estimates.

Qrogertx taxes are taken 1nt0 accountE the total Propos1t10n 98 f—&ndmgguarantee was §57
billion, which is-an-inerease-of$378-mitlion(0-9%)-over-the revised-estimates-was an increase

of $2.2 billion (3.9%). The 2007 Budget Act also continued to include $426 million above the
2006-07 Proposition 98 guarantee level to implement Proposition 49.

54. K-12 Education — $66-666.8 billion in spending on K-12 education, an increase of
$3-13.5 billion from the revised Fiscal Year 2006-07 estimates. GeneralFund-expenditure

reduetions-are-propesed-at-$1-4-billienLegislation adopted during the special legislative session
reduced Fiscal Year 2007-08 Proposition 98 spending by over $500 million.

6:5.  Higher Education — RefleetsThe 2007 Budget Act reflected total funding of $19.7
billion, including $+4-+14 billion General Fund and Proposition 98 sources for all major
segments of higher education, which refleetswas an increase of $1.1 billion above the 2066
Budget-Aetrevised Fiscal Year 2006-07 level.

76. Health and Human Services — $29-929.7 billion General Fund te-be-spentin
spending on Health and Human Services programs, which is an increase of $239301 million
from the revised Fiscal Year 2006-07 estimate. Total funding from all State funds iswas $38:238
billion, which iswas an increase of $1-51.6 billion from the revised estimates.

&.7. Transportation Funding — PrepesalsIncluded $1.48 billion to fully fund

Proposition 42 in Fiscal Year 2007-08-and-repay08. Pursuant to Proposition 1A, the 2007
Budget Act repaid $83 million from the Fiscal Year 2003-04 and 2004-05 suspension-

UseProposition 42 suspensions. The 2007 Budget Act also provided for the use of $100 million

in tribal gammg compact revenues Mbﬁe%epayeeﬁanﬁraaspeﬁaﬁmﬂe%s—?h%@@?—

years—aeeefdmg—tespeekﬁed—aﬂmral—ameuﬂt&to be recelved in Flscal Years 2006 07 2007 08
and any future years until the bonds are sold, in order to repay past loans.
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9-8.  Budget Stabilization Account — The 2007 Budget Act fully funded the transfer of
$2.05 billion to the BSA, pursuant to Proposition 58. Half of this amount ($1.02 billion) wiH
remainremained in the BSA as a reserve. The other half will be transferred for the purpose of
early retirement of ERBs.

10:9. Lease of State Lottery — The Governor proposed an examination of the potential

benefits, which could be derived from a lease of the State Lottery to private operators. The
Governor indicated the State may be able to realize substantial new income while still providing
a guaranteed payment to schools. The Governor did not include any specific proposal in the
2007-08 May Revision, and didthe 2007 Budget Act does not include any increased revenue

estimate based on such a transaction._ However, a proposal to securitize Lottery revenues is
included in the 2008-09 May Revision.

10. Revenue Actions — The 2007 Budget Act included several revenue proposals that

were in the Governor's proposed budget. The most significant changes included the repeal of the
teacher tax credit, resulting in an estimated revenue gain of $170 million in Fiscal Year 2007-08,

and additional efforts to reduce the "tax gap," which is estimated to result in $77.5 million in
additional personal income tax and corporation tax revenues in Fiscal Year 2007-08.

During Fiscal Year 2007-08, the State faced a number of issues that have impacted the
General Fund and reduced the budget reserves included in the 2007 Budget Act. In addition to

the items noted above, the following developments have occurred since the enactment of the
2007 Budget Act: (1) deterioration of revenues primarily as a result of weaker economic

conditions: (i1) reduction in reserves by $500 million as a result of an adverse court rulin

involving delayed payments to the State Teachers' Retirement Fund; and (iii) additional
Proposition 98 spending. There also is a potential impact on the General Fund reserve if a
lawsuit challenging use of funds in the Public Transportation Account was successful. At this
time, the State believes subsequent legislative action in the fiscal emergency special session has
addressed the court's objections to the original 2007 Budget Act actions. However, the case has
been appealed. Approximately $3.5 billion of the budget solutions included in the 2007 Budget

Act are one-time actions, which cannot be repeated in Fiscal Year 2008-09.

Fiscal Year 2007-08 Revised Estimates. The 2008-09 May Revision projected that the
State would end Fiscal Year 2007-08 with a total reserve of $858.5 million, compared with the
original estimate of $4.1 billion in the 2007 Budget Act. The continuation of a positive budget

reserve is significantly affected by two one-time revenue sources totaling $4.8 billion: sale of
ERBs ($3.313 billion) and transfer of the BSA reserve to the General Fund ($1.495 billion).

As part of the 2008 09 Ma¥ RevrslonE General Fund revenues for Fiscal Year 2007-08




Fund expenditures for Fiscal Year 2007-08 are projected at $103.5 billion, an increase of $100
million compared to prior projections. Legislation was adopted at the fiscal emergency special
session to reduce expenditures in Fiscal Year 2007-08 and lower certain base expenditures for
Fiscal Year 2008-09, which has resulted in $4.3 billion of budget solutions for Fiscal Year 2007-
08 and $2.7 billion of budget solutions in Fiscal Year 2008-09.

State Budget—Fiscal Year 2008-09 (as updated by the 2008-09 May Revision). The
2008-09 May Revision projects to end Fiscal Year 2008-09 with a $2 billion total reserve.
General Fund revenues and transfers are projected at $103 billion, an increase of $1.8 billion
(1.8%) compared with Fiscal Year 2007-08 revised estimates. General Fund expenditures for
Fiscal Year 2008-09 are projected at $101.8 billion, a decrease of $1.7 billion (1.6%) compared

with revised estimates for Fiscal Year 2007-08.

The 2008-09 May Revision has the following major General Fund components:

1. Budget Reform — The 2008-09 Governor's Budget proposed the BSA, which, as
noted above, would require excess revenues to be deposited in the RSF. In years of below-
average rates of revenue growth, monies will be transferred from the RSF back into the General
Fund in an amount not to exceed the shortfall. The BSA allows transfers from the RSF back into
the General Fund only in years when revenue grows at a rate less than the long-term average.
Transfers would not be allowed simply to avoid deficits, not even in emergencies.

The 2008-09 May Revision would capitalize the RSF in Fiscal Year 2008-09, providing
$5.1 billion to the General Fund. Additionally, the 2008-09 May Revision includes a fail-safe
mechanism that, if triggered, would result in the temporary 1¢ sales tax increase discussed
above. After this temporary mechanism, is no longer in effect, the amount of revenues collected
under the temporary mechanism will be returned to Californians in the form of tax rebates,
invested in one-time infrastructure projects, or used to pay off debt.

2. Modernization of the State Lottery — The 2008-09 May Revision proposes to
maximize the return on the State's lottery by providing operational flexibility similar to lotteries
in most other states. The future revenues from the improved performance of the lottery will be
securitized in order to fund the RSF (estimated at $5.1 billion in Fiscal Year 2008-09 alone).

3. Budget Balancing Reductions — The 2008-09 May Revision proposes reductions
of $8 billion to close the remaining $17.2 billion budget gap. The proposal for 10% across-the-
board reductions applies to all General Fund departments and programs, boards, commissions
and elected officers including the legislative and judicial branches, except when such a reduction
is in conflict with the State constitution or impractical.

4. Cash Flow Management — A projected cash shortage in July and August 2008 has
lead to a number of solutions including: (i) selling $3.313 billion of ERBs in February 2008; and
(i1) delaying disbursement of deferred apportionments for K-12 schools and community colleges
to achieve $1.3 billion of savings. The 2008-09 May Revision proposes to improve the State's
cash management to smooth out General Fund disbursements. There is potential that the State
will need to issue a cash flow borrowing instrument earlier than usual, due to the lack of a

healthy beginning General Fund cash balance and a projected significant amount of carryover
cumulative loan balance from Fiscal Year 2007-08 into Fiscal Year 2008-09.
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5. Proposition 98 — The Proposition 98 Guarantee for Fiscal Year 2008-09 is

projected to grow to $56.7 billion. The General Fund portion would be $41.4 billion of total
Proposition 98 funding. The 2008-09 May Revision restores $1.8 billion General Fund and full

funds the Proposition 58 minimum guarantee.

6. K-12 and Higher Education - The 2008-09 May Revision projects total
expenditures for K-12 education programs to be $71 billion ($41.7 billion from the General
Fund). The 2008-09 May Revision reflects total funding for higher education of $20.6 billion,
including $13.8 billion General Fund and Proposition 98 sources for all major segments of
higher education.

7. Health and Human Services — The 2008-09 May Revision includes funding of
$29.8 billion from the General Fund for Health and Human Services Programs, which is an
increase of $74 million from the revised Fiscal Year 2007-08 estimate.

8. Transportation Funding - The 2008-09 May Revision includes $1.43 billion to
fully fund Proposition 42 in Fiscal Year 2008-09. The 2008-09 Governor's Budget proposes to
use the $100 million in tribal gaming compact revenues that will be received in Fiscal Years
2007-08 and 2008-09 until the bonds are sold, to repay past loans.

10. Budget Stabilization Account — Under normal circumstances, the State would set
aside $1.509 billion for Fiscal Year 2008-09 in the BSA. Given the $17.2 billion budget deficit

the 2008-09 May Revision proposed to suspend this transfer to the BSA for Fiscal Year 2008-09.

On May 28, 2008, the Governor issued an Executive Order which officially suspends the BSA
transfer.

Litigation

The State is a party to numerous legal proceedings. The following are the most
significant pending proceedings, as reported by the Office of the Attorney General.

Action Seeking Modification of Retirement Formula for State Employees. In a+recent

class-action;-Joseph Myers et al. v. CalPERS et al.--the-plaintiff aleges-thata-California-statute
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eempl&m&seeksmmeﬂa%&&d—me&et&g#reheﬂmd—aﬂeges—th&t—m Qlead as a class act10n on
behalf of State employees over age 55 who will retire after January 1, 2001, plaintiffs assert that
current regulations violate State anti-discrimination law by changing the retirement formulas #

previously exccuted, the statute "discriminates™ againstto give older workers by siving thema
smaller percentage increase in benefits than #-prevides-theis provided to younger workers. H-is

Hﬂeeﬁam—fremJeheThe complamt wha% eeks m]unctwe relief and retroactive retirement benefits
e-beingse pd-th possible-to-measure-the-enormity, Atth1st1me1t1s

' aa A aVa’ fa - aa la¥a
S

ameﬂd—lllamﬂﬁs—ﬁledﬁm—appeal—eiﬂrM&reh—Lé—zGOl n excess of $250 m1ll1on The trlal court
dismissed the complaint; on appeal, the appellate court upheld the dismissal.

Action Challenging Use of Vehicle Fuel Tax Revenue. In Shaw et al. v. Chiang et al.,

the plaintiffs are challenging certain provisions of the 2007 Budget Act and related legislation.
Plaintiffs assert that approximately $1.2 billion in sales and use taxes collected on vehicle fuel

were improperly appropriated to: (1) reimburse past debt service payments and to make current
debt service payments on various transportation bonds; and (2) to fund various other
transportation programs. The trial court concluded: (1) the $409 million reimbursement to the
General Fund from the Public Transportation Account for past debt service payments was
illegal; and (2) the remaining $779 million in challenged appropriations are lawful. Plaintiffs

appealed, and the State filed a cross appeal.

deteymm%the@etenkeﬁaﬂ%ﬁseal—kmpaekeﬂ—smeﬁevenﬁe&Three pendmg cases challenge the
imposition of limited liability company fees by the Franchise Tax Board ("FTB"). In Northwest

Energetic Services, LLC v. Franchise Tax Board, plaintiffsseekarefund-of feesinterest-and
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penaltiesfrem1997-2001nthe trial court ruled in favor of the plaintiffs, and the FTB appealed.
The appellate court determined that the fee unconstitutionally discriminates against interstate
commerce as applied to the plaintiff, which did not engage in business within California during
the vears at issue. This ruling is now final. In Ventas Finance I, LLC v. Franchise Tax Board,
plaintifsseeka-similar refund for 20012003 +-and-the trial court ruled in favor of the plaintiffs,
and the FTB appealed. The plaintiff is challenging recent legislation that would limit the State's
liability if plaintiff were otherwise successful in the action. Bakersfield Mall LLC v. Franchise
Tax Board, which-was filed as a class action on Aprit25;2007behalf of all limited liability
companies operating in California and is pending in the trial court. If it proceeds as a class
action, the clalmed refunds would be s1gn1ﬁcant —I—n—beth—e&ses—thﬁel-antkﬁfs—aﬂeg%&%state

FiveTwo pending cases challenge the constitutionality of the

State's tax amnesty program—General-Electric- Company-&-Subsidiaries: River Garden

Retirement Home v. California v. Franchise Tax Board;-Gareia-v—Franchise Fax-Board-Hargis
v—Franchise Fax-Board;- and Duffield v. Franchise Tax Board-and-Genzalesv—FranchiseTax

Beard. The plaintiffs allege that the penalty under the State's tax amnesty program's-amnesty
penalty is unconstitutional. The statute imposed a new penalty equal to 50% of accrued interest
from February 1, 2005, to March 31, 2005 on unpaid tax liabilities for taxable years for which

amnesty could have been requested }H—GeneF&LEleetFHe—pena}ty—has—been—assessed—beeaﬁse

eempﬁnt—wrtheat—kew&te—amend—ﬂ}%theﬁhe cases are pendlng in thetrlal court—&nd—Ga#ela

is-setfortriabinAveust 2007.. The fiscal impact of these cases is eurrenth-unknown at this time
and dependsis dependent on court deeistensrulings, but is estimated to be everin excess of $300

million.

In Bratton v. Franchise Tax Board, the plaintiff is challenging a penalty assessed for
promotion of an abusive tax shelter. The amount in dispute is $660;606;4 million, but an adverse
ruling in this matter, applied to other similarly situated plaintiffs, could have a more significant
fiscal impact.

Nortel v. State Board of Equalization, a tax refund case, involves the interpretation of
certain statutory sales and use tax exemptions for "custom-written" computer software and
licenses to use computer software. A ruling adverse to the State Board of Equalization in this
matter if applied to other similarly situated taxpayers could have a significant negative impact, in

the range of approximately $500 million annually, on tax revenues.-Frial-was-set-forJuly23;
2007

In_two cases, Abbott Laboratories v. Franchise Tax Board;-theplaintiffis and River
Garden Retirement Home v. California Franchise Tax Board, the plaintiffs are challenging the
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denial of a deduction for dividends under the State's Revenue and Taxation Code. After the Tax

Code was held to be unconstitutional, the FTB allowed a deduction for all dividends for years in
which the normal 4-year statute of limitations prevented additional assessments and denied a
deduction for all dividends for all taxpayers for all years in which the 4-year statue was still
open. In Abbott Laboratories, plaintiff asserts that the proper remedy is to allow a deduction for
all dividends based upon a judicial reformation of the statue on constitutional grounds. The trial
court dismissed the complaint; plaintiff appealed. In River Garden, the trial court sustained the

demur of the FTB on this issue; plaintiff also challenges the tax amnesty penalty. An adverse
ruling in this matter, applied in the context of other statutes, could have a significant revenue

impact.

In Computer Services Tax Cases (Dell, Inc. v. State Board of Equalization), the appellate
court ruled that the State Board of Equalization improperly collected sales and use tax on
optional service contracts that Dell sold with computers. The State will now be required to
refund the tax with interest, and expects to make the refund in Fiscal Year 2008-09.

Environmental Cleanup Matterand Energy-Related Matters. In the matter of Leviathan
Mine, Alpine County, California, Regional Water Quality Control Board, Lahontan Region,

State of California, the State, as owner of the Leviathan Mine, is a party through the Lahontan
Regional Water Quality Control Board (the "Board"), which is the State entity potentially
responsible for performing certain environmental remediation at the Leviathan Mine site. Also a
party is ARCO, the successor in interest to the mining company that caused certain pollution of
the mine site. The Leviathan Mine site is listed on the Environmental Protection Agency (the
"EPA") Superfund List, and both remediation costs and costs for natural resource damages may
be imposed on the State. The Board has undertaken certain remedial action at the mine site, but
the EPA‘s de01510n on the 1nter1m and ﬁnal remedles are pendmg ARCO has—ﬁleekseveealéfea{e

agiceemen%eﬁﬂqepame&mam—laamaw—l—zg%ﬁled a comglamt on November 92 2007g against
the State, the State Water Resources Control Board, and the Lahontan Regional Water Quality
Control Board. Atlantic Richfield Co. v. State of California. ARCO seeks to recover past and

future costs, based on the settlement agreement, the State's ownership of the property, and the
State's allegedly negligent past clean up efforts. It is possible these matters could result in a

potential loss to the State in excess of $400 million.

In Carla Clark, et. Al. v. City of Santa Rosa, et. al, 32 plaintiffs who own property or live
in Santa Rosa brought a toxic tort case alleging that water wells supplying water to their homes
were contaminated by carcinogenic chemicals. The State is sued under a mandatory duty theory
premised on an alleged violation of The Safe Drlnklng Water and Toxic Enforcement Act of
1986 Plamtlffs -

al-legemeneta%yclalm damages n excess of $4OO m11110n %%Lm%e&sereeenﬂy
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ended-ina-mistrial-and-the-court reconsidered-andAfter the trial court granted the State's motion
for summary judgment—Plaintiffs-have, plaintiffs appealed.

In Pacific Lumber v. State of California, plaintiffs are seeking injunctive relief and
damages against defendants State Water Resources Council, North Coast Water Quality Control
Board, and the State of California for the alleged breach of the Headwaters Agreement, which
involved the sale of certain timberlands by plaintiffs to Federal and State agencies. The
plaintiffs allege that the State's environmental regulation of their remaining timberlands
constitute a breach of the prior agreement. Plaintiffs also are debtors in a bankruptcy
proceeding, and have alleged in that proceeding that the value of the litigation ranges from $626

million to $639 million in the event liability is established. The possible fiscal impact on the
General Fund is unknown at this time.

In City of Colton v. American Professional Events, Inc. et al, two defendants involved in
a liability action for contaminated ground water have filed cross complaints seeking
indemnification from the State and the Regional Water Quality Control Board in an amount of
up to $300 million.

Escheated Property Claims. In threefive pending cases, plaintiffs claim that the State
Controller has an obligation to pay interest on private property that has escheated to the State,
and that failure to do so constitutes an unconstitutional taking of private property: Morris v.
Westly; Trust Realty Partners v. Westly-and-, Coppoletta v. Westley, Suever v. Connell, and

a;glor V. Chlang The IFHSPReaHy—LawsmPfee&se%eﬁh%Sm{es—ehmmaﬂe&ef—m%efes{

judgment for the State; Qlalntlff aggealed The Coppoletta case raises issues analogous to those
in Morris and also asks that the unclaimed property law be construed as creating a trust for the

beneﬁt of the true owner. }H—Mayé%rth%&}a@amed—th%&a%es—meﬁeﬂ—fer—s&ﬂmaw




Gentreﬂer—teﬁaf,/—mtefest—e&eseheateé—pfepeﬁy—eestsThe tr1al court dlsmlssed the comglalntg
and plaintiffs appealed. The Trust Realty Partners lawsuit focuses on the State's elimination of
interest payments on unclaimed property claims. The case seeks a common fund recovery and
injunctive relief. After the trial court's initial interim order that the State pay interest on certain
claims was reversed on appeal, the matter is again pending in the trial court, which has ruled for
plaintiff on certain issues, but has not yet ruled regarding damages. Suever and Taylor plaintiffs
argue that the State's failure to pay interest on claims paid violated their constitutional rights. In
Suever, the district court concluded that the State is obligated to pay interest to persons who
reclaim property that has escheated to the State, but its ruling did not specify the rate of interest.
The district court granted the State's motion to certify the issue for appeal and the Ninth Circuit
has agreed to hear the appeal. Plaintiffs in Suever and Taylor also assert that for the escheated
property that has been disposed of by the State, plaintiffs are entitled to recover, in addition to
the proceeds of such sale, any difference between the sale price and the property's highest market
value during the time the State held it; the State asserts that such claims for damages are barred
by the Eleventh Amendment. The district court granted the State's motion for summary

judgment on this claim in Suever, and plaintiffs appealed. If plaintiffs prevail on the claims
asserted in these actions, cost to the State could be in excess of $500 million.

In Suever and Taylor-Chiang;plaintiffehallenges, plaintiffs also challenge the
constitutional adequacy of the State's-notice provided to owners of unclaimed property before the

State takes possession of and sells such property. OnJune 2007 +theThe trial court in Taylor
issued a preliminary injunction prohibiting the State Controller from taking possession of, selling
or destroying property pursuant to the State's unclaimed property law until the State eraets;and
theeeaﬁt—appfeves—enacted new notlce pr0V1510ns A—bﬂ-l—&mendmg—thes&ne&e&pfeeedwes—ts

%eerpts—frem—thﬂ—seufe%&kthe&meam—e%g%mﬂienFollowmg leglslatlve amendment of the
State's notice procedures, the district court dissolved the injunction; on appeal, the Ninth Circuit
upheld the district court's order, finding that the State's notice procedures satistfy due process.

Action Seeking Damages for Alleged Violations of Privacy Rights. In Gail Marie
Harrington-Wisely, et al. v. State of California, et al., a proposed class action, plaintiffs seek
damages for alleged violations of prison visitors' rights resulting from the Department of
Corrections' use of a body imaging machine to search visitors entering State prisons for
contraband. This matter has been certlﬁed as a class action. The trlal court granted s&mma%y
Judgment in favor of the State e : : -

Plalntlffs aggeal has been dlsmlssed amend the tr1al court denled glalntlffs motion for attorneys'

fees. Plaintiffs may seek further review of the trial court's rulings. If plaintiffs were successful
in obtaining an award of damages for every use of the body-imaging machine, damages could be
as high as $3 billion.




The plaintiff in Gilbert P. Hyatt v. Franchise Tax Board was subject to an audit by the
FTB involving a claimed change of residence from California to Nevada. Plaintiff filed-atert

action-inNevada-alleginginvastion-ofalleges a number of separate torts involving privacy rights
and interference with hlS busmess relatlonshlps arlsmg from the F—"PBsaudlt A—Nevadajﬂﬁ'—tﬂal

led that Hyattglalntlff had not estabhshed a causal relatlon between the FTB's-audit and the
loss of his licensing business with Japanese companies; the Nevada Supreme Court denied
review of this ruhng The economic damages claim exceeds $500 million. %Eh%Nevada

seheduled—fer—a—t&a«l—dateﬂ%eafl—y—z()@&Thls matter is gendmg in the tr1al court. The State 1S
vigorously contesting this matter.

leg+54atweehaﬂges—t&t4%p¥eg¥am—that—we&1d—eesﬂessln CapltOI People Fll‘st V. Department of

Developmental Serwces a consortium of State and natlonal law firms and public-interest groups

theJcts&md—&ef—peeple2 are alleglng Vlolatlons of Federal and State statutes on behalf of QGI’SOI’I
with developmental disabilities who are currently treated in large facilities. The case seeks

sweepingreformsmodifications to existing State programs for the treatment of institutionalized
disabled persons, including requiring the State to offer-afuH+ange-ef community-based services.
Some rough estimates suggest the financial impact of a judgment against the State could be as
high as $1 billion per year in programming costs going forward. The State is vigorously
defending this action.

Actions to Increase Amount of State Aid for Fester-or-Adopted Developmentally
Disabled-Dependent Children. Ten pending class action lawsuits challenge the amount of aid
provided by the State for the care of dependent children (either in foster care or adopted) who
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have also been determined to be developmentally disabled by-aregional-center—TFhese—eases

have been coordinated_in Butler v. Department of Social Services. Specifically, plaintiffs assert
that they were entitled to, but did not receive, the Alternative Residential Model (ARM)-rate but
have instead been receiving the standard AFDC-FC (foster care) rate and/or the AAP (adoption

assistance program) rate. A final decision in favor of these plaintiffs could exceed $450 million.

The trial court dismissed the complaint; plaintiffs appealed. The State is vigorously litigating
this issue.

In Katie A., et al. v. Bonta, et al., a class action against BPHSDepartment of Health
Services ("DHS"), Department of Soc1al Services and the City of Los Angeles, plaintiffs seek to

expand Medicaid-covered services underthe Earby-and Periodie- Sereening,Diagnosis-and
Freatmentprogram-for mentally disordered children in foster care;-aHeging thattheseserviees
arerequired—Reecenthythe Eederal. The district court issued a preliminary judgment
againstinjunction ordering the State and-erdered-itdefendants to provide eertain-ofthe
reguestedadditional services to class members-within120-days—The. Further, the court alse
ordered the plaintiffs-andState defendants and plaintiffs to meet and eeme-up-withconfer both to
develop a plan to implement the eourt'sfinding—An-appeal-efthe-preliminary injunction was
filed;and-on-Mareh 23,2007 -the-appellate-eourtand to come to consensus on whether the court
should appoint a special master. On appeal, the Ninth Circuit reversed the decision of the district
court and remanded the matter for further proceedings. FheAt this time, it is unknown what

financial impact en-the-State-iseurrentlyunknownthis unprecedented litigation would have on
the General Fund.

Local Government Mandate Clalms and Actlons In a—te&&eﬁm—ﬁled—bythe@ekmty—ef

eeﬂnt}esgendlng 11t1gat10n2 Orange County and San Dlego Countg allege that the State has not
provided full reimbursement for mandated programs. These lawsuits were consolidated in San

Diego Superior Court (County of San Diego v. State of California, et al; and County of Orange v.

State of California, et al). Fheseplaintiff counties-are-seekingfullPlaintiffs are seeking are

seeking relief that would divert current budget appropriations away from various State agencies,
and to the counties, as payment for the un-reimbursed costs of implementing a variety of

programs over the last fewten years. The County of San Dlego has alleged un-reimbursed costs
in excess of $40 million-threusg 0 ;
Orange, and Orange County has alleged in excess of $1 16 m11110n for un- relmbursed State-
mandated costs. The effects of a final determination by an appellate court that the contested

B-92




appropriation practices are unconstitutional or that the State is required to appropriate an amount
equal to the amount of the mandated costs, if applied to each of California's 58 counties, could

result in costs in excess of $1 5 bllllonien%sm%membmsedﬂnaﬂdates Fel—lewmg—aetﬁal—the

jad-gment—has—been—entePed—"Ph%Statedefendants—ha*le The tr1a1 court entered ]udgment in favo
of the counties. The State defendants appealed, and theplaintiff counties-have cross-appealed.

In litigation filed in November 2007, California School Boards Association et al. v. State
of California et al., plaintiffs, including the San Diego County Office of Education and four
school districts, allege the State has failed to appropriate approximately $900 million for new
State-required programs or services in violation of the State Constitution. Plaintiffs seek
declaratory and injunctive relief, including an order compelling reimbursement. At this time it is
unknown what fiscal impact this matter would have upon the General Fund.

Actions Seeking to Enjoin Implementation of Certain Tribal Gaming Compacts. In June
2004, the State entered into amendments to tribal gaming compacts between the State and five
Indian Tribes (the "Amended Compacts"). Those Amended Compacts are being challenged in
twothree pending cases. A decision in-either-of these-easesthatis-unfavorable to the State in the
cases described below could eliminate future receipts of gaming revenues anticipated to result
from the Amended Compacts, and could delay or impair the State's ability to sell a portion of the
revenue stream antlclpated to be generated by these Amended Compacts#h%State&lmekp&tes

In Rincon Band of Luiseno Mission Indians of the Rincon Reservation v.

Schwarzenegger et aI the plalntlff (the "Rincon Band") a—FedefaJA—y—reeegm—zed—Irnd-ran—"PHbe

- i i i : sought an
n]unctlon agalns 1mp1ementat10n of the Amended Compacts—"lih%tﬂa-l—ee)cmt—demed—phmﬁfﬂs




grounds that their executlon and ratlﬁcatlon by the State constltuted an unconst1tut10na1
impairment of the State's compact with the Rincon Band. The Rincon Band asserts that its
compact contains an implied promise that the State would not execute compacts or compact
amendments with other tribes that would have an adverse impact on the Rincon Band's market
share by allowing a major expansion in the number of permissible gaming devices in California.
The complaint also asserts that the State breached Rincon's compact, principally by incorrectly
calculating the total number of gaming device licenses, and a claim for damages sough for a
separate alleged breach of compact but did not dismiss Rincon's other breach of compact claims,
including a claim that the State failed to negotiate a compact amendment with the Rincon Band
in good faith. The Statefiled-a-motionforeertificationand-entry-efdistrict court entered a
Separate Judgment with respect to the fo&r—ekams—that—th%eo&r%ordered—&amssed—me}&dﬂ}g—the
jad-gment.—In%m%O%rﬂ&%P&neoi%and—appea%eddlsmlssed clalms2 and plalntlff appealed. On
appeal, the Rincon Band does not challenge the validity of the Amended Compacts. The appeal
involves the total number of gammg devrce licenses authorrzed ander—th&lQQQ—@empaets—b&t

Sﬁ-pfemeeeart—wh&eh—wasdemed—en—Ma?@—’}OOJ— nd Rmcon s clarm for damages The F1V
Tribes filed an amicus brief asserting that they were necessary and indispensable parties to the
litigation.

Hollywood Park Land Co., et al. v. Golden State Transportation, et. al. is a-reverse

validationan action brought by various horse racetrack interests, challenging validity of the
proposed issuance of trlbal gamlng bonds. Fhesabstanec-ofthe caseisidentienlto-California

wo%at%?repe%m&é%—%n&ﬁfs—ha&ea%so—sm&gh@lamtlffs clalm that the bonds Vlolate
prov1s1ons of the Cahfomla Constltutlon and seek 1n1unct1ve relief. TheéemmeFe&Gasme




decuments—In-addition;the Gabrielino-Tongva Tribe and a tribal councilman filed a notice of
appearance and witten-response-eontestingcontest the validity of the bonds and the bond

contracts. Additionally, they seek to-have-the-tribal-state-exelustvitya declaration that provisions
of the Amended Compacts deelaredare invalid and V01d and a declaratlon that the relevant

eeu—rt—te—h—ft—thestay—State regulatrons that address remedres for alleged Vlolatlon of tr1ba1 gaming
compacts, violate the due process rights of the tribe and its members. The trial court granted
judgment in favor of the defendants; plaintiffs appealed.

San Pasqual Bank of MlSSlon Indlans V. State of California, et aI deelares—that—th%slot

i i g 8 i Qlamtrff seeks a
declaratlon that more aggregate slot machmes llcense s are avallable for issuance through%he

tribes that signed comgacts wrth the State than the number of such hcenses determmed bg the
State in 2002. Should relief be granted and more licenses available, the Five Tribes'

autherityobligations to continue to eperate-the-machines-currently-covered-by-the licensesis
uneertamfund State transgortatlon bond under the Amended Compacts—whrekkdehet—eensrder

heenses—weu%d—therefore would be rendered uncertain because the Amended Comgact

contemplated the license pool created by the 1999 Compact would remain fixed at the number
determined by the State. An expanded license pool would thus present questions about the Five
Tribes' monetary obligations efthe Eive Fribes—n-March2007-the-distrietcourt-granted-the

State's-motion-to-dismissthat would presumably be required to be addressed by amendment of
the Amended Compacts. The district court dismissed the complaint, and the-plaintiff-has

appealed.

Prison Healthcare Reform-—Plata-v-Sehwarzeneggeris-a-elass-actionregardingall prison

eperat%theadu%hea%ﬂ%edehveryﬂyste%maeaﬁeemﬂppro*unately%% The adult prison
health care delivery system includes medical health care, mental health care and dental health
care. The annual budget for this system is approximately $2 billion. The system is operated b
the California Department of Corrections and Rehabilitation, and affects approximately 33
prlsons throughout the State{exeh&ng—?eh&an—Bay—Stat&P&son}—Th&eowt—appeﬁedra

There are three significant cases pending in Federal district courts challenging the
constitutionality of prison health care. Plata v. Schwarzenegger is a class action regarding the
adequacy of medical health care; Coleman v. Schwarzenegger is a class action regarding mental
health care; and Perez v. Tilton is a class action regarding dental health care. A fourth case,
Armstrong v/ Schwarzenegger is a class action on behalf of inmates with disabilities alleging
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violations of the Americans with Disabilities Act and Section 504 of the Rehabilitation Act. In

Plata the district court appointed a Receiver, who tool office in April 2006, to run and operate
the medical health care portion of the health care delivery system. The Plata Receiver and the
Special Master appointed by the Coleman court, joined by the Court representatives appointed
by the Perez and Armstrong courts, meet routinely to coordinate efforts in these cases. To date,
ongoing costs of remedial activities have been incorporated into the State's budget process.
However, at this time, it is unknown what financial impact this litigation would have on the

State's General Fund, particularly in light of the unprecedented step of appointing a Receiver of
medical health care. The Receiver has asked the court to add the State Controller as a defendant

in the Plata case.

Action Seeking to Enjoin Lease Revenue Bond financing for Correctional Facilities. In
Taxpayers for Improving Public Safety, et al. v. Arnold Schwarzenegger et al., plaintiffs
challenge certain provisions of the Public Safety and Offender Rehabilitation Services Act of
2007 (the "2007 Act") that authorize the issuance of over $7 billion of lease revenue bonds to
finance construction and renovation of State prison and county jail facilities. Plaintiffs seek
declaratory and injunctive relief, alleging that the lease revenue bonds violate the debt limit in
the California Constitution because the bonds were not approved by the voters. The trial court
denied plaintiffs' request for a preliminary injunction and dismissed the case; plaintiffs appealed.
At this time it is unknown what fiscal impact this matter would have on the State's General Fund.

In Californians United for a Responsible Budget et al. v. Arnold Schwarzenegger et al.,
plaintiffs filed an action challenging certain resolutions issues by the State Public Works Board
to proceed with certain authorizations in the 2007 Act. Plaintiffs seek declaratory and injunctive
relief that certain interim financing, lease-revenue bonds, and the associated leases violate the
debt limit in the California Constitution because the bonds and the leases were not approved by
the voters. Plaintiffs further assert that the leases and the issuance of lease-reserve bonds are a
waste of government resources, that the leases constitute long-term purchase contracts and that
the California Department of Corrections and Rehabilitation is planning to proceed with certain
projects that plaintiffs allege were not authorized by the 2007 Act. At this time the potential
fiscal impact on the General Fund of these allegations is unknown.

Actions Seeking Medi-Cal Reimbursements and Fees. Two cases, each entitled
California Association of Health Facilities (“CAHF")-v. Department of Health Services(“BHS"Y,
have been consolidated at the appellate level. €AHECalifornia Association of Health Facilities,
which represents various nursing and care facilities, filed the two separate cases alleging that
Medi-Cal reimbursement rates paid by DHS to providers in Fiscal Years 2001-02 and 2002-03
were too low. The trial court sustained DHS' demurrers in both cases. On December 26, 2006,
the Court of Appeal reversed and remanded the case to the trial court for further proceedings.
The consolidated cases are pending in the trial court. A final decision adverse to DHS in both of
the consolidated cases could result in reimbursement costs exceeding $250 million.

Action-Challenging Quality Assuranece Fee—In Orinda Convalescent Hospital, et al. v.
Department of Health Services, plaintiffs challenge a quality assurance fee charged to certain
nursing facilities and a Medi-Cal reimbursement methodology applicable to such facilities that
were enacted in 2004, alleging violations of Federal Medicaid law, the Federal and State
constitutions and State law. Plaintiffs seek a refund of fees paid and to enjoin future collection of
the fee. If an injunction against collection of the fee is issued, it could negatively affect the
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State's receipt of Federal funds. At this time it is unknown what fiscal impact this matter would
have upon the General Fund.

Three pending cases challenge State legislation requiring reductions in Medi-Cal
reimbursements to Medi-Cal providers. In Independent Living Center of Southern California, et
al. v. Shewry, et al., health care advocates, Medi-Cal providers and recipients challenge various
10% reductions, payment holds and delays in cost-of-living adjustments in the State
Supplementary Program for the Aged, Blind and Disabled. Plaintiffs seek injunctive relief to

prevent implementation of these measures. This matter has been removed to Federal court. A
final decision adverse to the State could result in costs to the General Fund of over $988 million.

In California Medical Associate, et al. v. Shewry, et al., professional associations
representing Medi-Cal providers seek to enjoin implementation of the 10% Medi-Cal rate
reductions planned to go into effect on July 1, 2008, alleging that the legislation violates

Medicaid requirements, State laws and regulations and the California Constitution. The State
removed this matter to Federal court. A final decision adverse to the State in this matter would

result in costs to the General Fund of $614.3 million.

In Farmacia Remedios, Inc. et al v. Shewry et al., eight individual pharmacies challenge
State legislation requiring 10% reductions in fee-for-service reimbursement. The pharmacies
allege that before implementing the 10% reduction that the Department of Health Care Services
must first obtain Federal approval of a State Plan Amendment. The State removed the matter to
Federal court. If plaintiffs successfully prevent the implementation of the 10% reduction, then
there could potentially be a loss to the General Fund in the amount of $311 million annually.

Actions Seeking Americans with Disabilities Act Compliance for Pedestrian Facilities.
The State's highway system includes approximately 2,500 miles of conventional (non-freewa
highways that include sidewalks and other pedestrian facilities. The Department of
Transportation's current design standards include ADA-compliant standards for new
construction, but a significant portion of previously constructed intersections at existing
locations either remain to have curb ramps installed, or have previously-installed ADA curb
ramps that need modification to meet evolving ADA standards. In addition, appellate decisions
have extended the applicability of ADA requirements to sidewalks. Californians for Disability
Rights, Inc. v. California Department of Transportation et al. is a class action on behalf of
mobility-impaired and visually impaired Californians alleging violations of the ADA and
Section 504 of the Rehabilitation Act regarding these pedestrian facilities. The lawsuit attempts
to accelerate and expand the Department's ongoing ADA efforts on existing facilities. Costs for
both new construction and remedial work associated with such efforts come from the State
Highway Account. Since 1995, the Department's ADA compliance costs have exceeded $100

million. At this time, the exact financial impact of this litigation on the State Highway Account
1s unknown.
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APPENDIX B

Rating Categories
Description of certain ratings assigned by S&P, Moody’s and Fitch:

S&P
Long-term

AAA

An obligation rated ‘AAA’ has the highest rating assigned by S&P. The obligor’s
capacity to meet its financial commitment on the obligation is extremely strong.

AA

An obligation rated ‘AA’ differs from the highest rated obligations only in small degree.
The obligor’s capacity to meet its financial commitment on the obligation is very strong.

A

An obligation rated ‘A’ is somewhat more susceptible to the adverse effects of changes in
circumstances and economic conditions than obligations in higher rated categories. However, the
obligor’s capacity to meet its financial commitment on the obligation is still strong.

BBB
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An obligation rated ‘BBB’ exhibits adequate protection parameters. However, adverse
economic conditions or changing circumstances are more likely to lead to a weakened capacity
of the obligor to meet its financial commitment on the obligation.

BB, B, CCC, CC,and C

Obligations rated ‘BB’, ‘B’, ‘CCC’, ‘CC’, and ‘C’ are regarded as having significant
speculative characteristics. ‘BB’ indicates the least degree of speculation and ‘C’ the highest.
While such obligations will likely have some quality and protective characteristics, these may be
outweighed by large uncertainties or major exposures to adverse conditions.

BB

An obligation rated ‘BB’ is less vulnerable to nonpayment than other speculative issues.
However, it faces major ongoing uncertainties or exposure to adverse business, financial, or
economic conditions which could lead to the obligor’s inadequate capacity to meet its financial
commitment on the obligation.

B

An obligation rated ‘B’ is more vulnerable to nonpayment than obligations rated ‘BB’,
but the obligor currently has the capacity to meet its financial commitment on the obligation.
Adverse business, financial, or economic conditions will likely impair the obligor’s capacity or
willingness to meet its financial commitment on the obligation.
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CCC

An obligation rated ‘CCC’ is currently vulnerable to nonpayment, and is dependent upon
favorable business, financial, and economic conditions for the obligor to meet its financial
commitment on the obligation. In the event of adverse business, financial, or economic
conditions, the obligor is not likely to have the capacity to meet its financial commitment on the
obligation.

CcC
An obligation rated ‘CC’ is currently highly vulnerable to nonpayment.

C

A subordinated debt or preferred stock obligation rated ‘C’ is currently highly vulnerable
to nonpayment. The ‘C’ rating may be used to cover a situation where a bankruptcy petition has
been filed or similar action taken, but payments on this obligation are being continued. A ‘C’
also will be assigned to a preferred stock issue in arrears on dividends or sinking fund payments,
but that is currently paying.

D

An obligation rated ‘D’ is in payment default. The ‘D’ rating category is used when
payments on an obligation are not made on the date due even if the applicable grace period has
not expired, unless S&P believes that such payments will be made during such grace period. The
‘D’ rating also will be used upon the filing of a bankruptcy petition or the taking of a similar
action if payments on an obligation are jeopardized.

r

The symbol ‘1’ is attached to the ratings of instruments with significant noncredit risks.
It highlights risks to principal or volatility of expected returns which are not addressed in the
credit rating. Examples include: obligations linked or indexed to equities, currencies, or
commodities; obligations exposed to severe prepayment risk—such as interest-only or principal-
only mortgage securities; and obligations with unusually risky interest terms, such as inverse
floaters.

N.R.

The designation ‘N.R.’ indicates that no rating has been requested, that there is
insufficient information on which to base a rating, or that S&P does not rate a particular
obligation as a matter of policy.

Note: The ratings from ‘AA’ to ‘CCC’ may be modified by the addition of a plus (+) or
minus (-) sign designation to show relative standing within the major rating categories.

Short-term
SP-1

Strong capacity to pay principal and interest. An issue determined to possess a very
strong capacity to pay debt service is given a plus sign (+) designation.
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SP-2
Satisfactory capacity to pay principal and interest, with some vulnerability to adverse
financial and economic changes over the term of the notes.

SP-3
Speculative capacity to pay principal and interest.

Commercial paper

A-1

This designation indicates that the degree of safety regarding timely payment is strong.
Those issues determined to possess extremely strong safety characteristics are denoted with a
plus sign (+) designation.

Moody’s
Long-term
Aaa

Bonds rated ‘Aaa’ are judged to be of the best quality. They carry the smallest degree of
investment risk and are generally referred to as “gilt edged.” Interest payments are protected by a
large or by an exceptionally stable margin and principal is secure. While the various protective
elements are likely to change, such changes as can be visualized are most unlikely to impair the
fundamentally strong position of such issues.

Aa

Bonds rated ‘Aa’ are judged to be of high quality by all standards. Together with the
‘Aaa’ group they comprise what are generally known as high-grade bonds. They are rated lower
than the best bonds because margins of protection may not be as large as in ‘Aaa’ securities or
fluctuation of protective elements may be of greater amplitude or there may be other elements
present which make the long-term risk appear somewhat larger than the ‘Aaa’ securities.

A

Bonds rated ‘A’ possess many favorable investment attributes and are to be considered as
upper-medium-grade obligations. Factors giving security to principal and interest are considered
adequate, but elements may be present which suggest a susceptibility to impairment some time in
the future.

Baa

Bonds rated ‘Baa’ are considered as medium-grade obligations (i.e., they are neither
highly protected nor poorly secured). Interest payments and principal security appear adequate
for the present but certain protective elements may be lacking or may be characteristically
unreliable over any great length of time. Such bonds lack outstanding investment characteristics
and in fact have speculative characteristics as well.

Ba
B-101



Bonds rated ‘Ba’ are judged to have speculative elements; their future cannot be
considered as well-assured. Often the protection of interest and principal payments may be very
moderate, and thereby not well safeguarded during both good and bad times over the future.
Uncertainty of position characterizes bonds in this class.

B

Bonds rated ‘B’ generally lack characteristics of the desirable investment. Assurance of
interest and principal payments or of maintenance of other terms of the contract over any long
period of time may be small.

Caa
Bonds rated ‘Caa’ are of poor standing. Such issues may be in default or there may be
present elements of danger with respect to principal or interest.

Ca
Bonds rated ‘Ca’ represent obligations which are speculative in a high degree. Such
issues are often in default or have other marked shortcomings.

C
Bonds rated ‘C’ are the lowest rated class of bonds, and issues so rated can be regarded
as having extremely poor prospects of ever attaining any real investment standing.

Note: Moody’s applies numerical modifiers 1, 2, and 3 in each generic rating
classification from ‘Aa’ through ‘Caa’. The modifier 1 indicates that the obligation ranks in the
higher end of its generic rating category; the modifier 2 indicates a mid-range ranking; and the
modifier 3 indicates a ranking in the lower end of that generic rating category.

Prime rating system (short-term)

Issuers rated Prime-1 (or supporting institutions) have a superior ability for repayment of
senior short-term debt obligations. Prime-1 repayment ability will often be evidenced by many of
the following characteristics:

Leading market positions in well-established industries.
High rates of return on funds employed.

Conservative capitalization structure with moderate reliance on debt and ample asset
protection.

Broad margins in earnings coverage of fixed financial charges and high internal cash
generation.

Well-established access to a range of financial markets and assured sources of alternate
liquidity.
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MIG/VMIG—U.S. short-term

Municipal debt issuance ratings are designated as Moody’s Investment Grade (MIG) and
are divided into three levels—MIG 1 through MIG 3.

The short-term rating assigned to the demand feature of variable rate demand obligations
(VRDOs) is designated as VMIG. When either the long- or short-term aspect of a VRDO is not
rated, that piece is designated NR, e.g., Aaa/NR or NR/VMIG 1.

MIG 1/VMIG1

This designation denotes superior credit quality. Excellent protection is afforded by
established cash flows, highly reliable liquidity support, or demonstrated broad-based access to
the market for refinancing.

MIG 2/VMIG 2
This designation denotes strong credit quality. Margins of protection are ample, although
not as large as in the preceding group.

MIG 3/VMIG 3
This designation denotes acceptable credit quality. Liquidity and cash-flow protection
may be narrow, and market access for refinancing is likely to be less well-established.

SG
This designation denotes speculative-grade credit quality. Debt instruments in this
category may lack sufficient margins of protection.

Fitch

Long-term investment grade

AAA

Highest credit quality. ‘AAA’ ratings denote the lowest expectation of credit risk. They
are assigned only in case of exceptionally strong capacity for timely payment of financial
commitments. This capacity is highly unlikely to be adversely affected by foreseeable events.

AA

Very high credit quality. ‘AA’ ratings denote a very low expectation of credit risk.
They indicate very strong capacity for timely payment of financial commitments. This capacity
is not significantly vulnerable to foreseeable events.

A

High credit quality. ‘A’ ratings denote a low expectation of credit risk. The capacity for
timely payment of financial commitments is considered strong. This capacity may, nevertheless,
be more vulnerable to changes in circumstances or in economic conditions than is the case for
higher ratings.
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BBB

Good credit quality. ‘BBB’ ratings indicate that there is currently a low expectation of
credit risk. The capacity for timely payment of financial commitments is considered adequate,
but adverse changes in circumstances and in economic conditions are more likely to impair this
capacity. This is the lowest investment-grade category.

Long-term speculative grade

BB

Speculative. ‘BB’ ratings indicate that there is a possibility of credit risk developing,
particularly as the result of adverse economic change over time; however, business or financial
alternatives may be available to allow financial commitments to be met. Securities rated in this
category are not investment grade.

B

Highly speculative. ‘B’ ratings indicate that significant credit risk is present, but a
limited margin of safety remains. Financial commitments are currently being met; however,
capacity for continued payment is contingent upon a sustained, favorable business and economic
environment.

CCC,CC,C

High default risk. Default is a real possibility. Capacity for meeting financial
commitments is solely reliant upon sustained, favorable business or economic developments.
‘CC’ ratings indicate that default of some kind appears probable. ‘C’ ratings signal imminent

default.

DDD, DD, D

Default. The ratings of obligations in this category are based on their prospects for
achieving partial or full recovery in a reorganization or liquidation of the obligor. While
expected recovery values are highly speculative and cannot be estimated with any precision, the
following serve as general guidelines. ‘DDD’ obligations have the highest potential for recovery,
around 90% - 100% of outstanding amounts and accrued interest. ‘DD’ ratings indicate potential
recoveries in the range of 50% - 90% and ‘D’ the lowest recovery potential, i.e., below 50%.

Entities rated in this category have defaulted on some or all of their obligations. Entities
rated ‘DDD’ have the highest prospect for resumption of performance or continued operation
with or without a formal reorganization process. Entities rated ‘DD’ and ‘D’ are generally
undergoing a formal reorganization or liquidation process; those rated ‘DD’ are likely to satisfy a
higher portion of their outstanding obligations, while entities rated ‘D’ have a poor prospect of
repaying all obligations.

Short-term

A short-term rating has a time horizon of less than 12 months for most obligations, or up
to three years for U.S. public finance securities, and thus places greater emphasis on the liquidity
necessary to meet financial commitments in a timely manner.
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F1
Highest credit quality. Indicates the strongest capacity for timely payment of financial
commitments; may have an added “+” to denote any exceptionally strong credit feature.

‘NR’ indicates that Fitch does not rate the issuer or issue in question.

Notes to long-term and short-term ratings: A plus (+) or minus (-) sign designation may
be appended to a rating to denote relative status within major rating categories. Such suffixes
are not added to the ‘AAA’ long-term rating category, to categories below ‘CCC’, or to short-
term ratings other than ‘F1.’
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