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No dealer, broker, salesperson or other person has been authorized to give any information or to make
any representations, other than as contained in this Official Statement, in connection with the offering
contained herein, and, if given or made, such other information or representations must not be relied upon as
having been authorized by the Commonwealth of Pennsylvania. This Official Statement does not constitute
an offer to sell, or a solicitation of an offer to buy, nor shall there be any sale of the Bonds by any person in

any jurisdiction where such sale would be unlawful.

Except as otherwise noted, the information herein speaks as of its date and is as of the date of this Official
Statement and is subject to change without notice and neither the delivery of this Official Statement nor any
sale made hereunder shall, in any circumstances, create any implication that there has been no change in the
affairs of the Commonwealth of Pennsylvania since the date hereof.

The order and placement of the information this Official Statement, including the Appendices hereto and
the information incorporated herein by reference, are not to be deemed to be a determination of relevance,
materiality or importance, and this Official Statement, including the Appendices, and the information
incorporated herein by reference, must be considered in its entirety.
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SUMMARY INFORMATION

THIS SUMMARY STATEMENT IS SUBJECT IN ALL RESPECTS TO THE MORE COMPLETE INFORMATION
CONTAINED IN THIS OFFICIAL STATEMENT. OFFERING OF THE BONDS TO THE POTENTIAL PURCHASERS IS
MADE ONLY BY MEANS OF THIS ENTIRE OFFICIAL STATEMENT, INCLUDING THE COVER AND APPENDICES
HERETO AND THE INFORMATION INCORPORATED BY REFERENCE.

ISSUEK ..ot Commonwealth of Pennsylvania
Offering......ccccceevvveveivcnciennn, $300,000,000 Commonwealth of Pennsylvania, General Obligation Bonds, First
Series of 2009 (the “Bonds™)
Dated Date......c.ccccevvvvevverrennnn. Date of Issuance and Delivery
SLToIU ] ) General obligations of the Commonwealth of Pennsylvania; full faith and credit
pledged
Use of Proceeds.........cccoeeenee. The Commonwealth of Pennsylvania is issuing the Bonds for the following
purpose:
Principal
Purpose Amount
Capital Facilities Projects ...........ccocevvvvevveeseveennnns $300,000,000
Redemption..........ccccoevvinennns The Bonds maturing on or after March 15, 2020 are subject to optional

redemption in whole or in part (and if in part, in part within one or more
maturities) at any time on and after March 15, 2019 at a redemption price equal
to the principal amount thereof, plus accrued interest to the date fixed for
redemption

Authorized Denominations.... $5,000 or integral multiples thereof.

Form of Bonds..........cccvevennee. Bonds are issued in fully registered form through a book-entry only system.
Loan & Transfer Agent......... Wells Fargo Bank, National Association, Pittsburgh, Pennsylvania.
Legal Opinions .........c.ccceennen. Buchanan Ingersoll & Rooney P.C. Bond Counsel.
Tom Corbett, Attorney General of the Commonwealth of Pennsylvania.
Bond Ratings .........cccccceeveeenee Moody’s INVestors Service ..........ccoceeerveeeenns Aa2
Standard & Poor’s Rating Services, a division
of the McGraw-Hill Companies.................... AA

Fitch Ratings.......cccovvvievevcicieceee e, AA




Official Statement
$300,000,000
Commonwealth of Pennsylvania

General Obligation Bonds
First Series of 2009

INTRODUCTION

This Official Statement of the Commonwealth of Pennsylvania (the “Commonwealth”), including the cover
page and appendices, presents certain information in connection with the issuance of $300,000,000 aggregate principal
amount of the Commonwealth’s General Obligation Bonds, First Series of 2009 (the “Bonds™). The Bonds are being
issued to finance various Commonwealth capital projects. See “USE OF PROCEEDS.”

The Bonds are general obligations of the Commonwealth to which the full faith and credit of the
Commonwealth are pledged. See “SECURITY AND SOURCE OF PAYMENT FOR BONDS.” Principal of and
interest payments on the Bonds will be paid from the General Fund and the Motor License Fund. See
“COMMONWEALTH FINANCIAL PERFORMANCE” and “COMMONWEALTH FINANCIAL STRUCTURE
AND PROCEDURES.”

When issued, the Bonds will be registered in the name of Cede & Co., as nominee for The Depository Trust
Company, securities depository for the Bonds under a book-entry only registration system. See “THE BONDS —
Book-Entry Only System” and Appendix D.

The Bonds are authorized investments for fiduciaries and personal representatives, as defined in the Probate,
Estates and Fiduciaries Code within the Commonwealth; are legal investments for Pennsylvania banks, trust companies,
bank and trust companies, savings banks, and insurance companies; and are acceptable as security for deposits of the
funds of the Commonwealth. See “LEGALITY FOR INVESTMENT.”

Except where otherwise expressly noted, the financial and other information provided in this Official
Statement is generally derived from the records of the Commonwealth. All financial information should be considered
as unaudited unless otherwise specifically identified. All estimates and assumptions are based on the best information
available to the Commonwealth but do not constitute factual information. All estimates of future performance or events
constituting “forward- looking statements” may or may not be realized because of a wide variety of economic and other
circumstances. Included in such forward-looking statements are numbers and other information from budgets for current
and future fiscal years. The references to, and summaries of, constitutional and statutory provisions of the
Commonwealth and to bond resolutions and other documents are qualified in their entirety by reference to the complete
provisions of such documents and to any judicial interpretations thereof.

THE BONDS
Description of the Bonds

The Bonds will be dated the date of issuance and delivery, will bear interest initially from such date, at the rate
per annum for each maturity as specified on the cover page hereof, will be payable semi-annually on each September 15
and March 15, commencing September 15, 2009, calculated on the basis of a 360-day year of twelve 30-day months,
and will mature in the amounts and on the dates as set forth on the cover page hereof.

The Resolutions (as hereinafter defined) and all provisions thereof are incorporated by reference in the text of
the Bonds, including, without limitation, those provisions setting forth the conditions under which the Resolutions may
be modified. The Bonds provide that each registered owner, Beneficial Owner, DTC Participant or Indirect Participant
(as hereinafter defined) in DTC, by acceptance of a Bond (including receipt of a book-entry credit evidencing an interest
therein), assents to all of such provisions as an explicit and material portion of the consideration running to the
Commonwealth to induce it to adopt the Resolutions and to issue such Bond. Copies of the Resolutions, including the
full text of the forms of the Bonds, are on file at the designated office in Pittsburgh, Pennsylvania of Wells Fargo Bank,
National Association, as Loan and Transfer Agent (“Loan and Transfer Agent”).



Interest on the Bonds will be payable by check or draft mailed or other transfer made to the persons in whose
names the Bonds shall be registered at the close of business on the last day (whether or not a business day) of the
calendar month next preceding each interest payment date (the “Record Date”). Any interest on any Bond not timely
paid or duly provided for shall cease to be payable to the person who is the registered owner as of the regular Record
Dates, and shall be payable to the person who is the registered owner at the close of business on a special record date for
the payment of such defaulted interest. A special record date shall be a date not more than fifteen nor less than ten days
prior to the date of the proposed payment and shall be fixed by the Loan and Transfer Agent whenever moneys become
available for payment of the defaulted interest. Notice of a special record date shall be given to registered owners of the
Bonds not less than fifteen days prior thereto.

Whenever the due date for payment of interest on or principal of the Bonds or the date fixed for redemption of
any Bond shall be a Saturday, a Sunday, a legal holiday or a day on which banks in the Commonwealth are required or
authorized by law (including by executive order) to close, then payment of such interest, principal or redemption price
need not be made on such date, but may be made on the next succeeding day which is not a Saturday, a Sunday, a legal
holiday or a day upon which banks in the Commonwealth are required or authorized by law (including by executive
order) to close, with the same force and effect as if made on the due date for payment of principal, interest or
redemption price, and no interest shall accrue thereon for any period after such due date.

Book-Entry Only System

The Depository Trust Company, New York, New York (“DTC”) will act as securities depository for the Bonds
pursuant to a book-entry only system. Information regarding DTC and its book-entry system, provided by DTC, appears
as Appendix D. Such information has been provided by DTC, and the Commonwealth does not assume any
responsibility for the accuracy or completeness of such information. The Commonwealth may decide to discontinue use
of the system of book-entry transfers through DTC (or a another securities depository). In that event, Bond certificates
will be printed and delivered.

For so long as the Bonds are registered in the name of DTC, or its nominee Cede & Co., the
Commonwealth and the Loan and Transfer Agent will treat Cede & Co. as the registered owner of the Bonds for
all purposes, including payments, notices and voting.

Neither the Commonwealth nor the Loan and Transfer Agent shall have any responsibility or obligation
to any Direct or Indirect Participant or Beneficial Owner (as defined in Appendix D) with respect to (i) the
accuracy of any records maintained by DTC or any Direct or Indirect Participant with respect to any beneficial
ownership interest in any Bonds; (ii) the payment by any Direct or Indirect Participant of any amount due to any
Beneficial Owner in respect of the principal of, premium, if any, and interest on the Bonds; (iii) the delivery or
timeliness of delivery by any Direct or Indirect Participant of any notice to any Beneficial Owner with respect to
the Bonds, including, without limitation, any notice of redemption; or (iv) other action taken by DTC or Cede &
Co., including the effectiveness of any action taken pursuant to an Omnibus Proxy.

Payments made by or on behalf of the Commonwealth to DTC or its nominee shall satisfy the
Commonwealth’s payment obligations with respect to the Bonds to the extent of such payments.

Optional Redemption

The Bonds maturing in the years 2010 to 2019, inclusive, are not subject to redemption prior to maturity. The
Bonds, or portions thereof in integral multiples of $5,000, maturing on and after March 15, 2020, are subject to
redemption at the option of the Commonwealth prior to scheduled maturity on and after March 15, 2019, as a whole or
in part (and if in part, within one or more maturities) at any time and from time to time, in any order of maturity
determined by the Commonwealth and by lot within a maturity in such manner as the Commonwealth in its discretion
may determine, on at least 30 days, (but not more than 60 days’) notice, at a redemption price equal to par (100% of
stated principal amount) plus accrued interest to the date fixed for redemption.



Notice of Redemption

As long as the Bonds are registered pursuant to a book-entry only system, notice of redemption will be given,
as required by DTC’s (or any successor depository’s) procedures, to DTC, its nominee, or successor securities
depository as registered owner of the Bonds. So long as Cede & Co. is the registered owner of the Bonds, the
Commonwealth will not be responsible for mailing notices of redemption to anyone other than DTC or its nominee.

Notice of redemption shall be given by the Loan and Transfer Agent via first-class mail not less than 30 days,
nor more than 60 days, prior to the date fixed for redemption to the persons in whose names the Bonds to be redeemed
are registered at the close of business on the fifth (5™) business day prior to such mailings; provided, however, that any
defect in the notice or in the mailing thereof with respect to any registered owner shall not affect the validity of the
proceedings for such redemption as to any other registered owner. Deposit of any such notice in the United States mail
shall constitute constructive receipt of such notice by the registered owner to whom such notice is sent. Notice having
been given as aforesaid and provision having been made for redemption from funds on deposit with the Loan and
Transfer Agent, no interest on Bonds, or portions thereof, called for redemption shall accrue after the date fixed for
redemption, and the registered holders of the Bonds, or portions thereof, called for redemption shall thereafter have no
further right except to receive payment of the redemption price plus accrued interest to the redemption date.

In addition to the notice of redemption to the registered owners of the Bonds, the Loan and Transfer Agent
shall cause copies of the original redemption notice to be sent by facsimile transmission, overnight delivery or certified
mail with return receipt requested (or other similar means that can provide evidence of receipt) to all registered
securities depositories then in the business of holding obligations similar to the Bonds, and to two or more national
information services that disseminate redemption information; provided however, that failure to send such copies of the
original redemption notice or any defect therein shall not affect the validity of the redemption proceedings.

SECURITY AND SOURCE OF PAYMENT FOR BONDS

The Bonds are direct and general obligations of the Commonwealth to which the full faith and credit of the
Commonwealth have been pledged for the payment of the interest thereon as it becomes due and the payment of the
principal thereof at maturity or prior redemption. The various acts authorizing the incurrence of debt by the
Commonwealth require the General Assembly to appropriate annually the moneys necessary to pay such interest and
principal for which other provisions are not made. See the statutes described in the subsection “Authorization” below.
Principal of and interest payments on $100,000,000.00 aggregate principal amount of the Bonds will be made from the
General Fund. Principal of and interest payments on $200,000,000.00 aggregate principal amount of the Bonds will be
made from the Motor License Fund.

The Constitution of the Commonwealth of Pennsylvania (the “Constitution”) places a claim on revenues of the
Commonwealth as security for the payment of principal of and interest on all debt of the Commonwealth. Article VIII,
Section 7(d) of the Constitution provides that, if sufficient funds are not appropriated for the timely payment of the
interest on and principal of all Commonwealth debt, the State Treasurer shall set apart from the first revenues thereafter
received applicable to the appropriate fund, a sum sufficient to pay such interest and principal, and shall so apply the
money so set apart.

The State Treasurer may be required to set aside and apply such revenues at the suit of any holder of
Commonwealth obligations.

For a description of the constitutional provisions relating to the Bonds, see Appendix E. The proposed form of
the opinion of the Attorney General is in Appendix F and the proposed form of the opinion of Bond Counsel is in
Appendix G.

Authorization
The Bonds are authorized and issued pursuant to and in full compliance with the provisions, restrictions and

limitations of Section 7 of Article VIII of the Constitution; the laws of the Commonwealth, including the Capital
Facilities Debt Enabling Act, Act No. 1999-1, approved February 9, 1999, as amended and annual capital budget bills.



The Bonds are also authorized and issued pursuant to resolutions adopted by the Governor, the State Treasurer, and the
Auditor General (the “Issuing Officials”) on November 14, 2008, December 3, 2008 and February 27, 2009
(collectively, the “Resolutions”).

Debt Limits

The Constitution (Article VIII, Section 7(a)) permits debt to be incurred (i) for purposes itemized in law and
approved by voter referendum, (ii) without approval of the electorate for the rehabilitation of areas affected by man-
made or natural disasters, and (iii) for capital facilities projects specifically itemized in a capital budget if such debt
does not cause the amount of all net debt outstanding (as defined for purposes of that Section) to exceed one and three
quarters times (1.75x) the average of the annual tax revenues of the Commonwealth deposited in all funds in the
previous five fiscal years, as certified by the Auditor General (the “Constitutional Debt Limit™). The most recent semi-
annual computation of the Constitutional Debt Limit and the amount of net debt outstanding subject to such limit is
shown in Table 1:

Table 1

Constitutional Debt Limit(a)
August 29, 2008

(In Millions)
Average Annual Tax Revenues Fiscal 2003-2008..............c......... $ 31,088.3
Times 175 oo e 54,404.5
Less: Net Debt Outstanding( e 7,068.2
Debt Issuable Within Limit........cccoceivveiiiiieiiiieiececesresre e $ 47,336.3

(a)As certified by the Auditor General on August 29, 2008 (Appendix A).
b]
¢ )After credit for refunded debt.

[INTENTIONALLY LEFT BLANK]



The capital debt authorizations for the various categories of capital facilities projects is shown in Table 2.

Table 2
Aggregate Capital Debt Authorization
(In Millions)
Pro Forma
Remaining
Debt

Authorized
Debt Authorized But  After Issuance

Capital Facilities Projects Category Authorized Issued® Unissued Of the Bonds
Buildings and Structures ...........c...cocoeeeeeunee. $ 27,683.4  $ 7,814.5 $ 19,868.9 $ 19,818.9
Furniture and Equipment..........cocccvverenen. 1,049.3 396.5 652.8 652.8
Transportation AsSIStance .........c.ccoceeerveeenne. 9,529.8 2,802.8 6,727.0 6,727.0
Redevelopment Assistance..........c.ccoevveeanins 29,023.2 2,499.0 26,524.2 26,474.2
Community Colleges.......ccccevvevreiviererieiiannas 35.8 28.0 7.8 7.8
Highway and Highway Bridge..................... 24,186.8 2,012.5 22,174.3 21,974.2
Advance Construction Interstate .................. 450.0 450.0 0 0
Flood Control .........cccoveivviineeescc e 476.2 60.8 415.4 4154
Site Development.........cocooeoeiieieiencienns 150.0 150.0 0 0
0] | S $ $92,5845 §$ 16,214.1 $ 76,3704 $ 76,070.4

© Not all are outstanding.

The amount of debt that may be issued in any given fiscal year for capital projects authorized in current or
previous capital budgets is enacted annually by the General Assembly and approved by the Governor. The maximum
amount of debt currently authorized by the fiscal year 2009 capital budget is as shown in Table 3.

Table 3
. . . @
Fiscal Year 2009 Capital Budget Debt Limits
(In Millions)

Pro Forma
Remaining Remaining

Issued Issuable After Issuance

Capital Facilities Projects Category Limits to Date Within Limit Of the Bonds
Buildings and Structures ...........cc.ccccevevnee. $ 404.0 $ 145.0 $ 259.0 $ 209.0
Furniture and Equipment...........cccccevvevvenenn. 15.0 0.0 15.0 15.0
Transportation ASSIStance ...........cc.ccveevenene 180.0 80.0 100.0 100.0
Redevelopment Assistance............cccccoueeee. 200.0 50.0 150.0 100.0
Flood Control ........ccceeriienieeieee e 41.0 0.0 41.0 41.0
HIghWay ..o 35.0 0.0 35.0 35.0
Bridge...ooeeveveieeerieeese e 350.0 0.0 350.0 150.0
L0 - | $ 1,225.0 $ 275.0 $ 950.0 $ 650.0

© The fiscal year 2009 capital budget debt limits became effective on July 7, 2008, and will remain in force until enactment of the fiscal year 2010
capital budget debt act.

Upon issuance of $300.0 million aggregate principal amount of the Bonds under the Capital Budget, $650.0

principal amount of debt will remain authorized and unissued thereunder.

For a discussion of the Commonwealth’s outstanding debt and projected future issuance of general obligation
debt, see “OUTSTANDING INDEBTEDNESS OF THE COMMONWEALTH.”



USE OF PROCEEDS

The Commonwealth is issuing the Bonds for the construction, acquisition and major rehabilitation of capital
facilities projects as described below under “Capital Facilities.” The proceeds received from the sale of the Bonds
(including bond premium, if any), after paying the costs of issuance, will be applied by the Commonwealth to fund the
programs described below.

Capital Facilities

A portion of the proceeds of the Bonds will be deposited into the Capital Facilities Fund and applied to defray
the costs of issuance of the Bonds and the financial costs of various capital facilities projects of the Commonwealth. Of
the $300,000,000 aggregate principal amount of the Bonds issued for capital facilities: (i) $50,000,000 aggregate
principal amount of the Bonds is to be allocated to the Department of General Services and used to pay for the
construction and major rehabilitation of public buildings for the Commonwealth and its institutions; (ii) $50,000,000
aggregate principal amount of the Bonds is to be allocated to the Department of Community and Economic
Development to fund redevelopment assistance projects; and (iii) $200,000,000 aggregate principal amount of the
Bonds is to be allocated to the Department of Transportation to fund bridge projects. Pending application to the above
purposes, the proceeds of the Bonds allocated to these purposes will be held by the State Treasurer in the Capital
Facilities Fund and invested in accordance with applicable state and federal laws.

COMMONWEALTH GOVERNMENT

The Commonwealth is organized into three separate branches of government — executive, legislative and
judicial — as defined in the Constitution. Five officials of the Commonwealth’s executive branch are elected in
statewide elections for four-year terms expiring on the dates shown below.

Name Office Term Expires
Edward G. Rendell Governor January 18, 2011
Joseph Scarnati Lieutenant Governor January 18, 2011
Tom Corbett Attorney General January 15, 2013
Robert M. McCord State Treasurer January 15, 2013
Jack Wagner Auditor General January 15, 2013

Commonwealth Employees

Employees are permitted to organize and bargain collectively. As of July 2007, 82 percent of the full-time
salaried employees under the Governor’s jurisdiction were covered by collective bargaining agreements or memoranda
of understanding. Approximately 45 percent of state employees are represented by the American Federation of State,
County and Municipal Employees (“AFSCME”). Approximately 72.5 percent of state employees, represented by the
AFSCME, Pennsylvania Social Services Union and other unions, are covered by contracts effective July 1, 2007 and
expiring on June 30, 2011. These contracts provide for a $1,250.00 one-time cash payment, which is equivalent to
approximately 2.8 percent in the first year of the contract, and ten percent salary increases over the last three-year life of
the contracts. Interest arbitration awards cover five other unions. Three of the awards expired June 30, 2007. Of these
three awards, two have been completed in 2007 which provide a 13 percent increase over the four year term of the
agreements; which now expire on June 30, 2011. The remaining 2007 award remains in negotiations. The remaining
two interest arbitration awards expired June 30, 2008. One of these awards has resulted in a new agreement that runs
from July 1, 2008 through June 30, 2011 and provides a 10 percent increase over a three year term. Interest arbitration
hearings are underway for the remaining collective bargaining agreement which expired on June 30, 2008. Table 4
presents the number of approved and filled positions under the Governor’s jurisdiction for the period 2003 through
2007.



Table 4
Filled Salaried Positions and Employees

.. @
Under the Governor’s Jurisdiction ’

2003-2007
Total Full and Total Civil Service

Part Time Full Time Civil Service As a % of Total
As of Filled Salaried Salaried Salaried Filled Salaried
July 1 Positions Employees Positions Positions
2003 78,691 78,691 54,817 69.7
2004 76,410 76,087 52,869 69.5
2005 77,041 76,726 53,163 69.0
2006 oo 78,733 78,442 54,428 69.1
2007 e 77,013 76,716 52,918 68.7

© Excludes employees of the legislative and judicial branches, the Department of the Auditor General, the Treasury Department, the State System of
Higher Education and independent agencies, boards and commissions.
Source: Office of Administration, Governor’s Annual Work Force Reports.

COMMONWEALTH FINANCIAL STRUCTURE AND PROCEDURES

The Constitution and the laws of the Commonwealth require all payments from the State Treasury, with the
exception of refunds of taxes, licenses, fees and other charges, to be made only by duly enacted appropriations.
Amounts appropriated from a fund may not exceed its actual and estimated revenues for the fiscal year plus any
unappropriated surplus available. Appropriations from the principal operating funds of the Commonwealth (the General
Fund, the Motor License Fund and the State Lottery Fund) are generally made for one fiscal year and are returned to the
unappropriated surplus of the fund (a lapse) if not spent or encumbered by the end of the fiscal year. The
Commonwealth’s fiscal year begins July 1 and ends June 30. (Fiscal year 2009 refers to the fiscal year ending June 30,
2009.) See Appendix C for a further description of the fiscal administration of the Commonwealth.

Description of Funds

The Commonwealth utilizes the fund method of accounting. For purposes of governmental accounting, a
“fund” is defined as an independent fiscal and accounting entity with a self-balancing set of accounts. Each fund records
the cash and/or other resources together with all related liabilities and equities that are segregated for the purpose of the
fund. In the Commonwealth, funds are established by legislative enactment or in certain limited cases by administrative
action. Over 150 funds have been established and currently exist for the purpose of recording the receipt and
disbursement of moneys received by the Commonwealth. Annual budgets are adopted each fiscal year for the principal
operating funds of the Commonwealth and several other special revenue funds. Expenditures and encumbrances against
these funds may be made only pursuant to appropriation measures enacted by the General Assembly and approved by
the Governor.

The General Fund, the Commonwealth’s largest operating fund, receives all tax revenues, non-tax revenues
and federal grants and entitlements that are not specified by law to be deposited elsewhere. The majority of the
Commonwealth’s operating and administrative expenses are payable from the General Fund. Debt service on all bond
indebtedness of the Commonwealth, except that issued for highway purposes or for the benefit of other special revenue
funds, is payable from the General Fund.

The Motor License Fund receives all tax and fee revenues relating to motor fuels and vehicles except the
revenues from one-half cent per gallon of the liquid fuels tax, which are deposited in the Liquid Fuels Tax Fund for
distribution to local municipalities. All revenues relating to motor fuels and vehicles are required by the Constitution to
be used only for highway purposes. Most federal aid revenues designated for transportation programs and tax revenues
relating to aviation fuels are also deposited in the Motor License Fund. Operating and administrative costs for the
Department of Transportation and other Commonwealth departments conducting transportation related programs,
including the highway patrol activities of the Pennsylvania State Police, are also paid from the Motor License Fund.
Debt service on bonds issued by the Commonwealth for highway purposes is payable from the Motor License Fund.



Other special revenue funds have been established by law to receive specified revenues that are appropriated to
departments, boards and/or commissions for payment of their operating and administrative costs. Such funds include the
Game, Fish, Boat, Banking Department, Milk Marketing, State Farm Products Show, Environmental Stewardship, State
Racing, and Tobacco Settlement Funds. Some of these special revenue funds are required to transfer excess revenues to
the General Fund, and some receive funding, in addition to their specified revenues, through appropriations from the
General Fund.

The Tobacco Settlement Fund is a special revenue fund established to receive tobacco litigation settlement
payments paid to the Commonwealth. The Commonwealth is one of forty-six states that settled certain smoking-related
litigation in a November 1998 master settlement agreement with participating tobacco product manufacturers (the
“Tobacco MSA”). Under the Tobacco MSA, the Commonwealth is entitled to receive a portion of payments made
pursuant to the Tobacco MSA by tobacco product manufacturers participating in the Tobacco MSA. Most revenues to
the Tobacco Settlement Fund are subject to annual appropriation by the General Assembly and approval by the
Governor.

The Tax Stabilization Reserve Fund and the Budget Stabilization Reserve Fund that replaced the Tax
Stabilization Reserve Fund following its abolishment in 2002 are special revenue funds designated to receive a
statutorily determined portion of the budgetary basis fiscal year-end surplus of the General Fund. The Budget
Stabilization Reserve Fund was established in July 2002 after the Tax Stabilization Reserve Fund was abolished and its
balance transferred to the General Fund for the 2002 fiscal year budget. The Budget Stabilization Reserve Fund is to be
used for emergencies threatening the health, safety or welfare of citizens or during downturns in the economy that result
in significant unanticipated revenue shortfalls not able to be addressed through the normal budget process. Assets of the
fund may be used upon recommendation by the Governor and an approving vote by two-thirds of the members of each
house of the General Assembly. For GAAP (as defined below) reporting purposes, the Budget Stabilization Reserve
Fund (previously designated the Tax Stabilization Reserve Fund) has been reported as a fund balance reservation in the
General Fund (governmental fund category) since fiscal year 1999. Prior to that fiscal year, the Tax Stabilization
Reserve Fund was reported, on a GAAP basis, as a designation of the General Fund unreserved fund balance. See
“Budget Stabilization Reserve Fund and Tax Stabilization Reserve Fund” below.

The Commonwealth maintains trust and agency funds that are used to administer funds received pursuant to a
specific bequest or as an agent for other governmental units or individuals.

Enterprise funds are maintained for departments or programs operated like private enterprises. Two of the
largest of such funds are the State Stores Fund and the State Lottery Fund. The State Stores Fund is used for the
receipts and disbursements of the Commonwealth’s liquor store system. Sale and distribution of all liquor within
Pennsylvania is a government enterprise. The State Lottery Fund is also an Enterprise fund for the receipt of lottery
ticket sales and lottery licenses and fees. Its revenues, after payment of prizes, are dedicated to paying the costs of
programs benefiting the elderly and handicapped in Pennsylvania.

In addition, the Commonwealth maintains funds classified as working capital, bond, and sinking funds for
specified purposes.

Accounting Practices

Financial information for the principal operating funds of the Commonwealth is maintained on a budgetary
basis of accounting. The Commonwealth also prepares annual financial statements in accordance with generally
accepted accounting principles (“GAAP”). Annual financial statements prepared in accordance with GAAP are audited
jointly by the Department of the Auditor General and an independent public accounting firm.

Budgetary Basis

A budgetary basis of accounting is used for ensuring compliance with the enacted operating budget and is
governed by applicable statutes of the Commonwealth and by administrative procedures. The Constitution provides that
operating budget appropriations shall not exceed the actual and estimated revenues and unappropriated surplus available
in the fiscal year for which funds are appropriated. Annual budgets are enacted for the General Fund and certain special
revenue funds that together represent the majority of expenditures of the Commonwealth. The annual budget classifies
fund revenues as Commonwealth revenues, augmentations, federal revenues, or restricted receipts and revenues.
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Commonwealth revenues are revenues from taxes and from non-tax sources such as licenses and fee charges, penalties,
interest, investment income and other miscellaneous sources. Augmentations consist of departmental and institutional
billings that supplement an appropriation of Commonwealth revenues, thereby increasing authorized spending. For
example, patient billings for services at Commonwealth-owned institutions are augmentations that supplement
Commonwealth revenues appropriated to each institution for operating costs. Federal revenues are those federal aid
receipts that pay for or reimburse the Commonwealth for funds disbursed for federally assisted programs. Restricted
receipts and revenues are funds that are restricted to a specific use or uses by state law, administrative decision, or the
provider of the funds. Only Commonwealth revenues and expenditures from these revenues are included in the
computation made to determine whether an enacted budget is constitutionally balanced. Augmenting revenues and
federal revenues are considered to be self-balancing with expenditures from their respective revenue sources.

The Commonwealth’s budgetary basis financial reports for its governmental funds are based on a modified
cash basis of accounting as opposed to the modified accrual basis prescribed by GAAP. Under the Commonwealth’s
budgetary basis of accounting, tax receipts, non-tax revenues, augmentations and all other receipts are recorded at the
time cash is received. An adjustment is made at fiscal year-end to include accrued unrealized revenue; that is, revenues
earned but not collected. Revenues accrued include estimated receipts from (i) sales and use, personal income, realty
transfer, inheritance, cigarette, liquor, liquid fuel, fuels, and oil company franchise taxes, and interest earnings, and (ii)
federal government commitments to the Commonwealth. Expenditures are recorded at the time payment requisitions
and invoices are submitted to the Treasury Department for payment. Appropriated amounts are reserved for payment of
contracts for the delivery of goods or services to the Commonwealth through an encumbrance process. Unencumbered
appropriated funds are automatically lapsed at fiscal year-end and are available for re-appropriation. Estimated
encumbrances are established at fiscal year-end to pay certain direct expenditures for salaries, wages, travel, and utility
costs payable against current year appropriations but disbursed in the subsequent fiscal year. Recording of the
applicable expenditure liquidates the encumbered amount. Over-estimates of fiscal year-end encumbrances are lapsed in
the subsequent fiscal year and under-estimates are charged to a subsequent fiscal year appropriation. Appropriation
encumbrances are shown on the Commonwealth’s balance sheet as a reservation of fund balance.

Other reservations of fund balance include (i) the unexpended balance of continuing appropriations (that is,
appropriations that do not lapse at fiscal year-end), and (ii) requested appropriation supplements and deficiency
appropriations. Revenues dedicated for specific purposes and remaining unexpended at the fiscal year-end are likewise
reserved.

GAAP Financial Reporting

At fiscal year-end, budgetary basis fund financial information, both revenues and expenditures, is adjusted to
reflect appropriate accruals for financial reporting in conformity with GAAP. The Commonwealth is not required to
prepare GAAP financial statements and does not prepare them on an interim basis. GAAP fund financial reporting
requires a modified accrual basis of accounting for governmental funds, while proprietary and fiduciary funds are
reported on the accrual basis of accounting.

Fund financial statements of the Commonwealth prepared under GAAP differ from those traditionally prepared
on a budgetary basis for several reasons. Among other differences, the GAAP fund financial statements (i) generally
recognize revenues when they become measurable and available rather than when cash is received, (ii) report
expenditures when goods and services are received and a liability incurred rather than when cash is disbursed, (iii)
include a combined balance sheet for the Commonwealth presented by GAAP fund type rather than by Commonwealth
fund, and (iv) include activities of all funds in the reporting entity, including agencies and authorities usually considered
as independent of the Commonwealth for budgetary purposes. Adjustments to budgetary basis revenues and
expenditures required to conform to GAAP accounting generally require including (i) corporation, sales, and personal
income tax accruals, (ii) tax refunds payable and tax credits, and (iii) expenditures incurred but not yet posted as
expenditures or not covered by appropriations.

An independent public accounting firm and the Department of the Auditor General jointly audit the
Commonwealth’s annual GAAP basis financial statements. The audited Basic Financial Statements are a component of
the Commonwealth’s Comprehensive Annual Financial Report (“CAFR”). The CAFRs for recent fiscal years, including
the fiscal year ended June 30, 2008, have been filed with each Nationally Recognized Municipal Securities Information
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Repository (a “NRMSIR”) currently recognized by the Securities and Exchange Commission and are available from any
NRMSIR and at the Budget & Financial Reports section of the Office of the Budget’s web site -
www.budget.state.pa.us - and such CAFRs are incorporated herein by reference. In February 2004, the Commonwealth
restated its GAAP basis financial statements for the fiscal year ended June 30, 2002, for reasons discussed in
“COMMONWEALTH FINANCIAL PERFORMANCE - Restatement of Financial Statements.” The Commonwealth
has filed both the restated financials and restated CAFR with each NRMSIR and has posted them at the Office of the
Budget’s web site. Beginning with the CAFR for the fiscal year ended June 30, 2002 and continuing in
subsequent CAFRs, the Commonwealth has incorporated several new accounting and reporting standards that
affect the comparability of financial information for those fiscal years to GAAP basis financial information
reported for fiscal years prior to the adoption of the New Standards. See “New Governmental Accounting and
Reporting Standards” below.

New Governmental Accounting and Reporting Standards

Beginning with its GAAP basis financial statements for the fiscal year ended June 30, 2002, the
Commonwealth adopted several new accounting and reporting standards established by the Governmental Accounting
Standards Board in its Statements 33, 34, 35, 36, 37 and 38 (collectively, the “New Standards”). Among other things,
the New Standards require presentation of government-wide and fund financial statements that constitute basic financial
statements and replace general-purpose financial statements reported under former standards. Government-wide
financial statements are intended to portray the government “as a whole” while fund financial statements provide fund-
specific information. Government-wide financial statements are intended to describe the total cost of providing
governmental services and disclose whether the Commonwealth’s financial condition improved or weakened during the
fiscal year. Other features of the new government-wide financial statements are the reporting of infrastructure assets and
related depreciation. Previously, the Commonwealth did not report infrastructure values or accumulated depreciation
related to general fixed assets. As part of implementing the New Standards, effective July 1, 2001, the Commonwealth
reclassified and/or restated numerous fund balance amounts previously reported at June 30, 2001 and reported
governmental activities net assets at June 30, 2001. Note B to the financial statements in the June 30, 2002 CAFR
provides a detailed explanation of the nature and amount of such restatements. The New Standards also require
providing supplementary information, including a Management’s Discussion and Analysis of the financial statements.
Beginning with fiscal year 2002 the Commonwealth also changed how functional expenditure categories are defined.
All of these changes may hamper the comparability of GAAP basis financial information for fiscal years ended June 30,
2002 and later to financial reports for years prior to the implementation of the New Standards.

Investment of Funds

The Treasury Department is responsible for the deposit and investment of most funds belonging to the
Commonwealth, including the proceeds of the Bonds and the funds held for the periodic payment of interest on and
maturing principal of the Bonds. The Commonwealth’s Fiscal Code contains statutory limitations on the investment of
funds by the Treasury Department. The Board of Finance and Revenue, a six-person board of state officials chaired by
the State Treasurer, is authorized to establish the aggregate amount of funds that may be invested in some of the various
categories of permitted investments. The State Treasurer ultimately determines the asset allocation and selects the
investments within the parameters of the law.

The Commonwealth’s Fiscal Code permits investments in the following types of securities: (i) United States
Treasury securities and United States Agency securities maturing within two years of issue; (ii) commercial paper
issued by industrial, common carrier or finance companies rated “Prime One” or its equivalent; (iii) certificates of
deposit of Pennsylvania-based commercial banks, savings banks or savings and loans; (iv) repurchase obligations
secured with obligations described under (i); (v) banker’s acceptances written by domestic commercial banks with a
rating of “Aa” or better, or its equivalent; and (vi) other non-equity investments not to exceed ten percent of assets
subject to a “prudent investor” test. The Treasury Department maintains additional investment restrictions contained in
its Investment Policy Guidelines. A summary of the Investment Policy Guidelines and a report on investment activity
and performance of funds invested by the Treasury Department are contained in a report periodically prepared and
publicly distributed by the Treasury Department.
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Additionally, since June 1999, the State Treasurer has been legislatively authorized to invest Commonwealth
moneys in securities under the “prudent investor” standard. The common investment pool operated by the State
Treasurer for the investment of operating funds of the Commonwealth maintains a portion of its investments in
securities subject to this test. The legislative authorization to invest in such securities has been extended until December
2010.

Budget Stabilization Reserve Fund and Tax Stabilization Reserve Fund

Legislation enacted with the adoption of the fiscal year 2003 budget abolished the Tax Stabilization Reserve
Fund and transferred its balance of $1.038 billion to the General Fund. That legislation also established a new reserve
fund named the Budget Stabilization Reserve Fund and initially directed $300 million of funding from the General Fund
for deposit to the fund during fiscal year 2003. Subsequently, the General Assembly repealed the $300 million transfer
allowing that amount to remain in the General Fund to help offset anticipated revenue shortfalls to the fiscal year 2003
budget.

Balances in the Budget Stabilization Reserve Fund, the successor to the Tax Stabilization Reserve Fund, may
be used to alleviate emergencies threatening the health, safety or welfare of the Commonwealth’s citizens or to offset
unanticipated revenue shortfalls due to economic downturns. Income to the fund is provided by the transfer of a
legislatively determined portion of the General Fund budgetary basis unappropriated surplus at the close of a fiscal year,
by investment income to the fund, and by specific appropriation from other available funds by the General Assembly.
The Budget Stabilization Reserve Fund is intended to accumulate a balance equal to 6 percent of General Fund
revenues. Beginning with fiscal year 2003, 25 percent of any fiscal year-end surplus is to be deposited into the Budget
Stabilization Reserve Fund. When the Budget Stabilization Reserve Fund balance reaches or exceeds a level equal to 6
percent of General Fund revenues, the proportion of the General Fund’s fiscal year-end balance to be transferred to the
Budget Stabilization Reserve Fund is to be lowered from 25 percent to 10 percent. The General Assembly may
appropriate additional amounts to this fund at any time. For fiscal year 2006, $171.4 million was transferred to the
Fund, which represented the required statutory transfer of 25 percent of the $685.4 million unappropriated surplus
balance. At the end of the 2007 fiscal year, the Commonwealth’s unappropriated surplus balance was $707.8 million
which resulted in a statutorily required transfer of $176.9 million to the Budget Stabilization Reserve Fund. In July
2008, the statutory transfer of 25 percent of the Commonwealth’s unappropriated surplus balance was suspended for
one year. At present, the Commonwealth maintains a balance of approximately $743.6 million in the Budget
Stabilization Reserve Fund. Further, as of February 2009, the Commonwealth maintains balances in various funds and
accounts, including the Budget Stabilization Reserve Fund, totaling approximately 8.5 percent of the Commonwealth’s
annual operating costs. See data contained in Table 8 for additional information. These additional funds may become
available through either executive or legislative action to address unforeseen budgetary stresses that could occur.
Balances in the Budget Stabilization Reserve Fund are to be used only when emergencies involving the health, safety or
welfare of the residents of the Commonwealth or downturns in the economy resulting in significant unanticipated
revenue shortfalls cannot be dealt with through the normal budget process. Funds in the Budget Stabilization Reserve
Fund may be appropriated only upon the recommendation of the Governor and the approval of a separate appropriation
bill by a vote of two-thirds of the members of both houses of the General Assembly. Any funds appropriated from the
Budget Stabilization Reserve Fund that are unspent are returned to the Budget Stabilization Reserve Fund.

COMMONWEALTH FINANCIAL PERFORMANCE
Recent Developments

On February 4, 2009, the Governor submitted to the General Assembly his proposed fiscal year 2010 budget.
See “Fiscal Year 2010 Proposed Budget.”

The CAFR for the fiscal year ended June 30, 2008 was issued on December 29, 2008. The CAFR, beginning
with the one issued for the fiscal year ended June 30, 2002, incorporates several new accounting and reporting
standards that affect the comparability of financial information for that fiscal year and subsequent fiscal years to GAAP
basis financial information reported for fiscal years prior to the adoption of the new standards. Also beginning with the
fiscal year ended June 30, 2002, the CAFR provides a new presentation of government-wide financial statements that
are intended to provide an all-encompassing view of a government’s financial condition and activities. See the
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discussion in “COMMONWEALTH FINANCIAL STRUCTURE AND PROCEDURES — New Governmental
Accounting and Reporting Standards” and below in “Government-Wide Financial Data (GAAP Basis).”

The economic recession that is gripping the nation is adversely affecting the Commonwealth’s revenue receipts
during fiscal year 2009. General Fund revenue estimates incorporated in the enacted budget for fiscal year 2009
included a projected growth in receipts of 3.07 percent, while actual receipts through January 2009 have contracted by
5.03 percent on a year-over-year basis. In February 2009, the Governor’s proposed budget for fiscal year 2010 included
a revision to the fiscal year 2009 revenue estimate for General Fund revenues to reflect the adverse effects of the
national economic recession. It is now expected that fiscal year 2009 Commonwealth revenues may be $2.3 billion less
than the official estimate used during the enactment of the fiscal year 2009 budget in July, 2008. Actual revenues
through January 2009 are $1,076.3 million or 7.5 percent below the estimate enacted in July 2008, as part of the fiscal
year 2009 budget. Actions taken to date to reduce Commonwealth spending in light of projected revenue shortfalls
include three rounds of budget cuts totaling nearly $550 million, implementation of a general hiring freeze, bans on out-
of-state travel, freezing of wages for non-union salaries and the elimination of the purchase of new vehicles. Additional
efforts to balance the fiscal year 2009 budget are likely to include the utilization of legislative lapse accounts as well as
current and prior year lapses. Anticipated federal fiscal relief will likely provide the major source of revenue to keep
the Commonwealth’s budget intact as will a proposed transfer of one-third of the existing balance in the Budget
Stabilization Reserve Fund.. Based on revised projections of fiscal year 2009 revenues, as incorporated in the
Governor’s proposed fiscal year 2010 budget released in February, and assuming the aforementioned budget balancing
actions, the General Fund is currently projected to have an ending balance of $4.0 million. See “Fiscal Year 2009
Budget.”

Introduction

The most recent audited financial statements for a fiscal year are available in the CAFR issued by the
Commonwealth for the fiscal period ended June 30, 2008 (“fiscal year 2008”), which was filed with each NRMSIR on
January 16, 2009. Beginning with the CAFR for fiscal year 2002, the Commonwealth incorporated New Standards that
affect the comparability of financial information for that fiscal year to GAAP basis financial information reported for
fiscal years prior to the adoption of the New Standards. See “COMMONWEALTH FINANCIAL STRUCTURE AND
PROCEDURES - New Governmental Accounting And Reporting Standards.” Information contained in the fund
financial statements for fiscal years 2002 through 2008 continues to report what was reported for governmental funds in
the General Purpose Financial Statements in CAFRs for prior fiscal years, although fund reclassifications and changed
definitions for categories of expenditures for fiscal year 2002 and beyond will hamper comparability to data for prior
fiscal years.

Copies of CAFRs recently issued by the Commonwealth are available from (i) any NRMSIR listed in the
section “CONTINUING DISCLOSURE?”, (ii) the Secretary of the Budget, Ms. Mary Soderberg, Attn: Mr. Mike
Higgins, 6th Floor, Strawberry Square Bell Tower, Harrisburg, Pennsylvania 17101 (Telephone (717) 787-5312), and
(iii) the Budget & Financial Reports section of the Office of the Budget’s web site at www.budget.state.pa.us, which
CAFRs are incorporated herein by reference. The basic financial statements for fiscal year 2008 are incorporated herein
by the above reference as to their availability by other than in this Official Statement. This means that (i) the
incorporated information is considered part of this Official Statement, and (ii) such information should be reviewed by
prospective purchasers of the Bonds as a part of their review of this entire Official Statement.

Government-Wide Financial Data (GAAP Basis)

Government-wide financial statements report financial position and results of activity for the Commonwealth
as a whole. Government-wide statements do not report information fund-by-fund; rather, they reveal information for all
governmental activities and all business-type activities in separate columns. In government-wide statements, for both
governmental and business-type activities, the economic resources measurement focus and accrual basis of accounting
are used, with revenues and expenses recognized when they occur, rather than when cash is received or paid. This
results in assets including an estimate of the total amount of receivables due at fiscal year-end that are expected to be
collected in the future. Capital assets are reported with acquisition or construction costs being reported when the assets
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are placed in service less accumulated depreciation. Reported liabilities include all liabilities, regardless of when
payment is due, including bond principal, employee disability claims liability, and employee compensated absence
liabilities.

Table 5 presents condensed financial statement information derived from the Commonwealth’s government-
wide June 30, 2008 Statement of Net Assets and includes amounts for the “primary government” only.

Table 5
Condensed Statement of Net Assets
Primary Government

Fiscal Year Ended June 30, 2008
(In Billions)

Governmental  Business-Type

Activities Activities Total

Assets:
Cash and INVESIMENTS...........cceerrririeiirreee s $ 145 $ 6.7 $ 21.2
Capital assets (net) 25.1 0.1 25.2
All Other @SSetS.......vcveieiiirieceir e 6.9 1.3 8.2
TOLAl ASSEES. ...t $ 465 $ 81 $ 54.6
Liabilities:
Accounts payable............cccoviiiiiie $ 53 % 07 $ 6.0
All other current liabilities..........ccccovvvveieviiiiicicece 5.7 1.7 7.4

Total Current Liabilities... 11.0 2.4 134
Bonds payable..........cccoovvrinnn 8.0 - 8.0
All other long-term liabilities..... 1.9 25 4.4

Total long-term liabilities.........ccccooveniiniiiinee 9.9 25 12.4
Total Habilities. ........cooreiiiieee e $ 209 % 49 3 25.8
Net assets:
Invested in capital assets, net of related debt.............c.......... $ 215 $ 01 % 21.6
RESIIICTEA. ... 4.7 3.2 7.9
UNrestricted........ooeviiiiiiiiii s (0.6) 0.1) 0.7)
Total NEt ASSETS.....cvevieveeeeieerieie e $ 256 $ 32 $ 28.8

Source: Comprehensive Annual Financial Report, fiscal year ended June 30, 2008.

During the fiscal year ended June 30, 2008, the overall financial position (net assets) of the Commonwealth,
including both governmental and business-type activities, increased by $0.9 billion, or 3.2 percent of total beginning net
assets of $27.9 billion. For governmental activities, the net increase in net assets was $1.3 billion or 5.3 percent of
beginning net assets of $24.3 billion. Total investments, excluding the State Employees’ Retirement Fund and all other
fiduciary funds, totaled over $19.3 billion and total cash balances were over $1.8 billion. These amounts represent
considerable financial resources for the current and future fiscal years. The increase in governmental activities net
assets ($1.3 billion) was $400 million less than the prior year change, where revenues, transfers and special items
exceeded expenses by $1.7 billion. These increases represent significant year-over-year improvements in the
Commonwealth’s overall financial position, respectively, during the fiscal years ended June 30, 2008 and 2007. The
$0.4 billion decrease in total net assets for business-type activities follows a $0.3 billion increase during the prior fiscal
year. The $0.7 billion year over year decrease is partially attributable to a net assets decrease of $0.1 billion in the
unemployment compensation program, where the prior year net assets increase was over $0.2 billion. During the
current fiscal year, unemployment compensation revenues decreased by $0.1 billion while expenses increased by $0.2
billion; in the prior year revenues increased and expenses decreased. Statutory contribution decreases occurred during
both fiscal years. Also, during the fiscal year ended June 30, 2008, combined decreases in net assets of the State Lottery
Fund ($212 million decrease in the current year compared to $9.4 million decrease in the prior year) and the Tuition
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Payment Fund ($132 million decrease in the current year compared to $52 million increase in the prior year) were
reported.

Financial Data for Governmental Fund Types (GAAP Basis)

Governmental fund financial statements provide fund-specific information about the General Fund, the Motor
License Fund, and the Tobacco Settlement Fund (initially reported for fiscal year 2002) and for other Commonwealth
funds categorized as governmental funds and reported as such in the General Purpose Financial Statements of prior
fiscal years. Where government-wide financial statements cover the entirety of the Commonwealth, fund financial
statements provide a more detailed view of the major individual funds established by the Commonwealth. Fund
financial statements further differ from government-wide statements in the use by the latter of the current financial
resources measurement focus and the modified accrual basis of accounting.

The governmental funds balance sheet reports total fund balances for all governmental funds. Assets of the
Commonwealth’s governmental funds (the General Fund, the Motor License Fund and the Tobacco Settlement Fund are
major governmental funds) as of June 30, 2008 were $21,239.38 million. Liabilities for the same date totaled
$12,409.46 million, leaving a fund balance of $8,829.9 million, an increase of $304.2 million from the fund balance at
June 30, 2007. On a fund specific basis, the fund balance for the General Fund decreased by $396.8 million, the fund
balance for the Motor License Fund increased by $147.7 million, the fund balance for the Tobacco Settlement Fund
decreased by $73.3 million and the fund balance for aggregated non-major funds increased by $626.5 million. See
“General Fund — Fiscal Year 2008 Financial Results.”

To help understand the relationship between the Commonwealth’s GAAP fund balance (fund perspective) for
governmental funds and the Commonwealth’s governmental net assets (government-wide perspective) under the new
presentation of financial information, the following reconciliation is presented:

Table 6
Reconciliation of the Balance Sheet
Govermental Funds (Fund Perspective) to
the Statement of Net Assets - Governmental Activities

June 30, 2008
(In Thousands)

Fund Balances - Governmental Funds

General Fund..................... $ 2,974.1
Motor License Fund.......... 1,566.5
Tobacco Settlement Fund.. 1,157.7
NONMAJOE FUNGS......c.cuiiiiiiiiiii s 3,131.6
Total Fund Balance - Governmental FUNS...........cooivieriiineiiicice s $ 8,829.9
Plus: Capital Assets, including infrastruCtUre.............ccocoviviiiiiiiiiiic s 38,645.1
Less: Accumulated depreCiation............cccciviiciiiii (13,635.7)
Plus: Deferred revenue............cccceevveevenenne. 2,373.1
Plus: Additional accrued receivables 287.0
Plus: Net assets of internal service funds 88.5
PIUS: INVENTOTIES. ... ettt b ekttt 82.7
Less: Long-term Habilities............cocoviiiiiiiii s (11,091.9)
Total Net Assets - GOVernmMeNtal ACHIVITIES.........cvieiiieirecee e $ 25,578.7

More detailed information with respect to the General Fund and the Motor License Fund, major operating
funds that are categorized as governmental funds, is presented in Table 7 (General Fund) and in Table 9 (Motor License
Fund).

The financial tables that follow containing GAAP basis financial data are unaudited but are derived from the
Commonwealth’s audited financial statements. The discussion of financial performance on a budgetary basis for prior
fiscal years is based on an analysis of budget numbers and not on numbers prepared in accordance with GAAP.
Likewise, the discussion of the financial estimates for fiscal year 2009 and the proposed budget for fiscal year 2010
reflects a budgetary basis analysis rather than a GAAP basis analysis.
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General Fund
Financial Results for Recent Fiscal Years (GAAP Basis)

During the five-year period from fiscal year 2004 through fiscal year 2008, total revenues and other sources
increased by an average of 3.2 percent annually. Tax revenues during this same period increased by an annual average
of 5.6 percent with a portion of the average annual growth rate attributable to various tax rate and base changes enacted
over the same period. During the past several fiscal years, fees and license income and other financing sources such as
transfers from other funds have continued to become a larger portion of income to the General Fund. Expenditures and
other uses during the fiscal years 2004 through 2008 rose at an average annual rate of 3.9 percent. Expenditures for
public education during this period increased at an average annual rate of 5.4 percent; health and human services
expenditures increased at an average annual rate of 4.0 percent; and capital outlays decreased at an average annual rate
of 39.2 percent. Commonwealth expenditures for direction and support services (state employees and government
administration) decreased at an average annual rate of 6.5 percent during the fiscal years 2004 through 2008. The fund
balance at June 30, 2008 totaled $2,974.1 million, a decrease of $396.8 million from the balance at June 30, 2007. The
fiscal year 2008 year-end unreserved-undesignated portion of the fund balance was $9.6 million, $359.0 million below
the amount recorded for fiscal year 2007 at years end.

Table 7 on the next page presents a summary of revenues and expenditures (GAAP basis for the General Fund,
including the Budget Stabilization Reserve Fund for the fiscal years 2004 through 2008.

[INTENTIONALLY LEFT BLANK]
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Table 7
Results of Operations—General Fund

GAAP Basis—Unaudited
(In Thousands)

Fiscal Year Ended June 30

2004 2005 2006 2007 2008
Fund Balance — Beginning of Period ....................... $ 2,357,713 $ 3,006514 $ 2,869,109 $ 2969549 $ 3,370,866
Revenues:

TAXES. .ottt et $ 21,190,494 $ 22,841,136 $ 24,783,040 $ 25992,166 $ 26,390,658

Licenses and fees.. 275,898 300,450 294,728 366,519 372,854

Intergovernmental w“ 14,790,701 15,102,454 14,662,940 15,160,953 15,419,122

OthEr TBVENUES. ......voveeveveeereieeeeeete et 2,423,649 4,053,837 2,970,801 1,782,509 1,748,866
Other Financing Sources:

Operating transfers iN..........ccooeveeriinnienseceecee 133,670 62,912 88,930 200,564 119,514

Other additions..........ccccovveieiiiiiiisee e 1,535 640 568 1,582 529
TOTAL REVENUES AND OTHER SOURCES $ 38,815,947 $ 42,361,429 $ 42,801,007 $ 43,504,293 $ 44,051,543
Expenditures:

Direction and SUPPOrtive Services...........ccccveveeevrienene. $ 1412250 $ 2,047999 $ 2,062,113 $ 892,397 $ 1,079,972

Protection of persons and property... 2,958,160 3,013,875 3,278,962 3,335,713 3,546,365

Health and human services............ " 20,816,721 23,361,454 23,135,166 23,536,324 24,317,283

Public edUCAtiON..........ccoeveeiereiereceeeeee e 10,520,428 11,382,118 11,666,929 12,372,125 12,994,517

Recreation and cultural enrichment...........cccccoevevena. 225,367 292,981 297,854 353,018 331,454

Economic development...........cccceorciennenincenniciee 963,926 987,325 956,411 1,204,253 1,122,067

TranSPOrtatioN. .........cvevrveirieeeriseeeerce e 351,911 449,228 443,270 434,737 24,853

Capital outlay... . 142,651 27,305 27,758 25,275 19,496

DEDt SEIVICE.....eveievicieiceeeee e - - 5,064 3,230 34
Other Uses:

Operating transfers Out..........cococverreiiinieniree e 775,732 936,549 827,040 945,904 1,012,267
TOTAL EXPENDITURES AND OTHER USES $ 38,167,146 $ 42,498,834 $ 42,700,567 $ 43,102,976 $ 44,448,308
REVENUES AND OTHER SOURCES OVER
(UNDER) EXPENDITURE AND OTHER USES......... 648,801 (137,405) 100,440 401,317 (396,765)
Fund Balance — End of Period ...........cccoveiinnnnne $ 3006514 $ 2,869,109 $ 2,969549 $ 3,370,866 $ 2,974,101
Components of Fund Balance

Reserved for enCUmMbrances...........ccoceveievneienniennns $ 259,178 % 617,861 $ 709,115 $ 570,027 $ 568,678

Reserved for advances and other...........c..ccccccvvvevienene. 622,292 809,911 751,062 1,508,214 2,016,633

Unreserved — designated.......... . 491,718 514,174 719,414 923,966 379,169

Unreserved — undesignated.. w 1,633,326 927,163 789,958 368,659 9,621
TOTAL FUND BALANCE........c.ccoceeviiieeeeeeeeerenans $ 3006514 $ 2869109 $ 299549 $ 3,370,866 $ 2,974,101

Source: Compiled from Office of the Budget, Comprehensive Annual Financial Report for fiscal years ended June 30, 2004 through 2008.

Fiscal Year 2007 Financial Results

GAAP Basis. At June 30, 2007, the General Fund reported a fund balance of $3,370.9 million, an increase of
$401.4 million from the reported $2,969.5 million fund balance at June 30, 2006. On a net basis, total assets increased
by $761.3 million to $11,161.5 million. Liabilities increased by $359.9 million to $7,790.6 million largely because of
an increase in unearned revenue ($117.2 million) and an increase in accounts payable ($194.1 million). The overall
increase in fund balance, $401 million during the fiscal year, was $300 million more than the prior fiscal year increase

in fund balance of $101 million.

General Fund tax revenues increased by 5 percent due to slower economic growth during the fiscal year ended
June 30, 2007. Personal income tax revenues rose by 8 percent, with most of the growth occurring within the non-
employer-withheld portion of the personal income tax. This growth can be attributed to strong capital gains that caused
regular quarterly personal income tax payments in April 2007 to exceed April 2006 levels by 19.5 percent. Overall



corporation taxes revenues increased by 3 percent due to strong corporate profit growth and both telecommunications
and electric company gross receipts tax revenues that were higher than the prior year. However, these increases were
offset by a scheduled decline in Capital Stock/Foreign Franchise Tax revenues due to the continuance of the capital
stock and foreign franchise tax phase-out. Finally, cigarette tax revenues decreased by 5 percent due to a decline in
consumption. Charges of sales and services decreased by $1.416 billion due almost exclusively to a $1.411 billion
decrease related to the reporting of cash receipts and disbursements related to Commonwealth employee benefit costs
which are charged to Commonwealth agencies on a biweekly basis. Such cash receipts and disbursements were
formerly reported on a “gross” basis and reported as part of General Fund revenues (Charges for sales and services) and
expenditures (Direction and supportive services). Intergovernmental revenues increased by a net $498 million, resulting
primarily from certain newer federal programs and higher amounts accrued for certain federal programs. Total General
Fund revenues increased by $590 million (1.36 percent) during this period.

For the fiscal year ended June 30, 2007; total General Fund expenditures increased by $284 million, less than 1
percent. Reported expenditures for direction and supportive services decreased by a net $1,170 million, due primarily
to: (1) a $1,378 million decrease related to the reporting of cash receipts and disbursements related to Commonwealth
employee benefits which are charged to Commonwealth agencies on a biweekly basis. Such cash receipts and
disbursements were formerly reported on a “gross” basis and reported as part of General Fund revenues (Charges for
sales and services) and expenditures (Direction and supportive services); (2) on a net basis, other increases of $208
million, including a higher expenditure posting ($107 million) associated with intra-fund expenditure/transfers
eliminations, higher Revenue Department ($19 million) collection and enforcement efforts (including new expenditures
for Gaming compliance) and higher interest payments on tax refunds/credits, and higher General Services Department
($14 million) expenditures for structural repair/maintenance. Public education expenditures increased by $706 million
due primarily to increases in basic education ($294 million), school employee retirement ($114 million) and several
other subsidies to school districts ($298 million), including newer state-funded programs. The net changes in higher
education were not significant during the fiscal year. Health and human services expenditures increased by $402
million, caused by a higher aggregate need for child protection and development services, medical services and income
or cash grant assistance. Overall, federal funding of health and human services declined by $187 million and state
funding increased by $589 million during the fiscal year. Expenditures for economic development increased by $247
million primarily because of: (1) much higher budgetary control waivers ($98 million), new programs ($30 million),
higher grant awards ($10 million) and higher amounts appropriated ($6 million) for the Community and Economic
Development Department; and, (2) higher Labor and Industry Department expenditures for modernization and training
programs ($85 million).

Reported transfers to the General Fund increased by $112 million primarily because of: (1) a $70 million
increase in the State Stores Fund profit transfer; (2) a new $25 million transfer from the State Gaming Fund; and (3) a
new $17.5 million transfer from the Manufacturing Fund. Reported transfers from the General Fund increased by a net
$119 million, mainly because of (1) a $136 million increase to debt service funds and (2) offsetting that increase, no
current year transfer to Emergency Energy Assistance, which was over $19 million in the prior year.

Budgetary Basis. Continued weakness in the housing sector and escalating oil prices were two of the main
factors that resulted in slower growth of the national economy during fiscal year 2007. Growth in real gross domestic
product (GDP) finished at 2.5 percent for the fiscal year ended June 30, 2007, down from 3.4 percent for the prior fiscal
year. Corporate profits, growth in wages and salaries and consumer expenditures were all lower during fiscal year 2007
than in the prior fiscal year. Economic growth proved erratic, at just 0.4% in the first quarter of 2007 before rebounding
to reach 4.0% in the second quarter of 2007. Job growth continued during the fiscal year and the unemployment rate
continued to drop throughout the fiscal year. Overall, these somewhat conflicting national economic conditions still
positively impacted state revenue growth, as revenues exceeded the budget estimate. Additional revenues were used, in
part, to replenish portions of reserve funds and to support an increased demand for governmental goods and services,
particularly in the area of health care costs.

General fund revenues of the Commonwealth exceeded the certified estimate by $649.6 million or 2.4 percent
during fiscal year 2007. Final Commonwealth General Fund revenues for the fiscal year totaled $27,449.1 million.
Total fiscal year 2007 revenues, net of reserves for tax refunds and including intergovernmental transfers and additional
resources, totaled $27,193.7 million. Total expenditures, net of appropriation lapses and including intergovernmental
transfers and expenditures from additional sources, were $27,007.9 million. As result of Commonwealth financial
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operations during the fiscal year, the preliminary unappropriated surplus balance, prior to the statutorily required 25
percent transfer to the Budget Stabilization Reserve Fund, increased to $707.9 million, including the beginning balance
from the prior year of operations. Accordingly, 25 percent of this preliminary balance or $176.9 million was transferred
to the Budget Stabilization Reserve Fund. The final fiscal year 2007 unappropriated surplus balance was $530.9 million
as of June 30, 2007.

Revenues available to the Commonwealth, including intergovernmental transfers and additional sources,
increased 5.8 percent. Fiscal year 2007 revenues (all sources) totaled $27,193.7million, an increase of $1,492.8 million
over fiscal year 2006. Intergovernmental transfer proceeds decreased $199 million or 27 percent, primarily due to the
continued phase-out of intergovernmental transfers. Funding from additional sources increased $111.8 million or 76
percent, primarily due to increased transfers from other state funds. General Fund revenues grew $1,595 million or 6.2
percent during fiscal year 2007 when measured on a year-over-year basis. Corporate tax receipts were $286.2 million,
or 5.6 percent over estimate for the fiscal year. Year-over-year growth in corporate taxes was 5.6 percent during fiscal
year 2007 as corporate net income tax collections grew 8.3 percent and gross receipts tax collections grew 12.4 percent
but receipts from the capital stock and franchise tax declined 7.5 percent on a year-over-year basis. The decline in
capital stock and franchise tax receipts was due to the continued phase-out of this tax. Personal income taxes were
$301.6 million over the estimate, a surplus of 3.0 percent versus the year-to-date estimate, while year-over year growth
in personal income tax receipts was 7.7 percent. Sales and use taxes were essentially at estimate as actual receipts were
$14.9 million below estimate, a difference of 0.17 percent from the fiscal year estimate. Sales tax collections grew 3.1
percent during fiscal year 2007. A softening in the housing market led to realty transfer tax revenues growing by only
3.4 percent during fiscal year 2007. Non-tax revenues of the Commonwealth grew by 58 percent during the fiscal year,
led by increased liquor store profits and earnings on the investment of Commonwealth funds. Reserves for tax refunds
in fiscal year 2007 were $1,050 million, an increase of 1.4 percent from the fiscal year 2006 reserves. At the end of
fiscal year 2006, approximately $114 million of reserves were available for making tax refunds in the following fiscal
year.

Fiscal year 2007 appropriations from Commonwealth revenues, including supplemental appropriations and net
of appropriation lapses, totaled $26,298.1 million, an increase of 6.6 percent from fiscal year 2006 expenditures. A total
of $105.4 million in appropriations were lapsed in fiscal year 2007, and the fiscal year 2007 budget contained a slightly
reduced level of intergovernmental transfers which were utilized to cover a portion of medical assistance costs.
Intergovernmental transfers replaced $536.7 million of General Fund medical assistance costs in fiscal year 2007,
compared to $735.7 million in fiscal year 2006, a decrease of 27 percent. In addition, approximately $257.7 million in
additional funds were appropriated in fiscal year 2007 to fund expenditures normally funded from Commonwealth
revenues, an increase from $145.9 million in fiscal year 2006. The ending unappropriated balance was $530.9 million
for fiscal year 2007.

[INTENTIONALLY LEFT BLANK]
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Table 8
Sources, Uses and Changes in Unappropriated Balance
General Fund and Other Funding Sources — Unaudited Budgetary Basis
Commonwealth Revenues Only

(In Millions)
Actual Estimate Proposed
Eiscal Year 2008 Eiscal Year 2009 Eiscal Year 2010

Sources:

CASN TEVENUES ...ttt ettt sttt e et e e sab e nes $ 27,928.2 $ 26,658.4 $ 27,3141

TaX FEFUNAS ... s (1,050.0) (1,125.0) (1,130.0)

Additional resources available...............ccooeviiiiiiinie e 142.5 0.0 0.0

Intergovernmental transfer transactions'™ -----wwevsvsvsene 508.6 442.8 483.8

TOTAL SOURCES ..ottt $ 27,529.3 $ 25,976.2 $ 26,667.9

Uses:

General fund appPropriations <« e $ 27,1822 $ 282744 $ 289726

Expenditures from addi'[ionatlJ FESOUICES .....veveeeeteseeseeeeneeieeeesee e eenes 1425 0.0 0.0

Lapses and other reductions( L (356.0) (1,913.3) (2,410.0)

Intergovernmental transfer tranSactions . ««---wseeseeesevseese 508.6 442.8 483.8

TOTAL USES ..ot 3 27,477.3 $ 26,803.9 $ 27,046.4

OPERATING BALANCE .......ccootiiriirieei e s 3 52.0 $ (827.7) % (378.5)
BEGINNING UNAPPROPRIATED BALANCE ......cccocoinnieicieienene 530.8 585.3 7.6
ADJUSTMENT TO UNAPPROPRIATED BALANCE ........cccccooennne. 25 L
TRANSFER (TO)/FROM BUDGET STABILIZATION RESERVE (0.0) 250.0 375.0
FUND
ENDING UNAPPROPRIATED BALANCE ........ccccoevinniiiecieenes $ 585.3 $ 7.6 $ 4.1

Totals may not add due to rounding.

(@ Only includes funds replacing Commonwealth funds. Fiscal year 2008 includes $175.1 million from a nursing home tax used to augment
appropriated funds for long-term care. For fiscal year 2009, this number is $181.7 million and for fiscal year 2010 it is $156.3 million.
Additionally, fiscal year 2008 included $197.3 million and fiscal year 2009 included $203.5 million from a tax imposed on managed care
organizations. The proposed fiscal year 2010 budget includes $261.2 million from this source.

(b) Includes prior year appropriation lapses from fiscal year 2007 of $142 million and $266 million from fiscal year 2008. Includes $1.083 billion
in federal funds in fiscal year 2009 and $2.410 billion in fiscal year 2010.

Fiscal Year 2008 Financial Results

GAAP Basis. At June 30, 2008, the General Fund reported a fund balance of $2,974.1 million, a decrease of
$396.8 million from the reported $3370.9 million fund balance at June 30, 2007. On a net basis, total assets increased
by $1,328.0 million to $12,489.5 million. Liabilities increased by $1,724.8 million to $9,515.4 million largely because
of an increase in accounts payable ($720 million) and an increase in securities lending obligations ($706.4 million).
The overall decrease in fund balance, $396.8 million during the fiscal year, was $797.8 million less than the prior fiscal
year which reported an increase in fund balance of $401 million.

General Fund tax revenues increased overall by 2 percent during the fiscal year ended June 30, 2008. Although
most of the overall increase is attributable to economic growth, increases/decreases within several specific tax types
were larger or smaller than 2 percent. Personal Income Tax (PIT) revenues rose by 6 percent — most of this growth
occurred in nonemployer-withheld PIT. This growth can be attributed to strong capital gains reported for calendar year
2007 that caused tax payments for this class of personal income to grow by 13 percent during the current fiscal year.
The PIT increase was offset by declines in Sales/Use and Real Estate Tax revenues. Sales/Use Tax revenues decreased
by 3 percent primarily as a result of the elimination of the 1.22 percent Supplemental Public Transit Assistance (SPTA)
transfer, which was replaced with a 4.4 percent transfer to the Public Transportation Trust Fund (PTTF). The PTTF was
created by Act 44 of 2007 (“Act 44”) to provide another dedicated funding source for public transportation programs in
the Commonwealth. The decline in Real Estate Taxes was attributable to an increase in the percentage rate for transfers
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from the Realty Transfer Tax in the General Fund to the Keystone Recreation, Park and Conservation Fund, from 2.1
percent in the prior year to 15 percent during the current fiscal year. Overall, Corporation Tax revenues were flat year-
over-year. There was a substantial increase (37 percent) within the Other Tax revenues category. This increase occurred
as a result of a change in accounting treatment related to Job Creation Tax Credits. The change in treatment allows
utilization of credits to affect the General Fund consistent with accounting treatment for all other types of tax credits.
Finally, Cigarette Tax revenues increased by 4 percent due to increased enforcement activities.

Intergovernmental revenues increased by $258 million, net, resulting primarily from Health and human
services related Federal programs. Total General Fund revenues increased by $630 million (1.45 percent) during the
fiscal year ended June 30, 2008.

Total General Fund expenditures increased by 3.04 percent during the fiscal year ended June 30, 2008, by
$1.280 billion. Reported expenditures for health and human services expenditures increased by $781 million, caused by
a higher aggregate need for medical assistance services, and income or cash grant assistance. Public education
expenditures increased by $623 million due primarily to increases in basic education ($166 million), school employee
retirement ($77 million), pre-K programs ($60 million), higher education subsidies ($55 million) and several other
subsidies to school districts ($265 million). Protection of person and property expenditures increase primarily for
corrections related programs ($97 million), Children’s Health Insurance Program ($48 million), Volunteer Fire
Company grants ($48 million) and other programs ($18 million). Transportation expenditures decreased due to Act 44
of 2007 transferring the spending authority for mass transportation programs from the General Fund to the Public
Transportation Trust Fund. Direction and supportive services expenditures increased by $188 million, net, due primarily
to changes in reporting payroll expenditures related to retiree healthcare programs. Expenditures for economic
development decreased by $82 million due to reduced spending on community/local government opportunity and
revitalization programs.

Reported Transfers to the General Fund decreased by $81 million, net, primarily because of 1) a $70.0 million
decrease in the State Stores Fund profits transfer, 2) a prior year $17.5 million transfer from the Manufacturing Fund
which did not occur in the current fiscal year, 3) new $9.4 million transfer from the Environmental Stewardship Fund,
4) a prior year $4.4 million transfer from the Public Transportation Assistance Fund which did not occur in the current
fiscal year, 5) a new $3.0 million transfer from the Capital Facilities Fund, and 6) a $1.7 million decrease in the amount
transferred from the State Racing Fund. Reported Transfers from the General Fund increased by $66 million mainly
because of 1) a $31.4 million increase to debt service funds, 2) total first-year transfers of $13.9 million to
Commonwealth Funds representing in-substance repayment of expenditures posted in prior fiscal years for retiree
healthcare benefit costs charged via biweekly payroll processing/payment, 3) a new $5.5 million transfer to the
Conservation District Fund, 4) a new $12.8 million transfer to the Hazardous Sites Cleanup Fund, and 5) a $2.5 million
increase in transfers to the Community College Capital Fund.

Budgetary Basis.

The national economic slowdown and a recession in the housing sector adversely impacted growth in the
Commonwealth during fiscal year 2008. Declining home sales and home values, a contraction in available credit from
woes in the financial markets, slightly higher unemployment and lower personal consumption resulted in less growth in
fiscal year 2008 revenues than had been projected in the February 2008. Commonwealth revenues still exceeded the
certified estimate for fiscal year 2008 by $167.5 million or 0.6 percent. Preliminary estimates from February 2008
projected a revenue surplus of $427 million during fiscal year 2008. Lower than projected revenues from corporate and
personal income taxes were responsible for the lower than projected growth. Final Commonwealth General Fund
revenues for the fiscal year totaled $27,928.2 million. Total fiscal year 2008 revenues, net of reserves for tax refunds
and including intergovernmental transfers and additional resources totaled $27,502.9 million. Total expenditures, net of
appropriation lapses and including intergovernmental transfers and expenditures from additional sources, were
$27,450.9 million. As a result of Commonwealth financial operations during fiscal year 2008, the preliminary
unappropriated surplus balance, prior to the statutorily required transfer to the Budget Stabilization Reserve Fund,
totaled $582.9 million. In response to lower-than-projected growth in Commonwealth revenues, the General Assembly
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approved and the Governor signed into law, a one-year suspension of the 25 percent transfer of a portion of the
unappropriated surplus balance to the Budget Stabilization Reserve Fund for fiscal year 2008.

Revenues available to the Commonwealth, including intergovernmental transfers and additional sources,
increased 1.3 percent. Fiscal year 2008 revenues (all sources) totaled $27,502.9 million, an increase of $309.2 million
over fiscal year 2007. Intergovernmental transfer proceeds decreased $54.5 million, primarily due to the continued
phase-out of intergovernmental transfers. Funding from additional sources decreased $115.2 million or 45 percent,
primarily due to decreased transfers from other state funds. General Fund revenues grew $478.8 million or 1.7 percent
during fiscal year 2008 when measured on a year-over-year basis. Corporate tax receipts were $13.3 million, or 0.2
percent over estimate for the fiscal year. Year-over-year growth in corporate taxes was also 0.2 percent during fiscal
year 2008 as corporate net income tax collections declined 3.0 percent while gross receipts tax collections grew 4.3
percent and receipts from the capital stock and franchise tax grew 2.0 percent on a year-over-year basis. The growth in
capital stock and franchise tax receipts occurred despite the continued phase-out of this tax. Personal income taxes were
$157.7 million over the estimate, a surplus of 1.5 percent versus the estimate, while year-over year growth in personal
income tax receipts was 6.3 percent. Sales and use tax revenues declined in fiscal year 2008 by $94.2 million or 1.1
percent on a year-over-year basis. Sales tax receipts were below estimate by $19.6 million, a difference of 0.2 percent
from the fiscal year estimate. Non-tax revenues of the Commonwealth declined by 17 percent during the fiscal year, led
by decreased liquor store profits and lower-than-projected earnings on the investment of Commonwealth funds.
Reserves for tax refunds in fiscal year 2008 were $1,050 million, an amount equal to the fiscal year 2007 reserves. At
the end of fiscal year 2008, approximately $100 million of reserves were available for making tax refunds in the
following fiscal year.

Fiscal year 2008 appropriations from Commonwealth revenues, including supplemental appropriations and net
of appropriation lapses, totaled $27,450.9 million, an increase of 1.6 percent from fiscal year 2007 expenditures. A total
of $356.0 million in appropriations were lapsed in fiscal year 2008, and the fiscal year 2008 budget contained a reduced
level of intergovernmental transfers which were utilized to cover a portion of medical assistance costs.
Intergovernmental transfers replaced $482.2 million of General Fund medical assistance costs in fiscal year 2008,
compared to $536.7 million in fiscal year 2007, a decrease of 10.1 percent. In addition, approximately $142.5 million in
additional funds were appropriated in fiscal year 2008 to fund expenditures normally funded from Commonwealth
revenues, a decrease from $257.7 million in fiscal year 2007. The ending unappropriated balance was $582.8 million
for fiscal year 2008, an increase of 9.8 percent from fiscal year 2007.

Fiscal Year 2009 Budget

The enacted fiscal year 2009 budget originally provided appropriations and executive authorizations totaling
$28,266.9 million of Commonwealth funds against estimated revenues, net of tax refunds, of $27,689.4 million. The
$577.5 million difference between estimated revenues and budgeted appropriations was expected to be funded by a
draw down of the $582.8 million beginning balance. The fiscal year 2009 ending unappropriated balance was estimated
to be $5.8 million.

However, the dramatic and adverse effects of the national economic recession has been adversely impacting
Commonwealth revenues. The fiscal year 2009 revenue estimate was based upon an economic assumption that
economic growth would resume in the second half of the fiscal year, reaching nearly 2.0 percent annual growth by June
2009. The dramatic slowdown in the national economy during the third and fourth quarters of 2008, rising
unemployment rates and the turbulent financial markets have negatively impacted the Commonwealth’s revenues and
receipts. Through January 2009, General Fund revenues are $1,076.3 million below estimate.

Total revenues of the Commonwealth, prior to reserves for refunds are expected to be $2,300 million or 8.0
percent below the certified official estimate for fiscal year 2009. Fiscal year 2009 receipts from corporate tax receipts
are now estimated to decline 9.2 percent from fiscal year 2008 levels based partially on the continued phase-out of the
capital stock and franchise tax as well as from the anticipated effects for the economic slowdown. Corporate net
income tax receipts are projected to decline 15.7 percent from prior year levels. Personal income tax receipts in fiscal
year 2009 are now expected to decline 1.4 percent on a year-over-year basis. Sales and use tax receipts are now
projected to decrease 2.6 percent during fiscal year 2009.

21



In response to declining revenue collections in fiscal year 2009, the Commonwealth has taken a number of
steps to address current year expenditures. First, the Commonwealth has implemented three rounds of budget cuts or
“freezes,” which reduce the ability of agencies to spend funds appropriated during fiscal year 2009. Total budget cuts
of $505 million, or approximately 4.25 percent, have been implemented during fiscal year 2009 in agencies under the
Governor’s jurisdiction. An additional $36 million in budget cuts can be achieved through agencies outside the
Governors jurisdiction. Additionally, the Commonwealth has implemented a general hiring freeze to reduce costs and it
has restricted out-of-state travel and it has banned the purchase or new and replacement vehicles and reduced the size of
the state fleet by 1,000 vehicles. Fiscal year 2009 and 2010 salaries for management and non-union employees have
been frozen at current levels. The Governor’s proposed fiscal year 2010 budget includes a plan to balance the fiscal
year 2009 budget (projected $2,300 million shortfall) through the following actions:

1. Federal Fiscal Relief $1,083 million
2. Current Year Lapses (budget cuts) $521 million
3. Rainy Day Fund $250 million
4. Legislative Lapses $175 million
5. Marcelleus Shale Revenues $174 million
6. Prior Year Lapses $91 million

7. Current Year Lapses $36 million.

Finally, the Commonwealth has undertaken a humber of management and productivity improvement efforts since 2003
that have resulted in a recurring annual savings of an estimated $1.75 billion in fiscal year 2009. Examples of these
improvements includes saving $242 million annually from complement reductions, $643 million annually from contract
renegotiations and $489 million from operational and process improvements. These recurring savings have assisted the
Commonwealth in its efforts to mitigate the impact of the national recession.

As enacted, education funding is expanded in the enacted fiscal year 2009 budget as an additional $347.4
million is provided for Pre-K-12 and higher education. The Commonwealth’s main support for local school districts,
the Basic Education appropriation, is budgeted to increase 5.5 percent over prior year levels, while funding for Special
Education programs received a 3 percent increase. None of the aforementioned budget cuts implemented during fiscal
year 2009 have any impact on the Commonwealth funding level for Pre-K-12 education.

The enacted fiscal year 2009 budget includes a General Fund spending increase of only 1.3 percent in all areas
other than Education, Public Welfare, Corrections and Probation/Parole, while improving many vital state-funded
services.

The enacted fiscal year 2009 budget also includes the beginning of property tax cuts for all Pennsylvania
homeowners, which are funded from the proceeds of expanded gaming in the Commonwealth. A total of nearly $800
million in local property and wage tax relief will be distributed in fiscal year 2009. The enacted budget also includes a
state-level economic stimulus package-“Protecting Our Progress.” This package includes an $800 million increase to
the debt limit for the Redevelopment Assistance Capital Program to fund local community and economic development
capital projects, a $500 million bond to fund the Energy Independence Strategy and an $800 million bond issue to
improve drinking water and sewer infrastructure in the Commonwealth (“H20 PA”). Finally, the Protecting Our
Progress package includes $365 million in general obligation bond proceeds for the “Rebuilding Pennsylvania
Infrastructure” program. This program will provide additional capital investments to repair aging infrastructures such
as structurally deficient bridges and to repair or replace high hazard dams and other similar flood protection systems.

The Energy Independence Strategy will target additional investment in new, clean and alternative energy
projects. The Energy Independence Fund will support early stage financing and project financing, along with new
incentives for energy conservation and solar energy. The Commonwealth Financing Authority (“CFA”) will issue $500
million in appropriation-backed debt to fund the following energy programs:

1. Solar Energy projects ($180 million);
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Alternative Energy projects ($165 million);
Encouraging Green Buildings ($25 million);

2
3
4. Expanding Pollution Control Technology ($25 million);
5. Alternative Energy Early Stage financing ($40 million)
6

Expansion of wind and geothermal energy projects ($25 million); and
7. Emergency energy assistance ($40 million).

The H20 PA program will provide $800 million in CFA appropriation-backed debt to address urgent upgrades
of existing drinking water and wastewater infrastructure. This program will also support at least $100 million in new
funding to address unsafe high-hazard dams across the Commonwealth as well as to provide funding to improve
stormwater management. Further, on November 4, 2008 the voters of Pennsylvania approved a referendum for an
additional $400 million in bond proceeds to support grants and loans for improving water infrastructure.

The achievement of the budgeted results may be adversely affected by a number of trends or events, including
developments in the national and state economy.

Fiscal Year 2010 Proposed Budget

A proposed fiscal year 2010 budget was submitted by the Governor to the General Assembly on February 4,
2009. The proposed budget recommends appropriations totaling $26,562.6 million of Commonwealth funds against
estimated revenues, net of tax refunds and proposed tax changes, of $26,184.1 million. The $378.5 million difference
between estimated revenues and recommended appropriations is to be funded by a draw down of the anticipated $7.6
million beginning balance as well as a transfer of $375 million from the Budget Stabilization Reserve Fund. The fiscal
year 2010 budget also assumes $2,410 million in federal fiscal relief to the Commonwealth which will be used to offset
state appropriations. The fiscal year 2010 proposed budget represents a 0.2 percent ($64.5 million) decrease over the
fiscal year 2009 budget, after accounting for anticipated federal fiscal relief of nearly $1,100 million in fiscal year 2009
and $2,410.0 million in fiscal year 2010. The fiscal year 2010 proposed budget reduces or eliminates funding for
programs in nearly every Commonwealth agency. The proposed budget reduces funding for 326 programs and
eliminates funding for 101 programs, lowering proposed spending by nearly $1,000.0 million. Nearly 3,000
Commonwealth positions are proposed for elimination in fiscal year 2010, bringing the total reduction in the
Commonwealth’s workforce to 4,767 positions since 2003. The fiscal year 2010 budget reduces spending 8.8 percent in
all areas other than education, public welfare, corrections and probation and parole.

Education funding is expanded in the proposed fiscal year 2010 budget as an additional $262.5 million is
recommended for PreK-12 funding, a 2.7 percent increase. The Commonwealth’s main support for local school
districts, the Basic Education appropriation, is recommended to increase 5.7 percent, or $300 million, over prior year
levels, while funding for Special Education programs are recommended to receive a 2 percent increase. The proposed
budget also includes the adultBasic health care program which would provide $251.7 million in state and other funds to
provide affordable healthcare to an additional 50,000 uninsured adults. The proposed budget includes a 13 percent
increase in state and federal funds for the Cover All Kids program, which will provide basic healthcare coverage for
206,836 children. Additional funding, a 9 percent increase, is proposed for services to the disabled and early
intervention services are recommended to receive a 7 percent increase.

In February 2009, the Pennsylvania General Assembly began appropriations committee hearings for the fiscal
year 2010 budget. Further legislative debate is anticipated before both houses adopt the General Appropriation Bill.

The General Assembly may change, eliminate or add amounts and items to the proposed budget submitted by
the Governor, and there can be no assurance that the budget, as proposed by the Governor, will be enacted into law by
June 30. In the event that the General Assembly fails to pass or the Governor fails to sign an appropriation act prior to
July 1 of any fiscal year for that fiscal year, the Pennsylvania Constitution, the laws of Pennsylvania and certain state
and federal court decisions provide that the Commonwealth may continue during such periods of an un-budgeted fiscal
year to make debt service payments, payments for mandated federal programs such as cash assistance and payments
related to the health and safety of the citizens of the Commonwealth such as police and correctional services. Failure,
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however, of the Governor and the General Assembly to reach agreement on the budget could have adverse effects on
the Commonwealth, including, among others, the collection of revenue and completion of the annual audit. See
Appendix C for additional information on the budget.

Motor License Fund

The Constitution requires all proceeds of motor fuels taxes, vehicle registration fees, license taxes, operators’
license fees and other excise taxes imposed on products used in motor transportation to be used exclusively for
construction, reconstruction, maintenance and repair of and safety on highways and bridges and for debt service on
obligations incurred for these purposes. The Motor License Fund is the fund through which most such revenues are
accounted for and expended. Portions of certain taxes whose receipts are deposited into the Motor License Fund are
legislatively restricted to specific transportation programs. These receipts are accounted for in restricted accounts in the
Motor License Fund and are not included in the budgetary basis presentations or discussions on the Motor License
Fund. The Motor License Fund budgetary basis includes only unrestricted revenue available for annual appropriation
for highway and bridge purposes. The GAAP basis presentations include restricted account revenues and expenditures.

Financial Results for Recent Fiscal Periods (GAAP Basis)

The fund balance at June 30, 2008, was $1,566.5 million, an $137.7 million (9.7 percent) decrease from the
June 30, 2007 fund balance. Over the five fiscal years of 2004 through 2008, revenues and other sources have averaged
an annual 4.7 percent increase. Expenditures and other uses during the period from fiscal years 2004 through 2008 have
averaged a 5.1 percent annual increase.

Overall, total revenues increased by $280 million during the fiscal year ended June 30, 2008; this represents a
6 percent increase over last fiscal year. The most significant factor was $450 million in first-year intergovernmental
revenues from the Pennsylvania Turnpike Commission (PTC), a discretely presented component unit of the
Commonwealth. These PTC payments were made based on Act 44 of 2007 and the resulting agreement between the
Commonwealth and the PTC for the proposed leasing of Interstate 80 to the PTC, pending approval of the Federal
government. Also, a new appropriation this year, the Red Light Photo Enforcement Program, generated additional
revenues of $3 million. Most of the decrease in other revenues was caused by a $130 million decrease in investment
income due to lower securities valuation as of June 30, 2008, and lower tax revenues ($48 million) driven by decreased
gasoline and diesel fuel consumption during the current fiscal year.

Overall, total expenditures decreased by $27 million, or less than one percent, during the fiscal year. This
decrease is primarily a result of the $20 million reduction in appropriations and expenditures for protection of persons
and property. This reduction occurred because the level of funding provided last year by the Motor License Fund to the
General Fund (State Police) for highway patrols and other public safety functions was not renewed at the prior year
level. The increase in cash and investments, net of securities lending obligations, is a direct result of the net revenue
increases explained above. Other assets decreased due to lower receivables from the Federal government as the billing
cycle for the Federal Highway Administration allowed for higher collections, causing less amounts receivable ($18
million) at fiscal year end. Additionally, liquid fuels taxes receivable decreased by $13 million as a result of the overall
decrease in gasoline and diesel fuel consumption during the fiscal year. Accounts payable decreased by $50 million,
primarily as a result of overall decreases in expenditures. Other liabilities increased by $29 million due in part to an $18
million liability to other state governments for commercial drivers license reimbursements according to the
Apportionment Renewal Program. Also, a combined $8 million liability is due from the Motor License Fund to the
General Fund (Department of Revenue) and the Purchasing Fund for vehicle sales tax collections and purchasing card
obligations, respectively, both resulting from procedural changes. Net transfers to other Funds decreased by $29 million
due primarily to a $40 million transfer to the Pennsylvania Infrastructure Bank Fund to provide additional funding for
the Municipal Loan Program; a $7.9 million transfer from the General Fund for contributions towards retiree healthcare
benefits; and a $3.2 million transfer from the Public Transportation Trust Fund for interest on amounts borrowed and
repaid during the fiscal year ended June 30, 2008. Table 9, on the following page, sets forth a condensed summary of
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revenues and expenditures (presented on a GAAP basis) for the Motor License Fund for the fiscal years 2004 through
2008.

Table 9
Results of Operations—Motor License Fund

GAAP Basis—Unaudited
(In Thousands)

Fiscal Year Ended June 30

2004 2005 2006 2007 2008
Fund Balance — Beginning of Period ...........c.ccooo... $ 893,133 $ 1,079617 $ 12765525 $ 1,549,078 $ 1,418,781
Revenues:

TAXES. ¢ttt $ 1,742,332 $ 1,844,670 $ 2,033,227 $ 2,072,442 $ 2,024,045

Licenses and fees........coovvveriniecinrscecec e 866,552 889,984 899,690 878,679 877,141

Intergovernmental............coccovveineiiiinnncse e 1,323,005 1,213,487 1,413,434 1,448,007 1,913,422

Other FEVENUES......c.cveeiiiirieieiesiieet e 176,910 171,839 185,611 250,031 114,549
Other Financing Sources:

Operating transfers ... - - - - 11,204

Other additions...........ccoovreeiniieeeeee e - 562 - 154 -
TOTAL REVENUES AND OTHER SOURCES........... $ 4,108,799 $ 4,120542 $ 4,531,962 $ 4,649,313 $ 4,940,361
Expenditures:

Direction and SUPPOItiVe SErVICeS..........cocvvevrveverernrnnas $ 49,693 $ 50,338 $ 51,738  $ 66,572 $ 66,993

Protection of persons and property... 496,105 509,999 553,679 667,318 647,014

Public education...........cccviiiineneiiere e 1,023 1,058 1,024 991 867

Recreation and cultural enrichment.. . 4,199 3,437 - 408 1,337

TranSPOAtiON.......cvviieirieieie e 1,641,755 1,826,539 1,679,517 2,326,944 2,198,115

Capital OULIAY........coeieiririeirce e 1,668,261 1,472,434 1,924,821 1,672,026 1,793,459
Other Uses:

Operating transfers OUL...........cccoeeiirnrneenneees 61,279 59,829 48,630 45,351 84,837
TOTAL EXPENDITURES AND OTHER USES $ 3922315 $ 3,923,634 $ 4,259,409 $ 4,779,610 $ 4,792,622
REVENUES AND OTHER SOURCES OVER
(UNDER) EXPENDITURE AND OTHER USES......... 186,484 196,908 272,553 (130,297) 147,739
Fund Balance — End of Period ............ccccoovieiniinnine $ 1,079,617 $ 1276525 $ 1,549,078 $ 1,418,781 $ 1,566,520
Components of Fund Balance

Reserved for encumbrances...........ccoeevvrevrereeenieinnnens $ 591,598 $ 601,809 $ 464511  $ 596,304 $ 670,338

Reserved for advances and other.. 220,662 110,000 1,635 2,014 5,242

Unreserved - designated - highways. . 209,647 218,885 203,118 235,730 689,288

Unreserved - undesignated.........cccooveervrerveiereninsereenes 57,710 345,831 879,814 584,733 201,652
TOTAL FUND BALANCE..........ccoooviniiiiinncciciiens $ 1,079,617 $ 1276525 $ 1,549,078 $ 1,418,781 $ 1,566,520

Source: Compiled from Office of the Budget, Comprehensive Annual Financial Report for fiscal years ended June 30, 2004 through 2008.

The following budgetary basis information is derived from the Commonwealth’s unaudited budgetary basis
financial statements.

Fiscal Year 2007 Financial Results

Budgetary Basis. Motor License Fund revenues totaled $2,290.8 million during fiscal year 2007, an increase
of 1.1 percent over fiscal year 2006 receipts. Receipts from liquid fuels taxes increased by 2.4 percent while license and
fee revenue declined slightly by 0.9 percent. Other revenue receipts grew by 2.0 percent during fiscal year 2007. The
fiscal year 2007 Motor License Fund appropriations and executive authorizations totaled $2,565.4 million, an increase
of 9.6 percent from fiscal year 2006. The increased expenditure levels during fiscal year 2007 represented a planned
drawdown of a portion of the $283.7 million unappropriated surplus from prior years. The Motor License Fund
concluded fiscal year 2007 with an unappropriated surplus of $96.6 million, a net decrease of 66 percent.
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Fiscal Year 2008 Financial Results

Budgetary Basis. Fiscal year 2008 Motor License Fund revenues totaled $2,667.9 million or an increase of
$377.1 million (16.5 percent) from prior year levels. Receipts from liquid fuels taxes were negatively impacted by
rising oil prices reduced consumption. During fiscal year 2008, liquid fuels tax receipts declined 1.5 percent from prior
year levels. License and fee revenue grew minimally in fiscal year 2008, up 0.2 percent from fiscal year 2007 levels
while other revenue receipts grew by 238.3 percent during fiscal year 2008, driven largely by the additional revenues
generated by Act 44.

Motor License Fund revenue growth during fiscal year 2008 was attributable to statutory revisions enacted as
part of Act 44, which was signed into law on July 18, 2007. Act 44 provides the largest single-year increase in
Commonwealth funding for transportation. Through a “public-public” partnership between the Pennsylvania
Department of Transportation and the Pennsylvania Turnpike Commission, the Commonwealth will invest nearly $1
billion annually in transportation infrastructure. Act 44 provides an average of $950 million in new funding per year for
highways, bridges and transit over the next ten years. In fiscal year 2008, $750 million in additional funding was
invested in the state’s transportation system with $450 million going to highway and bridge projects and $300 million to
mass transit projects. The annual investment of additional funds will then grow annually. By fiscal year 2010, $900
million will be invested annually with $500 million for highway and bridge projects and $400 million for mass transit.
After fiscal year 2010, investments would rise 2.5 percent annually. Initially, funding for the additional investments
would come from up to $5 billion in bonds to be issued by the Pennsylvania Turnpike Commission. The debt will be
repaid over time with revenue from a 25 percent toll increase on the Pennsylvania Turnpike beginning in 2009 and, if
available, from new tolls to be collected on Interstate 80. In October 2007, the Turnpike Commission and the
Department of Transportation signed a 50 year lease agreement in which the Turnpike Commission agreed to provide
the aforementioned payments to the Department of Transportation in exchange for authority to toll and operate
Interstate 80. A joint application to the Federal Highway Administration seeking federal authorization to toll and
improve Interstate 80 was submitted on October 13, 2007. In September 2008, the Federal Highway Administration
notified the Commonwealth that it was required to reject the state’s application to toll Interstate 80 as the application did
not meet the technical requirements of the federal law. The Pennsylvania Department of Transportation and the
Pennsylvania Turnpike Commission are reviewing options to possibly submit a revised application to the federal
government. In the event that the federal government maintains its rejection of the proposed tolling of Interstate 80,
lease payments from the Turnpike Commission to the Commonwealth would likely decline by an estimated $450
million annually beginning in fiscal year 2011. The possible reduction in lease payments would lead to a decrease of
$200 million in annual expenditures for highway and bridge projects and a $250 million decrease in expenditures for
mass transit.

Additionally, the funding mechanisms for mass transit were legislatively changed with the enactment of Act
44. Mass transit funding was shifted from the General Fund to a combination of sources including a new Public
Transportation Trust Fund. The Public Transportation Trust Fund, established by Act 44, was created to provide a long-
term, predictable and growing source of revenues for public transportation systems. A new, dedicated revenue stream
consisting of 4.4 percent of the Pennsylvania Sales and Use Tax is earmarked for mass transit systems. The Public
Transportation Trust Fund also receives revenues from the Public Transportation Assistance Fund, the Lottery Fund,
and, subject to Federal approval, lease payments from the Pennsylvania Turnpike Commission relating to the proposed
lease of Interstate 80. This funding supports mass transit programs statewide providing financial assistance for
operating costs, capital costs, and certain administrative costs for the Department of Transportation. Dedicated revenue
streams to the Public Transportation Trust Fund and revenues generated through Act 44 are estimated to generate an
increase of $300 million annually for local mass transit systems.

Fiscal year 2008 Motor License Fund appropriations and executive authorizations totaled $2,751.3 million, an
increase of $185.9 million, an increase of 7.2 percent over fiscal year 2007 expenditures. The increased expenditure
levels reflect additional funding which was made available from Act 44. The Motor License Fund concluded fiscal year
2008 with an unappropriated surplus of $110.7 million, a net increase of 14.6 percent.
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Fiscal Year 2009 Budget

The enacted fiscal year 2009 budget for the Motor License Fund estimates revenues of $2,732.6 million, an
increase of $64.7 million or 2.4 percent over final fiscal year 2008 receipts. Fiscal year 2008 receipts from the
Pennsylvania Turnpike Commission via Act 44 will increase $50 million from $450 million to $500 million. The
enacted fiscal year 2008 Motor License Fund budget appropriates and authorizes $2,827.9 million in expenditures, an
increase of $76.6 million or 2.8 percent over fiscal year 2008 expenditures. The fiscal year 2009 budget includes $1.2
billion in funding for public transit through the newly created Public Transportation Trust Fund, which draws resources
from the Commonwealth’s Sales tax and other taxes and lottery funds as well as transfers from the Pennsylvania
Turnpike Commission. Mass transit funding levels for fiscal year 2009 represent a $384 million increase, or 45.7
percent, over the amount of such funds appropriate in fiscal year 2007, the year prior to Act 44 implementation. The
enacted budget also includes a $500 million payment from the Pennsylvania Turnpike Commission for additional
highway and bridge repair and construction activities. Further, the enacted fiscal year 2009 budget includes $350
million in additional general obligation debt to be issued to support enhanced bridge repair programs. The enacted
budget represents the Commonwealth’s intent to issue at least $200 million in general obligation debt annually for the
next ten years to accelerate bridge repairs to address a portion of the nearly 6,000 structurally deficient bridges in the
Commonwealth. Funding to support the debt service for the bonds will be obtained from an existing restricted highway
bridge account rather than from unrestricted revenues of the Motor License Fund or the General Fund.

Through January 2009, Commonwealth revenues in the Motor License Fund are below estimate by 4.5 percent
versus the certified revenue estimate for the same year-to-date period. The proposed fiscal year 2010 budget includes a
downward revision to the Motor License Fund revenue estimate of $149.3 million for fiscal year 2009. To address the
projected revenue shortfall, budget cuts totaling $41 million in Motor License Funds have been implemented to date to
and appropriation lapses totaling an additional $145.1 million are anticipated in fiscal year 2009. The enacted budget
anticipates a partial draw down of the unappropriated beginning balance by $110.7 million during fiscal year 2009. The
currently anticipated unappropriated year-end surplus for fiscal year 2009 is forecast to be $52.3 million.

The achievement of the budgeted results may be adversely affected by a number of trends or events, including
developments in the national and state economy.

Fiscal Year 2010 Proposed Budget

A budget proposing $2,721.5 million of appropriations from Commonwealth Motor License Fund revenues for
fiscal year 2010 has been submitted to the General Assembly. The requested amount of appropriations represents an
decrease of 3.8 percent from the appropriated level for fiscal year 2009 and projects the draw down of a portion of the
fiscal year 2009 beginning balance. The budget proposed for fiscal year 2010 includes an anticipated 4.0 percent
increase in revenues to the Motor License Fund. Total revenues of the Motor License Fund are estimated to be $2,687.6
million in fiscal year 2010. The proposed budget projects a partial draw down of approximately $34.0 million from the
estimated fiscal year beginning balance.

The General Assembly is considering the Governor’s budget proposal through hearings and debate on various
bills, including the General Appropriation Bill, required to enact the proposed budget. The General Assembly may
change, eliminate or add amounts and items to the proposed budget submitted by the Governor and there can be no
assurance that the budget, as proposed by the Governor, will be enacted into law by June 30. See Appendix C for
additional information on the budget.

State Lottery Fund

The Commonwealth operates a statewide lottery program that consists of various lottery games using computer
sales terminals located throughout the state, and instant games using preprinted tickets. The net proceeds of all lottery
game sales, less sales commissions and directly paid prizes, are deposited into the State Lottery Fund.

State Lottery Fund receipts support programs to financially assist elderly and handicapped individuals,
primarily through property tax and rent rebate assistance and a pharmaceutical assistance program to recipients who
meet specified income limits, and the provision of free mass transit rides during off-peak hours. Certain administrative
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costs and the payment to the General Fund of the personal income tax due on lottery prizes, which taxes and costs were
previously paid from the State Lottery Fund, are now being paid by the General Fund, beginning in fiscal year 2000.

Financial Results for Recent Fiscal Periods (GAAP Basis)

The total net assets of the State Lottery Fund at June 30, 2008, was $135.8 million, a $212.5 million decrease
from the June 30, 2007 fund balance, which represents a 61.0 percent decrease. Over the five fiscal years of 2004
through 2008, the total net assets of the State Lottery Fund have decline by an average annual rate of 3.8 percent. Over
this same period, revenues have averaged an annual 7.9 percent increase while expenditures and other uses during the
period from fiscal years 2004 through 2008 have averaged a 9.8 percent annual increase.

During the fiscal year ended June 30, 2008, the Lottery Fund experienced a one percent year-over-year
increase in overall sales ($25 million) that was primarily attributable to increased Powerball/Powerplay sales of $30
million, the result of a large jackpot that was won in August 2007. The increase was offset by declines in other online
sales, primarily the Match 6 game. The decrease in cash and investments of $118 million was primarily the result of
increased transfers to other Funds. This is described in the following paragraph.

During the current fiscal year transfers to other Funds increased by $154 million. This was a result of a $74.4
million increase in Lottery Fund resources needed to support the PACE Program (pharmaceutical benefits for the
elderly) Fund due to increases in utilization and number of enrollees. Also, as a result of Act 44 of 2007, the Public
Transportation Trust Fund (PTTF) was established to provide additional funding for public transportation in the
Commonwealth. A portion of PTTF funding was provided by the Lottery Fund to finance expenditures associated with
the Shared Ride and Free Transit programs for older Pennsylvanians. During the current fiscal year $80 million was
transferred to PTTF. The funding was ultimately disbursed as grants to public transit agencies.

During current fiscal year cost of sales and services increased by $38 million. This is due in part to the change
in the source of funding for the Department of Aging’s General Government Operations and Family Caregiver Program
appropriations from the General Fund to the Lottery Fund. The increase is also attributable to the expansion of the
Property Tax Rent Rebate (PTRR) program, administered by the Department of Revenue. The program was
significantly expanded by Act 1 of Special Session 1 of 2006. The Act expanded both the population of citizens who are
eligible for the rebate and the dollar amount of the rebate.

Increases in other revenues and expenditures related to the PennCARE program, which provides home long-
term care services to the elderly in an effort to delay or avoid institutionalization. The Title I11 appropriations comprise
the Federal portion of this program. Because a relatively large percentage of residents in the Commonwealth are elderly,
there is an increased need for these services.Table 10, on the following page, sets forth a condensed summary of
revenues and expenditures (presented on a GAAP basis) for the State Lottery Fund for fiscal years 2004 through 2008.

The following budgetary basis information is derived from the Commonwealth’s unaudited budgetary basis
financial statements.

Fiscal Year 2007 Financial Results

Budgetary Basis. Fiscal year 2007 net revenues from lottery sources, including instant ticket sales and the
state’s participation in the multi-state Powerball game, increased by 2.7 percent. Total net revenues received by the
Lottery Fund during fiscal year 2007 were $1,498.7 million, while total appropriations were $1,443.1 million.
Additionally, fiscal year 2007 expenditures included a transfer of approximately $248.8 million in long-term care costs
from the Commonwealth’s General Fund to the State Lottery Fund. The fiscal year-end unappropriated balance and
reserve was $476.5 million (including $100 million of reserves), an increase of 8.5 percent.

[INTENTIONALLY LEFT BLANK]
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Table 10
Results of Operations—State Lottery Fund

GAAP Basis—Unaudited
(In Thousands)

Fiscal Year Ended June 30

2004 2005 2006 2007 2008
Net Assets -

Beginning of Period .........cccocoeiviviicicnniciie, $ 142372 $ 158426 $ 291,416 $ 357,696 $ 348,278
Revenues:

LOLLErY rEVENUES.......cvevrecieiiiccs s 2,350,892 2,645,713 3,046,854 3,076,572 3,100,596

INVESTMENT INCOME.....cviviiicieiecce e 13,127 17,282 25,360 39,957 1,461

Other FEVENUES........coveveiiiiciiiieicte e 73,681 68,412 78,331 78,576 101,316
Other Financing Sources:

Operating transfers iN............cccovveiveiiiicinee - - - 100,000 100,186
TOTAL REVENUES AND OTHER SOURCES........... $ 2,437,700 $ 2,731,407 $ 3,150,545 $ 3,295105 $ 3,303,559
Expenditures:

Operating EXPENSES. ........oveuerirerieierereairieierereseeiereesnenens $ 2,051,646 $ 2,298417 $ 2,704,265 $ 3,100,518 $ 3,157,593

Other EXPENSES.......vvveciiiieieieiiririeie et - - - 5 -
Other Uses:

Operating transfers Out............ccccoeviicinnnccc 370,000 300,000 380,000 204,000 358,420
TOTAL EXPENDITURES AND OTHER USES $ 2421646 $ 2,598,417 $ 3,084,265 $ 3,304,523 $ 3,516,013
REVENUES AND OTHER SOURCES OVER
(UNDER) EXPENDITURE AND OTHER USES......... 16,054 132,990 66,280 (9,418) (212,454)
Net Assets - End of Period...........cccccvviieiininncninnnnn, $ 158,426  $ 201416 $ 357,696 $ 348,278 $ 135,824
Components of Net Assets

Invested in capital assets, net of debt...............cocceuenee $ 83 % 87 $ 31,771 $ 7,442 $ 11,473

Restricted for elderly programs............cccoevieiinnnen 158,343 291,329 325,925 340,836 124,351
TOTAL NET ASSETS......ooiiiiniiiinens $ 158426 $ 291416 $ 357,696 $ 348278 $ 135824

Source: Compiled from Office of the Budget, Comprehensive Annual Financial Report for fiscal years ended June 30, 2004 through 2008.

Fiscal Year 2008 Financial Results

Budgetary Basis. Fiscal year 2008 net revenues from lottery sources, including instant ticket sales and the
state’s participation in the multi-state Powerball game, increased by $19.7 million or 1.3 percent. Total funds available,
including prior year lapses, were $2,136.4 million during fiscal year 2008. Appropriations and executive authorizations
totaled $1,685.4 million, which represented a decrease of $6.5 million over fiscal year 2007. The existing Property Tax
and Rent Rebate program was expanded to include an additional 422,000 senior citizens and appropriations for this
program rose from $120.4 million in fiscal year 2007 to $244.9 million in fiscal year 2008. The fiscal year 2008 budget
also continued the expansion of the Commonwealth’s prescription drug coverage program to cover an additional
120,000 seniors. Additionally, the enacted fiscal year 2008 budget included a transfer of approximately $248.8 million
in long-term care costs from the Commonwealth’s General Fund to the State Lottery Fund. The projected fiscal year-
end balance and reserve is estimated to total $451.0 million, (including $100 million of reserves), a decrease of 5.4
percent.

Fiscal Year 2009 Budget

The enacted fiscal year 2009 budget anticipates a 2.3 percent increase in net ticket revenues, including instant
ticket sales and the state’s participation in the multi-state Powerball game. Net revenues of the State Lottery fund are
estimated to be $1,466.8 million in fiscal year 2009, a decrease of $93.1 million from fiscal year 2008 revenues.
Appropriations and executive authorizations totaling $1,851.6 million were enacted, which represents an increase of
$166.2 million or 9.9 percent over fiscal year 2008 figures. Additionally, $80.3 in current and prior year lapses are
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anticipated during fiscal year 2009. The $326.3 million difference between fiscal year 2009 revenues and expenditures
in the State Lottery Fund is expected to be supported by a partial draw down of the prior year unappropriated surplus in
the fund. The expanded Property Tax and Rent Rebate program is supported by appropriations of $308.5 million in
fiscal year 2009, up from $244.9 million in fiscal year 2008. As part of the fiscal year 2009 budget, additional funds
totaling $34.6 million are provided to support the expanded Commonwealth’s prescription drug coverage program.
Finally, the fiscal year 2009 budget includes a transfer of approximately $298.8 million in long-term care costs from the
Commonwealth’s General Fund to the State Lottery Fund. The estimated fiscal year-end balance is projected to total
$124.8 million, a decrease of 72.3 percent.

The achievement of the budgeted results may be adversely affected by a number of factors, including failure of
the marketing and game strategies to achieve the projected rise in revenues and increased competition from other forms
of gaming that may be available to Pennsylvania lottery players.

Fiscal Year 2010 Proposed Budget

The Governor’s proposed fiscal year 2010 budget anticipates a 17.7 percent increase in revenues from all
lottery sources, including instant ticket sales and the state’s participation in the multi-state Powerball game. Revenues
of the State Lottery fund are estimated to be $1,726.8 million in fiscal year 2010, an increase of $260 million from fiscal
year 2009 estimates. A portion of the increased revenues are attributable to a $143 million increase in transfers from the
Gaming Fund to support enhance Property Tax Rent Rebate program activities as well as enactment during 2008 of
revisions to the statutory profit requirement which dedicated a fixed percentage of gross ticket sales to certain programs.
By reducing the profit requirement and increasing the payout, ticket sales are expected to increase. Additionally, instant
games sales have been added to more venues during fiscal year 2009. Appropriations totaling $1,641.0 million are
recommended, which represents a decrease of $152.0 million or 8.5 percent from fiscal year 2009. As part of the fiscal
year 2010 budget, less funds are required to support a constant level of services for the pharmaceutical assistance
program due to a planned implementation of a new pharmacy reimbursement system. Additionally, the Governor’s
proposed fiscal year 2010 budget decrease in State Lottery Fund expenditures for long-term care as state funds from
other sources are being provided to support such costs. The proposed fiscal year-end balance is projected to total $210.6
million (including a re-instatement of at least $100 million of reserves), an increase of 68.8 percent.

Trend projections for fiscal years beyond fiscal year 2010 show estimated program and administrative costs
above estimated net revenues, as the forecasted rate of increase in program expenditures, primarily the pharmaceutical
assistance program, is expected to outpace revenues. The estimated expenditures in excess of estimated revenues will be
funded from a further draw-down of available reserves and balances in the State Lottery Fund. Based upon current
projections, higher revenues and/or lower expenditures will be required for the State Lottery Fund to balance operations
within a fiscal year.

The General Assembly is considering the Governor’s budget proposal through hearings and debate on various
bills, including the General Appropriation Bill, required to enact the proposed budget. The General Assembly may
change, eliminate or add amounts and items to the proposed budget submitted by the Governor and there can be no
assurance that the budget, as proposed by the Governor, will be enacted into law by June 30. See Appendix C for
additional information on the budget.

COMMONWEALTH REVENUES AND EXPENDITURES
Recent Receipts and Forecasts

Table 11, on the following, page presents the Commonwealth revenue receipts, including net revenues accrued
but not deposited, on a budgetary basis, for the major operating funds of the Commonwealth as actually received for
fiscal years 2003 through 2008 and as re-estimated for the fiscal year 2008 budget.
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Table 11
Commonwealth Revenues @
General Fund, Motor License Fund and State Lottery Fund - Unaudited

Fiscal Year 2003 — Fiscal Year 2008 and Fiscal Year 2009 Estimate
(In Millions)

Fiscal Year Ended June 30

Estimate
2003 2004 2005 2006 2007 2008 2009
General Fund
Tax Revenues:
Sales and USe ......c.oovvvvveveeeiriicciee $ 75196 $ 77,7285 $ 8,0000 $ 83342 $ 85908 $ 8,496.6 $ 82745
Personal income 7,105.9 7,733.8 8,746.8 9,524.1 10,261.6 10,907.7 10,755.8
Corporate (b)......... . 2,292.9 2,661.7 2,947.3 3,382.8 3,492.4 3,437.6 2,838.5
Public utility (c). 897.6 1,062.7 1,167.1 1,191.2 1,340.8 1,393.6 1,486.4
Inheritance ..........ccccccevrvnnee. 693.8 747.6 716.1 745.2 756.6 828.6 819.5
Financial and insurance (d) . 545.0 608.3 619.6 595.0 626.1 610.1 613.6
Clgarette ...ocoovvvvciieecee 826.7 856.4 784.4 792.1 778.6 784.1 782.1
Realty transfer ... 362.6 400.6 472.5 552.5 571.0 429.5 320.2
Alcoholic beverages (e) " 219.9 221.4 237.4 249.2 264.7 277.4 283.3
Other .. 33.2 25.0 21.3 3.7 1.4 128.0 28.2
TOTAL TAX REVENUES. ..................... $ 20,4972 $ 22,0460 $ 23,7125 $ 253700 $ 26,6840 $ 27,2932 $ 26,202.1
Non-Tax Revenues:
Liquor store profits .........cccccevvvnnrnnnn $ 155.0 $ 500 $ 549 $ 800 $ 1500 $ 800 $ 125.0
Licenses, fees and miscellaneous... 627.4 696.9 509.1 368.6 573.6 506.3 299.8
Fines, penalties and interest .................... 34.9 35.1 32.0 355 41.7 48.6 315
TOTAL NON-TAX REVENUES ........... $ 8173 $ 7820 3 596.0 $ 4841 % 7653 $ 6349 $ 456.3
TOTAL GENERAL FUND ......cccocvinnnne $ 21,3145 $ 228280 $ 243085 $ 258541 $ 27,4493 $ 27,9281 $ 26,658.4
Motor License Fund
Tax Revenues:
Liquid fUels .....cccooeeiirrreiiccee $ 5794 $ 587.1 $ 5884 $ 581.8 $ 589.2 $ 591.7 $ 547.2
Fuels use 148.8 155.0 157.4 162.4 162.8 157.1 158.9
Oil company franchise ..........ccccocoveenne. 343.1 3424 381.3 445.2 462.8 447.7 453.2
Motorbus & alt fuels...........ccceevvveivrennns 34.2 28.6 32.7 36.6 40.6 40.0 39.6
TOTAL TAX REVENUES .................... $ 11055 $ 11131 $ 11598 $ 12260 $ 12554 $ 12365 $ 11,1989
Non-Tax Revenues:
Licenses and fees .......cocvveveriricrennnrinnn, $ 8288 $ 8432 3 8769 $ 8778 3 8700 $ 8721 % 898.7
Other and miscellaneous.............ccccevnee 64.5 129.4 120.1 162.0 165.4 559.4 485.7
TOTAL NON-TAX REVENUES ........... $ 8933 $ 9726 $ 997.0 $ 11,0398 $ 11,0354 1,431.5 1,384.4
TOTAL MOTOR LICENSE FUND ....... $ 19988 $ 20857 $ 21568 $ 22658 $ 2,290.8 2,668.0 2,583.3
State Lottery Fund
Non-Tax Revenues:
LOttery reVenUES .........ccoevevevrerieenienenne $ 10570 $ 11522 $ 11940 $ 14301 $ 14658 $ 14056 $ 14175
Other and miscellaneous 9.8 18.3 17.9 29.5 32.9 34.2 27.5
TOTAL NON-TAX REVENUES ........... $ 10668 $ 11,1705 $ 12119 $ 14596 $ 14987 $ 14398 $ 14450
TOTAL STATE LOTTERY FUND ........ $ 10668 $ 11705 $ 12119 $ 14596 $ 1,498.7 1,439.8 1,445.0

Source: Office of the Budget. Totals may not add due to rounding.

(a) Budgetary basis including taxes and interest accrued but not deposited by the Commonwealth by June 30 of each fiscal year.
(b) Includes the corporate net income and the capital stock and franchise taxes.

(c) Includes the utility gross receipts and utility property taxes.

(d) Includes the financial institution and insurance premium taxes.

(e) Includes the liquor and malt beverage taxes.

Table 12, on the following page, presents a comparison of the actual revenues on a budgetary basis to the
official revenue estimate used for budget enactment for the General Fund and the Motor License Fund for fiscal years

2004 through 2008.
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Table 12
Commonwealth Revenues — Official Estimate vs. Actual®
General Fund and Motor License Fund — Unaudited
Fiscal Year 2004 — Fiscal Year 2008

(In Millions)
General Fund Motor License Fund
Fiscal Year Official Official
Ended June 30 Estimate® Actual Variance Estimate ® Actual Variance
2004 ..o $22,191.3 $22,828.0 $636.7 $2,026.3 $2,085.7 $59.3
2005 ..., 23,866.5 24,308.5 442.0 2,101.9 2,156.9 55.0
2006 .....cciieieiereceiee, 24,989.9 25,854.3 864.4 2,229.2 2,265.9 36.7
2007 i, 26,799.5 27,449.3 649.8 2,322.8 2,290.8 -32.0
2008 ..., 27,760.6 27,928.1 167.5 2,757.5 2,667.9 -89.5

Source: Office of the Budget.
@ Budgetary basis including taxes and interest accrued but not deposited by the Commonwealth by June 30 of each fiscal year.
As certified for budget enactm