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December 14, 2005

The Honorable Mark R. Warner

Governor of the Commonwealth of Virginia
State Capitol

Richmond, Virginia 23219

Dear Governor Warner:

It is my pleasure to present the Comprehensive Annual Financial Report
(CAFR) for the fiscal year ended June 30, 2005, in accordance with Section
2.2-813 of the Code of Virginia.

This report consists of management’s representations concerning the
Commonwealth of Virginia’s finances. Management assumes full responsibility
for the completeness and reliability of all information presented. This report
reflects my commitment to you, to the citizens of the Commonwealth, and to
the financial community to maintain our financial statements in conformance
with accounting principles generally accepted in the United States of America
(GAAP) as established by the Governmental Accounting Standards Board
(GASB). Data presented in this report is believed to be accurate in all material
respects, and all disclosures that are necessary to enable the reader to obtain
a thorough understanding of the Commonwealth’s financial activities have
been included.

The 2005 CAFR is presented in three sections. The Introductory Section
includes a financial overview, discussion of the Virginia economy, and
organization charts for State government. The Financial Section includes the
State auditor’s report, management's discussion and analysis (MD&A), audited
government-wide and fund financial statements and notes thereto, required
supplementary information other than MD&A, and the underlying combining
and individual fund financial statements and supporting schedules. The
Statistical Section sets forth selected unaudited economic, financial trend, and
demographic information for the Commonwealth on a multi-year basis.

In accordance with Section 30-133 of the Code of Virginia, the Auditor of
Public Accounts has audited the Commonwealth’s financial statements for the
year ended June 30, 2005. The audit was conducted in accordance with
auditing standards generally accepted in the United States of America and
Government Auditing Standards issued by the Comptroller General of the
United States. The auditor’s opinion is included in the Financial Section of this
report. Audit testing for compliance with the Federal Single Audit Act
Amendments of 1996 and the related OMB Circular A-133 is performed at the
statewide level. The Commonwealth’s Single Audit Report will be issued at a
later date. | would like to acknowledge the Auditor of Public Accounts’ staff for
their many contributions to the preparation of this report.




It should be noted that GAAP requires the MD&A mentioned on the
previous page to include a narrative introduction, overview, and analysis to
accompany the basic financial statements. This letter of transmittal is
designed to complement the MD&A and should be read in conjunction with it.
The Commonwealth’s MD&A can be found on page 31 immediately following
the independent auditor’s report.

The Government Finance Officers Association of the United States and
Canada (GFOA) awarded the Certificate of Achievement for Excellence in
Financial Reporting to the Commonwealth for its CAFR for the fiscal year
ended June 30, 2004. The Certificate of Achievement is a prestigious
national award that recognizes conformance with the highest standards for
preparation of state and local government financial reports. In order to be
awarded a Certificate of Achievement, a government unit must publish an
easily readable and efficiently organized comprehensive annual financial
report that conforms to program standards. Such reports must satisfy both
accounting principles generally accepted in the United States of America and
all applicable legal requirements.

A Certificate of Achievement is valid for a period of one year. The
Commonwealth has received a Certificate of Achievement for the last
nineteen consecutive years (fiscal years 1986-2004). | believe that this
year’s report continues to conform to the Certificate of Achievement program
requirements and we are submitting it to GFOA.

This report could not have been prepared without the full cooperation of
all State agencies within the Executive Branch, the Legislature, the Judiciary,
the Component Units, and especially the dedication and professionalism of
the financial reporting staff in the Department of Accounts.

Respectfully submitted,

David A. Von Moll

Comptroller of the Commonwealth of Virginia
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Financial Overview

General Fund Balance —
Basis of Budgeting

(Dollars in Millions) Figure 1

FY 2005 $1,865.3

FY 2004 $1,109.6

FY 2003

FY 2002

FY 2001 $1,194.1

General Fund Balance — GAAP Basis
(Dollars in Millions) Figure 2

FY 20057 $1,229.0
FY 20047

FY 20037

FY 20027 $(216.7)

FY 2001 | $553.8
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General Fund Condition — Overall

Virginia uses the cash basis of accounting for budgetary purposes. Revenues
and expenditures are recorded at the time cash is actually received or disbursed
according to the provisions of the Appropriation Act. The basis of budgeting financial
activity of the General Fund is presented as Required Supplementary Information on
page 158 in the Financial Section.

Figure 1 shows the General Fund ending fund balances on a basis of budgeting
since fiscal year 2001. All of the $1,865.3 million ending fund balance at June 30,
2005, was reserved or designated, including $664.2 million for the Revenue
Stabilization Reserve Fund, $74.2 million for the Payroll Reserve, $352 thousand for
Unexpended Lottery Proceeds, and $1,126.5 million designated for reappropriation,
appropriation, or transfer in fiscal years 2006 and 2007. Figure 2 shows the General
Fund ending fund balances since fiscal year 2001, using the modified accrual basis
of accounting. Additional data for general fund balances are located on page 276 in
the Statistical Section.

General Fund Revenues, Expenditures, and Other Financing Sources (Uses)

Figure 3 presents a detailed analysis of General Fund revenue on a basis of
budgeting for the year ended June 30, 2005. Prior year data is shown for comparison
purposes. Overall, total revenue and other financing sources increased by 16
percent, which is mainly attributable to an overall increase in tax revenue collections
that resulted from tax reform legislation.

Figure 4 shows General Fund expenditures by function on a basis of budgeting
for the year ended June 30, 2005. Overall, expenditures and other financing uses
increased by 15.0 percent during fiscal year 2005.

General Fund Condition - Modified Accrual Basis

Although the Commonwealth budgets and manages its financial affairs using the
basis of budgeting, GAAP requires that states use the modified accrual basis of
accounting to prepare fund financial statements. The modified accrual basis of
accounting recognizes revenues when they become both measurable and available
to finance operations throughout the fiscal year or to liquidate liabilities at the end of
the fiscal year. Expenditures are recognized when a liability occurs. The accruals
recorded on the financial statements for the fiscal year ended June 30, 2005, reflect
cash that will not be received or disbursed until fiscal year 2006.

Accruals of revenues and expenditures required by the modified accrual basis of
accounting resulted in a decrease of $636.3 million from the $1,865.3 million basis of
budgeting General Fund balance (Figure 5). Starting in fiscal year 2002 with the
implementation of GASB Statement No. 34, Basic Financial Statements — and
Management’s Discussion and Analysis — for State and Local Governments, full
accrual data is also required. Please refer to the Management Discussion and
Analysis on page 31 in the Financial Section for additional analysis.



Analysis of General Fund Revenues and Other Financing Sources

(Basis of Budgeting)
(Dollars in Thousands) Figure 3
Increase (Decrease)
Over FY 2004
FY 2005 FY 2004 Amount Percent
Taxes:
Individual and Fiduciary Income $ 8,352,366 $ 7,430,365 $ 922,001 124
Sales and Use 3,093,725 2,582,797 510,928 19.8
Corporation Income 616,690 434,493 182,197 419
Public Service Corporations 88,309 86,870 1,439 1.7
Premiums of Insurance
Companies 373,571 351,278 22,293 6.3
Other 1,045,283 668,380 376,903 56.4
Subtotal - Taxes 13,569,944 11,554,183 2,015,761 17.4
Other Revenue 570,745 490,910 79,835 16.3
Total Revenues 14,140,689 12,045,093 2,095,596 174
Other Financing Sources:
Transfers and Other Sources 636,063 697,884 (61,821) (8.9)
Total Revenues and Other
Financing Sources $ 14,776,752 $ 12,742,977 $ 2,033,775 16.0
Analysis of General Fund Expenditures By Function and Other Financing Uses
(Basis of Budgeting)
(Dollars in Thousands) Figure 4
Increase (Decrease)
Over FY 2004
FY 2005 FY 2004 Amount Percent
General Government $ 1,484,308 $ 1,407,323 $ 76,985 5.5
Education 6,242,886 5,272,151 970,735 18.4
Transportation 44 48 4) (8.3)
Resources and Economic
Development 234,857 214,116 20,741 9.7
Individual and Family Services 3,348,455 2,907,139 441,316 15.2
Administration of Justice 2,042,773 1,906,455 136,318 7.2
Capital Outlay 25,368 17,830 7,538 42.3
Total Expenditures 13,378,691 11,725,062 1,653,629 14.1
Other Financing Uses:
Transfers and Other Uses 642,289 463,135 179,154 38.7
Total Expenditures and Other
Financing Uses $ 14,020,980 $ 12,188,197 $ 1,832,783 15.0

Commonwealth of Virginia + 9
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Analysis of General Fund Balance
Basis of Budgeting versus Modified Accrual Basis

(Dollars in Millions) Figure 5
FY 2005 FY 2004 Variance
Fund Balance, Budgetary Basis $ 1,865.3 $ 1,109.6 $ 755.7
Receivables, Inventory and Accrued Revenues:
Sales Tax Receivable 149.5 111.3 38.2
Other Tax Receivable 345.5 295.1 50.4
Other Receivables (1) 77.0 73.0 4.0
Inventory 43.9 46.5 (2.6)
Other Accrued Items (2) 8.4 (6.7) 15.1
Total Accrued Receivables, Inventory and Other 624.3 519.2 105.1
Payables and Accrued Expenditures:
Tax Refunds Payable 213.7 2314 17.7)
Deferred Taxes (3) 262.7 231.4 31.3
Medicaid Claims Payable 186.7 170.6 16.1
Sales Tax Due to Localities 181.3 160.8 20.5
Other Accrued Items (4) 416.2 388.4 27.8
Total Payables and Accrued Expenditures 1,260.6 1,182.6 78.0
Receivables and Accrued Revenues Under
Payables and Accrued Expenditures (636.3) (663.4) 271
Fund Balance, Modified Accrual Basis $ 1,229.0 $ 446.2 $ 782.8

This includes Accounts Receivable, Interest Receivable, and Other Taxes Receivable. An additional $308.9 million and $307.0 million in
Receivables offset by Deferred Revenue are reported in the General Fund for fiscal year 2005 and fiscal year 2004, respectively. These
additional Receivables will be collected after August 31; therefore, the revenue is only reported on the Government-wide Statement of
Activities.

This includes Lottery and ABC Profit Transfers, Decrease of Investments to Fair Value which must be recorded in accordance with GASBS
No. 31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools, Due from Other Funds, and
accelerated sales tax overpayments. Accelerated sales overpayments of $18,000 and $5.4 million for fiscal year 2005 and fiscal year 2004,
respectively, are included as a reduction to Other Accrued ltems.

For additional information describing the calculation of Deferred Taxes, see footnote 1.Q.

This includes Accounts Payable, ABC Profits Due to Localities, Other Payments Due to Other Governments, Car Tax Refund Payable, and
Due To Other Funds.

Lottery Transfers to the General Fund

Section 58.1-4022(D) of the Code of Virginia requires that the State Lottery transfer to the General Fund the audited balances

of the State Lottery Fund, net of established reserves. The Auditor of Public Accounts has certified $423.5 million for transfer to the
General Fund for fiscal year 2005. Section 3-1.01.G1 of Chapter 951, 2005 Acts of Assembly, requires that the Comptroller
transfer estimated lottery balances to the General Fund prior to the end of the fiscal year. In accordance with Article X, Section 7-A
of the Constitution of Virginia, lottery proceeds must be distributed to the Commonwealth’s localities and the school divisions to be
expended for the purposes of public education.

10 « Commonwealth of Virginia



Debt Administration

Virginia is one of only six states in the nation with a “triple A” bond rating for general
obligation debt from the three rating agencies: Moody’s Investors Service, Standard &
Poor’'s Ratings Group, a division of The McGraw Hill Companies, Inc. and Fitch, Inc.
These ratings reflect the Commonwealth’s long-standing record of sound fiscal
management, its diversified economic base, and low debt ratios.

The total debt of the Commonwealth, as of June 30, 2005, was $20.3 billion. Of that
amount, $5.9 billion (29.1 percent) was tax-supported debt. Debt is considered tax
supported if State tax revenues are used or pledged for debt service payments. This
includes all debt issued pursuant to Article X, Sections 9(a), 9(b) and 9(c) of the
Constitution of Virginia, as well as selected Section 9(d) debt issues and other long-term
obligations.

Outstanding general obligation debt backed by the full faith and credit of the
Commonwealth totaled $954.0 million at June 30, 2005. Included is Section 9(b) debt
totaling $520.7 million for Public Facilities and $34.8 million for Transportation Facilities.
In 2002, Virginia voters approved two general obligation bond referenda authorizing
$1,014.5 million in new capital projects for educational and park and recreational
facilities of the Commonwealth. Of the amount authorized, $50.4 million and $162.6
million was issued in June 2003 and August 2004, respectively. Principal and interest
payments on Public Facilities Section 9(b) debt were less than one-half of one percent of
total General Fund expenditures in fiscal year 2005.

The balance of general obligation debt of $398.5 million, also backed by the full faith
and credit of the Commonwealth, consisted of Section 9(c) bonds. Revenue-producing
capital projects, primarily auxiliary enterprises of colleges and universities and
transportation toll facilities, service these bond payments. Holders of Section 9(c) bonds
have a legal claim to general tax revenues of the Commonwealth should revenues prove
to be insufficient to meet principal and interest payments. Such claims on general tax
revenue have not been made.

The remaining $4.9 billion in tax-supported debt is made up of selected Section 9(d)
bonded debt and other long-term obligations. Tax-supported Section 9(d) debt totaling
$3.2 billion includes transportation debt, as well as the Virginia Port Authority, Virginia
Public Building Authority, Innovative Technology Authority, Virginia Biotechnology
Research Park Authority, and certain Virginia College Building Authority bonds payable.
Other tax-supported long-term obligations include capital leases, certain appropriation
supported bonds, installment purchases, notes payable, pension liability, IDA
obligations, Virginia Public Broadcasting Board Notes, and compensated absences.

None of the remaining debt of the Commonwealth, which totals $14.4 billion, is
supported by tax revenues. The Commonwealth has no direct or indirect pledge of tax
revenues to fund reserve deficiencies. However, in some cases, the Commonwealth has
made a moral obligation pledge to consider funding deficiencies in debt service reserves
that may occur. At June 30, 2005, $1.3 billion, or 9.1 percent, of debt not supported by
taxes was considered moral obligation debt.

A detailed summary of all the debt issues may be found in Note 20 to the Financial
Statements, as well as in the section entitled “Debt Schedules.”

Total Outstanding Debt
Primary Government
June 30, 2005

(Dollars in Thousands) Figure 6

[0 General Obligation Debt
B NonGeneral Obligation Debt
[0 Other Long-term Obligations

$3,021,739

$657,032

$3,393,701

Total Outstanding Debt
Component Units
June 30, 2005

(Dollars in Thousands) Figure 7

[0 General Obligation Debt
B NonGeneral Obligation Debt
O Other Long-term Obligations

$296,963

$2,378,663

$10,520,646

Commonwealth of Virginia * 11



Average Daily Invested Balance

By Fiscal Year
(Dollars in Billions)

Figure 8
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Average Yield on Investments

By Fiscal Year

Figure 9
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Net Earnings on Investments

By Fiscal Year
(Dollars in Millions)

Figure 10
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Investment Policy

The Commonwealth’s primary investment objectives are safety of principal,
maintenance of needed liquidity, and attaining a market rate of return throughout
budgetary and economic cycles. Accordingly, investments are made in compliance with
the Code of Virginia, with adherence to specific guidelines adopted by the Treasury
Board, and with consideration given to the prevailing investment environment.

The general account of the Commonwealth is a pool of investments representing
assets of a number of funds, including the General Fund, various higher education
operating funds, and the Commonwealth Transportation Trust Fund. These monies are
invested in a variety of high quality securities including U.S. Treasury and agency
securities, corporate debt securities of domestic corporations, taxable municipal
securities, asset-backed securities, mortgage-backed securities, AAA-rated dollar
obligations of foreign governments, bankers acceptances, negotiable certificates of
deposit and bank notes, repurchase agreements, and money market funds. The general
account portfolio is divided into two pools of assets, the primary liquidity pool and the
total return pool. The primary liquidity pool is internally managed by Department of the
Treasury (Treasury) staff and is the major source for disbursement requirements and
operational needs of the Commonwealth. The objective of the total return pool, which is
externally managed, is to generate higher total returns over a market cycle than would
be generated by the primary liquidity pool. Treasury’s allocation target for the overall
general account asset mix is currently 75 percent for the primary liquidity pool and 25
percent for the total return pool.

The average daily invested balance (Figure 8) for the fiscal year ended June 30,
2005 was $4.4 billion, up $900 million from the fiscal year 2004 average. The average
yield or return (Figure 9) of 2.9 percent for fiscal year 2005 was significantly higher than
the 1.1 percent return for fiscal year 2004, but still low by historical comparisons. The
Federal Reserve increased interest rates nine times for a total of 225 basis points from
its first rate increase on June 30, 2004 to the end of the fiscal year on June 30, 2005.
The targeted federal funds rate was 3.25 percent on June 30, 2005. Earnings on
investments (Figure 10) for fiscal year 2005 improved to $127.5 million from $38.5
million earned in fiscal year 2004. This increase was the result of an overall increase in
investment balances and the general upturn in interest rates.

In addition to the general account of the Commonwealth, the Department of the
Treasury manages or sponsors a number of individual customized investment programs
and two special purpose investment pools. The Local Government Investment Pool
(LGIP) is a special purpose money market-like fund managed by Treasury staff for the
benefit of public entities of the Commonwealth in the investment of their short-term
funds. The LGIP enables participants to maximize their return on investments by
providing a fund where monies can be commingled for investment purposes in order to
realize the economies of large-scale investing and professional funds management. The
State Non-Arbitrage Program (SNAP) is a program providing comprehensive investment
management, accounting, and arbitrage rebate calculations for proceeds of tax-exempt
financings of Virginia bond issuers. The Treasury Board contracts with an outside
manager for administration of the SNAP program. The Treasury Board has adopted
investment guidelines for both the LGIP and SNAP, authorizing them to invest in certain
high-quality, short-term securities appropriate for money market funds. Both the LGIP
and SNAP portfolios are rated ‘AAAm’ by Standard & Poor’s. LGIP shareholder
balances averaged $2.4 billion for the fiscal year ended June 30, 2005, with year-end
balances of $2.9 billion. SNAP shareholder balances averaged $2.1 billion for the fiscal
year with year-end balances of $2.4 billion.



Risk Management

The Commonwealth maintains self-insurance programs for employee health, general (tort) liability, medical malpractice,
workers’ compensation, property, and automobile liability insurance. These are reported in the Internal Service Funds. The
Commonwealth assumes the full risk for claims filed under the employee health insurance program and the workers’ compensation
program. For the other programs, the risk assumed is limited to certain amounts per occurrence.

The Commonwealth also provides employee health, errors and omissions liability and law enforcement professional liability
insurance for local governmental units throughout the Commonwealth. These programs are reported in the Enterprise Funds.
Additional information on all risk management programs is presented in Note 17 to the Financial Statements.

Retirement Systems

The Commonwealth provides a variety of retirement plans for its employees. The majority of employees participate in one of
the four defined benefit plans administered by the Commonwealth. These defined benefit plans are the Virginia Retirement
System, the State Police Officers’ Retirement System, the Judicial Retirement System, and the Virginia Law Officers Retirement
System. Certain employees may elect to participate in selected defined contribution pension plans. Further information on the
Commonwealth’s participation in the retirement systems can be found in Note 12 to the Financial Statements.

Reporting Entity

For financial reporting purposes, the Commonwealth’s reporting entity consists of (1) the primary government, (2) component
unit organizations for which the primary government is financially accountable (blended component units), and (3) other component
unit organizations for which the nature and significance of their relationship with the primary government is such that exclusion
would cause the reporting entity’s financial statements to be misleading or incomplete (discrete component units). The funds and
accounts of all agencies, boards, commissions, foundations, and authorities that have been identified as part of the primary
government or a component unit have been included. GASBS No. 39 was implemented in fiscal year 2004 and requires the
inclusion of numerous organizations that raise and hold funds for the direct benefit of the primary government. Further information
can be found in Note 1.B. to the Financial Statements.

Section 2100 of the GASB Codification of Governmental Accounting and Financial Reporting Standards (GASB Caodification)
describes the criteria for determining which organizations, functions, and activities should be considered part of the Commonwealth
for financial reporting purposes. The basic criteria include appointing a voting majority of an organization’s governing body, as well
as the Commonwealth’s ability to impose its will on that organization, or the potential for the organization to provide specific
financial benefits to, or impose specific financial burdens on, the Commonwealth.

Internal Controls

The Commonwealth’s management is responsible for the establishment and maintenance of internal accounting controls that
ensure assets are safeguarded and financial transactions are properly recorded and adequately documented. To ensure that the
costs of controls do not exceed the benefits obtained, management is required to use cost estimates and judgments to attain
reasonable assurance as to the adequacy of such controls. The Commonwealth’s established internal controls fulfill these
requirements.

Certain budgetary controls also are maintained to ensure compliance with the legal provisions of the Commonwealth’s
Appropriation Act, which reflects the General Assembly’s approval of a biennial budget. The financial transaction process begins
with development and approval of the budget, after which budgetary control is maintained through a formal appropriation and
allotment system. The budgeted amounts reflected in the accompanying financial statements represent summaries of agency
budgets.
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Financial Highlights

General Fund

Figure 11
Revenue Dollar
Fiscal Year 2005

(Basis of Budgeting)
Other Taxes
10%
Corporation Income Transfers In
Tax 4%

4%

Other Revenues
4%
Sales and Use Tax

21%
Individual & Fiduciary
Income Tax
57%
Revenues and Other Financing Sources Fiscal Year 2005 Fiscal Year 2004
Individual and Fiduciary Income Tax 57% 58%
Sales and Use Tax 21% 20%
Corporation Income Tax 4% 3%
Other Taxes 10% 9%
Transfers In 4% 6%
Other Revenues 4% 4%
Total _100% _100%
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General Fund

Figure 12
Expenditure Dollar
Fiscal Year 2005
(Basis of Budgeting)

General Government
10%
Transfers Out
Administration of 4%
Justice
15%

Other Expenditures
2%

Individual and Family

Services Education
24% 45%
Expenditures and Other Financing Uses Fiscal Year 2005 Fiscal Year 2004
Education (1) 45% 43%
Individual and Family Services 24% 24%
Administration of Justice 15% 15%
General Government (2) 10% 12%
Transfers Out 4% 4%
Other Expenditures (3) 2% 2%
Total _100% _100%

(1) Includes fiscal year 2005 and fiscal year 2004 transfers out to higher education institutions,
9% and 9%, respectively, of Total Expenditures and Other Financing Uses.

(2) Includes payments to localities pursuant to the Personal Property Tax Relief Act of 1998,
totaling $907.3 million (62 percent) of fiscal year 2005 and $881.1 million (63 percent) of fiscal
year 2004 total General Government expenditures.

(3) Includes Transportation, Resources and Economic Development, and Capital Outlay
expenditures.
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Virginia Economic Highlights

Introduction

Economists at the Virginia Commonwealth University’s
Center for Urban Development prepared this economic
highlights section. Building upon the growth of fiscal year
2004, fiscal year 2005 has been an excellent year for
Virginia’s economy. Unemployment continued its downward
trend, employment has grown in nearly every industry sector
and almost every urban center, real wages and salaries and
personal income increased sharply, and the housing and
retail markets performed very well.

Unemployment

The unemployment rate in the Commonwealth declined from
3.9 percent in fiscal year 2004 to 3.5 percent in fiscal year
2005, over a 10 percent decrease (Figure 13). This marks
the lowest unemployment rate for Virginia since fiscal year
2001. Moreover, Virginia had the fourth lowest
unemployment rate in the United States in fiscal year 2005,
matching last fiscal year’s ranking and surpassing the sixth
lowest ranking in fiscal year 2003. The nation’s
unemployment rate was 5.3 percent in fiscal year 2005, 1.8
percentage points higher than the Commonwealth’s.

Several Metropolitan Statistical Areas (MSAs) "2 had higher
rates of unemployment than Virginia as a whole: the
Blacksburg-Christiansburg-Radford MSA (3.8 percent), the
Danville MSA (7.5 percent), the Lynchburg MSA (4.0
percent), the Richmond MSA (3.8 percent), the Virginia
portion of the Kingsport-Bristol MSA (4.8 percent), and the
Virginia portion of the Virginia Beach-Norfolk-Newport News
MSA (4.1 percent). Only four MSAs had unemployment rates
lower than the Commonwealth’s: the Charlottesville MSA
(3.0 percent), the Harrisonburg MSA (3.0 percent), the
Virginia portion of the Winchester MSA (2.9 percent), and
the Virginia portion of the Washington-Arlington-Alexandria
MSA (2.6 percent). It is interesting to note that the combined
labor forces of these four MSAs comprise approximately 40
percent of the Commonwealth’s total labor force. The
Virginia portion of the Washington-Arlington-Alexandria
MSA, alone, accounted for over one third of the Virginia
labor force in fiscal year 2005. The Northern Virginia region,
having the combination of the lowest unemployment rate and
the largest labor force in Virginia, is the main driving force
behind the Commonwealth’s low unemployment rate.

Employment

Total non-farm employment grew by 2.4 percent in fiscal
year 2005 to reach 3,619,650 workers. The Virginia
economy added 84,458 jobs. This marks the second straight
fiscal year that employment has grown in the

' The United States Office of Management and Budget re-defined
Virginia’'s MSAs in June, 2003. Current definitons are not
comparable with those used in previous Virginia Economic
Highlights.

2 Where data are available, only the Virginia portion of interstate
MSAs is included in the analysis.

Commonwealth (1.3 percent growth in fiscal year 2004).
Virginia ranked fifth in the nation in the number of total non-
farm jobs added in fiscal year 2005 behind Florida,
California, Texas and Arizona.

As depicted in Figure 14, only two sectors incurred slight
declines in employment in fiscal year 2005, manufacturing
(-167 jobs or -0.1 percent) and information (-617 jobs or -0.6
percent). Professional and business services posted the
largest increase in employment (25,600 or 4.6 percent). The
other sectors that experienced significant gains in
employment are: construction (11,975 or 5.3 percent), trade,
transportation and utilities (11,383 or 1.8 percent) and total
government (11,283 or 1.8 percent). The sectors that
moderately increased employment are: education and heath
services (9,817 or 2.6 percent), leisure and hospitality (7,725
or 2.5 percent), other services (4,050 or 2.3 percent)
financial activities (3,392 or 1.8 percent) and natural
resources and mining (17 or 0.2 percent).

The vast majority of Virginia’s 3.6 million non-farm jobs are
located in MSAs (88.3 percent). In fiscal year 2005, MSA
non-farm employment reached 3,195,575, and non-MSA
non-farm employment was 424,075. MSAs added 86,142
jobs (2.8 percent), while non-MSAs lost 1,683 jobs (-0.4
percent) over fiscal year 2004 levels (Figure 15).

The Virginia portion of the Washington-Arlington-Alexandria
MSA accounted for about 62 percent of the increase in non-
farm employment in the State (53,400 or 4.5 percent). The
other MSAs posting significant gains were: the Richmond
MSA (13,133 or 2.2 percent) and the Virginia Beach-Norfolk-
Newport News MSA (11,575 or 1.6 percent). The MSAs
posting modest gains were: the Roanoke MSA (2,225 or 1.4
percent), the Charlottesville MSA (2,042 or 2.3 percent), the
Harrisonburg MSA (1,450 or 2.4 percent), the Winchester
MSA (1,342 or 2.5 percent), the Blacksburg MSA (1,192 or
1.7 percent) and the Lynchburg MSA (633 or 0.6 percent).
The Danville MSA was the only MSA in the Commonwealth
that did not show positive non-farm employment growth in
fiscal year 2005 (-850 or -1.9 percent).

Figure 13
Unemployment Rate, FY 2003 - FY 2005
6% —
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Source: Bureau of Labor Statistics
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Nonfarm Employment, FY 2003 - FY 2005

Figure 14

Virginia Growth Rates

United States
Growth Rate

Source: Bureau of Labor Statistics

FY 2005 FY 2004-2005
Level Unit Change FY 2002-2003 FY 2003-2004 FY 2004-2005 FY 2004-2005
Natural Resources and Mining 10,217 17 (8.7)% 0.2% 0.2% 5.1%
Construction 236,242 11,975 (0.8) 4.8 5.3 3.8
Manufacturing 299,183 (167) (4.4) (4.6) (0.1) (0.0)
Trade, Transportation, and Utilities 653,183 11,383 (0.8) 1.2 1.8 1.3
Information 100,400 (617) (8.7) (1.3) (0.6) (0.5)
Financial Activities 191,042 3,392 2.0 1.8 1.8 1.6
Professional and Business Services 586,667 25,600 (1.2) 2.9 4.6 3.2
Education and Health Services 384,667 9,817 3.6 2.2 2.6 2.3
Leisure and Hospitality 322,058 7,725 1.5 2.7 2.5 2.3
Other Services 181,067 4,050 2.6 (0.4) 2.3 0.7
Government 654,925 11,283 0.7 1.2 1.8 0.6
Federal 153,142 3,367 0.9 1.7 2.2 (0.6)
State 146,167 2,242 (1.7) 0.6 1.6 0.7
Local 355,617 5,675 1.7 1.2 1.6 0.9
Total Nonfarm Employment 3,619,650 84,458 (0.3) 1.3 2.4 1.6
Source: Bureau of Labor Statistics
Figure 15
Nonfarm Employment, Metropolitan and Non-metropolitan Areas
FY 2004-2005 FY 2004-2005
FY 2005 Unit Change Growth Rate
Metropolitan Statistical Areas 3,195,575 86,142 2.8%
Blacksburg 71,925 1,192 1.7
Charlottesville 92,475 2,042 23
Danville 43,675 (850) (1.9)
Harrisonburg 61,917 1,450 2.4
Lynchburg 102,592 633 0.6
Washington-Arlington-Alexandria MSA (VA portion) 1,246,392 53,400 4.5
Richmond 608,550 13,133 2.2
Roanoke 158,908 2,225 1.4
Virginia Beach-Norfolk-Newport News 754,292 11,575 1.6
Winchester 54,850 1,342 2.5
Non-Metropolitan Statistical Areas 424,075 (1,683) (0.4)
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Figure 16

Growth in Jobs and in Real Wages and Salaries
(Year-Over-Year by Fiscal Year Quarters)

7%
6% 7 @

5%

4%

3% A

2%

1% A

0% - L= =4

1%

-2% T T T T T T T T T T T

2003:1
2003:2
2003:3
2003:4
2004:1
2004:2
2004:3
2004:4
2005:1
2005:2
2005:3
2005:4

Nonfarm Payroll Jobs =@=Real Wages & Salaries
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Wages and Salaries needed to pay higher salaries in order to attract workers who
are in high demand.

Figure 16 shows the year-over-year quarterly growth rates

in both real wages and salaries and non-farm payroll jobs. In
eleven of the past twelve quarters, the year-over-year
quarterly growth rate in the Commonwealth’s real wages and
salaries has been positive, and in fiscal year 2005, this
growth rate accelerated. The average year-over-year
quarterly growth rate in real wages and salaries reached 5.9
percent in fiscal year 2005, compared to 3.8 percent in fiscal
year 2004 and 0.0 percent in fiscal year 2003. With
Virginia’s relatively low unemployment rate, firms have

The year-over-year quarterly growth rate in non-farm payroll
jobs has been positive for nine of the past twelve quarters.
The average year-over-year quarterly growth rate in non-
farm payroll jobs was 2.4 percent in fiscal year 2005, 1.3
percent in fiscal year 2004 and —0.3 percent in fiscal year
2003. After five consecutive quarters of increasing year-
over-year quarterly growth rates beginning in fiscal year
2004, the year-over-year quarterly growth rate in non-farm
payroll jobs slowed over the last three quarters of fiscal year

2005.
Figure 17
Wages and Salaries per Job

Virginia United States Virginia Virginia United States

Pay/Job Pay/Job Minus FY 2004-2005 FY 2004-2005

FY 2005 FY 2005 United States % Change % Change
Natural Resources and Mining $ 58,728 $ 89,390 $ (30,662) 9.0% 3.8%
Construction 40,796 42,507 (1,711) 52 3.0
Manufacturing 43,340 49,320 (5,980) 5.0 5.2
Trade, Transportation, and Utilities 34,010 36,010 (2,000) 4.4 4.6
Information 72,198 62,113 10,085 2.0 4.4
Financial Activities 60,386 63,711 (3,325) 71 5.3
Professional and Business Services 60,316 49,849 10,467 7.3 5.1
Education and Health Services 35,674 37,091 (1,417) 5.4 4.4
Leisure and Hospitality 16,469 18,354 (1,885) 3.6 3.3
Other Services 31,504 31,852 (348) 4.1 4.4
Government 43,854 39,784 4,070 4.4 2.8
Total Non-farm Employment 42,281 41,005 1,276 5.4 4.3
Source: Bureau of Labor Statistics
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Virginia Personal Income
Virginia Wages and Salaries

United States Personal Income
United States Wages and Salaries

Inflation, PCE Chain-Type Index

Virginia Real Personal Income
Virginia Real Wages and Salaries

United States Real Personal Income
United States Real Wages and Salaries

Figure 18

Personal Income and Wage and Salary Disbursements

Annual Growth Rates

FY 2002-2003 FY 2003-2004 FY 2004-2005

Sources: Bureau of Labor Statistics and Bureau of Economic Analysis

3.2 6.0 8.3
2.2 6.1 8.5
2.1 4.7 6.5
1.4 4.0 6.8
1.8 2.1 2.7
1.4 3.8 55
0.4 4.0 5.6
0.3 2.6 37

(0.4) 1.9 3.1

In Figure 17, wages and salaries per job have been
calculated by major industry division for Virginia and the
United States. In fiscal year 2005, the Commonwealth’s
average pay per job of $42,281 was $1,275 more the
nation’s average pay per job of $41,005. Two industries are
the main reason that Virginia’s workers had a higher pay per
job, on average, than the United States as a whole,
information (+$10,085) and professional and business
services (+$10,467). These two highly sought after industries
have been a focus of State and Local economic
development efforts for a number of years. The only other
industry in which Virginia’s wages and salaries per job were
higher than the United States in fiscal year 2005 was
government (+$4,070). The industries where wages and
salaries were lower in the Commonwealth than the nation in
fiscal year 2005 were: natural resources and mining
(-$30,662), manufacturing (-$5,980), financial activities
(-$3,325), trade, transportation and utilities (-$2,000), leisure
and hospitality (-$1,885), construction (-$1,711), education
and health services (-$1,417) and other services (-$348).

In fiscal year 2005, Virginia had a larger percentage increase
than the nation in wages and salaries per job in seven of
eleven major industry divisions. The industries in which pay
per job increased substantially were: natural resources and
mining (9.0 percent), professional and business services (7.3
percent), and financial activities (7.1 percent). The industries
in which pay per job increased moderately were: education
and health services (5.4 percent), construction (5.2 percent),
manufacturing (5.0 percent), government (4.4 percent),
trade, transportation and utilities (4.4 percent), other services
(4.1 percent), leisure and hospitality (3.6 percent) and
information (2.0 percent).
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Personal Income

As shown in Figure 18, Virginia personal income reached
approximately $280 billion in fiscal year 2005, an 8.3 percent
increase over fiscal year 2004. The Commonwealth ranked
fifth in the nation in personal income growth in fiscal year
2005. Wages and salaries increased by 8.5 percent to over
$162 billion. Virginia ranked sixth in the United States in
wages and salaries growth in fiscal year 2005. Wages and
salaries accounted for 58.0 percent of personal income in
fiscal year 2005, slightly more than 57.9 percent in fiscal
year 2004 and 57.8 percent in fiscal year 2003. Virginia has
outpaced the United States in personal income growth and
wage and salary growth in each of the past three fiscal
years. Between fiscal year 2004 and 2005, the Virginia
personal income growth rate and the Virginia wages and
salaries growth rate exceeded the nation’s growth rates by
1.8 percent and 1.7 percent, respectively.

After accounting for inflation, the Virginia real personal
income growth rate was higher than that of the United States
in each of the last three fiscal years: by 5.5 percent to 3.7
percent in fiscal year 2005; 3.8 percent to 2.6 percent in
fiscal year 2004; and 1.4 to 0.3 percent in fiscal year 2003.
Virginia real wages and salaries grew by 5.6 percent
compared to 3.1 percent for the nation in fiscal year 2005,
4.0 percent to 1.9 percent in fiscal year 2004 and 0.4 percent
to —0.4 percent in fiscal year 2003.



New Privately Owned Housing Units Authorized

As depicted in Figure 19, in fiscal year 2005, new privately
owned housing units authorized in Virginia fell slightly from
the fiscal year 2004 level. In fiscal year 2005, 60,163 units
were authorized, compared to 60,467 in fiscal year 2004 and
58,379 in fiscal year 2003. The Commonwealth ranked
eighth in the nation in new privately owned housing units
authorized in fiscal year 2005.

Retail Sales

Virginia retail sales were approximately $83.4 billion in fiscal
year 2005 (Figure 20), a $4.7 billion increase over fiscal
year 2004 and $12.5 billion more than fiscal year 2003. The
growth rate in retail sales was 6.0 percent between fiscal
year 2004 and fiscal year 2005, down from the historically
high growth rate of 11.0 percent between fiscal year 2003
and fiscal year 2004.

Figure 21 shows the growth rate of adjusted retail sales for
Virginia and the United States. In order to make the two
series comparable, lodging sales were removed from
Virginia retail sales and gasoline and automobile sales were
removed from the United States retail sales. The
Commonwealth’s adjusted retail sales growth rate of 6.2
percent between fiscal year 2004 and fiscal year 2005 was
slightly less than the nation’s growth rate (6.6 percent).
However, over the past three fiscal years Virginia’s adjusted
retail sales increased by a total of 21.9 percent compared to
18.0 percent for the United States.

Forecasts

The Center for Urban Development has prepared forecasts
for several Virginia economic indicators included in this
outlook. For fiscal year 2006, non-farm employment is
expected to grow by 1.8 percent, real personal income by
3.0 percent, real wages and salaries by 4.0 percent and
retail sales by 2.2 percent. The unemployment rate is
expected to continue to decline and is projected to be about
3.3 percent for fiscal year 2006. While still expanding, the
Commonwealth’s economy in fiscal year 2006 is likely to
grow at a slower pace than it did in fiscal year 2005.

Conclusion

Virginia’s economy has continued to expand in most areas in
fiscal year 2005. The Commonwealth is ranked among the
top states in the nation in a number of categories including
the unemployment rate, employment growth, wage and
salary growth, personal income growth and new housing
units authorized. The outlook for Virginia in the coming fiscal
year is very positive.
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Virginia Retail Sales
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Organization of Executive Branch of Government

As of June 30, 2005

Attorney General

Governor

Lieutenant Governor

Department of Law

Chief of Staff

Virginia Liaison Office

Secretary of the Commonwealth

Interstate Organization Contributions

Substance Abuse Prevention Office

Office of Commonwealth Preparedness ==

Secretary of Administration

Commonwealth Competition Council
Compensation Board

Department of Charitable Gaming

Department of Employment Dispute Resolution
Department of General Services

Department of Human Resource Management
Department of Veterans’ Services

Human Rights Council

State Board of Elections

Secretary of Agriculture and Forestry

Department of Agriculture and Consumer
Services

Department of Forestry

Secretary of Commerce and Trade

Board of Accountancy

Department of Business Assistance

Department of Housing and Community
Development

Department of Labor and Industry

Department of Mines, Minerals and Energy

Department of Minority Business Enterprise

Department of Professional and Occupational
Regulation

Virginia Agricultural Council

Virginia Economic Development Partnership

Virginia Employment Commission

Virginia Racing Commission

Virginia Tourism Authority

Secretary of Finance

Department of Accounts
Department of Planning and Budget
Department of Taxation

Department of Treasury

Treasury Board

Secretary of Education

Christopher Newport University

The College of William and Mary

Department of Education

Frontier Culture Museum of Virginia

George Mason University

Gunston Hall

Institute for Advanced Learning and Research

James Madison University

Jamestown-Yorktown Foundation

Jamestown 2007

The Library of Virginia

Longwood University

Norfolk State University

Old Dominion University

Radford University

Roanoke Higher Education Authority

The Science Museum of Virginia

Southwest Virginia Higher Education Center

State Council of Higher Education for Virginia

University of Mary Washington

University of Virginia

Virginia College Building Authority

Virginia Commission for the Arts

Virginia Commonwealth University

Virginia Community College System

Virginia Military Institute

Virginia Museum of Fine Arts

Virginia Polytechnic Institute and State
University

Virginia School for the Deaf and Blind at
Staunton

Virginia School for the Deaf, Blind and Multi-
Disabled at Hampton

Virginia State University

Secretary of Health and Human Resources

Comprehensive Services for At-Risk Youth
and Families

Department for the Aging

Department for the Blind and Vision Impaired

Department for the Deaf and Hard-of-Hearing

Department of Health

Department of Health Professions

Department of Medical Assistance Services

Department of Mental Health, Mental
Retardation and Substance Abuse Services

Department of Rehabilitative Services

Department of Social Services

Virginia Board for People with Disabilities

Secretary of Public Safety
Commonwealth’s Attorneys’ Services Council
Department of Alcoholic Beverage Control
Department of Correctional Education
Department of Corrections

Department of Criminal Justice Services
Department of Emergency Management
Department of Fire Programs

Department of Juvenile Justice
Department of Military Affairs

Department of State Police

Virginia Parole Board

Secretary of Technology
Innovative Technology Authority
Virginia Information Technologies Agency

Secretary of Natural Resources

Chesapeake Bay Local Assistance
Department

Chippokes Plantation Farm Foundation

Department of Conservation and Recreation

Department of Environmental Quality

Department of Game and Inland Fisheries

Department of Historic Resources

Marine Resources Commission

Virginia Museum of Natural History

Secretary of Transportation

Department of Aviation

Department of Motor Vehicles

Department of Rail and Public Transportation
Department of Transportation

Motor Vehicle Dealer Board

Virginia Port Authority
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Organization of Government

As of December 15, 2005

Citizens of Virginia

Attorney General Governor Lieutenant Governor
Judy Jagdmann Mark R. Warner Timothy M. Kaine

Chief of Staff Assistant to the Governor for
William H. Leighty Commonwealth Preparedness
George W. Foresman

Secretary of Secretary of Secretary of Secretary of
Administration Agriculture and Forestry Commerce and Trade Education
Sandra D. Bowen Robert S. Bloxom Michael J. Schewel Peter A. Blake
Secretary of Secretary of Secretary of Secretary of
Health and Human Resources Natural Resources Public Safety Technology
Jane H. Woods W. Tayloe Murphy, Jr. John W. Marshall Eugene J. Huang
Secretary of Secretary of Secretary of
Finance the Commonwealth Transportation
John M. Bennett Anita A. Rimler Pierce Homer
State Comptroller State Tax Commissioner State Treasurer Director, Department of
David A. Von Moll, CPA, CGFM Kenneth W. Thorson Jody M. Wagner Planning and Budget
Richard D. Brown
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Organization of the Department of Accounts

As of December 15, 2005

State Comptroller

David A. Von Moll, CPA, CGFM

Comptroller's Administrative Coordinator
Betsy M. Lewerenz

Director, Technical Services
Richard E. Phillips

Director, Finance and Administration
James W. Fisher, CPA

Director, Systems Development
Richard L. Salkeld

Director, State Payroll Operations
Lora L. George, CPA

Director, Payroll Service Bureau
Jean S. Turlington

Director, General Accounting
Lewis R. McCabe, Jr., CPA, CGFM

State Internal Auditor
John A. Spooner

Ronald D. Necessal

Director, Financial Reporting
ry, CPA, CISA, CFE

Assistant Director, Financial Reporting
James G. Motley, Ill, CPA

Senior Financial ﬁeporting Analyst
M. Christy Tuck, CPA

Senior Financial Reporting Analyst
Amy E. Warner, CPA

Financial Reporting Analyst
John J. Sotos, CPA

Financial Reporting Analyst
Linda L. Miles, CPA

Financial Reporting Analyst
Kenneth R. Clark, CPA

Financial ﬁeporting Analyst
Wai C. Levy, CPA

Senior Accountant
Marianne P. Madison

Accountant
Sandra Muir

Assistant Director, Financial Reporting
Robert D. Eddleton, CPA, CIA, CISA

Quality Assurance Analyst
John C. Campbell, Ill, CPA, CIA, CISA

State Accounts Receivable Coordinator
Robert H. Meinhard, CIA, CFE

Indirect Cost Coordinator
Penny B. Williams

Senior Accountant
Sylvia R. Matthews

Senior Fiscal Technician
Anita T. Cwiakala
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FINANCIAL SECTION

Independent Auditor’s Report

Management's Discussion and Analysis

Basic Financial Statements

Required Supplementary Information

Combining and Individual Fund Statements and Schedules
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Commontoealth of Pirginia

Auditor of Public Accounts
P. O. Box 1295
Walter J. Kucharski, Auditor Richmond, Virginia 23218

December 14, 2005

The Honorable Mark R. Warner
Governor of Virginia

State Capitol

Richmond, Virginia

The Honorable Lacey E. Putney

Chairman, Joint Legislative Audit and Review Commission
General Assembly Building

Richmond, Virginia

INDEPENDENT AUDITOR'S REPORT

We have audited the accompanying financial statements of the governmental activities, the business-
type activities, the aggregate discretely presented component units, each major fund, and the aggregate
remaining fund information of the Commonwealth of Virginia, as of and for the year ended June 30,
2005, which collectively comprise the Commonwealth's basic financial statements as listed in the table
of contents. These financial statements are the responsibility of the Commonwealth of Virginia’s
management. Our responsibility is to express opinions on these financial statements based on our audit.
We did not audit the financial statements of the Pocahontas Parkway Association enterprise fund, which
is both a major fund and represents 10.81 percent, -33.46 percent, and 0.45 percent, respectively, of the
assets, net assets, and revenues of the business-type activities. We did not audit the financial
statements of the State Non-Arbitrage Pool, which represents 2.39 percent, 2.51 percent, and 7.72
percent, respectively, of the assets, net assets, and revenues of the aggregate remaining fund
information. We did not audit the financial statements of certain components units of the Commonwealth
discussed in Note 1.B., which represent 33.97 percent, 22.48 percent, and 8.21 percent, respectively, of
the assets, net assets, and revenues of the aggregate discretely presented component units. Those
financial statements were audited by other auditors whose reports thereon have been furnished to us,
and our opinion, insofar as it relates to the amounts included for the Pocahontas Parkway Association,
State Non-Arbitrage Pool, and certain component units discussed in Note 1.B. is based on the reports of
the other auditors.

We conducted our audit in accordance with auditing standards generally accepted in the United States
of America and the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States. Those standards require that we
plan and perform the audit to obtain reasonable assurance about whether the financial statements are
free of material misstatement. The financial statements of the Pocahontas Parkway Association,
Hampton Roads Sanitation District Commission, Certified Nursing Facility Education Initiative, Virginia
Museum of Fine Arts Foundation, and State Non-Arbitrage Pool, which were audited by other auditors
upon whose reports we are relying, were audited in accordance with auditing standards generally
accepted in the United States of America, but not in accordance with Government Auditing Standards.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit and the reports of other auditors provide a reasonable basis for our opinions.
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In our opinion, based on our audit and the reports of other auditors, the financial statements referred to
above present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major
fund, and the aggregate remaining fund information of the Commonwealth of Virginia as of June 30,
2005, and the respective changes in financial position and, where applicable, cash flows thereof for the
year then ended, in conformity with accounting principles generally accepted in the United States of
America.

The management's discussion and analysis, budgetary comparison schedule, funding progress for
defined benefit pension plans, and claims development information on pages 31 through 41 and 158
through 168 are not a required part of the basic financial statements but are supplementary information
required by accounting principles generally accepted in the United States of America. We have applied
certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the required supplementary information. However, we did
not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the Commonwealth of Virginia's basic financial statements. The introductory section,
combining and individual fund financial statements and schedules, and statistical section are presented
for the purposes of additional analysis and are not a required part of the basic financial statements. The
combining and individual fund financial statements and schedules have been subjected to the auditing
procedures applied by us and other auditors in the audit of the basic financial statements and, in our
opinion based on our audit and the reports of other auditors, are fairly stated in all material respects in
relation to the basic financial statements taken as a whole. The introductory section and statistical
section have not been subjected to the auditing procedures applied in the audit of the basic financial
statements and, accordingly, we express no opinion on them.

In accordance with Government Auditing Standards, our report on our consideration of the
Commonwealth's internal control over financial reporting and on our tests of its compliance with certain
provisions of laws, regulations, contracts, and grant agreements and other matters is issued under
separate cover in the Commonwealth of Virginia Single Audit Report. The purpose of that report is to
describe the scope of our testing of internal control over financial reporting and compliance and the
results of that testing, and not to provide an opinion on the internal control over financial reporting or on
compliance. That report is an integral part of an audit performed in accordance with Government
Auditing Standards and should be considered in assessing the results of our audit.

Walter J. Kucharski

AUDITOR OF PUBLIC ACCOUNTS
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Management's Discussion and Analysis

The following is a discussion and analysis of the Commonwealth of Virginia’s (Commonwealth) financial performance, including an
overview and analysis of the financial activities of the Commonwealth for the fiscal year ended June 30, 2005. Readers should
consider this information in conjunction with the transmittal letter, which is located in the Introductory Section of this report, and the
Commonwealth’s financial statements, which are located after this analysis.

FINANCIAL HIGHLIGHTS
Government-wide Highlights

The Primary Government’s assets exceeded its liabilities at June 30, 2005, by $14.3 billion. Net assets of governmental activities
increased by $1.4 billion and net assets of business-type activities increased by $235.1 million. Component units reported an
increase in net assets of $1.5 billion from June 30, 2004.

Fund Highlights

At the end of the fiscal year, the Commonwealth’s governmental funds reported a combined ending fund balance of $3.7 billion, an
increase of $979.5 million in comparison with the prior year. Of this total fund balance, $2.8 billion represents unreserved fund
balance and the remaining $943.4 million represents amounts reserved for specific purposes, such as the Revenue Stabilization
Fund and education. The enterprise funds reported net assets at June 30, 2005, of $417.5 million, an increase of $233.4 million
during the year.

Long-term Debt

The Commonwealth’s total debt rose during the fiscal year to $20.3 billion, an increase of $1.9 billion or 10.1 percent. During fiscal
year 2005, the Commonwealth issued $3.7 billion of new debt. The majority of new debt issues were due to refunding old debt.
More detailed information regarding these activities begins on page 130.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is an introduction to the Commonwealth’s basic financial statements, which include three components:
1) government-wide financial statements; 2) fund financial statements; and 3) notes to the financial statements. The report also
contains additional required supplementary information and other information.

Government-wide Statements

The government-wide financial statements are designed to provide readers with a broad overview of the Commonwealth’s finances
in a manner similar to a private-sector business. The statements provide both short-term and long-term information about the
Commonwealth’s financial position which helps readers determine whether the Commonwealth’s financial position has improved or
deteriorated during the fiscal year. These statements include all non-fiduciary financial activity on the full accrual basis of
accounting. This means that all revenue and expenditures are reflected in the financial statements even if the related cash has not
been received or paid as of June 30.

The Statement of Net Assets (pages 44 and 45) presents information on all of the Commonwealth’s assets and liabilities, with the
difference between the two reported as net assets. Over time, increases or decreases in net assets may indicate whether the
financial position of the Commonwealth is improving or deteriorating.

The Statement of Activities (pages 46 and 47) presents information showing how the Commonwealth’s net assets changed during
fiscal year 2005. All changes in net assets are reported as soon as the underlying event giving rise to the change occurs,
regardless of the timing of related cash flows. Thus, revenues and expenses are reported in this statement for some items that will
only result in cash flows in future fiscal periods (e.g., uncollected taxes and earned but unused vacation leave).
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Both the Statement of Net Assets and Statement of Activities report three separate activities. These activities are described as
follows:

Governmental Activities — account for functions of the Commonwealth that are primarily supported by taxes and
intergovernmental revenues. The majority of the Commonwealth’s basic services, such as education, individual and family
services, transportation, resources and economic development, administration of justice, and general government, fall within this
category.

Business-type Activities — account for functions that are intended to recover all or a significant portion of their costs through user
fees and charges. The major business-type activities of the Commonwealth include the State Lottery, Virginia College Savings
Plan, Pocahontas Parkway (a privatized toll-road project), and Unemployment Insurance Fund.

Discretely Presented Component Units — account for functions of legally separate entities for which the Commonwealth is
financially accountable. The Commonwealth has 21 non-higher education component units and 20 higher education institutions
that are reported as discretely presented component units. Information regarding the individual financial statements of the
component units is presented in the notes to the financial statements.

This report includes two schedules (pages 52 and 56) that reconcile the amounts reported on the governmental fund financial
statements (modified accrual accounting) with governmental activities on the appropriate government-wide statements (full accrual
accounting). The following indicates some of the reporting differences between the government-wide financial statements and the
fund financial statements.

® (Capital assets used in governmental activities are not reported on governmental fund statements.

® Long-term liabilities, unless due and payable, are not included in the fund financial statements. These liabilities are only
included in the government-wide statements.

® Internal service funds are reported as governmental activities, but are reported as proprietary funds in the fund financial
statements.

® Other long-term assets that are not available to pay for current period expenditures are deferred in the governmental fund
statements, but not deferred in the government-wide statements.

® Capital outlay spending results in capital assets on the government-wide statements, but are reported as expenditures in
the fund financial statements.

® Bond proceeds provide current financial resources on the fund financial statements, but are recorded as long-term
liabilities in the government-wide financial statements.

Fund Financial Statements

A fund is a grouping of related accounts that is used to maintain control over resources that have been segregated for specific
activities or objectives. The Commonwealth, like other state and local governments, uses fund accounting to ensure and
demonstrate compliance with finance-related legal requirements. All the Commonwealth’'s funds can be divided into three
categories: governmental, proprietary, and fiduciary. Each of these categories uses different accounting approaches. Fund
financial statements begin on page 50 and provide detailed information about the major individual funds.

® Governmental funds — Most of the basic services provided by the Commonwealth are reported in the governmental
funds. These statements provide a detailed, short-term view of the functions reported as governmental activities in the
government-wide financial statements. The government-wide financial statements are reported using the full accrual basis
of accounting, but the governmental fund financial statements are reported using the modified accrual basis of accounting.
This allows the reader to focus on assets that can be readily converted to cash and determine whether there are adequate
resources to meet the Commonwealth’s current needs.

Because the focus of governmental funds is more limited than that of the government-wide financial statements, it is
useful to compare the information presented for governmental funds with similar information presented for governmental
activities in the government-wide financial statements. This comparison can help readers better understand the long-term
impact of the Commonwealth’s near-term financing decisions. Both the governmental fund balance sheet and the
governmental fund statement of revenues, expenditures, and changes in fund balances provide a reconciliation to
facilitate this comparison between governmental funds and governmental activities. These reconciliations are presented
on the page immediately following each governmental fund financial statement.
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The Commonwealth reports 12 individual governmental funds. Information is presented separately in the governmental
fund statements for the General, Commonwealth Transportation, Federal Trust, and Literary funds, which are all
considered major funds. Data from the other 8 governmental funds are aggregated into a single column on the fund
statements. Individual fund data for these nonmajor governmental funds is provided in the combining financial statements
immediately following the Required Supplementary Information.

Proprietary funds — The Commonwealth maintains two different types of proprietary funds, enterprise and internal
service. These funds report activities that operate more like those of private sector business and use the full accrual basis
of accounting. Enterprise funds report activities that charge fees for supplies or services to the general public like the
State Lottery. Enterprise funds are reported as business-type activities on the government-wide financial statements. The
enterprise funds use the full accrual basis of accounting and the only differences between amounts reported on the
government-wide statements and the Enterprise Fund statements are due to internal service fund activity (see
reconciliations on pages 58 and 60). Internal Service funds report activities that charge fees for supplies and services to
other Commonwealth agencies, like Fleet Management. Internal Service funds are reported as governmental activities in
the government-wide statements because these types of services predominantly benefit governments rather than
business-type functions.

The Commonwealth reports 31 individual proprietary funds. Information is presented separately in the proprietary fund
statements for the State Lottery Department, Virginia College Savings Plan, Pocahontas Parkway Association, and
Unemployment Compensation Funds, all of which are considered major funds. Data from the other enterprise funds are
aggregated into a single column on the fund statements. All internal service funds are aggregated into a single column on
the fund statements. Individual fund data for all nonmajor proprietary funds is provided in the combining financial
statements immediately following the Required Supplementary Information.

Fiduciary funds — These funds are used to account for resources held for the benefit of parties outside the government
and use the full accrual basis of accounting. Fiduciary funds are excluded from the government-wide financial statements
because the resources of these funds are restricted and cannot be used to finance the Commonwealth’s operations. The
Commonwealth’s fiduciary activities are reported in separate Statements of Fiduciary Net Assets and Changes in
Fiduciary Nets Assets beginning on page 68.

The Commonwealth’s fiduciary funds are the:

O Private-purpose Trust, which reports the activities for 6 separate funds and accounts for transactions of trust
arrangements in which the principal and income benefit individuals, private organizations, or other governments;

O Pension Trust, which reports the activities of 9 separate pension and other employment retirement plans for
employees;

O Investment Trust, which accounts for the activities of the 3 external investment pools; and,

O Agency, which accounts for assets held on behalf of others in 19 separate funds.

Individual fund data for all fiduciary funds is provided in the combining financial statements immediately following the
Required Supplementary Information.

Component Units — The government-wide financial statements report information for all component units aggregated in a
single column. Information is provided separately in the component unit fund statements for the Virginia Housing
Development Authority, Virginia Public School Authority, University of Virginia, Virginia Polytechnic Institute and State
University, and Virginia Commonwealth University, all of which are considered major component units. Data from the
other component units are aggregated into a single column on the fund statements. Individual fund data for all nonmajor
component units is provided in the combining financial statements immediately following the Required Supplementary
Information.

Notes to the Financial Statements

The notes provide additional information that is essential to a full understanding of the data provided in the government-wide and
fund financial statements. The notes to the financial statements can be found immediately following the component unit fund
financial statements.

Required Supplementary Information

The basic financial statements are followed by a section of required supplementary information. This section includes budgetary
comparison schedules reconciling the statutory and generally accepted accounting principles fund balances at June 30. It also
includes information concerning the Commonwealth’s progress in funding pension benefits and trend information for
Commonwealth-managed risk pools.
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Other Information

The combining statements referred to earlier in connection with nonmajor funds and component units can be found beginning on
page 169 of this report. The individual fund information is aggregated into a single total on the combining financial statements,
which carries forward to the fund financial statements.

GOVERNMENT-WIDE FINANCIAL ANALYSIS

The Primary Government’s assets exceeded its liabilities by $14.3 billion during the fiscal year. The net assets of the governmental
activities increased $1.4 billion or 10.9 percent, while business-type activities had an increase of $235.1 million or 127.6 percent.
This large increase was mainly due to increases for the Virginia College Savings Plan and the Unemployment Insurance Fund
which are discussed in more detail on pages 37 and 38. The government-wide beginning balance was restated for correction of
prior year errors to arrive at a restated beginning balance of $12.5 billion.

Figure 22
Net Assets as of June 30, 2005 and 2004
(Dollars in Thousands)

Governmental Activities Business-type Activities Total
2005 2004 2005 2004 2005 2004

Current and other assets $ 7,902,206 $ 6,373,608 $ 2,878,094 $ 2,339,250 $ 10,780,300 $ 8,712,858
Capital assets 14,830,515 14,017,682 339,440 344,473 15,169,955 14,362,155

Total assets 22,732,721 20,391,290 3,217,534 2,683,723 25,950,255 23,075,013
Long-term liabilities outstanding 4,773,133 4,438,077 2,299,339 2,035,207 7,072,472 6,473,284
Other liabilities 4,036,604 3,401,053 498,919 464,293 4,535,523 3,865,346

Total liabilities 8,809,737 7,839,130 2,798,258 2,499,500 11,607,995 10,338,630
Net assets:
Invested in capital assets, net of

related debt 11,829,878 11,097,037 (132,310) 22,117 11,697,568 11,119,154
Restricted 1,252,362 856,916 600,218 411,994 1,852,580 1,268,910
Unrestricted 840,744 598,207 (48,632) (249,888) 792,112 348,319

Total net assets $ 13,922,984 $ 12,552,160 $ 419,276 $ 184,223 $ 14,342,260 $ 12,736,383

The largest portion of the Primary Government’s net assets (81.6 percent) reflects its investment in capital assets (e.g., land,
buildings, equipment, construction in progress, and infrastructure), less any related outstanding debt used to acquire those assets.
These assets are recorded net of depreciation in the financial statements. The Primary Government uses these capital assets to
provide services to citizens; therefore, these assets are not available for future spending. Although the Primary Government’s
investment in its capital assets is reported net of related debt, it should be noted that the resources needed to repay this debt must
be provided from other sources, since the capital assets themselves cannot be used to liquidate these liabilities (see Figure 22).

An additional portion of the Primary Government’s net assets (12.92 percent) represents restricted net assets. These resources are
subject to external restrictions or constitutional provisions specifying how they may be used. The remaining balance of $792.1
million are unrestricted net assets (see Figure 22).

Approximately 96.9 percent of the Primary Government’s total general revenue came from taxes. While the Primary Government’s
expenses cover many services, the largest expenses are for Education, Individual and Family Services, and Transportation.
General revenues normally fund governmental activities. For fiscal year 2005, governmental activity program and general
revenues exceeded expenses by $1.6 billion. Program revenues exceeded expenses from business-type activities by $757.7
million. The following condensed financial information was derived from the Government-wide Statement of Activities and provides
detail regarding the change in net assets (see page 46).
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Revenues:
Program Revenues:
Charges for Services
Operating Grants and Contributions
Capital Grants and Contributions
General revenues:
Taxes:
Individual and Fiduciary Income
State Sales and Use
Corporation Income
Public Service Corporations
Motor Fuel
Motor Vehicle Sales and Use
Premiums of Insurance Companies
Other Taxes
Unrestricted Grants and Contributions
Investment Earnings
Miscellaneous
Contributions to Permanent Funds
Total Revenues

Expenses:
General Government
Education
Transportation
Resources and Economic Development
Individual and Family Services
Administration of Justice
Interest and Charges on Long-term Debt
State Lottery
Virginia College Savings Plan
Pocahontas Parkway
Unemployment Insurance
Nonmajor

Total Expenses

Excess/deficiency before transfers
Transfers

Increase in net assets

Net assets, July 1, as restated
Net assets, June 30

Figure 23
Changes in Net Assets for the Fiscal Years Ended June 30, 2005 and 2004
(Dollars in Thousands)

Governmental Activities Business-type Activities Total

2005 2004 2005 2004 2005 2004
1,999,510 $ 1,935,446 $ 3,008,729 $ 2,507,230 $ 5,008,239 $ 4,442,676
5,262,170 5,312,347 19,205 16,861 5,281,375 5,329,208
578,416 734,334 - - 578,416 734,334
8,356,263 7,363,659 - - 8,356,263 7,363,659
3,578,159 3,014,336 - - 3,578,159 3,014,336
651,170 412,030 - - 651,170 412,030
89,091 91,770 - - 89,091 91,770
912,035 907,640 - - 912,035 907,640
598,741 588,935 - - 598,741 588,935
373,571 351,333 - - 373,571 351,333
1,107,576 783,931 12,096 12,152 1,119,672 796,083
52,703 51,919 - - 52,703 51,919
154,306 25,529 9,913 8,775 164,219 34,304
291,025 283,653 662 382 291,687 284,035
- 31 - - - 31
24,004,736 21,856,893 3,050,605 2,545,400 27,055,341 24,402,293
2,029,571 1,946,633 - - 2,029,571 1,946,633
7,268,677 6,496,639 - - 7,268,677 6,496,639
2,493,336 2,217,124 - - 2,493,336 2,217,124
764,599 687,254 - - 764,599 687,254
7,991,041 7,587,126 - - 7,991,041 7,587,126
2,261,787 2,126,114 - - 2,261,787 2,126,114
166,491 171,944 - - 166,491 171,944
- - 908,021 846,491 908,021 846,491
- - 310,967 4,391 310,967 4,391
- - 38,797 36,626 38,797 36,626
- - 359,189 484,875 359,189 484,875
- - 653,259 611,244 653,259 611,244
22,975,502 21,232,834 2,270,233 1,983,627 25,245,735 23,216,461
1,029,234 624,059 780,372 561,773 1,809,606 1,185,832
535,130 549,246 (535,130) (549,246) - -
1,564,364 1,173,305 245,242 12,527 1,809,606 1,185,832
12,358,620 11,378,855 174,034 171,696 12,532,654 11,550,551
13,922,984 $ 12,552,160 $ 419,276 $ 184,223 $ 14,342,260 $ 12,736,383
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Governmental Activities Revenues
The following is a graphical representation of the Statement of Activities revenues for governmental activities.

Figure 24
Revenues by Source — Governmental Activities
Fiscal Year 2005
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The Commonwealth’s overall financial position increased in fiscal year 2005 when compared to fiscal year 2004, due to the
increases in enhanced compliance programs. Net collections increased 24 percent as a significant amount of revenue last year was

collected during the Tax Amnesty period and somewhat distorts the comparison.

General fund revenue collections increased by 19.1 percent in fiscal year 2005 when compared to fiscal year 2004. This increase is
attributable to a strong increase in Individual Nonwithholding payments (estimated and final) and corporate income tax payments.
In addition, the increase is due to the tax reform legislation that increased the Recordation Tax (up 10 cents per hundred effective

August 2004) and the Virginia Retail Sales and Use Tax (effective September 1, 2004) from 4.5 percent to 5 percent.
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Governmental Activities Expenses

The following is a graphical representation of the Statement of Activities expenses for governmental activities. Governmental
activities expenses increased by $1.7 billion or 8.2 percent. The majority of the increase is related to the General Fund which is
discussed further on pages 38 and 39.

Figure 25
Expenses by Type — Governmental Activities
Fiscal Year 2005
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