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This Statement of Additional Information (“SAI”) is not a prospectus. It should be read in conjunction with
the Prospectuses dated February 26, 2010 for PowerShares Exchange-Traded Fund Trust II (the “Trust”)
relating to the series of the Trust listed below, as they may be revised from time to time.

Fund Principal U.S. Listing Exchange Ticker
PowerShares 1-30 Laddered Treasury Portfolio NYSE Arca, Inc. PLW
PowerShares Autonomic Balanced Growth NFA Global Asset Portfolio NYSE Arca, Inc. PAO
PowerShares Autonomic Balanced NFA Global Asset Portfolio NYSE Arca, Inc. PCA
PowerShares Autonomic Growth NFA Global Asset Portfolio NYSE Arca, Inc. PTO
PowerShares Build America Bond Portfolio NYSE Arca, Inc. BAB
PowerShares Emerging Markets Sovereign Debt Portfolio NYSE Arca, Inc. PCY
PowerShares High Yield Corporate Bond Portfolio NYSE Arca, Inc. PHB
PowerShares Insured California Municipal Bond Portfolio NYSE Arca, Inc. PWZ
PowerShares Insured National Municipal Bond Portfolio NYSE Arca, Inc. PZA
PowerShares Insured New York Municipal Bond Portfolio NYSE Arca, Inc. PZT
PowerShares Preferred Portfolio NYSE Arca, Inc. PGX
PowerShares VRDO Tax-Free Weekly Portfolio NYSE Arca, Inc. PVI

Capitalized terms used herein that are not defined have the same meaning as in the Prospectuses, unless
otherwise noted. Copies of the Prospectuses may be obtained without charge by writing to the Trust’s
Distributor, Invesco Aim Distributors, Inc., 11 Greenway Plaza, Suite 100, Houston, Texas 77046-1173, or by
calling toll free (800) 983-0903.
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GENERAL DESCRIPTION OF THE TRUST AND THE FUNDS

The Trust was organized as a Massachusetts business trust on October 10, 2006 and is authorized to have
multiple series or portfolios. The Trust is an open-end management investment company, registered under the
Investment Company Act of 1940, as amended (the “1940 Act”). The Trust currently consists of 34 portfolios.
This SAI relates to PowerShares 1-30 Laddered Treasury Portfolio, PowerShares Autonomic Balanced Growth
NFA Global Asset Portfolio, PowerShares Autonomic Balanced NFA Global Asset Portfolio, PowerShares
Autonomic Growth NFA Global Asset Portfolio, PowerShares Build America Bond Portfolio, PowerShares
Emerging Markets Sovereign Debt Portfolio, PowerShares High Yield Corporate Bond Portfolio, PowerShares
Insured California Municipal Bond Portfolio, PowerShares Insured National Municipal Bond Portfolio,
PowerShares Insured New York Municipal Bond Portfolio, PowerShares Preferred Portfolio and PowerShares
VRDO Tax-Free Weekly Portfolio (each a “Fund” and, together, the “Funds™ ). All of the Funds are “non-
diversified” and, as such, the Funds’ investments are not required to meet certain diversification requirements
under the 1940 Act. The shares of the Funds are referred to herein as “Shares” or “Fund Shares.”

The other 22 funds of the Trust, PowerShares DWA Developed Markets Technical Leaders Portfolio,
PowerShares DWA Emerging Markets Technical Leaders Portfolio, PowerShares Dynamic Developed
International Opportunities Portfolio, PowerShares Emerging Markets Infrastructure Portfolio, PowerShares
FTSE RAFI Asia Pacific ex-Japan Portfolio, PowerShares FTSE RAFI Developed Markets ex-U.S. Portfolio,
PowerShares FTSE RAFI Developed Markets ex-U.S. Small-Mid Portfolio, PowerShares FTSE RAFI Emerging
Markets Portfolio, PowerShares FTSE RAFI Europe Portfolio, PowerShares FTSE RAFI Japan Portfolio,
PowerShares Global Agriculture Portfolio, PowerShares Global Biotech Portfolio, PowerShares Global Clean
Energy Portfolio, PowerShares Global Coal Portfolio, PowerShares Global Gold and Precious Metals Portfolio,
PowerShares Global Nuclear Energy Portfolio, PowerShares Global Progressive Transportation Portfolio,
PowerShares Global Steel Portfolio, PowerShares Global Water Portfolio, PowerShares Global Wind Energy
Portfolio, PowerShares MENA Frontier Countries Portfolio and PowerShares CEF Income Composite Portfolio,
are included in two separate prospectuses.

The Funds are managed by Invesco PowerShares Capital Management LLC (the “Adviser”).

The Funds (except PowerShares Build America Bond Portfolio, PowerShares Insured California Municipal
Bond Portfolio, PowerShares Insured National Municipal Bond Portfolio, PowerShares Insured New York Municipal
Bond Portfolio and PowerShares VRDO Tax-Free Weekly Portfolio) issue and sell Shares at net asset value (“NAV”)
only in aggregations of a specified number of Shares (each a “Creation Unit” or a “Creation Unit Aggregation”),
generally in exchange for a basket of securities included in the relevant Underlying Indices (the “Deposit
Securities”), together with the deposit of a specified cash payment (the “Cash Component”). The PowerShares Build
America Bond Portfolio, PowerShares Insured California Municipal Bond Portfolio, PowerShares Insured National
Municipal Bond Portfolio, PowerShares Insured New York Municipal Bond Portfolio and PowerShares VRDO Tax-
Free Weekly Portfolio issue and sell Shares at NAV in Creation Unit Aggregations principally for cash, calculated
based on the NAV per Share, multiplied by the number of Shares representing a Creation Unit, plus a fixed
transaction fee; however, such Funds also reserve the right to permit or require Creation Units to be issued in
exchange for Deposit Securities together with the deposit of a Cash Component.

The Funds’ Shares are listed on NYSE Arca, Inc. (“NYSE Arca” or the “Exchange”). Fund Shares trade on
the Exchange at market prices that may be below, at or above NAV. Shares are redeemable only in Creation Unit
Aggregations and, generally, in exchange for portfolio securities and a specified cash payment with respect to
PowerShares 1-30 Laddered Treasury Portfolio, PowerShares Autonomic Balanced Growth NFA Global Asset
Portfolio, PowerShares Autonomic Balanced NFA Global Asset Portfolio, PowerShares Autonomic Growth NFA
Global Asset Portfolio, PowerShares Emerging Markets Sovereign Debt Portfolio, PowerShares High Yield
Corporate Bond Portfolio, PowerShares Preferred Portfolio, PowerShares Insured California Municipal Bond
Portfolio, PowerShares Insured National Municipal Bond Portfolio, PowerShares Insured New York Municipal
Bond Portfolio and PowerShares VRDO Tax-Free Weekly Portfolio and principally for cash with respect to
PowerShares Build America Bond Portfolio. Creation Units are aggregations of 50,000 Shares (100,000 Shares
with respect to PowerShares Emerging Markets Sovereign Debt Portfolio and PowerShares High Yield Corporate
Bond Portfolio).



All Funds reserve the right to offer a “cash” option for creations and redemptions of Fund Shares. Fund
Shares may be issued in advance of receipt of Deposit Securities subject to various conditions, including a
requirement to maintain on deposit with the Trust cash at least equal to 115% of the market value of the missing
Deposit Securities. See the “Creation and Redemption of Creation Unit Aggregations” section. In each instance
of such cash creations or redemptions, transaction fees may be imposed that will be higher than the transaction
fees associated with in-kind creations or redemptions.

EXCHANGE LISTING AND TRADING

There can be no assurance that the requirements of the Exchange necessary to maintain the listing of Shares
of a Fund will continue to be met. The Exchange may, but is not required to, remove the Shares of a Fund from
listing if (i) following the initial 12-month period beginning at the commencement of trading of a Fund, there are
fewer than 50 beneficial owners of the Shares of the Fund for 30 or more consecutive trading days; (ii) the value
of an Underlying Index (as defined below) is no longer calculated or available; or (iii) such other event shall
occur or condition exist that, in the opinion of the Exchange, makes further dealings on the Exchange inadvisable.
The Exchange will remove the Shares of a Fund from listing and trading upon termination of such Fund.

As in the case of other stocks traded on the Exchange, brokers’ commissions on transactions will be based
on negotiated commission rates at customary levels.

The Trust reserves the right to adjust the price levels of the Shares in the future to help maintain convenient
trading ranges for investors. Any adjustments would be accomplished through stock splits or reverse stock splits,
which would have no effect on the net assets of each Fund.

INVESTMENT RESTRICTIONS AND POLICIES
Investment Objective

The investment objective of PowerShares 1-30 Laddered Treasury Portfolio is to seek investment results that
correspond generally to the price and yield (before fees and expenses) of an index called the Ryan/Mergent 1-30
Year Treasury Laddered Index (the “Underlying Index™).

The investment objective of PowerShares Autonomic Balanced Growth NFA Global Asset Portfolio is to
seek investment results that correspond (before fees and expenses) generally to the price and yield performance of
an index called the New Frontier Global Dynamic Balanced Growth Index™ (the “Underlying Index”).

The investment objective of PowerShares Autonomic Balanced NFA Global Asset Portfolio is to seek
investment results that correspond (before fees and expenses) generally to the price and yield performance of an
index called the New Frontier Global Dynamic Balanced Index™ (the “Underlying Index”).

The investment objective of PowerShares Autonomic Growth NFA Global Asset Portfolio is to seek
investment results that correspond (before fees and expenses) generally to the price and yield performance of an
index called the New Frontier Global Dynamic Growth Index™ (the “Underlying Index”).

The investment objective of the PowerShares Build America Bond Portfolio is to seek investment results that
correspond generally to the price and yield (before the Fund’s fees and expenses) of an index called The BofA
Merrill Lynch Build America Bond Index (the “Underlying Index”).

The investment objective of PowerShares Emerging Markets Sovereign Debt Bond Portfolio is to seek
investment results that correspond generally to the price and yield (before fees and expenses) of an index called
the DB Emerging Market USD Liquid Balanced Index (the “Underlying Index”).

The investment objective of PowerShares High Yield Corporate Bond Portfolio is to seek investment results
that correspond generally to the price and yield (before fees and expenses) of an index called the Wells Fargo®
High Yield Bond Index (the “Underlying Index”).

The investment objective of PowerShares Insured California Municipal Bond Portfolio is to seek investment
results that correspond (before fees and expenses) generally to the price and yield performance of the securities



index called The BofA Merrill Lynch California Insured Long-Term Core Plus Municipal Securities Index (the
“Underlying Index”).

The investment objective of PowerShares Insured National Municipal Bond Portfolio is to seek investment
results that correspond (before fees and expenses) generally to the price and yield performance of the securities
index called The BofA Merrill Lynch National Insured Long-Term Core Plus Municipal Securities Index (the
“Underlying Index”).

The investment objective of PowerShares Insured New York Municipal Bond Portfolio is to seek investment
results that correspond (before fees and expenses) generally to the price and yield performance of the securities
index called The BofA Merrill Lynch New York Insured Long-Term Core Plus Municipal Securities Index (the
“Underlying Index”).

The investment objective of PowerShares Preferred Portfolio is to seek investment results that correspond
generally to the price and yield (before fees and expenses) of a securities index called The BofA Merrill Lynch
Core Fixed Rate Preferred Securities Index (the “Underlying Index™).

The investment objective of PowerShares VRDO Tax-Free Weekly Portfolio is to seek investment results that
correspond generally to the price and yield (before the Fund’s fees and expenses) of an index called the Thomson
Municipal Market Data VRDO Index (the “Underlying Index”).

Investment Restrictions

The Board of Trustees of the Trust (the “Board”) has adopted as fundamental policies the Funds’ respective
investment restrictions numbered (1) through (7) below. Each Fund, as a fundamental policy, may not:

(1) Invest 25% or more of the value of its total assets in securities of issuers in any one industry or
group of industries, except to the extent that the underlying index that the Fund replicates concentrates in an
industry or group of industries. This restriction does not apply to obligations issued or guaranteed by the
U.S. Government, its agencies or instrumentalities.

(2) Borrow money, except that the Fund may (i) borrow money from banks for temporary or
emergency purposes (but not for leverage or the purchase of investments) up to 10% of its total assets and
(i1) make other investments or engage in other transactions permissible under the 1940 Act that may involve
a borrowing, provided that the combination of (i) and (ii) shall not exceed 33'%% of the value of the Fund’s
total assets (including the amount borrowed), less the Fund’s liabilities (other than borrowings).

(3) Actas an underwriter of another issuer’s securities, except to the extent that the Fund may be
deemed to be an underwriter within the meaning of the Securities Act of 1933 in connection with the
purchase and sale of portfolio securities.

(4) Make loans to other persons, except through (i) the purchase of debt securities permissible under
the Fund’s investment policies, (ii) repurchase agreements or (iii) the lending of portfolio securities,
provided that no such loan of portfolio securities may be made by the Fund if, as a result, the aggregate of
such loans would exceed 33/4% of the value of the Fund’s total assets.

(5) Purchase or sell physical commodities unless acquired as a result of ownership of securities or other
instruments (but this shall not prevent the Fund (i) from purchasing or selling options, futures contracts or other
derivative instruments, or (ii) from investing in securities or other instruments backed by physical commodities).

(6) Purchase or sell real estate unless acquired as a result of ownership of securities or other
instruments (but this shall not prohibit the Fund from purchasing or selling securities or other instruments
backed by real estate or of issuers engaged in real estate activities).

(7) TIssue senior securities, except as permitted under the 1940 Act.

Except for restriction (2), if a percentage restriction is adhered to at the time of investment, a later increase
in percentage resulting from a change in market value of the investment or the total assets, or the sale of a
security out of the portfolio, will not constitute a violation of that restriction. With respect to restriction (2), in the
event that a Fund’s borrowings at any time exceed 33/4% of the value of the Fund’s total assets (including the
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amount borrowed) less the Fund’s liabilities (other than borrowings) due to subsequent changes in the value of the
Fund’s assets or otherwise, within three business days, the Fund will take corrective action to reduce the amount
of its borrowings to an extent that such borrowings will not exceed 33/4% of the value of the Fund’s total assets
(including the amount borrowed) less the Fund’s liabilities (other than borrowings).

The foregoing fundamental investment policies cannot be changed as to the Fund without approval by
holders of a “majority of the Fund’s outstanding voting securities.” As defined in the 1940 Act, this means the
vote of (i) 67% or more of the Fund’s Shares present at a meeting, if the holders of more than 50% of the Fund’s
Shares are present or represented by proxy, or (ii) more than 50% of the Fund’s Shares, whichever is less.

In addition to the foregoing fundamental investment policies, each Fund is also subject to the following non-
fundamental restrictions and policies, which may be changed by the Board without shareholder approval. Each
Fund may not:

(1) Sell securities short, unless the Fund owns or has the right to obtain securities equivalent in-kind
and amount to the securities sold short at no added cost, and provided that transactions in options, futures
contracts, options on futures contracts or other derivative instruments are not deemed to constitute selling
securities short.

(2) Purchase securities on margin, except that the Fund may obtain such short-term credits as are
necessary for the clearance of transactions; and provided that margin deposits in connection with futures
contracts, options on futures contracts or other derivative instruments shall not constitute purchasing
securities on margin.

(3) Purchase securities of open-end or closed-end investment companies except in compliance with
the 1940 Act.

(4) Invest in direct interests in oil, gas or other mineral exploration programs or leases; however, the
Fund may invest in the securities of issuers that engage in these activities.

(5) Invest in illiquid securities if, as a result of such investment, more than 15% of the Fund’s net
assets would be invested in illiquid securities.

The investment objective of each of the Funds is a non-fundamental policy that can be changed by the Board
without approval by shareholders. The 80% policy for each of PowerShares Insured California Municipal Bond
Portfolio, PowerShares Insured National Municipal Bond Portfolio, PowerShares Insured New York Municipal
Bond Portfolio and PowerShares VRDO Tax-Free Weekly Portfolio is a fundamental policy that can be changed
only with the approval of the Board and shareholders.

INVESTMENT POLICIES AND RISKS

A discussion of the risks associated with an investment in the Funds is contained in the “Summary
Information—Principal Risks of Investing in the Fund” and “Additional Information About the Funds’ Strategies
and Risks—Risks of Investing in the Funds” sections of the Funds’ Prospectuses. The discussion below
supplements, and should be read in conjunction with, these sections of the Prospectuses.

An investment in a Fund should be made with an understanding that the value of the Fund’s portfolio
securities may fluctuate in accordance with changes in the financial condition of the issuers of the portfolio
securities, the value of municipal securities in general and other factors that affect the market.

An investment in a Fund should also be made with an understanding of the risks inherent in an investment in
securities, including the risk that the financial condition of issuers may become impaired or that the general
condition of the securities market may deteriorate (either of which may cause a decrease in the value of the
portfolio securities and thus in the value of Fund Shares). Securities are susceptible to general securities market
fluctuations and to volatile increases and decreases in value as market confidence and perceptions of their issuers’
change. These investor perceptions are based on various and unpredictable factors, including expectations
regarding government, economic, monetary and fiscal policies, inflation and interest rates, economic expansion
or contraction, and global or regional political, economic or banking crises.



Holders of common stock incur more risk than holders of preferred stock and debt obligations because
common stockholders, as owners of the issuer, have generally inferior rights to receive payments from the issuer
in comparison with the rights of creditors, or holders of debt obligations or preferred stock. Further, unlike debt
securities which typically have a stated principal amount payable at maturity (whose value, however, is subject to
market fluctuations prior thereto), or preferred stock which typically has a liquidation preference and which may
have stated optional or mandatory redemption provisions, common stock has neither a fixed principal amount nor
a maturity.

The existence of a liquid trading market for certain securities may depend on whether dealers will make a
market in such securities. There can be no assurance that a market will be made or maintained or that any such
market will be or remain liquid. The price at which securities may be sold and the value of a Fund’s Shares will be
adversely affected if trading markets for the Fund’s portfolio securities are limited or absent, or if bid/ask spreads
are wide.

The Funds are not actively managed, and therefore the adverse financial condition of any one issuer will not
result in the elimination of its securities from the securities held by a Fund unless the securities of such issuer are
removed from its respective Underlying Index.

An investment in each Fund should also be made with an understanding that the Fund will not be able to
replicate exactly the performance of its Underlying Index because the total return generated by the securities will
be reduced by transaction costs incurred in adjusting the actual balance of the securities and other Fund expenses,
whereas such transaction costs and expenses are not included in the calculation of its Underlying Index. In
addition, the use of a representative sampling approach by each of PowerShares Preferred Portfolio, PowerShares
Build America Bond Portfolio, PowerShares Insured California Municipal Bond Portfolio, PowerShares Insured
National Municipal Bond Portfolio, PowerShares Insured New York Municipal Bond Portfolio and PowerShares
VRDO Tax-Free Weekly Portfolio may cause such Funds to not be as well correlated with the return of its
respective Underlying Index as would be the case if the Fund purchased all of the securities in its respective
Underlying Index in the proportions represented in such Underlying Index. It is also possible that, for short
periods of time, a Fund may not fully replicate the performance of its Underlying Index due to the temporary
unavailability of certain Underlying Index securities in the secondary market or due to other extraordinary
circumstances. Such events are unlikely to continue for an extended period of time because the Fund is required
to correct such imbalances by means of adjusting the composition of the securities. It is also possible that the
composition of a Fund may not exactly replicate the composition of its respective Underlying Index if the Fund
has to adjust its portfolio holdings in order to continue to qualify as a “regulated investment company’ under the
Internal Revenue Code of 1986, as amended (the “Internal Revenue Code”).

Correlation and Tracking Error. Correlation measures the degree of association between the returns of a
Fund and its Underlying Index. Each Fund seeks a correlation over time of 0.95 or better between the Fund’s
performance and the performance of the Underlying Index; a figure of 1.00 would indicate perfect correlation.
Correlation is calculated at each Fund’s fiscal year-end by comparing the Fund’s average monthly total returns,
before fees and expenses, to the Underlying Index’s average monthly total returns over the prior one-year period
or since inception if the Fund has been in existence for less than one year. Another means of evaluating the degree
of correlation between the returns of a Fund and its Underlying Index is to assess the “tracking error” between the
two. Tracking error means the variation between each Fund’s annual return and the return of its Underlying Index,
expressed in terms of standard deviation. Each Fund seeks to have a tracking error of less than 5%, measured on a
daily basis over a one-year period by taking the standard deviation of the difference in the Fund’s returns versus
the Underlying Index’s returns.

Fund of Funds Risk. Each of PowerShares Autonomic Balanced Growth NFA Global Asset Portfolio,
PowerShares Autonomic Balanced NFA Global Asset Portfolio and PowerShares Autonomic Growth NFA Global
Asset Portfolio pursues its investment objective by investing its assets in securities of funds included in its
respective Underlying Index, which includes funds advised by the Adviser or its affiliates (“PowerShares ETFs”),
or, if the asset exposure sought by the Index Provider is not available through a PowerShares ETF, ETFs advised
by unaffiliated entities (collectively, the “Underlying ETFs”), rather than investing directly in stocks, bonds, cash
or other investments. Each Fund’s investment performance, because it is a fund of funds, depends on the
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investment performance of the Underlying ETFs in which it invests. An investment in such Funds is subject to the
risks associated with the Underlying ETFs in which the Fund invests. Each Fund will indirectly pay a
proportional share of the asset-based fees of the Underlying ETFs in which it invests. There is a risk that each
such Fund’s Index Provider’s evaluations and assumptions regarding the broad asset classes represented in each
Underlying Index may be incorrect based on actual market conditions. In addition, at times the segments of the
market represented by the Underlying ETFs may be out of favor and underperform other segments.

Bonds. Certain Funds may invest in bonds. A bond is an interest-bearing security issued by a company,
governmental unit or, in some cases, a non-U.S. entity. The issuer of a bond has a contractual obligation to pay
interest at a stated rate on specific dates and to repay principal (the bond’s face value) periodically or on a
specified maturity date. Bonds generally are used by corporations and governments to borrow money from
investors.

An issuer may have the right to redeem or “call” a bond before maturity, in which case the investor may have
to reinvest the proceeds at lower market rates. Most bonds bear interest income at a “coupon” rate that is fixed for
the life of the bond. The value of a fixed-rate bond usually rises when market interest rates fall, and falls when
market interest rates rise. Accordingly, a fixed-rate bond’s yield (income as a percent of the bond’s current value)
may differ from its coupon rate as its value rises or falls. Other types of bonds bear income at an interest rate that
is adjusted periodically. Because of their adjustable interest rates, the value of “floating-rate” or “variable-rate”
bonds fluctuates much less in response to market interest rate movements than the value of fixed-rate bonds. The
PowerShares 1-30 Laddered Treasury Portfolio, PowerShares Emerging Markets Sovereign Debt Bond Portfolio,
PowerShares High Yield Corporate Bond Portfolio and PowerShares Preferred Portfolio may treat some of these
bonds as having a shorter maturity for purposes of calculating the weighted average maturity of its investment
portfolio. Generally, prices of higher quality issues tend to fluctuate less with changes in market interest rates
than prices of lower quality issues and prices of longer maturity issues tend to fluctuate more than prices of
shorter maturity issues. Bonds may be senior or subordinated obligations. Senior obligations generally have the
first claim on a corporation’s earnings and assets and, in the event of liquidation, are paid before subordinated
obligations. Bonds may be unsecured (backed only by the issuer’s general creditworthiness) or secured (backed by
specified collateral).

High Yield Securities. The PowerShares High Yield Corporate Bond Portfolio invests a large percentage of
its assets in high yield debt securities, which are rated below investment grade and are commonly known as “junk
bonds.” Investment in high yield securities generally provides greater income and increased opportunity for
capital appreciation than investments in higher quality securities, but they also typically entail greater price
volatility and credit risk. These high yield securities are regarded as predominantly speculative with respect to the
issuer’s continuing ability to meet principal and interest payments. Analysis of the creditworthiness of issuers of
debt securities that are high yield may be more complex than for issuers of higher quality debt securities. In
addition, high yield securities are often issued by smaller, less creditworthy companies or by highly leveraged
(indebted) firms, which are generally less able than more financially stable firms to make scheduled payments of
interest and principal. The risks posed by securities issued under such circumstances are substantial.

Investing in high yield debt securities involves risks that are greater than the risks of investing in higher
quality debt securities. These risks include: (i) changes in credit status, including weaker overall credit conditions
of issuers and risks of default; (ii) industry, market and economic risk; and (iii) greater price variability and credit
risks of certain high yield securities such as zero coupon and payment-in-kind securities. While these risks
provide the opportunity for maximizing return over time, they may result in greater volatility of the value of the
Fund than a fund that invests in higher-rated securities.

Furthermore, the value of high yield securities may be more susceptible to real or perceived adverse
economic, company or industry conditions than is the case for higher quality securities. The market values of
certain of these lower-rated debt securities tend to reflect individual corporate developments to a greater extent
than do higher-rated securities which react primarily to fluctuations in the general level of interest rates, and tend



to be more sensitive to economic conditions than are higher-rated securities. Adverse market, credit or economic
conditions could make it difficult at certain times to sell certain high yield securities held by the Fund.

The secondary market on which high yield securities are traded may be less liquid than the market for higher
grade securities. Less liquidity in the secondary trading market could adversely affect the price at which the Fund
could sell a high yield security, and could adversely affect the daily net asset value per share of the Fund. When
secondary markets for high yield securities are less liquid than the market for higher grade securities, it may be
more difficult to value the securities because there is less reliable, objective data available.

The use of credit ratings as a principal method of selecting high yield securities can involve certain risks. For
example, credit ratings evaluate the safety of principal and interest payments, not the market value risk of high
yield securities. Also, credit rating agencies may fail to change credit ratings in a timely fashion to reflect events
since the security was last rated.

Privately Issued Securities. The PowerShares Preferred Portfolio may invest in privately issued securities,
including those which may be resold only in accordance with Rule 144 A under the Securities Act (“Rule 144A
Securities”). Rule 144 A Securities are restricted securities that are not publicly traded. Accordingly, the liquidity
of the market for specific Rule 144A Securities may vary. Delay or difficulty in selling such securities may result
in a loss to the Fund.

Ratings. An investment grade rating means the security or issuer is rated investment-grade by Standard &
Poor’s, a division of The McGraw-Hill Companies, Inc. (“S&P”), Moody’s Investors Service, Inc. (“Moody’s”),
Fitch Ratings, Ltd. or another nationally recognized statistical rating organization, or is unrated but considered to
be of equivalent quality by the Adviser. Bonds rated Baa by Moody’s or BBB by S&P or above are considered
“investment grade” securities; bonds rated Baa are considered medium grade obligations which lack outstanding
investment characteristics and have speculative characteristics; and bonds rated BBB are regarded as having
adequate capacity to pay principal and interest.

U.S. Government Obligations. Certain Funds may invest in various types of U.S. government obligations.
U.S. government obligations are a type of bond and include securities issued or guaranteed as to principal and
interest by the U.S. Government, its agencies or instrumentalities. Payment of principal and interest on U.S.
government obligations (i) may be backed by the full faith and credit of the United States (as with U.S. Treasury
obligations and Government National Mortgage Association, certificates) or (ii) may be backed solely by the
issuing or guaranteeing agency or instrumentality itself (as with Federal National Mortgage Association, Federal
Home Loan Mortgage Corporation and Federal Home Loan Bank notes). In the latter case, the investor must look
principally to the agency or instrumentality issuing or guaranteeing the obligation for ultimate repayment, which
agency or instrumentality may be privately owned. There can be no assurance that the U.S. Government would
provide financial support to its agencies or instrumentalities where it is not obligated to do so. As a general
matter, the value of debt instruments, including U.S. government obligations, declines when market interest rates
increase and rises when market interest rates decrease. Certain types of U.S. government obligations are subject to
fluctuations in yield or value due to their structure or contract terms.

Municipal Securities. Each of PowerShares Build America Bond, PowerShares Insured California Municipal
Bond Portfolio, PowerShares Insured National Municipal Bond Portfolio, PowerShares Insured New York
Municipal Bond Portfolio and PowerShares VRDO Tax-Free Weekly Portfolio will invest in securities issued by
states, municipalities and other political subdivisions, agencies, authorities and instrumentalities of states and
multi-state agencies or authorities. Municipal securities share the attributes of debt/fixed-income securities in
general, but are generally issued by states, municipalities and other political subdivisions, agencies, authorities
and instrumentalities of states and multi-state agencies or authorities. The municipal securities which the Funds
may purchase include general obligation bonds and limited obligation bonds (or revenue bonds), including
industrial development bonds issued pursuant to former federal tax law that pay interest monthly or quarterly
based on a floating rate that is reset daily or weekly based on an index of short-term municipal rates. General
obligation bonds are obligations involving the credit of an issuer possessing taxing power and are payable from



such issuer’s general revenues and not from any particular source. Limited obligation bonds are payable only from
the revenues derived from a particular facility or class of facilities or, in some cases, from the proceeds of a
special excise or other specific revenue source. Industrial development bonds generally are also revenue bonds
and thus are not payable from the issuer’s general revenues. The credit and quality of industrial development
bonds are usually related to the credit of the corporate user of the facilities. Payment of interest on and repayment
of principal of such bonds is the responsibility of the corporate user (and/or any guarantor). In addition, each
Fund may invest in lease obligations. Lease obligations may take the form of a lease or an installment purchase
contract issued by public authorities to acquire a wide variety of equipment and facilities.

Municipal Securities Risks. An investment in each of PowerShares Build America Bond, PowerShares
Insured California Municipal Bond Portfolio, PowerShares Insured National Municipal Bond Portfolio,
PowerShares Insured New York Municipal Bond Portfolio and PowerShares VRDO Tax-Free Weekly Portfolio
should also be made with an understanding of the risks inherent in an investment in municipal securities. An
issuer may have the right to redeem or “call” a bond before maturity, in which case the investor may have to
reinvest the proceeds at lower market rates. Most bonds bear interest income at a “coupon’ rate that is fixed for
the life of the bond, however, with respect to PowerShares VRDO Tax-Free Weekly Portfolio, the bonds in which
the Fund invests pay interest monthly or quarterly based on a floating rate that is reset daily or weekly based on an
index of short-term municipal rates. The value of a fixed rate bond usually rises when market interest rates fall,
and falls when market interest rates rise. Accordingly, a fixed rate bond’s yield (income as a percent of the bond’s
current value) may differ from its coupon rate as its value rises or falls. Unlike fixed rate bonds, since the bonds
in which PowerShares VRDO Tax-Free Weekly Portfolio invests bear income at an interest rate that is adjusted
periodically, the value of the underlying “variable-rate” bonds will fluctuate much less in response to market
interest rate movements than the value of fixed rate bonds. Other types of bonds bear income at an interest rate
that is adjusted periodically. Because of their adjustable interest rates, the value of “floating-rate” or “variable-
rate” bonds fluctuates much less in response to market interest rate movements than the value of fixed rate bonds.
The Funds may treat some of these bonds as having a shorter maturity for purposes of calculating the weighted
average maturity of its investment portfolio. Generally, prices of higher quality issues tend to fluctuate more with
changes in market interest rates than prices of lower quality issues and prices of longer maturity issues tend to
fluctuate more than prices of shorter maturity issues. Bonds may be senior or subordinated obligations. Senior
obligations generally have the first claim on a corporation’s earnings and assets and, in the event of liquidation,
are paid before subordinated obligations. Bonds may be unsecured (backed only by the issuer’s general
creditworthiness) or secured (also backed by specified collateral).

The market for municipal bonds may be less liquid than for non-municipal bonds. There may also be less
information available on the financial condition of issuers of municipal securities than for public corporations.
This means that it may be harder to buy and sell municipal securities, especially on short notice, and municipal
securities may be more difficult for each Fund to value accurately than securities of public corporations. Since
each Fund invests a significant portion of its portfolio in municipal securities, each Fund’s portfolio may have
greater exposure to liquidity risk than a fund that invests in non-municipal securities.

Some longer-term municipal securities give the investor the right to “put” or sell the security at par (face
value) within a specified number of days following the investor’s request—usually one to seven days. This
demand feature enhances a security’s liquidity by shortening its effective maturity and enables it to trade at a price
equal to or very close to par. If a demand feature terminates prior to being exercised, the Funds would hold the
longer-term security, which could experience substantially more volatility.

Municipal securities are subject to credit and market risk. Generally, prices of higher quality issues tend to
fluctuate more with changes in market interest rates than prices of lower quality issues and prices of longer
maturity issues tend to fluctuate more than prices of shorter maturity issues.

Prices and yields on municipal securities are dependent on a variety of factors, including general money
market conditions, the financial condition of the issuer, general conditions of the municipal security market, the
size of a particular offering, the maturity of the obligation and the rating of the issue. A number of these factors,
including the ratings of particular issues, are subject to change from time to time. Information about the financial



condition of an issuer of municipal securities may not be as extensive as that which is made available by
corporations whose securities are publicly traded. As a result, municipal securities may be more difficult to value
than securities of public corporations.

Lease obligations may have risks not normally associated with general obligation or other revenue bonds.
Leases and installment purchase or conditional sale contracts (which may provide for title to the leased asset to
pass eventually to the issuer) have developed as a means for governmental issuers to acquire property and
equipment without the necessity of complying with the constitutional statutory requirements generally applicable
for the issuance of debt. Certain lease obligations contain “non-appropriation” clauses that provide that the
governmental issuer has no obligation to make future payments under the lease or contract unless money is
appropriated for that purpose by the appropriate legislative body on an annual or other periodic basis.
Consequently, continued lease payments on those lease obligations containing “non-appropriation” clauses are
dependent on future legislative actions. If these legislative actions do not occur, the holders of the lease obligation
may experience difficulty in exercising their rights, including disposition of the property.

Tax Risks Associated with Municipal Securities. There is no guarantee that PowerShares Insured California
Municipal Bond Portfolio’s, PowerShares Insured National Municipal Bond Portfolio’s, PowerShares Insured
New York Municipal Bond Portfolio’s and PowerShares VRDO Tax-Free Weekly Portfolio’s income will be exempt
from federal or state income taxes. Events occurring after the date of issuance of a municipal bond or after the
Fund’s acquisition of a municipal bond may result in a determination that interest on that bond is includible in gross
income for federal income tax purposes retroactively to its date of issuance. Such a determination may cause a
portion of prior distributions by the fund to its shareholders to be taxable to those shareholders in the year of receipt.
Federal or state changes in income or alternative minimum tax rates or in the tax treatment of municipal bonds may
make municipal bonds less attractive as investments and cause them to lose value.

Municipal Insurance. A municipal security may be covered by insurance that guarantees the bond’s
scheduled payment of interest and repayment of principal. This type of insurance may be obtained by either (i) the
issuer at the time the bond is issued (primary market insurance), or (ii) another party after the bond has been
issued (secondary market insurance).

Both primary and secondary market insurance guarantee timely and scheduled repayment of all principal
and payment of all interest on a municipal security in the event of default by the issuer, and cover a municipal
security to its maturity, enhancing its credit quality and value.

Municipal security insurance does not insure against market fluctuations or fluctuations in the Fund’s Share
price. In addition, a municipal security insurance policy will not cover: (i) repayment of a municipal security
before maturity (redemption), (ii) prepayment or payment of an acceleration premium (except for a mandatory
sinking fund redemption) or any other provision of a bond indenture that advances the maturity of the bond, or
(iii) nonpayment of principal or interest caused by negligence or bankruptcy of the paying agent. A mandatory
sinking fund redemption may be a provision of a municipal security issue whereby part of the municipal security
issue may be retired before maturity.

Because a significant portion of the municipal securities issued and outstanding is insured by a small
number of insurance companies, an event involving one or more of these insurance companies could have a
significant adverse effect on the value of the securities insured by that insurance company and on the municipal
markets as a whole.

Municipal Market Disruption Risk. The value of municipal securities may be affected by uncertainties in the
municipal market related to legislation or litigation involving the taxation of municipal securities or the rights of
municipal securities holders in the event of a bankruptcy. Proposals to restrict or eliminate the federal income tax
exemption for interest on municipal securities are introduced before Congress from time to time. Proposals also
may be introduced before state legislatures that would affect the state tax treatment of a municipal fund’s
distributions. If such proposals were enacted, the availability of municipal securities and the value of a municipal
fund’s holdings would be affected, and the Trustees would reevaluate the investment objective and policies of each
of PowerShares Insured California Municipal Bond Portfolio, PowerShares Insured National Municipal Bond



Portfolio, PowerShares Insured New York Municipal Bond Portfolio and PowerShares VRDO Tax-Free Weekly
Portfolio. Municipal bankruptcies are relatively rare, and certain provisions of the U.S. Bankruptcy Code
governing such bankruptcies are unclear and remain untested. Further, the application of state law to municipal
issuers could produce varying results among the states or among municipal securities issuers within a state. These
legal uncertainties could affect the municipal securities market generally, certain specific segments of the market,
or the relative credit quality of particular securities. There is also the possibility that as a result of litigation or
other conditions, power or ability of issuers to meet their obligations for the payment of interest and principal on
their municipal securities may be materially affected or their obligations may be found to be invalid or
unenforceable. Such litigation or conditions may from time to time have the effect of introducing uncertainties in
the market for municipal securities or certain segments thereof, or of materially affecting the credit risk with
respect to particular bonds. Adverse economic, business, legal or political developments might affect all or a
substantial portion of the Funds’ municipal securities in the same manner. Any of these effects could have a
significant impact on the prices of some or all of the municipal securities held by the Funds.

Loans of Portfolio Securities. Certain Funds may lend their investment securities to approved borrowers.
Any gain or loss on the market price of the securities loaned that might occur during the term of the loan would
be for the account of the Fund. These loans cannot exceed 33)4% of each Fund’s total assets.

Approved borrowers are brokers, dealers, domestic and foreign banks, or other financial institutions that meet
credit or other requirements as established by, and subject to the review of, the Trust’s Board, so long as the terms,
the structure and the aggregate amount of such loans are not inconsistent with the 1940 Act and the rules and
regulations thereunder or interpretations of the Securities and Exchange Commission (“SEC”), which require that
(a) the borrowers pledge and maintain with the Fund collateral consisting of cash, an irrevocable letter of credit
issued by a bank, or securities issued or guaranteed by the U.S. Government having a value at all times of not less
than 102% of the value of the securities loaned (on a “mark-to-market” basis); (b) the loan be made subject to
termination by the Fund at any time; and (c) the Fund receives reasonable interest on the loan. From time to time, a
Fund may return a part of the interest earned from the investment of collateral received from securities loaned to
the borrower and/or a third party that is unaffiliated with the Fund and that is acting as a finder.

Repurchase Agreements. Each Fund may enter into repurchase agreements, which are agreements pursuant
to which securities are acquired by the Fund from a third party with the understanding that they will be
repurchased by the seller at a fixed price on an agreed date. These agreements may be made with respect to any of
the portfolio securities in which the Fund is authorized to invest. Repurchase agreements may be characterized as
loans secured by the underlying securities. Each Fund may enter into repurchase agreements with (i) member
banks of the Federal Reserve System having total assets in excess of $500 million and (ii) securities dealers
(“Qualified Institutions”). The Adviser will monitor the continued creditworthiness of Qualified Institutions.

The use of repurchase agreements involves certain risks. For example, if the seller of securities under a
repurchase agreement defaults on its obligation to repurchase the underlying securities, as a result of its bankruptcy
or otherwise, a Fund will seek to dispose of such securities, which action could involve costs or delays. If the seller
becomes insolvent and subject to liquidation or reorganization under applicable bankruptcy or other laws, a Fund’s
ability to dispose of the underlying securities may be restricted. Finally, it is possible that a Fund may not be able to
substantiate its interest in the underlying securities. To minimize this risk, the securities underlying the repurchase
agreement will be held by the custodian at all times in an amount at least equal to the repurchase price, including
accrued interest. If the seller fails to repurchase the securities, a Fund may suffer a loss to the extent proceeds from
the sale of the underlying securities are less than the repurchase price.

The resale price reflects the purchase price plus an agreed upon market rate of interest. The collateral is
marked-to-market daily.

Reverse Repurchase Agreements. Each Fund may enter into reverse repurchase agreements, which involve
the sale of securities with an agreement to repurchase the securities at an agreed upon price, date and interest
payment and have the characteristics of borrowing. The securities purchased with the funds obtained from the
agreement and securities collateralizing the agreement will have maturity dates no later than the repayment date.
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Generally the effect of such transactions is that the Fund can recover all or most of the cash invested in the
portfolio securities involved during the term of the reverse repurchase agreement, while in many cases the Fund is
able to keep some of the interest income associated with those securities. Such transactions are only advantageous
if the Fund has an opportunity to earn a greater rate of return on the cash derived from these transactions than the
interest cost of obtaining the same amount of cash. Opportunities to realize earnings from the use of the proceeds
equal to or greater than the interest required to be paid may not always be available and the Fund intends to use
the reverse repurchase technique only when the Adviser believes it will be advantageous to the Fund. The use of
reverse repurchase agreements may exaggerate any interim increase or decrease in the value of the Fund’s assets.
The custodian bank will maintain a separate account for the Fund with securities having a value equal to or
greater than such commitments. Under the 1940 Act, reverse repurchase agreements are considered loans.

Mortgage Pass-Through Securities Risk. Certain Underlying ETFs in which PowerShares Autonomic
Balanced Growth NFA Global Asset Portfolio, PowerShares Autonomic Balanced NFA Global Asset Portfolio and
PowerShares Autonomic Growth NFA Global Asset Portfolio invest may invest in mortgage pass-through
securities. The term “U.S. agency mortgage pass-through security” refers to a category of pass-through securities
backed by pools of mortgages and issued by one of several U.S. government-sponsored enterprises: the
Government National Mortgage Association, the Federal National Mortgage Association or Federal Home Loan
Mortgage Corporation. In the basic mortgage pass-through structure, mortgages with similar issuer, term and
coupon characteristics are collected and aggregated into a “pool” consisting of multiple mortgage loans. The pool
is assigned a CUSIP number and undivided interests in the pool are traded and sold as pass-through securities.
The holder of the security is entitled to a pro rata share of principal and interest payments (including unscheduled
prepayments) from the pool of mortgage loans. The portion of The BofA Merrill Lynch U.S. Corporate,
Government & Mortgage Index representing the mortgage pass-through segment of the U.S. investment grade
bond market is comprised of multiple pools of mortgage pass-through securities.

An investment in a specific pool of pass-through securities requires an analysis of the specific prepayment
risk of mortgages within the covered pool (since mortgagors typically have the option to prepay their loans). The
level of prepayments on a pool of mortgage securities is difficult to predict and can impact the subsequent cash
flows, value and yield of the mortgage pool. In addition, when trading specific mortgage pools, precise execution,
delivery and settlement arrangements must be negotiated for each transaction. These factors combine to make
trading in mortgage pools somewhat cumbersome. For these and other reasons, certain Underlying ETFs seek to
obtain exposure to U.S. agency mortgage pass-through securities primarily through the use of “to-be-announced”
or “TBA transactions.” “TBA” refers to a commonly used mechanism for the forward settlement of U.S. agency
mortgage pass-through securities, and not to a separate type of mortgage-backed security. Most transactions in
mortgage pass-through securities occur through the use of TBA transactions. TBA transactions generally are
conducted in accordance with widely-accepted guidelines which establish commonly observed terms and
conditions for execution, settlement and delivery. In a TBA transaction, the buyer and seller decide on general
trade parameters, such as agency, settlement date, par amount and price. The actual pools delivered generally are
determined two days prior to settlement date. Certain Underlying ETFs intend to use TBA transactions in several
ways. For example, certain Underlying ETFs expect to regularly enter into TBA agreements and “roll over” such
agreements prior to the settlement date stipulated in such agreements. This type of TBA transaction is sometimes
known as a “TBA roll.” In a “TBA roll,” Underlying ETFs generally will sell the obligation to purchase the pools
stipulated in the TBA agreement prior to the stipulated settlement date and will enter into a new TBA agreement
for future delivery of pools of mortgage pass-through securities. In addition, the Underlying ETF may enter into
TBA agreements and settle such transactions on the stipulated settlement date by accepting actual receipt or
delivery of the pools of mortgage pass-through securities stipulated in the TBA agreement. Default by or
bankruptcy of a counterparty to a TBA transaction would expose an Underlying ETF, and therefore the Fund, to
possible loss because of adverse market action, expenses or delays in connection with the purchase or sale of the
pools of mortgage pass-through securities specified in the TBA transaction. To minimize this risk, Underlying
ETFs will enter into TBA transactions only with established counterparties (such as major broker-dealers) and the
Adviser will monitor the creditworthiness of such counterparties. The use of “TBA rolls” may cause an
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Underlying ETF to experience higher portfolio turnover, higher transaction costs and to pay higher capital gain
distributions to shareholders (which may be taxable) than the other Underlying ETFs.

Certain Underlying ETFs intend to invest cash pending settlement of any TBA transactions in money market
instruments, repurchase agreements or other high-quality, liquid short-term instruments, including money market
funds affiliated with the Adviser. Such Underlying ETFs will assume their pro rata share of fees and expenses of
any money market fund that it may invest in, in addition to its own fees and expenses.

Money Market Instruments. Each Fund may invest a portion of its assets in high quality money market
instruments on an ongoing basis to provide liquidity. The instruments in which each Fund may invest include:
(i) short term obligations issued by the U.S. Government; (ii) negotiable certificates of deposit (“CDs”), fixed
time deposits and bankers’ acceptances of U.S. and foreign banks and similar institutions; (iii) commercial paper
rated at the date of purchase “Prime 1” by Moody’s or “A-1+" or “A-1" by S&P, or, if unrated, of comparable
quality as determined by the Adviser; (iv) repurchase agreements; and (v) money market mutual funds. CDs are
short term negotiable obligations of commercial banks. Time deposits are non-negotiable deposits maintained in
banking institutions for specified periods of time at stated interest rates. Banker’s acceptances are time drafts
drawn on commercial banks by borrowers, usually in connection with international transactions.

Investment Companies. Each Fund may invest in the securities of other investment companies (including
money market funds). Under the 1940 Act, each Fund’s investment in investment companies (except PowerShares
Autonomic Balanced Growth NFA Global Asset Portfolio, PowerShares Autonomic Balanced NFA Global Asset
Portfolio and PowerShares Autonomic Growth NFA Global Asset Portfolio) is limited to, subject to certain
exceptions, (i) 3% of the total outstanding voting stock of any one investment company, (ii) 5% of the Fund’s total
assets with respect to any one investment company and (iii) 10% of the Fund’s total assets of investment
companies in the aggregate.

Hlliquid Securities. Each Fund may invest up to an aggregate amount of 15% of its net assets in illiquid
securities. Illiquid securities include securities subject to contractual or other restrictions on resale and other
instruments that lack readily available markets.

Derivatives Risk. The value of “derivatives”—so-called because their value “derives” from the value of an
underlying asset (including an underlying security), reference rate or index—may rise or fall more rapidly than
other investments. For some derivatives, it is possible to lose more than the amount invested in the derivative.
Derivatives may be used to create synthetic exposure to an underlying asset or to hedge a portfolio risk. If a Fund
or an Underlying ETF uses derivatives to “hedge” a portfolio risk, it is possible that the hedge may not succeed.
This may happen for various reasons, including unexpected changes in the value of the rest of a Fund’s portfolio
or the portfolio of an Underlying ETF. Over-the-counter derivatives are also subject to counterparty risk, which is
the risk that the other party to the contract will not fulfill its contractual obligation to complete the transaction
with a Fund or an underlying fund.

Leverage Risk. The use of derivatives may give rise to a form of leverage. Leverage may cause a Fund’s
portfolio or the portfolio of an Underlying ETF, and therefore the portfolios of PowerShares Autonomic Balanced
Growth NFA Global Asset Portfolio, PowerShares Autonomic Balanced NFA Global Asset Portfolio and
PowerShares Autonomic Growth NFA Global Asset Portfolio, to be more volatile than if the portfolio had not
been leveraged because leverage can exaggerate the effect of any increase or decrease in the value of securities
held by a Fund or an Underlying ETF.

Futures and Options. Each Fund may enter into futures contracts, options and options on futures contracts.
These futures contracts and options will be used to simulate full investment in the Underlying Index, to facilitate
trading or to reduce transaction costs. Each Fund will only enter into futures contracts and options on futures contracts
that are traded on an exchange. Each Fund will not use futures or options for speculative purposes.

A call option gives a holder the right to purchase a specific security or an index at a specified price
(“exercise price”) within a specified period of time. A put option gives a holder the right to sell a specific security
or an index at a specified price within a specified period of time. The initial purchaser of a call option pays the
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“writer,” i.e., the party selling the option, a premium which is paid at the time of purchase and is retained by the
writer whether or not such option is exercised. Each Fund may purchase put options to hedge its portfolio against
the risk of a decline in the market value of securities held and may purchase call options to hedge against an
increase in the price of securities it is committed to purchase. Each Fund may write put and call options along
with a long position in options to increase its ability to hedge against a change in the market value of the
securities it holds or is committed to purchase.

Futures contracts provide for the future sale by one party and purchase by another party of a specified
amount of a specific instrument or index at a specified future time and at a specified price. Stock index contracts
are based on indices that reflect the market value of common stock of the firms included in the indices. Each
Fund may enter into futures contracts to purchase security indices when the Adviser anticipates purchasing the
underlying securities and believes prices will rise before the purchase will be made. Assets committed to futures
contracts will be segregated by the custodian to the extent required by law.

An option on a futures contract, as contrasted with the direct investment in such a contract, gives the
purchaser the right, in return for the premium paid, to assume a position in the underlying futures contract at a
specified exercise price at any time prior to the expiration date of the option. Upon exercise of an option, the
delivery of the futures position by the writer of the option to the holder of the option will be accompanied by
delivery of the accumulated balance in the writer’s futures margin account that represents the amount by which
the market price of the futures contract exceeds (in the case of a call) or is less than (in the case of a put) the
exercise price of the option on the futures contract. The potential for loss related to the purchase of an option on a
futures contract is limited to the premium paid for the option plus transaction costs. Because the value of the
option is fixed at the point of purchase, there are no daily cash payments by the purchaser to reflect changes in the
value of the underlying contract; however, the value of the option changes daily and that change would be
reflected in the NAV of each Fund. The potential for loss related to writing call options on equity securities or
indices is unlimited. The potential for loss related to writing put options is limited only by the aggregate strike
price of the put option less the premium received.

Each Fund may purchase and write put and call options on futures contracts as a hedge against changes in
value of its portfolio securities, or in anticipation of the purchase of securities, and may enter into closing
transactions with respect to such options to terminate existing positions. There is no guarantee that such closing
transactions can be effected.

Risks of Futures and Options Transactions. There are several risks accompanying the utilization of futures
contracts and options on futures contracts. First, there is no guarantee that a liquid market will exist for a futures
contract at a specified time.

Furthermore, because, by definition, futures contracts project price levels in the future and not current levels
of valuation, market circumstances may result in a discrepancy between the price of the future and the movement
in an Underlying Index. In the event of adverse price movements, each Fund would continue to be required to
make daily cash payments to maintain its required margin. In such situations, if the Fund has insufficient cash, it
may have to sell portfolio securities to meet daily margin requirements at a time when it may be disadvantageous
to do so. In addition, each Fund may be required to deliver the instruments underlying futures contracts it has
sold.

The risk of loss in trading futures contracts or uncovered call options in some strategies (e.g., selling
uncovered stock index futures contracts) is potentially unlimited. Each Fund does not plan to use futures and
options contracts in this way. The risk of a futures position may still be large as traditionally measured due to the
low margin deposits required. In many cases, a relatively small price movement in a futures contract may result in
immediate and substantial loss or gain to the investor relative to the size of a required margin deposit. Each Fund,
however, intends to utilize futures and options contracts in a manner designed to limit their risk exposure to levels
comparable to direct investment in stocks.

Utilization of futures and options on futures by the Funds involves the risk of imperfect or even negative
correlation to an Underlying Index if the index underlying the futures contract differs from the Underlying Index.
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There is also the risk of loss by a Fund of margin deposits in the event of bankruptcy of a broker with whom
the Fund has an open position in the futures contract or option; however, this risk is substantially minimized
because (a) of the regulatory requirement that the broker has to “segregate” customer funds from its corporate
funds, and (b) in the case of regulated exchanges in the United States, the clearing corporation stands behind the
broker to make good losses in such a situation. The purchase of put or call options could be based upon
predictions by the Adviser as to anticipated trends, which predictions could prove to be incorrect and a part or all
of the premium paid therefore could be lost.

Because the futures market imposes less burdensome margin requirements than the securities market, an
increased amount of participation by speculators in the futures market could result in price fluctuations. Certain
financial futures exchanges limit the amount of fluctuation permitted in futures contract prices during a single
trading day. The daily limit establishes the maximum amount by which the price of a futures contract may vary
either up or down from the previous day’s settlement price at the end of a trading session. Once the daily limit has
been reached in a particular type of contract, no trades may be made on that day at a price beyond that limit. It is
possible that futures contract prices could move to the daily limit for several consecutive trading days with little or
no trading, thereby preventing prompt liquidation of futures positions and subjecting a Fund to substantial losses.
In the event of adverse price movements, a Fund would be required to make daily cash payments of variation
margin.

Although each Fund intends to enter into futures contracts only if there is an active market for such
contracts, there is no assurance that an active market will exist for the contracts at any particular time.

Restrictions on the Use of Futures Contracts and Options on Futures Contracts. The Commodity Futures
Trading Commission has eliminated limitations on futures trading by certain regulated entities, including
registered investment companies, and consequently registered investment companies may engage in unlimited
futures transactions and options thereon provided that the investment company claims an exclusion from
regulation as a commodity pool operator. Each Fund has claimed such an exclusion from registration as a
commodity pool operator under the Commodity Exchange Act (the “CEA”). Therefore, each Fund is not subject
to the registration and regulatory requirements of the CEA. There are no limitations on the extent to which each
Fund may engage in non-hedging transactions involving futures and options thereon, except as set forth in the
Funds’ Prospectuses and this SAI.

Upon entering into a futures contract, each Fund will be required to deposit with the broker an amount of cash
or cash equivalents in the range of approximately 5% to 7% of the contract amount (this amount is subject to change
by the exchange on which the contract is traded). This amount, known as “initial margin,” is in the nature of a
performance bond or good faith deposit on the contract and is returned to each Fund upon termination of the futures
contract, assuming all contractual obligations have been satisfied. Subsequent payments, known as “variation
margin,” to and from the broker will be made daily as the price of the index underlying the futures contract
fluctuates, making the long and short positions in the futures contract more or less valuable, a process known as
“marking-to-market.” At any time prior to expiration of a futures contract, each Fund may elect to close the position
by taking an opposite position, which will operate to terminate each Fund’s existing position in the contract.

Swap Agreements. Swap agreements are contracts between parties in which one party agrees to make
periodic payments to the other party (the “Counterparty”) based on the change in market value or level of a
specified rate, index or asset. In return, the Counterparty agrees to make periodic payments to the first party
based on the return of a different specified rate, index or asset. Swap agreements will usually be done on a net
basis, each Fund receiving or paying only the net amount of the two payments. The net amount of the excess, if
any, of each Fund’s obligations over its entitlements with respect to each swap is accrued on a daily basis and an
amount of cash or highly liquid securities having an aggregate value at least equal to the accrued excess is
maintained in an account at the Trust’s custodian bank.

Risks of Swap Agreements. The risk of loss with respect to swaps generally is limited to the net amount of
payments that each Fund is contractually obligated to make. Swap agreements are also subject to the risk that the
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swap counterparty will default on its obligations. If such a default were to occur, each Fund will have contractual
remedies pursuant to the agreements related to the transaction. However, such remedies may be subject to
bankruptcy and insolvency laws which could affect a Fund’s rights as a creditor (e.g., the Fund may not receive
the net amount of payments that it contractually is entitled to receive). Each Fund, however, intends to utilize
swaps in a manner designed to limit its risk exposure to levels comparable to direct investments in stocks.

Special Risk Considerations Relating to California Municipal Securities

As described in the Prospectus, under normal circumstances, PowerShares Insured California Municipal
Bond Portfolio will invest at least 80% of its total assets in the securities that comprise the The BofA Merrill
Lynch California Insured Long-Term Core Plus Municipal Securities Index. The portfolio of the Fund may
include securities issued by the State of California, by its various public bodies (the “Agencies”) and/or by other
municipal entities located within the State of California (securities of all such entities are referred to herein as
“California municipal securities”). In addition, the specific California municipal securities in which the Fund will
invest will change from time to time. The Fund is therefore susceptible to political, economic, regulatory or other
factors affecting issuers of California municipal securities. The following information constitutes only a brief
summary of a number of the complex factors which may impact issuers of California municipal securities and
does not purport to be a complete or exhaustive description of all adverse conditions to which issuers of
California municipal securities may be subject. Such information is derived from official statements utilized in
connection with the issuance of California municipal securities, as well as from other publicly available
documents. Such an official statement, together with any updates or supplements thereto, generally may be
obtained upon request to the Treasurer’s office of the State of California. Such information has not been
independently verified by the Fund and the Fund assumes no responsibility for the completeness or accuracy of
such information. The summary below does not include all of the information pertaining to the budget, receipts
and disbursements of the State of California that would ordinarily be included in various public documents issued
thereby, such as an official statement prepared in connection with the issuance of general obligation bonds of the
State of California. Additionally, many factors, including national, economic, social and environmental policies
and conditions, which are not within the control of such issuers, could have an adverse impact on the financial
condition of such issuers. The Fund cannot predict whether or to what extent such factors or other factors may
affect the issuers of California municipal securities, the market value or marketability of such securities or the
ability of the respective issuers of such securities acquired by the Fund to pay interest on or principal of such
securities. The creditworthiness of obligations issued by local California issuers may be unrelated to the
creditworthiness of obligations issued by the State of California, and there is no assurance on the part of the State
of California to make payments on such local obligations. There may be specific factors that are applicable in
connection with investment in the obligations of particular issuers located within the State of California, and it is
possible the Fund will invest in obligations of particular issuers as to which such specific factors are applicable.
However, the information set forth below is intended only as a general summary and not as a discussion of any
specific factors that may affect any particular issuer of California municipal securities.

General Economic Conditions

The State of California’s economy, the largest among the 50 states and one of the largest in the world, has
major components in high technology, trade, entertainment, agriculture, manufacturing, tourism, construction and
services. The State of California, like the rest of the nation, has experienced a severe economic downturn. Both
the California economy and the national economy have remained weak in the first half of 2009 and it is difficult
to determine when they will recover. The May Revision to the 2009 Budget Act (the “2009 May Revision”™)
forecasts that the State and national economies should begin to grow in the second half of 2009, but the recovery
will be slow at first, with payroll employment continuing to fall and unemployment remaining high. The 2009
May Revision outlook for both the national and California economies is for negative growth in 2009 and weak
growth in 2010. The California Legislative Analyst’s Office (“LAQO”) forecasts that both the state and national
economies will experience a sluggish recovery in 2010 and 2011.

The economic downturn has been particularly severe in California due to its sizable housing market and
construction and mortgage industries. The State’s unemployment rate rose to 12.5 percent in October 2009. This
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was among the highest state unemployment rates in the country and was the highest unemployment rate in
California since February 1983. The slowdown in the State’s job growth, which was initially concentrated in the
housing and financial markets, has reached all sectors and industries. From July 2007 through October 2009,
nonfarm job losses in California totaled 1,003,400 (6.6 percent), for an average loss of 37,200 jobs a month. The
national unemployment rate in October 2009 was 10.2 percent.

The housing slump has been deeper in California than most states, and declining prices and increasing
subprime mortgage rates have led to record mortgage delinquencies and home foreclosures in California. Upward
resets of subprime mortgage rates have made payments unaffordable for many borrowers in the State, and several
large financial institutions have reported substantial losses on subprime mortgages and securities backed by these
mortgages. In addition, uncertainty about the mortgage market and increased financial market volatility have
prompted lenders to tighten credit standards.

Nonetheless, the State’s housing sector may be showing signs of reduced slowing as residential permits
appear to be stabilizing at low levels and monthly job construction losses have become smaller. Sales of existing
homes have picked up considerably, although distressed properties account for a significant portion of those sales.
By June 2009, existing home prices had risen for four consecutive months and the pace of existing home sales
during the first six months of 2009 accelerated over 55% from the first half of 2008. These trends were also
reflected in inventory readings: by June 2009 the inventory of unsold homes decreased to 4.1 months and the
average number of days needed to sell a home had dropped to 44.3 days, nearly a 10% improvement from a year
earlier.

State of California Government

The State of California’s Constitution provides for three separate branches of government: the legislative, the
judicial and the executive. The Constitution guarantees the electorate the right to make basic decisions, including
amending the Constitution and local government charters. In addition, the State of California’s voters may
directly influence the State of California’s government through the initiative, referendum and recall processes.

Local Governments

The primary units of local government in California are the 58 counties, which range in population from
approximately 1,100 in Alpine County to approximately 10 million in Los Angeles County. Counties are
responsible for the provision of many basic services, including indigent health care, welfare, jails, and public
safety in unincorporated areas. There are also 480 incorporated cities in California and thousands of special
districts formed for education, utilities, and other services. The fiscal condition of local governments has been
constrained since Proposition 13, which added Article XIII A to the State Constitution, was approved by
California voters in 1978. Proposition 13 reduced and limited the future growth of property taxes and limited the
ability of local governments to impose “special taxes” (those devoted to a specific purpose) without two-thirds
voter approval. Proposition 218, another constitutional amendment enacted by initiative in 1996, further limited
the ability of local governments to raise taxes, fees, and other exactions. Counties, in particular, have had fewer
options to raise revenues than many other local government entities, while they have been required to maintain
many services.

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

The 2004 Budget Act, related legislation and the enactment of Proposition 1A in 2004 dramatically changed
the state-local fiscal relationship. These constitutional and statutory changes implemented an agreement
negotiated between the Governor and local government officials (the “state-local agreement”) in connection with
the 2004 Budget Act. One change relates to the reduction of the vehicle license fee (“VLF”) rate from 2 percent

16



to 0.65 percent of the market value of the vehicle. In order to protect local governments, which had previously
received all VLF revenues, the 1.35 percent reduction in VLF revenue to cities and counties from this rate change
was backfilled by an increase in the amount of property tax revenues they receive. This worked to the benefit of
local governments, because the backfill amount annually increases in proportion to the growth in secured roll
property tax revenues, which has historically grown at a higher rate than VLF revenues. This arrangement
continues without change in the 2009 Budget Act.

Pursuant to statutory changes made in conjunction with the 2009 Budget Act, the VLF rate increased from
0.65 percent to 1.15 percent effective May 19, 2009. Of this 0.50 percent increase, 0.35 percent will flow to the
General Fund, and 0.15 percent will support various law enforcement programs previously funded by the state
General Fund. This increased VLF rate will be effective through the 2012-13 fiscal year if various budget-reform
proposals are approved by the electorate at the May, 19 2009 special election. If those reform proposals are not
approved, the increased VLF rate will be effective only through the 2010-11 fiscal year.

As part of the state-local agreement, voters at the November, 2004 election approved Proposition 1A
(“Proposition 1A of 2004”). Proposition 1A of 2004 amended the State Constitution to, among other things,
reduce the Legislature’s authority over local government revenue sources by placing restrictions on the state’s
access to local governments’ property, sales, and VLF revenues as of November 3, 2004. Beginning with fiscal
year 2008-09, the state may borrow up to 8 percent of local property tax revenues, but only if the Governor
proclaims such action is necessary due to a severe state fiscal hardship and two-thirds of both houses of the
Legislature approves the borrowing. The amount borrowed is required to be paid back within three years. The
state also may not borrow from local property tax revenues for more than two fiscal years within a period of
10 fiscal years, and only if previous borrowings have been repaid. In addition, the state cannot reduce the local
sales tax rate or restrict the authority of the local governments to impose or change the distribution of the
statewide local sales tax. Proposition 1A of 2004 also prohibits the state from mandating activities on cities,
counties, or special districts without providing the funding needed to comply with the mandates. Beginning in
fiscal year 2005-06, if the state does not provide funding for the activity that has been determined to be mandated,
the requirement on cities, counties, or special districts to abide by the mandate is suspended. In addition,
Proposition 1A of 2004 expanded the definition of what constitutes a mandate to encompass state action that
transfers to cities, counties, and special districts financial responsibility for a required program for which the state
previously had partial or complete responsibility. The state mandate provisions of Proposition 1A of 2004 do not
apply to schools or community colleges or to mandates relating to employee rights.

State of California Finances

The moneys of the State of California are segregated into the General Fund and over 900 other funds,
including special, bond and trust funds. The General Fund consists of revenues received by the State of California
Treasury and is not required by law to be credited to any fund and earnings from the investment of State of
California moneys not allocable to another Fund. The General Fund is the principal operating fund for the
majority of governmental activities and is the depository of most of the major revenue sources of the State of
California.

The following is a summary of the State of California’s major revenue sources:

®  Personal Income Tax. The California personal income tax is closely modeled after the federal
income tax law. It is imposed on net taxable income (gross income less exclusions and deductions), with
rates ranging from 1 percent to 9.3 percent. The personal income tax is adjusted annually by the change in
the consumer price index. Personal, dependent, and other credits are allowed against the gross tax liability.
Taxpayers may be subject to an alternative minimum tax (“AMT”), which is much like the federal AMT.

In addition, Proposition 63, approved by the voters in the November, 2004 election, imposes a 1 percent
surtax on taxable income over $1 million in addition to the 9.3 percent rate. The surtax became effective
January 1, 2005. The proceeds of the tax surcharge are required to be used to expand county mental health
programs.
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Taxes on capital gains realizations, which are largely linked to stock market performance, can add a
significant dimension of volatility to personal income tax receipts. Capital gains tax receipts accounted for
as much as 14.8 percent and as little as 4.5 percent of General Fund revenues over the past 10 years. The
2009 Budget Act estimates that capital gains will account for 5.6 percent of General Fund revenues and
transfers in 2008-09 and 4.7 percent in 2009-10.

*  Sales Tax. The sales tax is imposed upon retailers for the privilege of selling tangible personal
property in California. Most retail sales and leases are subject to the tax. However, exemptions have been
provided for certain essentials such as food for home consumption, prescription drugs, gas delivered
through mains and electricity. Other exemptions provide relief for a variety of sales ranging from custom
computer software to aircraft. As of January 1, 2009, the breakdown of the state and local sales tax rates is
as follows: 5% imposed as a State of California General Fund tax; 0.5% dedicated to local government for
health and welfare program realignment (Local Revenue Fund); 0.5% dedicated to local governments for
public safety services (Local Public Safety Fund); up to 1% local tax imposed by city and county ordinance
for general-purpose use; 0.25% dedicated to county transportation purposes and 0.75% for city and county
general-purpose use; 0.25% deposited into the Economic Recovery Fund to repay the State of California’s
economic recovery bonds; and up to 2.0% for local transactions and use taxes. Senate Constitutional
Amendment No. 4, approved by the voters as Proposition 1A in the November 2004 election, amended the
State of California’s Constitution to, among other things, reduce the Legislature’s authority over local
government revenue sources by restricting the State of California from lowering the local sales tax rate or
changing the allocation of local sales tax revenues without meeting certain conditions.

*  Corporation Tax. The State of California’s corporate tax revenue is derived from franchise tax,
corporate income tax, additional taxes on banks and other financial corporations, an AMT similar to the
federal AMT and a tax on the profits of Sub-Chapter S corporations.

*  Insurance Tax. The majority of insurance written in the State of California, subject to certain
exceptions, is subject to a 2.35% gross premium tax.

e Estate Tax; Other Taxes. The State of California estate tax is based on the State of California death
tax credit allowed against the federal estate tax and is designed to pick up the maximum credit allowed
against the federal estate tax return. The State of California estate tax was eliminated beginning in 2005 in
conjunction with the phase out of the federal estate tax. After December 31, 2010 the federal estate tax will
be reinstated along with the State of California estate tax, unless future federal legislation is enacted to make
the provisions eliminating the tax permanent. Other sources of General Fund revenue include inheritance
and gift taxes, cigarette taxes, alcoholic beverage taxes, horse racing license fees and trailer coach license
fees.

State of California Budget Process

The State of California’s fiscal year begins on July Ist and ends on June 30th of the following year. Under
the State of California Constitution, money may be drawn from the Treasury only through an appropriation made
by law. The primary source of the annual expenditure is the annual Budget Act as approved by the Legislature and
signed by the Governor. The annual budget is proposed by the Governor by January 10 of each year for the next
fiscal year (the “Governor’s Budget”). State of California law requires the annual proposed Governor’s Budget to
provide for projected revenues equal to or in excess of projected expenditures for the ensuing fiscal year.
Following the submission of the Governor’s Budget, the Legislature takes up the proposal. During late spring,
usually in May, the Department of Finance submits revised revenue and expenditure estimates for both the current
and budget years to the Legislature. This update process is referred to as the May Revision. The Budget Act,
which follows the May Revision, must be approved by a two-thirds majority vote of each House of the
Legislature.

Appropriations also may be included in legislation other than the Budget Act. With limited exceptions, bills
containing General Fund appropriations must be approved by a two-thirds majority vote in each House of the
Legislature and be signed by the Governor. Continuing appropriations, available without regard to fiscal year,
may also be provided by statute or the State of California’s Constitution.
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The Governor may reduce or eliminate specific line items in the Budget Act or any other appropriations bill
without vetoing the entire bill. Such individual line-item vetoes are subject to override by a two-thirds majority
vote of each House of the Legislature.

The Balanced Budget Amendment (“Proposition 58”) requires the State of California to enact a balanced
budget, establishes a special reserve in the General Fund, restricts future borrowings to cover budget deficits, and
provides for mid-year budget adjustments in the event that the budget falls out of balance. The Legislature may
not pass a budget bill in which General Fund expenditures exceed estimated General Fund revenues and fund
balances at the time of passage and as set forth in the budget bill. As a result of the requirements of
Proposition 58, the State of California would, in some cases, have to take more immediate actions to correct
budgetary shortfalls. Proposition 58 also prohibits certain future borrowings to cover budget deficits. These
restrictions apply to general obligation bonds, revenue bonds and certain other forms of long-term borrowings,
but do not apply to certain short-term and inter-fund borrowings.

In addition to Proposition 58, a number of other laws and constitutional amendments have been enacted
over the years, often through voter initiatives, which have made it more difficult to raise the State of California’s
taxes, have restricted the use of the State of California’s General Fund or special fund revenues, or have
otherwise limited the Legislature and Governor’s discretion in enacting budgets. Examples of constraints on the
budget process include Proposition 13 (requiring a two-thirds vote in each House of the Legislature to change
State of California taxes enacted for the purpose of increasing revenues collected), Proposition 98 (requiring a
minimum percentage of General Fund revenues be spent on local education), Proposition 49 (requiring
expanded State of California funding for before and after school programs), Proposition 10 (raising taxes on
tobacco products but mandating the expenditure of such revenues) and Proposition 63 (imposing a 1% tax
surcharge on taxpayers with annual taxable income of more than $1 million in order to fund mental health
services and limiting the Legislature or Governor from redirecting funds now used for mental health services).

State of California Budget
Fiscal Year 2009-10 Budget

The 2009 Budget Act was signed by Governor Schwarzenegger on February 20, 2009, and contained
measures designed to close an estimated $41.6 billion budget deficit, the largest in the State’s history. The 2009
Budget Act forecasted $97.7 billion in General Fund revenues and transfers and $92.2 billion in expenditures. The
$5.5 billion difference between the General Fund revenues and expenditures was anticipated to eliminate the
2008-09 budget deficit of $2.3 billion and end the 2009-10 fiscal year with a positive balance of $3.2 billion.
However, the 2009 Budget Act assumed voter approval of $6 billion in budgetary measures, all of which were
rejected by voters in the May 19, 2009 special election.

With the continued deterioration in the State’s economy and a dramatic reduction in the State tax revenues,
the May Revision to the 2009 Budget Act (the “2009 May Revision”) reduced the revenue outlook for 2010-11 by
$15 billion, which, when combined with the voters’ rejection of the $6 billion in budgetary measures at the
special election, was expected to result in a $21 billion deficit. The 2009 May Revision forecasted General Fund
revenues and transfers of $89.1 billion and General Fund expenditures of $83.5 billion for the 2009-10 fiscal
year. The 2009 May Revision proposed to close the $21.3 billion deficit through major spending reductions, new
borrowings and tax increases. Major spending reductions were proposed for public schools, social service
programs, Medi-Cal and the prison system. The 2009 May Revision also proposed to finance $5.5 billion of the
deficit by issuing revenue anticipation warrants (“RAWs”). With the implementation of the proposed corrective
solutions, the 2009 May Revision estimated a $4.5 billion reserve at the end of the 2009-10 fiscal year.

In order to address the further deterioration of the State’s fiscal situation identified in the 2009
May Revision, on July 24, 2009, the Legislature passed amendments to the 2009 Budget Act (“2009 Budget
Amendments”), along with a number of implementing measures. The 2009 Budget Amendments, which
forecasted that the budget deficit would reach $26.3 billion, included $24 billion in proposed budget solutions,
for a combined $60 billion in proposed budget solutions adopted for the 2009-10 fiscal year. The proposed
solutions to the budget deficit were wide-ranging, touching all three of the state’s major revenue sources and

19



cutting spending in virtually every state program that receives General Fund support. The 2009 Budget
Amendments forecasted General Fund revenues and transfer of $89.5 billion, and authorized total General Fund
spending of $84.6 billion. The 2009 Budget Amendments proposed $4.8 billion in new budget solutions and
adjusted the estimated available reserve at the end of 2009-10 fiscal year to $1.1 billion.

In November 2009, the Legislative Analyst’s Office (“LAQO”) provided an updated outlook of the 2009-10
General Fund which reflected revenue and expenditure forecasts based on the current economic circumstances.
Even with the proposed solutions in the 2009 Budget Amendments, the LAO forecasts a persistent $20.7 billion
deficit consisting of a $6.3 billion projected deficit for 2009-10 and a $14.4 billion gap between projected
revenues and spending in 2010-11. The LAO forecasts that General Fund spending obligations will be $4.9 billion
higher than budgeted in the 2009 Budget Amendments. Furthermore, the LAO expects that General Fund
revenues and transfers will be $83.6 billion in 2008-09 ($496 million less than budgeted) and $88.1 billion in
2009-10 ($1.5 billion less than budgeted). The LAO forecasts that the $20 billion budget problem will linger for
several years to come, with an estimated $18.4 billion deficit in 2014-15.

Proposed 2010-11 State Budget

The Governor’s proposed 2010-11 budget, released on January 8, 2010, projected that California will slowly
emerge from the recession, although economic growth will be very modest and high unemployment will persist.
Baseline revenues for the state fell by more than 20 percent from their peak and are not expected to recover
rapidly. Forecasts project that, without corrective action, California faces a budget gap of $19.9 billion in fiscal
year 2010-11, consisting of a current year shortfall of $6.6 billion, a budget year shortfall of $12.3 billion, and a
modest reserve of $1 billion. The Governor proposed a combination of spending reductions, alternative funding,
fund shifts and additional federal funds to close the budget gap. In order to implement many of the solutions
proposed in the budget and to address the current year shortfall of $6.6 billion, in January 2010 the Governor
declared a fiscal emergency and called the Legislature into special session to adopt the 2010 Budget immediately.

The Governor also proposed structural changes in the state and federal relationship to address federal
constraints on California’s ability to effectively manage program costs within available resources, and proposed that
California be reimbursed for money owed. These initiatives are expected to provide $6.9 billion in solutions to address
the 2010 Budget shortfall. These initiatives may not be successful and the State may be forced to develop alternative
solutions to address this portion of the shortfall, including further program cuts or alternative revenue sources.

Recently, many municipal issuers either have been unable to issue bonds or access the market to sell their
issues or, if able to access the market, have issued bonds at much higher rates. Should the State or municipalities
fail to sell bonds when and at the rates projected, the State could experience significantly increased costs in the
General Fund and a weakened overall cash position in the current fiscal year.

The deterioration of the State’s fiscal situation increases the risk of investing in California municipal
securities, including the risk of potential issuer default, and also heightens the risk that the prices of California
municipal securities, and the Fund’s net asset value, will experience greater volatility. In addition, several ratings
agencies have recently downgraded California’s general obligation bond rating. Further downgrades could result
in a reduction in the market value of the California municipal securities held by the Fund, which could negatively
impact the Fund’s net asset value and/or the distributions paid by the Fund.

The above discussion of the fiscal year 2009-10 budget and the Governor’s Budget for 2010-11 is based on
estimates and projections of revenues and expenditures for the current fiscal year and must not be construed as
statements of fact. These estimates and projections are based upon various assumptions, which may be affected by
numerous factors, including future economic conditions in the State of California and the nation, and there can be
no assurance that the estimates will be achieved.

State of California Indebtedness and Other Obligations

The State of California Treasurer is responsible for the sale of debt obligations of the State of California and
its various authorities and agencies. Current State of California debt obligations include:
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*  General Obligation Bonds. The State of California’s Constitution prohibits the creation of general
obligation indebtedness of the State of California unless a bond measure is approved by a majority of the
electorate voting at a general election or direct primary. General obligation bond acts provide that debt
service on general obligation bonds shall be appropriated annually from the General Fund and all debt
service on general obligation bonds is paid from the General Fund.

Under the State of California’s Constitution, debt service on general obligation bonds is the second charge to
the General Fund after the application of moneys in the General Fund to the support of the public school system
and public institutions of higher education. Certain general obligation bond programs receive revenues from
sources other than the sale of bonds or the investment of bond proceeds. As of February 1, 2009, the State had
outstanding $56.2 billion aggregate principal amount of long-term general obligation bonds, of which $45.7 billion
were payable primarily from the State’s General Fund, and $10.5 billion were self-liquidating bonds payable first
from other special revenue funds. As of February 1, 2009, there were unused voter authorizations for the future
issuance of $68.7 billion of long-term general obligation bonds, some of which may first be issued as commercial
paper notes. Of this unissued amount, $1.4 billion is for veterans general obligation bonds payable first from other
revenue sources.

The figures mentioned above for unissued bonds include three measures approved at the November, 2008
general election ballot, consisting of a $9.95 billion bond measure to finance a portion of the cost of a high speed
rail system connecting Northern and Southern California, a $900 million bond measure for additional veterans
general obligation bonds, and a $980 million bond measure to provide funds for children’s hospitals. These were
in addition to $42.7 billion of new bond approvals from the November 2006 election. The Administration has
proposed a number of other new general obligation bonds for infrastructure development to be submitted to the
voters in 2010.

S&P and Moody’s assign ratings to California’s long-term general obligation bonds. The ratings of S&P and
Moody’s represent their opinions as to the quality of the municipal bonds they rate. The ratings are general and
not absolute standards of quality. Consequently, municipal bonds with the same maturity, coupon and rating may
have different yields while obligations with the same maturity and coupon with different ratings may have the
same yields. In 2009 and early 2010, California’s general obligation bond ratings were significantly downgraded
by Moody’s and S&P. Moody’s downgraded the State’s general obligation credit rating to “Baal” in July 2009,
and in January 2010, S&P downgraded the credit rating to “A-.” These credit ratings have not been this low since
2003 and 2004 and the State has one of the lowest bond ratings of any state.

There can be no assurance that such ratings will be maintained in the future. The State’s credit rating, and
any future revisions or withdrawal of a credit rating, could have a negative effect on the market price of the State’s
general obligation bonds, as well as notes and bonds issued by California’s public authorities and local
governments. Lower credit ratings make it more expensive for the State to raise revenue, and in some cases, could
prevent the State from issuing general obligation bonds in the quantity otherwise desired. Further, downgrades
can negatively impact the marketability and price of securities in the Fund’s portfolio.

*  Commercial Paper Program. Pursuant to legislation enacted in 1995, voter-approved general
obligation indebtedness may, in some cases, be issued as commercial paper notes. Commercial paper notes may
be renewed or refunded by the issuance of long-term bonds. Commercial paper notes are deemed issued upon
authorization by the respective finance committees, whether or not such notes are actually issued. Pursuant to
the terms of the bank credit agreement presently in effect, the general obligation commercial paper program
may have up to $2.5 billion in aggregate principal amount at any time. This amount may be increased or
decreased in the future. As of February 23, 2009, approximately $1.33 billion aggregate principal of general
obligation commercial paper notes had been issued and were outstanding.

*  Lease-Purchase Obligations. The State of California builds and acquires facilities through the use
of lease purchase borrowing, in addition to general obligation bonds. Under these arrangements, the State of
California Public Works Board, another State of California or local agency or a joint powers authority issues
bonds to pay for the construction of facilities, such as office buildings, university buildings or correctional
institutions. These facilities are leased to a State of California agency or the University of California under a
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long-term lease that provides the source of payment of the debt service on the lease-purchase bonds. Certain
of the lease-purchase financings are supported by special funds rather than the General Fund. The State had
$7.6 billion General Fund-supported lease-purchase obligations outstanding as of February 1, 2009. The
State Public Works Board, which is authorized to sell lease revenue bonds, had $11.6 billion authorized and
unissued as of February 1, 2009. In addition, as of that date, certain joint powers authorities were authorized
to issue approximately $81 million of revenue bonds to be secured by state leases.

*  Non-Recourse Debt. Certain State of California agencies and authorities issue revenue obligations
for which the General Fund has no liability. Revenue bonds represent obligations payable from State of
California revenue-producing enterprises and projects, which are not payable from the General Fund, and
conduit obligations payable only from revenues paid by private users of facilities financed by the revenue
bonds. The enterprises and projects include transportation projects, various public works projects, public and
private educational facilities, housing, health facilities and pollution control facilities. State agencies and
authorities had approximately $52 billion aggregate principal amount of revenue bonds and notes which are
non-recourse to the General Fund outstanding as of December 31, 2008.

*  Economic Recovery Bonds. The California Economic Recovery Bond Act (“Proposition 57”) was
approved by the voters on March 2, 2004. Proposition 57 authorizes the issuance of up to $15 billion in
economic recovery bonds (“ERBs”) to finance the negative General Fund reserve balance as of June 30,
2004 and other General Fund obligations undertaken prior to June 30, 2004. Repayment of the ERBs is
secured by a pledge of revenues from a one-quarter cent increase in the State’s sales and use tax starting
July 1, 2004. In addition, as voter-approved general obligation bonds, the ERBs are secured by the State’s
full faith and credit. However, moneys in the General Fund will only be used in the event the dedicated sales
and use tax revenue is insufficient to repay the bonds. In May and June, 2004, the State issued $10.9 billion
principal amount of ERBs, resulting in the deposit of net proceeds to the General Fund of approximately
$11.3 billion (of which, for budgetary purposes, approximately $9.2 billion was applied to the 2002-03 fiscal
year and approximately $2.0 billion was applied to offset fiscal year 2004-05 General Fund expenditures). In
order to relieve cash flow and budgetary shortfalls identified in the 2008-09 Governor’s Budget, the State
issued $3.2 billion of ERBs on February 14, 2008, generating net proceeds of $3.3 billion which were
transferred to the General Fund. This represented the last ERBs which can be issued under Proposition 57,
except for any refunding bonds which may be issued in the future. (The State of California Department of
Finance had determined that the full $15 billion voter authorization could not be issued because of the
previous repayment of certain June 30, 2004 obligations eligible for financing pursuant to Proposition 57.)

Three different sources of funds are required to be applied to the early retirement (generally by
purchase or redemption) of ERBs: (i) all proceeds from the dedicated quarter cent sales tax in excess of the
amounts needed, on a semi-annual basis, to pay debt service and other required costs of the bonds, (ii) all
proceeds from the sale of surplus State property, and (iii) fifty percent of each annual deposit, up to $5
billion in the aggregate, of deposits in a Budget Stabilization Account (“BSA”) created by the California
Balanced Budget Act. Funds from these sources have been or will be used for early retirement of
approximately $3.5 billion of bonds during fiscal years 2005-06, 2006-07 and 2007-08, including use of
$1.5 billion which was transferred from the BSA in 2006-07 ($472 million) and 2007-08 ($1.3 billion). The
Governor suspended the 2008-09 BSA transfer and the 2009 Budget Act suspends the 2009-10 transfer due
to the condition of the General Fund.

Due to the sharp reduction in taxable sales as a result of the current economic recession, the special
sales tax revenues dedicated to repayment of the ERB debt have decreased to a level which provides very
little coverage above the required debt service amounts. This caused the State to have to temporarily tap a
reserve fund for the ERBs in the amount of $13.3 million on December 24, 2008 to fill up a debt service
account for January 1, 2009 (as required under the master indenture for the ERBs), though the reserve fund
was replenished the next day with sales tax receipts that came in on that day. The reduced coverages and
need to access the reserve fund have resulted in a lowering of the ratings of the ERBs by all three rating
agencies. It is not yet known whether special sales tax revenues in the current period or future periods will
be adequate to pay all debt service and related obligations of the ERBs without resort to the reserve fund.
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*  Tobacco Settlement Revenue Bonds. In 1998 the State of California signed a settlement agreement
(the “Master Settlement Agreement” or “MSA”) with four major cigarette manufacturers (the “participating
manufacturers” or “PMs”). Under the MSA, the participating manufacturers agreed to make payments to the
State of California in perpetuity, such payments amounting to approximately $25 billion over the first 25 years.
Under a separate Memorandum of Understanding, half of the payments made by the cigarette manufacturers
will be paid to the State of California and half to local governments. The specific amount to be received by
the State of California and local governments is subject to adjustment. The MSA allows reduction of the
manufacturers’ payments for decreases in cigarette shipment volumes by the settling manufacturers,
payments owed to certain “Previously Settled States” and certain types of offsets for disputed payments,
among other things. However, settlement payments are adjusted upward each year by at least 3% for
inflation, compounded annually.

The Tobacco Securitization Law, enacted in 2002, authorized the establishment of a special purpose trust to
purchase those assets. The bill also authorized that trust to issue revenue bonds secured by the tobacco settlement
revenues received beginning in the 2003-04 fiscal year. An initial sale of 56.57% of the State of California’s
tobacco settlement revenues producing $2.5 billion in proceeds was completed in January 2003 (“Series 2003A™).

A second sale of the remaining 43.43% of the State of California’s tobacco settlement revenues, which
produced $2.3 billion in proceeds, was completed in September 2003 (“Series 2003B”). The Tobacco
Securitization Law was amended in 2003 to require the Governor to request an appropriation in the annual
Budget Act to pay debt service and other related costs of the tobacco settlement revenue bonds secured by the
second (and only the second) sale of tobacco settlement revenues when such tobacco settlement revenues are
insufficient therefor. The Legislature is not obligated to make any such requested appropriation. In August 2005
the Series 2003B Bonds were refinanced (“Series 2005A”), retaining substantially all of the covenants of the
original issue, including the covenant regarding the request for a General Fund appropriation in the event tobacco
revenues fall short. In return for providing this covenant, the State of California was paid a credit enhancement
fee of $525 million as part of the refinancing, which was deposited into the General Fund. On March 14, 2007,
the State of California completed a refunding of all of the Series 2005A Bonds. This refunding generated
additional proceeds of approximately $1.3 billion which are intended to be used (i) to offset the General Fund
cost for the initial years of a litigation settlement related to the 2004-05 suspension of the Proposition 98
guarantee and (ii) for other purposes, such as funding capital projects.

Under the MSA, each year an independent auditor calculates whether in a given calendar year the PMs have
lost more than 2 percent of the market share they held in 1997 to the non-participating manufacturers (“NPMs”)
and, if so, a nationally recognized firm of economic consultants determines whether the MSA was a significant
factor that contributed to the loss in market share. If the nationally recognized economic consultants confirm the
MSA was a significant factor, the PMs are then authorized to withhold up to three times the percentage of the
market share loss above the 2 percent threshold for the specified calendar year payment.

The PMs made this assertion of market share loss in 2005, 2006, and 2007 for the calendar year 2003, 2004,
and 2005 payments respectively. Each assertion was confirmed and the PMs were authorized to withhold the
specified amount from that year’s scheduled payment. In 2006, 2007 and 2008, two of the three original PMs
deposited their respective shares of the 2003, 2004 and 2005 NPM adjustments into the disputed payments
account, and such funds were not disbursed to the states with the PMs’ annual payments for those years. As a
result, the tobacco settlement revenues due to the State in April, 2006 were reduced by $50.9 million, in April,
2007 by $44 million, and in April, 2008 by $33.9 million (which represented receipts from 2005, 2006 and 2007,
respectively). Nevertheless, the amount of tobacco settlement revenues received in 2006, 2007 and 2008 were in
excess of the required debt service payments. In February, 2009, the 2005 NPM adjustment was released from the
disputed payments account to the states as part of an agreement reached by the states and the PMs relating to a
multi-state arbitration for the 2003 NPM adjustment.

The State Attorney General is working in tandem with the other states’ Attorneys General, under the terms of
the MSA, to compel the PMs to pay the full amount scheduled, given that the State asserts that it has been
diligently enforcing the statute governing the NPMs, as required in the MSA.
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Tobacco settlement revenue bonds are neither general nor legal obligations of the State or any of its political
subdivisions and neither the faith and credit nor the taxing power nor any other assets or revenues of the State or
of any political subdivision is or shall be pledged to the payment of any such bonds; provided that, in connection
with the issuance of the Series 2005A Bonds, the State covenanted to request the legislature for a General Fund
appropriation in the event tobacco settlement revenues fall short. Tobacco settlement revenues have been
sufficient to pay debt service with respect to the tobacco settlement revenue bonds, and therefore the State’s
covenant to request an appropriation has never been invoked.

*  Flood Litigation Settlement. In 2006, the State of California settled three related lawsuits arising
from liability for past flood damages through stipulated judgments. The largest settlement, in the amount of
$428 million, provided for the State of California to make annual payments of $42.8 million, plus interest,
for ten years; the payments are subject to annual appropriation by the Legislature. The first year’s payment
was included in the 2005 Budget Act and each subsequent budget act has included the required installment.
This matter is not treated as a “debt” of the State of California for any legal or constitutional purposes.

*  Cash Flow Borrowings. As part of its cash management program, the state has regularly issued
short-term obligations to meet cash flow needs. The state has issued revenue anticipation notes (“RANSs” or
“Notes”) in 20 of the last 21 fiscal years to partially fund timing differences between receipts and
disbursements, as the majority of General Fund revenues are received in the last part of the fiscal year.
RANSs mature prior to the end of the fiscal year of issuance. If additional external cash flow borrowings are
required, the state has issued revenue anticipation warrants (“RAWSs”), which can mature in a subsequent
fiscal year. RANs and RAWs are both payable from any “Unapplied Money” in the General Fund of the state
on their maturity date, subject to the prior application of such money in the General Fund to pay Priority
Payments. “Priority Payments” are payments as and when due to: (i) support the public school system and
public institutions of higher education (as provided in Section 8 of Article XVI of the State Constitution);
(ii) pay principal of and interest on general obligation bonds and general obligation commercial paper notes
of the state; (iii) provide reimbursement from the General Fund to any special fund or account to the extent
such reimbursement is legally required to be made to repay borrowings therefrom pursuant to California
Government Code Sections 16310 or 16418; and (iv) pay state employees’ wages and benefits, state
payments to pension and other state employee benefit trust funds, state Medi-Cal claims, lease rentals to
support lease revenue bonds, and any amounts determined by a court of competent jurisdiction to be
required by federal law or the State Constitution to be paid with state warrants that can be cashed
immediately. The State issued $5.5 billion of RANs in fiscal year 2008-09 as part of its cash management
program. The State is seeking to sell up to $1.5 billion of additional RANs for the 2009-10 fiscal year.

Between November, 2006 and February, 2009, voters and the Legislature authorized more than
$60 billion of new general obligation bonds and lease revenue bonds, which are paid solely from the General
Fund. This new authorization substantially increased the current amount of such General Fund-supported
debt authorized and unissued to about $78.9 billion as of February 1, 2009. In order to address the
expenditure needs for these new authorizations, along with those which existed before 2006, the state has
increased the volume of issuance of both of these categories of bonds substantially, compared to previous
years, starting in fiscal year 2007-08. The amounts and timing of future issuance of general obligation and
lease revenue bonds will depend on a variety of factors, including the actual timing of expenditure needs for
the various programs for which such bonds are to be issued, the amount and timing of interim financing
provided to the programs, the interest rate and other market conditions at the time of issuance, and the timing
and amounts of additional general obligation bonds or lease revenue bonds that may be approved. The
Governor has proposed substantial additional general obligation bond programs. Because of the uncertainties
presently associated with the above factors, it is not possible to provide specific projections of issuance
amounts for the current fiscal year and the next several years, but the State Treasurer’s Office anticipates the
level of issuance will increase over the averages of the past several years in order to address the backlog of
authorized bonds.

Based on the current Department of Finance projections of program expenditure needs, without taking
into account any future authorizations which may occur, the aggregate amount of outstanding general
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obligation and lease revenue bonds is estimated to be approximately $100 billion by the middle of the next
decade, compared to the current total outstanding amount of about $63.7 billion. The annual debt service
costs on this amount of debt is estimated to be approximately $8.7 billion, compared to about $5.1 billion
budgeted in fiscal year 2008-09. (These estimates do not include ERBs, described above, nor do they take
into account potential benefits from future refunding opportunities.)

Litigation

The State of California is a party to numerous legal proceedings, many of which normally occur in
governmental operations. In addition, the State of California is involved in certain other legal proceedings (described
in the State of California’s recent financial statements) that, if decided against the State of California might require
the State of California to make significant future expenditures or substantially impair future revenue sources.
Certain legal proceedings are reflected as liabilities in the State of California’s Comprehensive Annual Financial
Report for the fiscal year ended June 30, 2007. To the extent they existed, the following were accrued as a
liability in the financial statements: legal proceedings that were decided against the State of California before
June 30, 2007; legal proceedings that were in progress as of June 30, 2007, and were settled or decided against
the State as of March 3, 2008; and legal proceedings having a high probability of resulting in a decision against
the State as of March 3, 2008, and for which amounts could be estimated.

In addition, the State is involved in certain other legal proceedings that, if decided against the State of
California, may impair its revenue sources or require it to make significant expenditures. Because of the
prospective nature of these proceedings, no provision for the potential liability has been made in the State of
California’s financial statements. The following are several of the more significant lawsuits pending against the
State of California that are not reflected in the State’s Comprehensive Annual Financial Report for the fiscal year
ended June 30, 2007:

*  Matter Seeking Reimbursement for Care of Medically Indigent Adults. A test claim was filed on
behalf of all California counties with the Commission on State Mandates, based on a precedential County of
San Diego case, regarding certain unreimbursed costs for the care of medically indigent adults (“MIAs”).
Although certain estimates of the annual cost of services rendered by all counties to MIAs exceed $4.0
billion, the test claim was withdrawn by the claimant and subsequently dismissed by the Commission in
May 2007.

*  Matter Seeking to Void Fee Imposed on Limited Liability Companies. The State of California is a
defendant in three cases regarding the constitutionality of a fee imposed on limited liability companies. In
the Northwest Energetic Services, LLC v. Franchise Tax Board, the Court of Appeal found the fee
unconstitutional only as applied to the plaintiff, and in Ventas Finance I, LLC v. Franchise Tax Board, the
trial court found the fee also to be unconstitutional as applied to the plaintiff in that case. The Ventas case is
currently on appeal. The trial for the third case, Bakersfield Mall, LLC v. Franchise Tax Board, has been
postponed, and a new trial date has not been set. If the courts were to rule against the State in all three cases,
the potential refunds would be $1.3 billion. However, because a recently enacted Revenue and Taxation code
section implements a statutory remedy in the event the fee is finally adjudged to be unconstitutional, the
State Department of Finance believes the refunds would be limited to approximately $300 million.

»  Litigation Matter Against University of California and Other State Agencies. The University of
California (“UC”), the State Compensation Insurance Fund (“SCIF”), the California Housing Finance
Agency (“CalHFA”) and non-major discretely presented component units are contingently liable in
connection with claims and contracts, including those currently in litigation, arising in the normal course of
their activities. Although there are inherent uncertainties in any litigation, the management and the general
counsel of UC, SCIF, and CalHFA are of the opinion that the outcome of such matters either will not have a
material effect on the financial statements or cannot be estimated at this time.
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Special Risk Considerations Relating to New York Municipal Securities

As described in the Prospectus, under normal circumstances, PowerShares Insured New York Municipal
Bond Portfolio will invest at least 80% of its total assets in securities that comprise The BofA Merrill Lynch
New York Insured Long-Term Core Plus Municipal Securities Index. In addition, the specific New York municipal
securities in which the Fund will invest will change from time to time. The Fund is therefore susceptible to
political, economic, regulatory or other factors affecting issuers of New York municipal securities. The following
information constitutes only a brief summary of a number of the complex factors which may impact issuers of
New York municipal securities and does not purport to be a complete or exhaustive description of all adverse
conditions to which issuers of New York municipal securities may be subject. Such information is derived from
official statements utilized in connection with the issuance of New York municipal securities, as well as from
other publicly available documents. Such information has not been independently verified by the Fund, and the
Fund assumes no responsibility for the completeness or accuracy of such information. The summary below does
not include all of the information pertaining to the budget, receipts and disbursements of the State of New York
(“New York” or the “State”) that would ordinarily be included in various public documents issued thereby, such as
an official statement prepared in connection with the issuance of general obligation bonds of the State. Such an
official statement, together with any updates or supplements thereto, may generally be obtained upon request to
the Division of Budget of the State of New York (“DOB”). More detailed information about the State is available
on the DOB’s website, www.budget.state.ny.us.

The New York State Economy. New York is the third most populous state in the nation and has a relatively
high level of personal wealth. The State’s economy is diverse, with a comparatively large share of the nation’s
financial activities, information, education, and health services employment, and a very small share of the
nation’s farming and mining activity. The State’s location and its air transport facilities and natural harbors have
made it an important link in international commerce. Travel and tourism constitute an important part of the
economy.

Like the rest of the nation, New York has a declining proportion of its workforce engaged in manufacturing,
and an increasing proportion engaged in service industries. The financial activities sector share of total wages is
particularly large for the State relative to the nation. The State is likely to be less affected than the nation as a
whole during an economic recession that is concentrated in manufacturing and construction, but likely to be more
affected by any economic downturn that is concentrated in the services sector. Important industry sectors in the
State include the following:

e Services. The services industries includes professional and business services, private education
and healthcare, leisure and hospitality services, and other services. These industries account for more than
four of every 10 nonagricultural jobs in New York, and, except for leisure and hospitality, each account for a
higher proportion of total jobs than the rest of the nation.

*  Manufacturing. Manufacturing employment continues to decline in New York, as in most other
states, and New York’s economy is less reliant on this sector than in the past. However, it remains an
important sector of the State economy, particularly for the upstate region, which hosts high concentrations of
manufacturers of transportation and other types of equipment.

*  Trade, Transportation & Utilities. The trade, transportation, and utilities supersector accounts for
the second largest component of State nonagricultural employment, but only the fifth largest when measured
by wage share. This sector accounts for slightly less employment and wages for the State than for the nation.

*  Financial Activities. New York City is the nation’s leading center of banking and finance and, as a
result, this is a far more important sector in the State than in the nation as a whole. Although this sector
accounts for under one-tenth of all nonagricultural jobs in the State, it contributes more than one-fifth of
total wages.

*  Agriculture. Farming is an important part of the economy in rural areas, although it constitutes
only about 0.2% of total State output. Principal agricultural products of the State include milk and dairy
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products, greenhouse and nursery products, fruits and vegetables. New York ranks among the nation’s
leaders in the production of these commodities.

*  Government. Federal, State and local governments together comprise the third largest sector in
terms of nonagricultural jobs, with the bulk of the employment accounted for by local governments. Public
education is the source of nearly one-half of total State and local government employment.

The State's Fund Structure. The State accounts for all of its spending and revenues by the fund in which the
activity takes place (such as the General Fund), and the broad category or purpose of that activity (such as State
Operations). State Funds include the General Fund and funds specified for dedicated purposes, with the exception
of Federal Funds, All Government Funds, which includes both State and Federal Funds, comprise five major fund
types, and provides the most comprehensive views of the financial operations of the State. It includes:

*  The General Fund. The General Fund is the major operating fund of the State and receives all
receipts that are not required by law to be deposited in another fund, including most State tax receipts and
certain fees, transfers from other funds and miscellaneous receipts from other sources.

*  Special Revenue Funds. Special Revenue Funds account for the proceeds of specific revenue
sources (other than expendable trusts or major capital projects), that are legally restricted to specified
purposes.

»  Federal Special Revenue Funds. Federal Special Revenue Funds account for the proceeds of
specific revenue sources (other than expendable trusts or major capital projects), that are legally restricted to
specified purposes.

*  Capital Projects Funds. Capital Projects Funds account for financial resources of the State to be
used for the acquisition or construction of major capital facilities (other than those financed by Special
Revenue Funds, Proprietary Funds and Fiduciary Funds).

*  Debt Service Funds. Debt Service Funds account for the accumulation of resources (including
receipts from certain taxes, transfers from other funds and miscellaneous revenues, such as dormitory room
rental fees, which are dedicated by statute for payment of lease-purchase rentals) for the payment of general
long-term debt service and related costs and payments under lease-purchase and contractual-obligation
financing arrangements.

The State Constitution requires the Governor to submit an Executive Budget that is balanced on a cash basis
in the General Fund, which receives the majority of State taxes.

State Finances. The following is a summary of the State’s major revenue sources.

®  Personal Income Tax. Personal income taxes are imposed on the New York source income of
individuals, estates and trusts. Personal income taxes are projected to account for roughly 61% of estimated
All Funds tax receipts during the State’s 2009-10 fiscal year. The State tax adheres closely to the definitions
of adjusted gross income and itemized deductions used for Federal personal income tax purposes, with
certain modifications. Receipts from this tax are sensitive to changes in economic conditions in the State.

*  Sales and Use Tax. User taxes and fees consist of several taxes on consumption, the largest of
which is the State sales and compensating use tax. The sales and use tax is imposed, in general, on the
receipts from the sale of all tangible personal property. Certain charges for meals, admissions, hotel and
motel occupancy and dues are also subject to the tax. The current State sales tax rate is 4.0%, of which 3.0%
is deposited in the General Fund and 1.0% is deposited in the Local Government Assistance Tax Fund to
meet debt service obligations. Receipts in excess of debt service requirements are transferred to the General
Fund. Although there are numerous exemptions, the most significant are: food; clothing and footwear
costing less than $110; drugs; medicine and medical supplies; residential energy; capital improvements and
installation charges; machinery and equipment used in manufacturing; trade-in allowances; and goods sold
to Federal, state or local governments.

*  Business Taxes. Business taxes include a general business corporation franchise tax as well as
specialized franchise taxes on banks, insurance companies, certain transportation and transmission
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companies, and a cents-per-gallon-based levy on businesses engaged in the sale or importation for sale of
various petroleum products. The corporation franchise tax is the largest of the business taxes, and the State’s
third largest source of revenue. It is imposed on all domestic general business corporations and foreign
general business corporations which do business or conduct certain other activities in the State. The tax is
imposed, generally, at a rate of 7.1% of taxable income allocated to New York. Taxable income is defined as
Federal taxable income with certain modifications.

*  Other Taxes. Other tax revenues include taxes on legalized gambling, the estate tax, taxes on real
estate transfers, certain other minor taxes and residual receipts following the repeal of the real property gains
tax and the gift tax.

State Budget Process. The State budget process begins with the Governor’s submission of the Executive
Budget to the Legislature each January, in preparation for the start of the fiscal year on April 1. In acting on the
bills submitted by the Governor, the Legislature has certain powers to alter the recommended appropriations and
proposed changes to existing law. The Legislature may strike out or reduce an item of appropriation
recommended by the Governor. The Legislature may add items of appropriation, provided such additions are
stated separately. These additional items are then subject to line-item veto by the Governor. If the Governor vetoes
an appropriation or a bill (or a portion thereof) related to the budget, these items can be considered in accordance
with the rules of each house of the Legislature. If approved by two-thirds of the members of each house, such
items will become law notwithstanding the Governor’s veto. Once the appropriation bills and other bills become
law, the “DOB?” revises the State Financial Plan to reflect the Legislature’s actions, and begins the process of
implementing the budget.

2009-10 Enacted Budget. The 2009-10 Enacted Budget (defined below) closes the largest budget gap ever
faced by the State. The combined “current services budget gap” (which includes projected and current deficits)
for fiscal years 2008-09 and 2009-10 totaled $20.1 billion before the gap-closing actions approved by the
Governor and Legislature and the receipt of extraordinary Federal aid. The combined current services gap for
2008-09 and 2009-10 grew steadily over the past year, increasing four-fold since May 2008. The $15 billion
increase in the combined gap, to $20.1 billion, was due almost exclusively to the precipitous decline in projected
receipts, reflecting the severity of the current economic downturn and dislocation in the financial markets. The
current recession has been characterized by a loss of vast sums of wealth from depressed equity and real estate
markets. This is expected to have a substantial impact on taxable income and, by extension, State tax receipts.
State adjusted gross income is expected to fall by $52 billion in 2008-09 and $53 billion in 2009-10, which, if
these expectations are met, would be more than twice the losses seen in the 2001-2002 recession.

The gap-closing plan for 2008-09 and 2009-10 was enacted in two parts. First, in early February 2009, the
Governor and Legislature approved a deficit reduction plan (“DRP”’) for 2008-09. The DRP provided approximately
$2.4 billion in savings over the two-year period, reducing the combined gap from $20.1 to $17.7 billion. Second, in
March 2009, the Governor and Legislature reached final agreement on a budget for 2009-10, with the Legislature
completing action on all appropriations and enabling legislation to implement the budget on April 3, 2009 (“2009-10
Enacted Budget”). All debt service appropriations for 2009-10 were enacted on March 5, 2009.

The 2009-10 Enacted Budget contains a total of $13.9 billion in gap-closing actions, including $6.5 billion
in actions to restrain spending, $5.4 billion in actions to increase receipts, and $2 billion in non-recurring actions
(more than half of which were used in 2008-09 to close a gap that opened in the last half of the fiscal year). The
most significant actions include: freezing the foundation aid and Universal Pre-Kindergarten education aid
programs at 2008-09 levels; eliminating certain property tax rebates; instituting Medicaid cost-containment;
reducing the size of the State workforce; and increasing personal income tax rates on high-income earners.

In addition, the gap-closing plan includes $6.2 billion in direct fiscal relief that the Federal government is
providing to the State under the American Recovery and Reinvestment Act of 2009 (“ARRA”) to stabilize State
finances and help prevent reductions in essential services. This extraordinary aid consists of $5 billion in
reimbursements to the Medicaid State from the Federal government and $1.15 billion in Federal aid provided by
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the ARRA State Fiscal Stabilization Fund (“SFSF”), of which $624 million was used to eliminate the 2008-09
gap, and $675 million was applied to close a portion of the 2009-10 gap.

The State projects new issuance of $599 million in general obligation bonds, $577 million in Dedicated
Highway and Bridge Trust Fund Bonds issued by the Thruway Authority to finance capital projects for
transportation, $520 million in Mental Health Facilities Improvement Revenue Bonds issued by DASNY to
finance capital projects at mental health facilities, $100 million in SUNY Dormitory Facilities Revenue Bonds to
finance capital projects related to student dormitories, and $4.1 billion in State Personal Income Tax (“PIT”)
Revenue Bonds to finance various capital programs.

When the 2009-2010 Enacted Budget was implemented, DOB estimated that, after gap-closing actions and
Federal aid, the General Fund for 2009-2010 was balanced, and projected budget gaps of $2.2 billion in fiscal
year 2010-2011, $8.8 billion in fiscal year 2011-2012 and $13.7 billion in 2012-2013. After accounting for the
DRP and the forecast revisions, as of February 15, 2010 the General Fund has an estimated shortfall of $1.4
billion remaining in the current fiscal year. Rather than proposing additional gap-closing measures in the current
fiscal year, when the range of options for achieving recurring savings is increasingly limited, the State expects to
carry the budget shortfall forward into 2010-11, and address it in the Executive Budget as part of a multi-year
plan that emphasizes recurring savings (see “2010-11 Executive Budget,” below). As required by law, the State
ended the 2008-09 fiscal year in balance in the General Fund.

Overall, tax receipts growth in the two fiscal years following 2009-10 is expected to grow within a range of
2-8%. This reflects an economic forecast of a national recovery beginning in the third quarter of 2009 with many
aspects of the State’s recovery lagging into 2010. This growth is supported significantly by revenue actions in the
Enacted Budget, including the three-year temporary increase in PIT rates. Tax receipts in 2012-2013 are expected
to decline slightly, primarily due to the expiration of the temporary rate increase.

In January 2007, the State created a new statutory Rainy Day Reserve that has an authorized balance of 3%
of General Fund spending. The Rainy Day Reserve may be used to respond to an economic downturn or
catastrophic event. The State made its first deposit of $175 million in 2007-2008.

The Debt Reduction Reserve Fund (“DRRF”) was created in 1998 to set aside resources that could be used
to reduce State-supported indebtedness either through the use of DRRF as a cash financing source, to reduce debt
service costs, or to defease outstanding debt. The 2009-10 Enacted Budget authorizes up to $250 million for the
DRRF to deal with uncertain market conditions. This appropriation will only be funded if resources become
available, and would give the State the flexibility to react to market conditions and apply additional resources to
mitigate risks in the State’s debt portfolio. This appropriation could be used to fund swap termination costs,
capital projects, cost of issuance, or to defease high cost debt.

State Indebtedness and Other Obligations. State-related debt includes State-supported debt, where the state,
subject to an appropriation is directly responsible for paying debt service, as well as State-guaranteed debt (to
which the full faith and credit of the State has been pledged), moral obligation financings and certain contingent-
contractual obligation financings, where debt service is expected to be paid from other sources and State
appropriations are contingent in that they may be made and used only under certain circumstances. “State-
supported debt” is a subset of State-related debt. It includes general obligation debt, to which the full faith and
credit of the State has been pledged, and lease-purchase and contractual obligations of public authorities and
municipalities, where the State’s legal obligation to make payments to those public authorities and municipalities
is subject to and paid from annual appropriations made by the Legislature. Since May 2002, the State has
financed its capital program, previously financed through lease-purchase and contractual obligations of public
authorities, with State PIT Revenue Bonds.

*  Limitations on State-Supported Debt. Under the State Constitution, the State may not, with
limited exceptions for emergencies, undertake a long-term (i.e., for more than one year) general obligation
borrowing unless the borrowing is authorized in a definite amount for a specific purpose by the Legislature
and approved by the voters. There is no constitutional limitation on the amount of long-term general
obligation debt that may be so authorized and subsequently incurred by the State. Under State law, the use of
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debt is limited to capital works and purposes only, with a maximum term of 30 years. New State-supported
debt outstanding was limited to 0.75% of State personal income in 2000-2001 and will gradually increase
until it is fully phased-in at 4% of State personal income in 2010-2011. Similarly, new State-supported debt
service costs were limited to 0.75% of total governmental funds receipts in 2000-2001 and this limit
gradually increase until it is fully phased in at 5% in the 2013-2014 fiscal year. State-related debt
outstanding is expected to increase slightly in 2009-10 to 6.0% of personal income from 5.6% in 2008-2009.

Limitations on the issuance of State-supported debt and debt service costs must be calculated by
October 31 of each year and reported in the quarterly Financial Plan Update most proximate to such date. If the
calculations for permitted new State-supported debt outstanding and debt service costs are less than the State-
supported debt outstanding and debt service costs, new State-supported debt may continue to be issued.
However, if either the debt outstanding or the debt service cap is met or exceeded, the State would be precluded
from contracting new State-supported debt until the next annual cap calculation is made and State-supported
debt is found to be within the appropriate limitations. The prohibition on issuing new State-supported debt if
the caps are met or exceeded provides a significant incentive to treat the debt caps as absolute limits that should
not be reached, and therefore DOB intends to manage subsequent capital plans and issuance schedules under
these limits.

Current projections estimate that debt outstanding and debt service costs will continue to remain below
limits imposed by State law throughout the next several years. However, the State has entered into a period
of significantly declining debt capacity. Available cap room, in regards to debt outstanding, is expected to
decline from 0.74% ($6.8 billion) in 2009-2010 to only 0.08% ($763 million) in 2011-2012, a decrease of
88% or $6 billion. In addition, debt outstanding is projected to exceed the cap by 0.03% ($314 million) in
2012-2013 and by 0.04% ($384 million) in 2013-2014. The State plans to take actions in future budget
cycles before fiscal year 2012-13 in order to stay within the statutory debt limits.

The State has also enacted statutory limits on the amount of variable rate obligations and interest rate
exchange agreements that authorized issuers of State-supported debt may enter into. The statute limits the
use of debt instruments which result in a variable rate exposure (e.g., variable rate obligations and interest
rate exchange agreements) to no more than 20% of total outstanding State-supported debt, and limits the use
of interest rate exchange agreements to a total notional amount of no more than 20% of total outstanding
State-supported debt.

*  General Obligation Bonds. General obligation debt is currently authorized for transportation,
environment and housing purposes. Transportation-related bonds are issued for State and local highway and
bridge improvements, aviation, mass transportation, rail, canal, port and waterway programs and projects.
Environmental bonds are issued to fund environmentally-sensitive land acquisitions, air and water quality
improvements, municipal non-hazardous waste landfill closures and hazardous waste site cleanup projects.
The amount of general obligation bonds issued in the 2008-2009 fiscal year (excluding refunding bonds)
was $455 million, and as of March 31, 2009, the total amount of general obligation debt outstanding was
$3.3 billion. Approximately $599 million in general obligation bonds are expected to be issued in the
2009-2010 fiscal year.

*  Short-Term Borrowings. Under the State Constitution, the State may undertake short-term
borrowings without voter approval (i) in anticipation of the receipt of taxes and revenues, by issuing tax and
revenue anticipation notes (“TRANSs”), and (ii) in anticipation of the receipt of proceeds from the sale of
duly authorized but unissued general obligation bonds, by issuing bond anticipation notes (“BANs’’). TRANs
must mature within one year from their date of issuance and cannot be refunded or refinanced beyond such
period. However, since 1990, the State’s ability to issue TRANs has been limited due to the enactment of the
fiscal reform program which created the Local Government Assistance Corporation. BANs may only be
issued for the purposes and within the amounts for which bonds may be issued pursuant to voter
authorizations, and must be paid from the proceeds of the sale of bonds in anticipation of which they were
issued or from other sources within two years of the date of issuance or, in the case of BANs for housing
purposes, within five years of the date of issuance. In order to provide flexibility within these maximum
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term limits, the State had previously utilized the BANs authorization to conduct a commercial paper
program to fund disbursements eligible for general obligation bond financing.

®  Personal Income Tax Revenue Bonds. Legislation enacted in 2001 provided for the issuance of
State PIT Revenue Bonds by the Dormitory Authority of the State of New York (“DASNY”), the New York
State Environmental Facilities Corporation, the Housing Finance Agency (“HFA”), the New York State
Thruway Authority (“Thruway Authority”’) and the Urban Development Corporation (“UDC”) (collectively,
the “Authorized Issuers”). The legislation provides that 25% of State PIT receipts, excluding refunds owed to
taxpayers, be deposited to the Revenue Bond Tax Fund (“RBTF”) for purposes of making debt service
payments on State PIT Revenue Bonds, with excess amounts returned to the General Fund. In the event that:
(1) the Legislature fails to appropriate amounts required to make all debt service payments on the State PIT
Revenue Bonds; or (ii) having been appropriated and set aside pursuant to a certificate of the Director of the
Budget, financing agreement payments have not been made when due on the State PIT Revenue Bonds, the
legislation requires that PIT receipts continue to be deposited to the RBTF until amounts on deposit in the
Fund equal the greater of 25% of annual PIT receipts or $6 billion.

State PIT Revenue Bonds are expected to continue to be the primary financing vehicle for a broad range of
existing or new State-supported debt programs authorized to be secured by service contract or lease-purchase
payments. As of March 31, 2009, approximately $13.7 billion of State PIT Revenue Bonds were outstanding.
The 2009-10 Enacted Budget projects that $4.1 billion of State PIT Revenue Bonds will be issued in 2009-10.

*  Interest Rate Exchange Agreements. As of March 31, 2009 five issuers, DASNY, UDC, HFA,
Local Government Assistance Corporation (“LGAC”) and the Thruway Authority have entered into a
notional amount of $4.0 billion of interest rate exchange agreements that are subject to the interest rate
exchange agreement cap, which is equal to 8.5% of total debt outstanding.

The State is currently repositioning its swaps portfolio to mitigate the negative effects of the ongoing
credit crisis in the global markets. From March 2008 through March 2009, the State terminated a notional
amount of swaps totaling approximately $2.0 billion. Of this amount, the bankruptcy of Lehman Brothers
Holdings, Inc. resulted in the automatic termination of a notional amount of swaps totaling approximately
$565 million. Given the current dislocations in the underlying variable rate markets and recent experience
with the existing portfolio of swaps, the State has no plans to increase its swap exposure, and may take
further actions to reduce swap exposures commensurate with variable rate restructuring efforts. As of
March 31, 2009, the net mark-to-market value of all the outstanding swaps (the aggregate termination
amount) was approximately $577 million, which represents the total amount the State would pay to the
respective counterparties should all the swaps be terminated. The mark-to-market value of the outstanding
interest rate exchange agreements fluctuates with interest rates and other market conditions. Generally, if
interest rates rise from levels that existed in March 20009, it is expected the State’s termination amounts
would decline. The State plans to continue to monitor and manage counterparty risk on a monthly basis.

*  Net Variable Rate Obligations. As of March 31, 2009 the State had about $1.8 billion of
outstanding variable rate debt instruments that are subject to the net variable rate exposure cap or 3.8% of
total debt outstanding. That amount includes $1.7 billion of unhedged variable rate obligations and
$128 million of synthetic variable rate obligations. The State also has $2.4 billion of fixed rate obligations
that may convert to variable rate obligations in the future. This includes $1.8 billion in State-supported
convertible rate bonds currently outstanding. These bonds bear a fixed rate until future mandatory tender
dates in 2011, 2012 and 2013 at which time they can convert to either a fixed or variable rate. Legislation
enacted in 2005 amended the State Finance Law to clarify that convertible bonds, synthetic variable
obligations and similar obligations that were issued on or before July 1, 2005 and which result in the State
paying a fixed rate in a fiscal year do not count under the variable rate cap until the fiscal year in which the
State may pay a variable rate.

*  Contingent Contractual-Obligation Financing. The State may also enter into statutorily authorized
contingent contractual-obligation financings under which the State may enter into service contracts
obligating it to pay debt service on bonds, subject to annual appropriation, in the event there are shortfalls in
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revenues from other non-State resources pledged or otherwise available, to pay the debt service on the
bonds. The State has never been required to make any payments, and does not expect to make payments,
under this financing arrangement in the 2009-10 fiscal year.

*  Moral Obligation Financings. Moral obligation financing generally involves the issuance of debt
by a public authority to finance a revenue-producing project or other activity. The debt is secured by project
revenues and includes statutory provisions requiring the State, subject to appropriation by the Legislature, to
make up any deficiencies which may occur in the issuer’s debt service reserve fund. There has never been a
payment default on any moral obligation debt of any public authority. The State does not intend to increase
statutory authorizations for moral obligation bond programs. The State has not been called upon to make any
payments pursuant to any moral obligations since the 1986-87 fiscal year and no such requirements are
anticipated during the 2009-10 fiscal year.

*  State-Guaranteed Financings. Pursuant to specific constitutional authorization, the State may also
directly guarantee certain public authority obligations. The only current authorization provides for the State
guarantee of the repayment of certain borrowings for designated projects of the New York State Job
Development Authority. The State has never been called upon to make any direct payments pursuant to any
such guarantees. Payments of debt service on State-guaranteed bonds and notes are legally enforceable
obligations of the State.

e State-Supported Lease-Purchase and Contractual-Obligation Financings. The State utilizes
certain long-term financing mechanisms, lease-purchase and contractual-obligation financings, which
involve obligations of public authorities or municipalities where debt service is payable by the State, but are
not general obligations of the State. Under these financing arrangements, certain public authorities and
municipalities have issued obligations to finance certain payments to local governments, various capital
programs, including those which finance the State’s highway and bridge program, SUNY and CUNY
educational facilities, health and mental hygiene facilities, prison construction and rehabilitation, economic
development projects, State buildings and housing programs, and equipment acquisitions, and expect to meet
their debt service requirements through the receipt of rental or other contractual payments made by the State.
Debt service payable to certain public authorities from State appropriations for such lease-purchase and
contractual obligation financings may be paid from general resources of the State or from dedicated tax and
other sources (e.g., State personal income taxes, motor vehicle and motor fuel related-taxes, dormitory
facility rentals, and patient charges). Although these financing arrangements involve a contractual agreement
by the State to make payments to a public authority, municipality or other entity, the State’s obligation to
make such payments is generally expressly made subject to appropriation by the Legislature and the actual
availability of money to the State for making the payments.

The State has never defaulted on any of its general obligation indebtedness or its obligations under lease-
purchase or contractual obligation financing arrangements and has never been called upon to make any direct
payments pursuant to its guarantees.

Public Authorities. The fiscal stability of the State is related in part to the fiscal stability of its public
authorities, namely public benefit corporations, created pursuant to State law, other than local authorities. Public
authorities are not subject to the constitutional restrictions on the incurrence of debt that apply to the State itself
and may issue bonds and notes within the amounts and restrictions set forth in legislative authorization. The
State’s access to the public credit markets could be impaired and the market price of its outstanding debt may be
materially and adversely affected if certain of its public authorities were to default on their respective
obligations, particularly those using State-supported or State-related debt financings. As of December 31, 2008,
there were 19 public authorities that had outstanding debt of $100 million or more, and the aggregate
outstanding debt, including refunding bonds, of these State public authorities was approximately $140 billion,
only a portion of which constitutes State-supported or State-related debt.

New York City. The fiscal demands on the State may be affected by the fiscal condition of the New York
City (the “City”), which relies in part on State aid to balance its budget and meet its cash requirements. It is also
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possible that the State’s finances may be affected by the ability of the City, and certain entities issuing debt for the
benefit of the City, to market securities successfully in the public credit markets.

Other Localities. Certain localities outside the City have experienced financial problems and have requested
and received additional State assistance during the last several State fiscal years. Like the State, local
governments must respond to changing political, economic and financial influences over which they have little or
no control. Such changes may adversely affect the financial condition of certain local governments. For example,
the Federal government may reduce (or in some cases eliminate) Federal funding of some local programs or
disallow certain claims which, in turn, may require local governments to fund these expenditures from their own
resources. It is also possible that New York City, other localities, or any of their respective public authorities may
suffer serious financial difficulties that could jeopardize local access to the public credit markets, which may
adversely affect the marketability of notes and bonds issued by localities within the State. Localities may also
face unanticipated problems resulting from certain pending litigation, judicial decisions and long-range economic
trends. Other large-scale potential problems, such as declining urban populations, increasing expenditures, and
the loss of skilled manufacturing jobs, may also adversely affect localities and necessitate State assistance.

2010-11 Executive Budget. On January 19, 2010, the Governor presented his Executive Budget for 2010-11
to the Legislature. The Executive Budget Financial Plan (the “Initial Executive Budget Financial Plan” or “Initial
Plan”) reflected recommendations to eliminate a General Fund budget gap in 2010-11 that was then estimated at
approximately $7.4 billion. The budget gap included an estimated budget shortfall of $500 million in 2009-10
(the current fiscal year) that was expected to be carried forward into 2010-11.

On February 9, 2010, the Governor submitted amendments to the Executive Budget (together with the Initial
Plan, the “Updated Financial Plan’). The Updated Financial Plan reflects the (a) impact of the Governor’s
amendments and (b) substantive forecast revisions to the multi-year projections of receipts and disbursements that
were set forth in the Initial Plan, based on updated information through January 2010.

The Updated Financial Plan projects that the budget gap that must be addressed in 2010-11 increased by $750
million to $8.2 billion. The increase from the Initial Plan was due to downward revisions to the PIT forecast based on
January 2010 results, and higher expected spending for Medicaid. The revisions increased the current-year budget
shortfall that is expected to be carried into 2010-11 to $1.4 billion, an increase of $880 million from the Initial Plan.

The Updated Financial Plan identifies additional gap-closing resources and actions to fully eliminate the
additional General Fund gap (including the 2009-10 budget shortfall) and maintain a balanced Executive Budget
proposal, as required by law.

The most significant new gap-closing resource is an anticipated six-month extension of a higher Federal
Medical Assistance Percentage (“FMAP”) for eligible State Medicaid expenditures. On February 1, 2010,
President Obama released his Executive Budget for Fiscal Year 2011. The President’s Budget recommends a six-
month extension of the temporary increase in the FMAP that was authorized in the American Recovery and
Reinvestment Act (“ARRA”). Under the ARRA, the higher FMAP for eligible Medicaid expenditures currently in
effect would expire on December 31, 2010. DOB estimates that, if approved, the extension of higher FMAP
through June 30, 2011 would provide approximately $1.1 billion in Financial Plan savings in both the 2010-11
and 2011-12 fiscal years. If the extension of FMAP were not approved, the State would be required to take an
additional $575 million in gap-closing actions, as well as eliminate the resources reserved for fiscal uncertainties.

The Updated Financial Plan would fully eliminate the 2010-11 budget gap of $8.2 billion (which includes
the $1.4 billion shortfall carried forward from 2009-10), and reduce the projected gap in 2011-12 from $14.5
billion to $5.4 billion. The Updated Financial Plan would, if enacted in its entirety:

*  Provide over $8.7 billion in gap-closing actions and resources, which, if approved, would permit
the State to set aside nearly $500 million in resources above what is needed to balance the 2010-11 budget to
deal with fiscal uncertainties;

*  Reduce spending from the current-services forecast by approximately $5.0 billion in 2010-11, in
both the General Fund and in State Operating Funds;6

33



*  Hold spending on all measures at well below the rate of inflation, excluding the impact of payment
deferrals that artificially lower spending in 2009-10 and increase it in 2010-11; and

*  Maintain the State’s rainy day reserves at $1.2 billion.

The Updated Financial Plan does not advance any proposals to close the budget gaps with deficit borrowing,
which would likely have an immediate adverse impact on the State’s credit rating and add to the long-term budget
imbalance. Under the Updated Financial Plan, the combined four-year gap (2010-11 through 2013-14) is reduced
by more than half, declining from $62 billion to $28 billion.

Reductions to current-services spending total approximately $5 billion in the State Operating Funds ($5.9
billion in the General Fund) and constitute 68% of the Updated Financial Plan. The proposed reductions affect
nearly every activity financed by State government, ranging from aid to public schools to agency operations to
capital expenditures.

The Updated Financial Plan includes $1.2 billion in tax and fee increases. These include a new excise tax on
syrup used in soft drinks and other beverages ($465 million), a franchise fee paid by grocery stores to allow the
sale of wine ($254 million), a $1 per pack increase in the cigarette tax ($210 million), and an assessment on health
care providers ($216 million), all of which are earmarked to help pay for existing health care expenses. In addition,
audit and compliance activities are expected to increase the tax base by approximately $221 million annually.

Non-recurring resources, which comprise 7% of the actions proposed in the Updated Financial Plan, total
$565 million. Importantly, this is less than the annual growth in savings achieved by recurring gap-closing actions
which grow in value by approximately $1.4 billion from 2010-11 to 2011-12.8 As a result, the non-recurring
actions will not increase the budget gap in 2011-12.

Anticipated Federal aid accounts for the balance of the Updated Financial Plan.

DOB believes that the Updated Financial Plan would, if enacted in its entirety, provide for balanced
operations in the General Fund in 2010-11. The budget gap for 2011-12 would be reduced by more than half,
declining from $14.5 billion to $5.4 billion. Future budget gaps would total $10.7 billion in 2012-13 (a reduction
of $7.8 billion from projected current-services levels) and $12.4 billion in 2013-14 (a reduction of $8.5 billion
from current-services levels).

These budget gaps, which remain relatively high by historical standards even after the substantial reductions
recommended in the gap-closing plan, are significantly affected by the expected end of extraordinary Federal
stimulus aid for Medicaid, education, and other governmental purposes. Governor Paterson has asked Lieutenant
Governor Ravitch to develop a plan to eliminate the structural imbalance within four years. The Lieutenant
Governor has assembled a working group of fiscal experts to develop and evaluate options to help bring the long-
term growth in spending in line with receipts.

DOB estimates the State will end 2009-10 with a General Fund balance of $1.4 billion, including $1.2
billion in the rainy day reserves. This assumes that the shortfall for 2009-10 is carried forward into 2010-11 and
that the DRP actions planned for the current year are achieved in their entirety.

After gap-closing actions, the year-end balance for 2010-11 would total $1.9 billion, an increase of $533
million from 2009-10. The State’s principal reserve funds are expected to remain unchanged, but approximately
$485 million in additional General Fund resources would be expected to be available if (a) the Executive Budget
was enacted in its entirety and (b) the Congress were to approve a six month extension for FMAP at the levels
expected in the Updated Financial Plan. In addition, the balance in the Community Projects Fund, which finances
discretionary (“member item”) grants allocated by the Legislature and Governor, is expected to increase by $48
million from 2009-10.

Other New York Risk Factors. When compared with the average ratings among other states of full faith and
credit state debt obligations, the credit risk associated with obligations of the State and its agencies and
authorities, including general obligation and revenue bonds, “moral obligation” bonds, lease debt, appropriation
debt and notes is somewhat higher than average. Moreover, the credit quality of such obligations may be more
volatile insofar as the State’s credit rating has historically been upgraded and downgraded much more frequently
than most other states.
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The combined state and local taxes of residents of the State, and particularly of residents of the City, are
among the highest in the country, which may limit the ability of the State and its localities to raise additional
revenue. In addition, combined State and local debt per capita in the State is significantly above the national
average and debt service expenditures have represented an increasing claim on State and local budgets.

Additionally, many factors, including national, economic, social and environmental policies and conditions,
which are not within the control of such issuers, could have an adverse impact on the financial conditions of such
issuers. The Fund cannot predict whether or to what extent such factors or other factors may affect the issuers of
New York municipal securities, the market value or marketability of such securities or the ability of the respective
issuers of such securities acquired by the Fund to pay interest on or principal of such securities. The
creditworthiness of obligations issued by local New York issuers may be unrelated to the creditworthiness of
obligations issued by the State, and there is no responsibility on the part of the State to make payments on such
local obligations. There may be specific factors that are applicable in connection with investment in the
obligations of particular issuers located within New York, and it is possible the Fund will invest in obligations of
particular issuers as to which such specific factors are applicable. However, the information set forth above is
intended only as a general summary and not a discussion of any specific factors that may affect any particular
issuer of New York municipal securities.

MANAGEMENT

The general supervision of the duties performed by the Adviser for the Funds under the investment advisory
agreement (the “Investment Advisory Agreement”) is the responsibility of the Board. The Trust currently has five
Trustees. Five Trustees have no affiliation or business connection with the Adviser or any of its affiliated persons and
do not own any stock or other securities issued by the Adviser. These are the “non-interested” or “independent” Trustees
(“Independent Trustees”). The other two Trustees (the “Management Trustees”) are affiliated with the Adviser.

The Independent Trustees of the Trust, their term of office and length of time served, their principal business
occupations during the past five years, the number of portfolios in the Fund Complex (defined below) overseen
by each Independent Trustee and other directorships, if any, held by the Trustee are shown below. The Fund
Complex includes all open- and closed-end funds (including all of their portfolios) advised by the Adviser and
any funds that have an investment adviser that is an affiliated person of the Adviser. As of the date of this SAI, the
Fund Complex consists of the Trust and three other exchange-traded fund trusts advised by the Adviser
(collectively, the “Fund Family™), as well as other portfolios advised by an affiliated person of the Adviser.

Number of
Portfolios in
Fund
Term of Complex
Office and Overseen by
Name, Address and Age Position(s) Held Length of Principal Occupation(s) Independent Other Directorships
of Independent Trustees with Trust Time Served* During Past 5 Years Trustees Held by Independent Trustees
Ronn R. Bagge (52) Trustee Since 2007 Founder and Principal, YQA 102 None
YQA Capital Capital Management LLC
Management LLC (1998-Present); formerly
1755 S. Naperville Rd. Owner/CEO of Electronic Dy-
Suite 100 namic Balancing Co., Inc.
Wheaton, IL 60187 (high-speed rotating equip-
ment service provider)

Todd J. Barre (52) Trustee Since 2010 Vice President and Senior In- 39 None
c/o Invesco PowerShares vestment Strategist
Capital Management LLC (2001-2008), Director of
301 West Roosevelt Road Open Architecture and Trad-
Wheaton, IL 60187 ing (2007-2008), Head of

Fundamental Research
(2004-2007) and Vice Presi-
dent and Senior Fixed In-
come Strategist (1994-2001),
BMO Financial Group/Harris
Private Bank
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Number of
Portfolios in

Fund
Term of Complex
Office and Overseen by

Name, Address and Age Position(s) Held Length of Principal Occupation(s) Independent Other Directorships
of Independent Trustees with Trust Time Served* During Past 5 Years Trustees Held by Independent Trustees
Marc M. Kole (49) Trustee Since 2007 Chief Financial Officer, Hope 102 None
c¢/o Invesco PowerShares Network (social services)
Capital Management LLC (2008-Present); formerly
301 West Roosevelt Road Assistant Vice President and
Wheaton, IL 60187 Controller, Priority Health

(health insurance) (2005-

2008); Senior Vice President

of Finance, United Healthcare

(2004-2005); Senior Vice

President of Finance, Oxford

Health Plans (2000-2004)
Philip M. Nussbaum (48)  Trustee Since 2007 Chairman, Performance Trust 102 None
c/o Invesco PowerShares Capital Partners (formerly
Capital Management LLC Betzold, Berg, Nussbaum &
301 West Roosevelt Road Heitman, Inc.) (2004-
Wheaton, IL 60187 Present); formerly Managing

Director, Communication

Institute (2002-2003);

Executive Vice President of

Finance, Betzold, Berg,

Nussbaum & Heitman, Inc.

(1994-1999)
Donald H. Wilson (50) Trustee Since 2007 Chairman and Chief Execu- 102 None

c/o Invesco PowerShares
Capital Management LLC
301 West Roosevelt Road
Wheaton, IL 60187

tive Officer, Stone Pillar Ad-
visers, Ltd. (2010-Present);
formerly, Chief Operating Of-
ficer, AMCORE Financial,
Inc. (bank holding company)
(2007-2009); formerly Execu-
tive Vice President and Chief
Financial Officer, AMCORE
Financial, Inc. (2006-2007);
Senior Vice President and
Treasurer, Marshall & Ilsley
Corp. (bank holding com-
pany) (1995-2006)

*  This is the period for which the Trustee began serving the Trust. Each Trustee serves an indefinite term, until
his successor is elected.

The Management Trustees and the executive officers of the Trust, their term of office and length of time
served, their principal business occupations during the past five years, the number of portfolios in the Fund
Complex overseen by the Management Trustees and the other directorships, if any, held by the Management
Trustees, are shown below.
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Number of
Portfolios in

Fund
Term of Complex
Office and Overseen by

Name, Address and Age Position(s) Held Length of Principal Occupation(s) Management Other Directorships
of Management Trustees with Trust Time Served* During Past 5 Years Trustees Held by Management Trustees
H. Bruce Bond (46) Chairman of Since 2006 Chairman, Invesco Power- 102 None
Invesco PowerShares the Board and Shares Capital Management
Capital Management LLC ~ Trustee LLC (2009-Present); for-
301 West Roosevelt Road merly, Managing Director, In-
Wheaton, IL 60187 vesco PowerShares Capital

Management LLC (2002-

2009); Manager, Nuveen

Investments (1998-2002)
Kevin M. Carome (53) Trustee Since 2010 Senior Managing Director 39 None
Invesco Ltd. and General Counsel, Invesco
Two Peachtree Pointe Ltd. (2006-Present); for-
1555 Peachtree St., N.E., merly, Senior Vice President
Suite 1800 and General Counsel, Invesco
Atlanta, GA 30309 Aim Advisors, Inc.

(2003-2005); Senior Vice

President and General Coun-

sel, Liberty Financial Compa-

nies, Inc. (2000-2001);

General Counsel of certain

investment management sub-

sidiaries of Liberty Financial

Companies, Inc.

(1998-2000); Associate Gen-

eral Counsel, Liberty Finan-

cial Companies, Inc.

(1993-1998); Associate,

Ropes & Gray LLP
Name, Address and Age Position(s) Held Length of
of Executive Officer with Trust Time Served* Principal Occupation(s) During Past 5 Years
Andrew Schlossberg (35) President Since 2009 Managing Director, U.S. head of business strategy and chief marketing
Invesco Aim officer for Invesco Ltd. in the United States (2008-Present); formerly,
Management Group, Inc. Mr. Schlossberg served in multiple roles within Invesco, including head
11 Greenway Plaza of corporate development, as well as global leadership roles in strategy
Suite 100 and product development in the company’s North American Institu-
Houston, Texas 77046 tional and Retirement divisions (2002-2007)
Bruce T. Duncan (55) Chief Financial Chief Finan-  Senior Vice President of Finance, Invesco PowerShares Capital
Invesco PowerShares Officer, Treasurer cial Officer Management LLC (2005-Present); formerly Private Practice Attorney
Capital Management LLC ~ and Secretary and (2000-2005); Vice President of Investor Relations, The
301 West Roosevelt Road Treasurer ServiceMaster Company (1994-2000); Vice President of Taxes, The
Wheaton, IL 60187 since 2007; ServiceMaster Company (1990-2000)

Secretary
since 2008
Benjamin Fulton (48) Vice President Since 2009 Executive Vice President—Global Product Development, Invesco
Invesco PowerShares PowerShares Capital Management LLC (2005-Present); formerly,
Capital Management LLC principal of Clermont Consulting, a consulting firm focused on the
301 West Roosevelt Road creation and development of retail investment products (2003-2005);
Wheaton, IL 60187 President and a founding partner of Claymore Securities, a financial
services firm in the Chicagoland area (2001-2003); Managing Director
of Structured Investments at Nuveen Investments (1998-2001)

Peter Hubbard (28) Vice President Since 2009 Vice President and Director of Portfolio Management—Invesco
Invesco PowerShares PowerShares Capital Management LLC (2007-Present); formerly, Re-
Capital Management LLC search Analyst, Invesco PowerShares Capital Management LLC (2005-

301 West Roosevelt Road
Wheaton, IL 60187

2007); Research Analyst and Trader, Ritchie Capital, a hedge fund
operator (2003-2005).
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Name, Address and Age Position(s) Held Length of

of Executive Officer with Trust Time Served* Principal Occupation(s) During Past 5 Years

David Warren (52) Vice President Since 2009 Director, Executive Vice President and Chief Financial Officer, Invesco
Invesco Trimark Ltd. Trimark Ltd. and Chief Administrative Officer, North American Retail,
5140 Yonge Street Invesco Ltd (2007-Present); formerly, Director, Executive Vice President
Suite 900 and Chief Financial Officer, Invesco Trimark Ltd. (2000-2006)

Toronto, Ontario M2N 6X7

Kevin R. Gustafson (44) Chief Compliance Since 2007 General Counsel, Invesco PowerShares Capital Management LLC

Invesco PowerShares
Capital Management LLC
301 West Roosevelt Road
Wheaton, IL 60187

Officer

(2004-Present); formerly Chief Compliance Officer, Invesco Power-
Shares Capital Management LLC (2004-2008)

*  This is the period for which the Trustee/Officer began serving the Trust. Each Trustee/Officer serves an
indefinite term, until his successor is elected.

For each Trustee, the dollar range of equity securities beneficially owned by the Trustee in the Trust and in
all registered investment companies overseen by the Trustee is shown below.

Name of Trustee

Ronn R. Bagge
Todd J. Barre

Marc M. Kole
Philip M. Nussbaum
Donald H. Wilson
H. Bruce Bond

Kevin M. Carome

Name of Trustee

Ronn R. Bagge
Todd J. Barre

Marc M. Kole
Philip M. Nussbaum
Donald H. Wilson
H. Bruce Bond

Kevin M. Carome

Dollar Range of
Equity Securities in
PowerShares
1-30 Laddered
Treasury Portfolio

(As of December 31, 2009)

None
None
None
None
None
None
None
Dollar Range of

Equity Securities in
PowerShares Build

America Bond Portfolio
(As of December 31, 2009)

Dollar Range of
Equity Securities in Dollar Range of Dollar Range of
PowerShares Equity Securities in Equity Securities in
Autonomic Balanced PowerShares PowerShares
Growth NFA Autonomic Balanced Autonomic Growth
Global Asset Portfolio NFA Global Asset Portfolio NFA Global Asset Portfolio
(As of December 31, 2009)  (As of December 31, 2009)  (As of December 31, 2009)
None None None
None None None
None None None
None None None
None None None
None None Over $100,000
None None None
Dollar Range of Dollar Range of Dollar Range of Equity
Equity Securities in Equity Securities in Securities in
PowerShares PowerShares PowerShares Insured
Emerging Markets High Yield Corporate California Municipal
Sovereign Debt Portfolio Bond Portfolio Bond Portfolio

(As of December 31, 2009)  (As of December 31, 2009) (As of December 31, 2009)

None

None

None

None
$50,001-$100,000

None

None

None None None
None None None
None None None
None None None
None None None
Over $100,000 None None
None None None
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Dollar Range of Equity
Securities in
PowerShares Insured
National Municipal
Bond Portfolio

Dollar Range of Equity
Securities in
PowerShares Insured
New York Municipal
Bond Portfolio

Dollar Range of
Equity Securities in
PowerShares
Preferred Portfolio

Dollar Range of Equity
Securities in PowerShares
VRDO Tax-Free
Weekly Portfolio

Name of Trustee (As of December 31,2009)  (As of December 31,2009)  (As of December 31,2009)  (As of December 31, 2009)
Ronn R. Bagge Over $100,000 None None $50,001-$100,000
Todd J. Barre None None None None

Marc M. Kole $10,001-$50,000 None None None

Philip M. Nussbaum None None None None

Donald H. Wilson None None None $10,001-$50,000

H. Bruce Bond None None None Over $100,000
Kevin M. Carome None None None None

Aggregate Dollar Range of
Equity Securities in All
Registered Investment

Companies Overseen by
Trustee in Fund Family

Name of Trustee (As of December 31, 2009)

Ronn R. Bagge Over $100,000
Todd J. Barre None

Marc M. Kole Over $100,000
Philip M. Nussbaum Over $100,000
Donald H. Wilson Over $100,000
H. Bruce Bond Over $100,000
Kevin M. Carome None

As of the date of this SAI, as to each Independent Trustee and his immediate family members, no person
owned beneficially or of record securities in an investment adviser or principal underwriter of the Funds, or a
person (other than a registered investment company) directly or indirectly controlling, controlled by or under
common control with an investment adviser or principal underwriter of the Funds.

The trusts in the Fund Family pay each Independent Trustee an annual retainer of $195,000 for their service
as Trustee (the “Retainer”). Effective May 1, 2009, the Retainer is allocated half pro rata among all of the funds
in the Fund Family and the other half is allocated among all of the funds in the Fund Family based on average net
assets. Prior to May 1, 2009, the Trust and the PowerShares Exchange-Traded Fund Trust (the “Initial Trust”) paid
$155,000 of the Retainer, half of which was allocated pro rata between the funds of the Trust and the Initial Trust,
and the other half of which was allocated between the funds of the Trust and the funds of the Initial Trust based
on average net assets. The other trusts in the Fund Family paid the remaining $40,000 of the Retainer. Each
committee chair receives an additional fee of $10,000 per year, allocated in the same manner as the Retainer. The
Trust also reimburses each Trustee for travel and other out-of-pocket expenses incurred in attending Board and
committee meetings.

The Trust has a deferred compensation plan (the “DC Plan”), which allows each Independent Trustee to
defer payment of all, or a portion, of the fees the Trustee receives for serving on the Board throughout the year.
Each eligible Trustee generally may elect to have the deferred amounts credited with a return equal to the total
return on one to five of the funds of the Initial Trust or the Trust that are offered as investment options under the
DC Plan. At the Trustee’s election, distributions are either in one lump sum payment, or in the form of equal
annual installments over a period of years designated by the Trustee. The rights of an eligible Trustee and the
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beneficiaries to the amounts held under the DC Plan are unsecured and such amounts are subject to the claims of
the creditors of the Funds. The Independent Trustees are not eligible for any pension or profit sharing plan.

During the fiscal year ended October 31, 2009, the Board of the Trust held six meetings.

The Board has an Audit Committee. Messrs. Bagge, Barre, Kole, Nussbaum and Wilson currently serve as
members of the Audit Committee. The Audit Committee has the responsibility, among other things, to:
(i) approve and recommend to the Board the selection of the Trust’s independent registered public accounting
firm, (ii) review the scope of the independent registered public accounting firm’s audit activity, (iii) review the
audited financial statements and (iv) review with such independent registered public accounting firm the
adequacy and the effectiveness of the Trust’s internal controls. During the fiscal year ended October 31, 2009, the
Audit Committee held five meetings.

The Board also has a Nominating and Governance Committee. Messrs. Bagge, Barre, Kole, Nussbaum and
Wilson currently serve as members of the Nominating and Governance Committee. The Nominating and
Governance Committee has the responsibility, among other things, to identify and recommend individuals for
Board membership, and evaluate candidates for Board membership. The Board will consider recommendations
for trustees from shareholders. Nominations from shareholders should be in writing and sent to the Secretary of
the Trust to the attention of the Chairman of the Nominating and Governance Committee as described below
under the caption “Shareholder Communications.” During the fiscal year ended October 31, 2009, the
Nominating and Governance Committee held four meetings.

The following sets forth the fees paid to each Trustee for the fiscal year ended October 31, 2009.

Aggregate Pension or Retirement

Compensation From Benefits accrued as part of Total Compensation Paid
Name of Trustee Trust Fund Expenses From Fund Complex (1)
Ronn R. Bagge $55,710 N/A $205,000
Todd J. Barre $0(2) N/A $0(2)
Marc M. Kole $55,710 N/A $205,000
Philip M. Nussbaum $52,767 N/A $195,000
Donald H. Wilson $52,767 N/A $195,000
H. Bruce Bond N/A N/A N/A
Kevin M. Carome N/A N/A N/A

(1) The amounts shown in this column represent the aggregate compensation paid by all of the series of the
trusts in the Fund Family as of October 31, 2009 before deferral by the Trustees under the DC Plan. As of
October 31, 2009, the values of the deferral accounts for Messrs. Bagge and Nussbaum pursuant to the
DC Plan were $39,144 and $395,746, respectively.

(2) Mr. Barre did not receive any compensation from the Trust during its last