October 18, 2005

TO: CARLI Boardof Directorsvia CARLI Finance Committee

FROM: J. David Stewart
Assistart Vice Preddent for Plaming and Budgeting

SUBJECT: Economic and Budget Update Report (Informational Item)

The following informaiton hasbeencompiled from multiple published sources
ard isinterdedto provide anupdate on the national and state ecanomy, the lates available
Illinois reverue forecass and status of FY 2006 state budget.

Se\eral of the economic measiresdiscussedin this report still do not yetreflect
the full ecanomic impacts of Hurricane Katrina. One governmert agercy, the Congressional
Budget Offi ce, predcts that Katrina's aftermath will trim one percert from ecaromic growth in
the secand half of the year, that job lossesof 400,000 or more will occur in the coming months,
and that September gaspriceswill average 40 % higher than before the hurricare hit.

Nati onal Economy

At thistime, the national economy continuesto show gereraly positive trends,
but thereare some underlying concerns asillustrated by some of the most recent ecanomic data
available.

¥ Consumerpricesin September surged by the larged amount in more than 25
yeard\ jumping by 1.3 per cert lag month. As expected, most of the increag is
atributable to higher erergy costs. The reaulting jumpin the CPI also ledto a
higher 4.1% rate in the COLA for Sccial Secuity berefit recipierts.

¥ In Segember consumer confidence experiencedits bigged drop in 15 years The
Conference Board reported that the Consumer Confidence Index dropped from
105.5in August to 86.6 for Seggember. Analysts had expectedthe Sefdgember
index to comein at98 points. The 18.9 point decreag isthe bigged drop in the
Index since October 1990.

¥ Short termintered ratesincreagdfrom 3.5% to 3.75%. Federal funds ratesof
3.75% are attheir highed level in 4 years These baseline short-term intereg rate
changesaffect primeinteres rates mortgage and revolving credt card rates
ARMS and other variab e rate typesof intere$ adusted dekt. Mortgage rates
reflecing longer-term interes rate trends, also appea to be moving upwardN and
thereare concerns that this may cause the current housing value bubble to burst
atsome point in the near future.

¥ The trade deficit rose by $59 billion, about $1.1 billion thanthe previous month--
ard is expectedto go evenhigher asforeign oil importsincrea® to fill hurricane-
related domegic pipeline supply and refining disruptions. The U.S. deficit with



China hit amonthly record of $18.5 billion in August 2005, reflecing increased
shipmerts of clothing and textiles

The Institute for Supply Maragemert (ISM) hasissuedareport thatis the first
major report for Sefgember, and thefirst to show the full effects of Hurricares
Katrina and Rita on the Economy:

I ThelSM reportedthatits index of national factory activity rose to 59.4 for
Sepember, the highed index rating in over ayear. The index had stood at
53.6 for August 2005 and economists had predcted a Sepgtemler index
readng of 52.0. A readng above 50 denotesexparsion in the factory secbor.
The ISM suggededthatthisincreaeisdirecty related to HurricaresKatrina
ard Rita, i.e., new goods needto be producedto repace those damaged or
dedroyedby the hurricares

I ThelSM new orderscomponent, a signal of future growth, rose to 63.8 from
56.4, its highed readng since July 2004.

I ThelSM pricespaid index soaredfrom 62.5 to 78.0, refl ecing the high price
of oil and other commadities

I ThelISM employmert gauge increagd slightly from 52.6 in August to 53.1
in Segember.

The BLSreportedthat erergy pricesincreagdby 5% in August, the bigges
increa® since March 2003, with gaspricesincreasng by 8.3%, natural gasprices
gaining 2.7%, ard fuel oil going up by 4.1%. (Note: these August fi guresdo not
fully represent the impact of Katrina on fuel prices asthe storm did not hit until
the end of August. This affects both consumers directly and indirecty through
higher transportation costs and surchargespaid. Degite thesincreags and the
laterincreasesattributedto Katrina and Rita, Feceral Reserve ChairmanAllen
Greerspannoted on September 27 that the ecanomy has handledthe increa®d
erergy costs Orasonaly wellO)

The Commerce Departmert reports that durable goods ordersrose 3.3% in
August, after falling 5.3% in July. Thisrate of increase exceeded amalystsO
expectatons.

The Commerce Departmert reportedthat U.S. housing starts droppedin August
by 1.3%. Thisdrop in housing starts wasgreatr than expecied Multifamily
housing starts decreasdby 9.4%, while single-family housing starts showeda
dlight increas.

Corporate cutbacksin R&D spending arealso notewo[thyN asfunds are being
divertedto sharetolder dividends and share buybacksN all concerrs that may
have anadversimpacton future corporate profitakility and competitiveress.

Barkruptcy filing by Delphi, a major auomotive components marufacturer, will
leadto significart employeelayoffs and will have alikely impacton GM
operatons.



I1linois Economy

In gereral, the Illinois ecanomy is showing steady improvemer, although ata
slower rate thanin the recert pad. Realecanomic indicairs point to solid progress in ecaiomic
recovery.

The Universty of Illinois Flash Economic Index continuedits strong
performarce, with the September Index rebounding from a slight drop in August. The Flash
Index was106.9 for Sepember, up from the 106.5 reading in August, and equal to the 106.9 level
recadedfor July 2005. 2005. Just ayea ago, the Index wasat 102.2. In Septemler 2005, all
componerts of the Index were up in OealO(infl ation-adjusted) termsfrom the same month ayear
ag, with corporate tax recepts being egecially strong.

The September readng suggeds thatthe Illinois ecanomy wasnot affected by the
aftermath of hurricaresKatrina and Rita and, atleas for now, the relatedincrea® in gaoline and
other erergy pricesaccording to J. Fred Giertz, the lllinois professor who compiled the Index.
Ohe hurricaneshave had a major impacton consumer confidence readngs, but apparently had
little effecton the behavior of Illinois consumersOGiertz said.

The Flash Index is aweighted average of 1llinois growth ratesin corporate earnings, consumer
sperding and personal income. Tax recepts from corporate income, personal income arnd retail
salesareadustedfor inflation before growth ratesarecalculated The growth rate for each
componert is then calculated for the 12-month period using data through Segember 30.

U OF IFLASH SEPTEMBER INDEX
OF ILLINOIS ECONOMIC GROWTH
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The lllinois index is a measure of future economic activity (100 = no growth).
Analysis by the Institute of Government and Public Affairs, University of lllinois.




State Revenues

The Illinois Commission on Governmert Forecaging and Accountahility (CGFA) hasissueda
report summearizing reveruesfor the first quarter of FY 2006. While there were some itemsthat
servedto suppress reverue growth for the quarter nost of the ecanomically related sourcessuch
asincome and saleshave continuedto perform well and areactually running somewhat aheadof
expectations.O Following are some excergs from this report:

¥ Through the first quarter of the fiscal year, excluding Budget Stahilizaton trarsfers, gereral
revenuesareoff $165 million. The lossis due to the timing and magnitude of fund sweegs as
well aslag yearOsignificart jumpin federal sourcesrelatedto ealier short-term borrowing.
Absert those items, reveruesfor the most part, continue to perform fairly well.

¥ Gross peronal incometaxesare up $145 million, or $143 million net of refunds. Sakstax
recepts are up $138 million, while gross corporate incometaxeshave increagd $54 million,
or $59 million net of refunds. Intereg income continuesto perform well asratesof return
continue to rise, with receipts gaining $23 million over the first threemonths. All other
sourcesexperiencing year to date gains added anadditional $22 million.

¥ A number of sources aredown in comparison to the same period of ayearago. Cigarette
taxesare down $41 million due to a temporary tax distribution change made lag fiscal year.
As expected, the Cook County Intergovernmertal Transfer is down, falling $37 million.
Insurance taxesareoff by $12 million, and inheritance tax receipts stumbled by $10 million.

¥ Overall trarsfersare down $167 million yearto date due to afalloff in othertrarsfers
stemming from less statutory fund swees and less chargeback activity. While riverboat
transfers ard directreceipts are down $27 million, lottery trarsfers are aheadby an equal
amaunt. Feceral sourcesare down by $282 million, whichis due to $434 million in trarsfers
in 2004 to the gereral funds stemming from short-temrm borrowing usedto pay down the
backogin Medcaid hills.

¥ Whileoveral reverues excluding Budget Stahilization Fund transfers, are down thusfarin
FY 2006, most of those declineswere articipated. For examge, due to timing of federal
related sourceslad year, it isnot at all surprising to be down earl thisfiscal yea. Similarly,
due to atemporary change in cigarette tax distribution experiencedlag yea, afalloff in the
first quarter wasarticipated. In addition, the declinein other trarsfers early in the yearwas
also forecad, basedon the statutory timing of fund sweeps.

The State of Illinois ComptrollerO©ffi ce hasalso releasedits overview of the recently completed
quarter. The ComptrollerOseport ectoedthe CGFA quarterly report in some repects: Noting a
70% increas in Medicaid sperding comparedto the sametimelag yearthe report notes OThis
growth in Medcaid spending, duein part to unusua spending patterns asociatedwith the
program lagt year, offset an impressive increase in economic revenuesOSome excerpts from
the report follow:

¥ Department of Healthcare and Family Sewicesgrant expenditures(Medcaid) from
the General Fundsin the first quarter of fiscal year 2006 increased $897 million or
70.0% comparedto the same time lag year. The increase in health care spending was
somewhat anticipated At the end of fiscal year 2004, the state borrowed $850
million to take advantage of the temporary increase in reimbursement rates This
borrowing reduced Medcaid expendituresin the first quarter of lag year.



¥ At theend of Segember, the adusted Gereral Revenue Fund (GRF) balance was
negative $919 million. The GRF balance on September 30, 2005 was$207 million
with abacklog of $1.126 billion in unpaid bills. It should be noted that the GRF
baance includes $194 million in charge-badk and fee transfers which have not been
recognizedby the State Treasurer due to that officeDssoncerns about the
constitutionality of these transadtions.

¥ On the revenue side, there hasbeen better than expectedgrowth in economic driven
revenues Income taxesare up 10.7% and salestaxesgrew 8.2%. Thes increases
exceed revenue egimatesused to construct the FY 2006 budget.

¥ At theend of thefirst quarter, base revenuesdeclinedfrom $6.558 billion to $6.393
billion ($165 million or 2.5%). Most of the declineisdue to an expecteddeceasin
other transfers while economic driven revenuesexceeded expectations.

¥ Through Sepgember, base General Funds spending increased $118 million or 1.8%.
The expectedlarge increase in Medcaid spending over the first quarter of lag fiscal
year was mostly offset by the large deaeas in transfers out. General Funds
appropriations are up $546 million or 2.3% over lag year.

There are continuing concerns even with the stronger growth in state revenuesrelative to
increasngly fixedhigher state expenditure trends, the badklog of unpaid Medcaid costs to
pharmaciesand other providers and cash fl ow availability that may require short-term
borrowing by the state to meet its ongoing obligations. Pleas let me know if you have any
questions.



