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Highlights

Economic Slump Leaves State with Budget Deficit

The longest economic expansion in U.S. history is over and the economy is in a
recession. The economic fall-out from the terrorist attacks removed any
possibility that the U.S. economy would shake off its lethargy and resume growing
again. This recession is not expected to be as disruptive as those in the early
1980’s, but Minnesota employment has already fallen by more than it did during
the 1990-91 recession. The state budget impact of the economic downturn is
compounded by a reduction in DRI’s forecast for economic growth in FY 2003.

$1.953 Billion Deficit Projected for FY 2002-03

Net general fund revenue in FY 2002-03 is now forecast to total $25.413 billion,
$2.101 billion (7.6 percent), below February’s estimate after adjusting for
legislative action. Dedicated revenues are $6 million higher. State expenditures
are now projected to be $400 million more than end-of-session estimates, but $315
million of that spending is from unspent appropriations carried forward, offset by
equal resources carried forward from FY 2001. The net spending increase is $85
million. After absorbing the $235 million balance left at the close of the 2001
special session, the deficit is projected to be $1.953 billion. The forecast FY
2002-03 shortfall does not include any reduction in Minnesota’s budget reserve.
Use of the budget reserve is not automatically triggered when a shortfall is
forecast

Planning Estimates Shows a Structural Deficit of $1.234 Billion in FY05
Economic growth is at normal rates in FY 2004-05, but projected revenues drop
7.9 percent from prior estimates since growth comes from a lower base. Projected
spending increases widen the projected shortfall. The combined effect is to reduce
the previously projected FY 2005 structural balance of $242 million to a structural
deficit of $1.234 billion.
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Economic Outlook Creates Additional Risk

This is the first of four forecasts to occur during this biennium. Minnesota’s
Council of Economic Advisors believes that if DRI’s forecast is wrong it will be
because it is too optimistic. DRI assigns a 55 percent probability to their Control,
but a 30 percent probability to a longer recession.
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Budget Summary
Recession Creates FY 2002-03 Budget Deficit of $1.953 billion

Minnesota's budget outlook has weakened considerably since the beginning of the 2002-
2003 biennium. The adopted budget Ieft an unobligated balance of $235 million. The
current U.S. recession combined with a forecast for weaker than previoudy projected
economic growth in fiscal 2003 has reduced expected state revenues by $2.101 billion.
When combined with a $6 million increase in transfers and dedicated revenues and a $85
million increase in expenditures a general fund deficit for the current biennium of $1.953
billion is projected.

FY 2002-03 Budget

(% in millions)

Balance — Enacted Budget $235

FY 2002-03 Forecast Changes:
Taxes, Other Revenues (2,101)
Transfers, Dedicated 6
Net Spending Increases (85)
All Other (8)
Subtotal Forecast Changes (2,188)
Forecast Deficit $(1,953)

Minnesota's Budget Reserve Remains at $653 million

The projected budget shortfall was reduced by the $235 million unobligated balance for
the 2002-03 biennium left at the end of the special legislative session. It was not reduced
by the state's $653 million budget reserve because use of the budget reserve is not
triggered automatically when a shortfall is forecast. Similarly, Minnesota's cash flow
account remains at $350 million.

$158 million Transferred to Tax Relief Account

Minnesota ended the 2000-01 biennium with a $473 million balance. $315 million of
that balance was carried forward to fund spending items authorized to carry forward into
the 2002-03 biennium. Under current law the remaining $158 million is placed in a Tax
Relief Account and is not available to offset the FY 2002-03 shortfall. The Tax Relief
Account is shown as a dedicated reserve and cannot be accessed without legidative
action.
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U.S. and Minnesota Now in Recession

The U.S. economy is now officially in a recession. Even though real GDP did not
decline until after mid-year, the economists assigned responsibility for identifying turning
points in the business cycle noted that payroll employment, industrial production, and
real retail sales had all weakened several months earlier. The recession was ruled to have
begun in March when U.S. employment began to decline.

It is now clear that DRI's February economic outlook was too optimistic. But, early last
year DRI was not alone in their optimism. In February most economists expected the
U.S. economy to skirt the edge of a recession, then resume its strong growth by fall.

Instead, continuing manufacturing cutbacks led to further weakness over the summer
months. By early September the U.S. economy was in a very fragile state, and the
terrorist attacks made recession a certainty. Some may debate whether a recession might
have been avoided in the absence of those attacks, but it really does not matter. Now the
important questions are how deep will this downturn be and how long will it be before
the economy resumes growing.

DRI's November Control forecast includes a modest, three quarter recession ending in
early 2002. Real GDP is now expected to fall by 0.2 percent in fisca 2002, and then
grow at a 2.9 percent rate in fiscal 2003. February’s Control called for growth rates of
2.8 percent and 4.7 percent respectively. After factoring in data revisions and a lower
than projected growth rate for fiscal 2001, at the end of the 2002-03 biennium real GDP
in the United States is now expected to be nearly 6 percent below the level projected in
February.

Real GDP Now Projected to Fall in FY 2002
Annual Pct Chg.
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Recession Likely To Be More Severe In Minnesota

The 1990-91 recession had only a slight impact on Minnesota employment. Job growth
paused briefly in early 1991, but payroll employment in this state never dipped below the
level observed when the recession began. This time it appears Minnesota will not be as
fortunate. Statewide payroll employment has aready fallen by 26,000 since the first
quarter of 2001, and most economists believe there will be further declines over the next

few months. In September and October payroll employment fell by 23,000 jobs on a
seasonally adjusted basis.

October Payroll Employment In Minnesota
Monthly Jobs Growth Was 18,000 below Last Year's Level
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Members of Minnesota’'s Council of Economic Advisors, while agreeing that DRI's
Control reflects the consensus of current forecasts, generaly emphasized the downside
risk to thisforecast. DRI assigns a 55 percent probability to the Control forecast and a 30
percent probability to a forecast in which growth does not resume until late summer.

Their optimistic scenario (probability 15 percent) contains a two-quarter recession with
real GDP growth resuming in the first quarter of 2002.
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State Revenue Forecast at $25.413 billion in FY 2002-03, Down $2.1 billion from Previous
Estimate

The deterioration in the U.S. economic outlook since February has had a disproportionate
effect on projected state revenues. In arecession employment falls and fewer regular and
overtime hours are worked. That reduces the amount of income subject to the income
tax. In addition, retaill saes stagnate and corporate earnings typicaly fal well below
projected levels. Weakness in those items also trandates directly into lower tax receipts.
When economic growth rates following the recession are predicted to be less than those
assumed earlier, asis the case for FY 2003, revenue losses grow in the following year.

Revenue Changes by Y ear
($inmillions)

Biennial
FY 2002 FY 2003 Change %

Individual Income $(328) $(545) $(873) (6.7)
Saes (338) (491) (829) (10.0
Corporate (223 (247) (470) (28.1)
Motor Vehicle Sales 28 14 41 6.6
Statewide Levy _ 0 5 5 0.6

Subtotal (861) (1,264) (2,125) (8.7)
Other Tax and Non-Tax Revenue 37 (13) 24 11

Total Non-Dedicated Revenue $(824) $(1,277) $(2,101) (7.6)

State general fund revenues for the current biennium are now expected to total $25.413
billion, $.101 billion (7.6 percent) less than February's estimates after adjusting for
legidative action. More than 60 percent of the drop in revenues occurs in fiscal 2003
where, in addition to starting from a lower base, the economy is now expected to grow
more slowly than projected in February.

Forecasts for the individua income tax, the sales tax, and the corporate franchise tax
were all reduced substantially. Those three taxes are the source of more than 80 percent
of state general fund revenue. The corporate income tax showed the largest percentage
decline. Corporate tax revenues are now projected to fall 28 percent below earlier
estimates this biennium. Projected receipts from the individual income tax and the sales
tax were reduced by $873 million and $829 million respectively. The general fund
portion of the motor vehicle sales tax increased $41 million. Other tax and nontax
revenues were $24 million more than prior estimates due to stronger than anticipated
receipts from the deed and mortgage taxes and the insurance gross premiums tax.
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Forecast Spending Shows Little Net Change

Total general fund spending for the biennium is now expected to be $27.807 hillion, up
$400 million (1.5 percent), from end-of-session estimates. However, $315 million of this
total is unspent appropriations carried forward from FY 2001. Since this increase in
spending is matched by an equal amount of resources carried forward from FY 2001, the
projected ending deficit is not affected.

Changesin Forecast Spending

($ in millions)
FY 2001 FY 2002-03
Education Finance $ 1 $ 75
Higher Education (25) 0
Health Care (62) (6)
Health & Human Services (23) 43
Debt Service 5) (22
All Other (298) (5)
Subtotal — Forecast Change -- 85
Carry Forward from FY 2001 -- 315
Total Change $(412) $400

Genera fund spending for the current biennium, excluding appropriations carried
forward, is $85 million higher than end-of-session estimates. The change in forecast
expenditures is 0.3 percent of biennial spending. Additional pupil units and an increase
in local referenda create a $75 million increase in Education Finance. A rise in caseloads
in the Minnesota Family Investment Program (MFIP) caused a $42 million increase in
Health and Human Services spending. Offsetting those increases were $6 million savings
in Health Care, a $22 million reduction in forecast debt service payments, and a net $5
million reduction in all other spending areas.

The $315 million of spending carried forward is significant in only one respect, the size
of the amount. Normally at the end of each biennium $80 to $120 million of unspent
appropriations carry forward to the next budget period. At the close of FY 2001, $260
million in one-time transportation construction appropriations were brought forward.
This is the amount that remains unspent from a $332 million general fund cash
appropriation made in the 2000 |egislative session and accounts for over 80 percent of the
total appropriations carried forward to FY 2002.
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Shortfall Continuesthrough 2004 and 2005

FY 2004-05 revenues and other resources are now estimated to decline by $2.462 billion
from end-of-session estimates, and expenditures are forecast to be $379 million greater
than previously projected. Revised budget planning estimates show a structural deficit of
$1.234 billion at the close of FY 2005.

FY 2004-05 Planning Estimates
(% in millions)

End of November
Session Forecast Change
Resour ces
Revenues $31,317 $28,846 $(2,471)
Other Resources 192 201 9
Total 31,509 29,047 (2,462)
Spending
Basdline 30,306 30,454 148
Estimated Inflation 896 1,127 231
Total $31,202 $31,581 $ 379

A change in the assumed rate of inflation accounts for $231 million of the expenditure
increase. DRI now expects inflation to average 2.5 percent per year during the next
biennium. In February inflation was assumed to be just 2.0 percent in 2004 and 2005.

Structural Balance
(% in millions)

End of Session ' November Forecast

FY 2004 EY 2005 | EY 2004 FY 2005

Revenues $15,341  $16,168 $14,136 $14,911
Spending 14,984 15322 + 15,069 15,386
Difference 357 846 (933) (475)
Estimated Inflation 292 604 368 759
Structural Balance (Deficit) $65 $242 ' $(1,301) $(1,234)
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Revenue Growth Resumes, but Deficit Does Not Nar row

Although the economy is assumed to grow at normal rates during 2004 and 2005, the
revenue and expenditure planning estimates show the projected shortfall widening
dightly. Revenue losses in 2004 and 2005 are very similar in magnitude to those
projected for 2003. Economic growth rates currently projected for 2004 are not
sufficiently greater than those assumed in February to materially change the revenue
growth rate.

Revenues Lost to a Recession Are Never

Real GDP ($96) Regained
$ Billions
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A complete version of the November 2001 forecast can be found at the Department of Finance's
World Wide Web site at -- www.finance.state.mn.us. Thisdocument is available in alternate format.
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Forecast Fundamentals:
About the Revenue and Expenditure For ecast

November's forecast provides the first comprehensive review of Minnesotas financial

outlook for FY 2002-03 since the close of the 2001 Special Legidative Session. It isthe
first of four forecasts that will occur during the biennium. This forecast provides revised
revenue and expenditure estimates for the current biennium based on the most recent
information about the national and state economic outlook, and casel oad, enrollment, and
cost projections. Actual closing data for fiscal year 2001 revenues and expenditures are
also included in this report as are updates of the revenue and expenditure planning
estimates for the FY 2004-05 biennium.

The revised revenue estimates reflect changes in DRI's national economic outlook since
February. That forecast was the basis for the 2002-03 enacted budget. This forecast also
makes use of additional revenue collection experience. For example, state individual

income tax receipts now incorporate data on withholding tax collections through October,
the first full month following the terrorist attacks.

Revenue estimates for the remainder of the current biennium are based on econometric
forecasts of the U.S and Minnesota economy. The revenue forecast is prepared based on
anational economic forecast provided by DRI-WEFA, afirm created in May 2001 by the
merger of the state's former national economic consultant Data Resources Inc., (DRI)
with its principal competitor WEFA. The DRI-WEFA national forecast, which now
includes a 3-quarter recession, was reviewed by Minnesota's Council of Economic
Advisors. The council’s comments are found in the "Economic Summary." The
"Economic Outlook" which follows provides a more comprehensive overview of the
current outlook for the U.S. and Minnesota economies.

Revenue planning estimates for FY 2004-05 are obtained from less complex models. As
in past years the economic growth assumptions used to develop the revenue planning
estimates have been updated. Calendar year 2004 economic growth rates are now taken
from the DRI-WEFA November Control scenario. Economic growth rates for calendar
2005 are taken from the same scenario of 3.2 percent real GDP growth and 5.2 percent
nominal growth used in November 2000 and February 2001. Planning estimates should
not be interpreted as explicit forecasts, but rather as a guide to indicate whether proposed
actions will create financial problems in future years.

Expenditure estimates in most areas are shown at the level of the appropriations made for
FY 2002-03 during the 2001 specia legidative sessions, plus any authorized spending
carried forward from prior years. Entitlement programs--such as K-12 general education,
intergovernmental aids, health care, and family support--are forecast based on expected
changes in digibility, enrollment, and average cost.
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For FY 2004-05 base level expenditures are increased by 2.5 percent per year to represent
the potential effect of inflation. The inflation adjustment has been increased from the 2.0
percent per year used in February to reflect changes in DRI-WEFA's, long-term outlook.
While the method of computing estimated inflation remains unchanged, the impact of
inflation in the FY 2004-05 expenditure projections is now only being shown in the
expenditure detail as an aggregate number by year. This change has been made to more
clearly identify the "discretionary” nature of forecast inflation and to disassociate the both
the value and the expectation of automatic inflation adjustments in individual spending
areas

As with al expenditure forecasts, this forecast reflects only current law. It does not
reflect the Governor's budget recommendations, or any potential legislative action. The
difference between the forecast and the budget process is clearly defined, but often
confused. Presentation of the current law forecast for various areas will likely be
accompanied by discussion of possible future legidative changes. The forecast provides
only a current law framework for these discussions. Similarly, a forecast increase in
spending for any area in the current biennium--or estimated inflation in planning
estimates for the next biennium--does not preclude the Governor or the legidature from
proposing budget changes that will have asignificantly different result than that shown in
the current forecast.
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Economic Summary

The National Bureau of Economic Research has now recognized what everyone had
aready sensed. The U.S. economy is in a recession. The NBER Committee with
responsibility for officially determining the month in which recessions begin and end has
determined that the longest economic expansion in U.S. history ended in March, exactly
ten years after it began.

Economists can debate whether or not this downturn would have occurred in the absence
of September’s terrorism, but it no longer matters. Both consumer sentiment and payroll
employment were weak before September 11, leaving the U.S. economy in an extremely
fragile position. The terrorist attacks were all that was needed to plunge the U.S.
economy into full fledged recession.

Now forecasters are searching for answers to the questions of how deep this contraction
will be and how long it will last? Unfortunately, our models may not be useful guides to
the future. Economic forecasting models project future outcomes by applying statistical
representations of similar past responses to changes in current economic variables and
external shocks. Thistime thereislittle in the past that is similar to our current situation,
and most forecasters acknowledge their models may be unduly optimistic.

Many are now assuming that the U.S. economy’s performance will follow a pattern
similar to that observed during the Gulf War and the last recession. Then, a combination
of higher oil prices and increased uncertainty caused real consumer spending to stall, then
drop for two quarters. A mild, three quarter recession occurred, and payroll employment
fell by more than 1.5 million jobs. Once hostilities were concluded, though, consumer
confidence rebounded sharply and growth in consumer spending led the economy out of
recession.

November's Control forecast from DRI-WEFA®!, Minnesota's national economic
consultant, does not differ appreciably those of most other forecasters. They note,
however, that due to the nature of the terrorist attacks, the poor global economic
environment, and policy lags the current recession is likely to be deeper than the 1990-91
recession. But, even with that caveat, DRI’s mode yields a short, relatively mild, 3
quarter recession extending on through the first quarter of 2002. Real GDP is projected
to fall by just over 1 percent from its high point in the second quarter of 2001, but the
economy recovers quickly in 2002. By the third quarter of 2002, the level of real output is
greater than that observed in 2001’ s second quarter.

!Data Resources Inc., (DRI) and WEFA, a competing forecast firm were both acquired by Global Insight
Inc., in May 2001. As part of acquisition the forecasting activities of the two firmswere consolidated and a
single DRI-WEFA forecast is now produced. For ease of exposition this document will refer to both the
February 2001 control forecast produced by DRI and the November 2001 control forecast produced by
DRI-WEFA as “DRI” forecasts.

11
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When viewed on a dtate fiscal year basis the recession is clear. DRI now expects rea
GDP to decline by 0.2 percent in fiscal 2002. Real growth resumes in fiscal 2003, but at
only a 2.9 percent annua rate. The Control scenario calls for real GDP growth rates of
0.4 percent in calendar 2002 and 4.4 percent in calendar 2003. Inflation is expected to
remain well under control. CPI growth of 1.9 percent in 2002 and 2.4 percent in 2003 is
projected.

Real GDP Is Forecast to End 2003 5.7 perecent
below February's Forecast
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DRI assigns a 55 percent probability to the Control forecast. A scenario with a longer
deeper recession is assigned a 30 percent probability, a scenario with a two quarter
recession where recovery begins at the start of 2002 is given a probability of 15 percent.

Members of Minnesota's Council of Economic Advisors and Finance Department
economists agreed that the November DRI Control reflects the consensus short-term
outlook. Council members and the Finance Department also agreed that if the Control
forecast iswrong, it would be because it was too optimistic.

Although it is always possible to quibble with the assumptions used in a forecast, the
Council and Finance Department economists generally considered those used to drive
DRI’s November Control reasonable. Council members cautioned though that the
extreme uncertainty in three key areas-- the possibility of further terrorist actions, the
progress of military action in Afghanistan, and the response of the consumer to recent
events— when taken together, produced greater downside risk for this revenue brecast
than any forecast in recent memory, including the forecast in November, 1990.

The Council and Finance Department economists also discussed at length whether any
macro-economic model could be expected to perform well in the current situation.

12
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Ecornometric forecasting models are useful only when responses to exogenous events can
be expected to be drawn from the distribution of outcomes incorporated in the data used
in constructing the model. If the terrorist attack really is a “hinge event” which
permanently reshapes Americans behavior and attitudes, no forecasting model is likely
to do an adequate job of anticipating how the economy will respond in the new regime
most believe the risk is to the downside.

Several Council members noted that it was iisky to assume that consumer spending
would rebound as quickly as it did in 1991, once the Gulf War came to a close. All
guestioned whether the same kind of closure would be possible with the War on
Terrorism.  One council member noted that the Gulf War pattern is the optimistic
scenario. Everyone agreed that the short-term outlook for consumer spending growth
depends more on psychological factors and external events than economic variables.

DRI Forecasts a 3 Quarter Recession
Percent Ending This Spring
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Finance Department economists and Council members also noted that since the
forecasting equations used to project business equipment purchases rely aimost entirely
on the cost of capital and do not incorporate a measure of uncertainty, current forecasts of
business spending may prove unduly optimistic.

While Council members generaly emphasized the downside risk to the forecast, all
agreed there were severa positive factors in the outlook. Inflation remains under control,
and it is expected to continue at roughly current levels through the entire forecast
horizon. This good inflation news has given the Federal Reserve Board freedom to lower
interest rates by 450 basis points over the last 11 months, and the effect of that monetary
stimulus should be more visible in early 2002. Similarly, a modest fiscal stimulus
package was adready in law and underway at the time this recession emerged. That
monetary and fiscal stimulus should help limit the depth and duration of the recession.
The recent drop in energy prices and the current boom in mortgage re-financing should
aso make additional discretionary income available for spending when consumer
confidence rebounds. No Council member believed that the fiscal stimulus packages

13
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currently under consideration would have a noticeable impact on the short-term economic
outlook.

Minnesota’'s Council of Economic Advisors has long advocated building the state’s
budget reserve to 5 percent of biennial spending to protect against the disruption caused
by unforeseen economic weakness. The Council noted that this economic downturn
should demonstrate the importance of a budget reserve in dealing with a major budget
shortfal, even though the reserve was only half the level they believed appropriate.
Council members also observed that because Minnesota had a structural budget surplus in
2005, budget cuts to onrgoing programs will have to be less severe than would have
otherwise been necessary.

Council members urged policy makers to continue the fiscal discipline that regained
Minnesota its AAA bond rating. The Council re-affirmed the importance of maintaining
structural balance in 2005 as part of any solution to the budget shortfall created by this
economic downturn. One Council member noted that if part of the solution is to create a
structural deficit, Minnesota' s current fiscal problems will not have been solved.

Council members recognized that now is the time to use the reserve, but they warned
against using the full amount of the reserve to fix the budget problems identified by this
forecast, or those that are identified in the February, 2002 forecast. Given the substantial
downside risk to the forecast, good financial management requires that a sizeable reserve
be left in place to dea with any shortfall identified later in the biennium when budget
options are more limited. While there is no hard and fast rule on the portion of the
reserve which should be left for emergency use later in the biennium, Council members
agreed that using 50 percent of the reserve to address the current shortfall was a
reasonable target. The Council also agreed that a plan to restore the reserve should be part
of any budget solution.

14
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ECONOMIC OUTLOOK

After growing for a record ten years, the U.S. economy is in a recession of uncertain
depth and duration. DRI assumes monetary policy and fiscal stimulus from last summer's
tax cut, the largely unspent federal income tax rebate, and increased federal outlays will
support the economy in shallow recession until lower interest rates restart growth in the
spring. There is risk that the policy moves will be too little and too late to overcome low
confidence and lost income. In that event, shoppers will spend sparingly, the recession
could get deeper, and the rebound delayed until mid-2002 or later. Everyone agrees that
another shock would make things worse. The November Control scenario assumes there
are no more terrorist attacks.

There is no guarantee that already enacted fiscal stimulus can be counted on during the
next three or four months. Consumers are saving much of the tax cut, and they had not
spent a large part of their income tax rebate by the end of September according to a
University of Michigan survey. Congress has not yet decided how to spend much of $75
billion in emergency appropriations made shortly after the terrorist attacks, so actua
outlays are rising very sowly according to the Wall Sreet Journal. In DRI's view,
Congress should soon approve the fiscal 2003 budget and an additional fiscal stimulus
package amounting to at least $40 billion if it wants to help ensure a mild, short
recession.

One way or another, the task of leading the economy out of recession will eventually fall
on consumers. When they choose to do that, their spending is likely to be moderate
because in many cases household income has been reduced by shrinking profits-driven
compensation, and because after a decade of prosperity there is relatively little pent-up
demand.

A Recession Chronicle

Recessions are difficult to predict, but with hindsight they usually are easy to see in the
data. This one seems to be no exception. For example, payroll employment peaked in
March, and investment spending virtually collapsed during the second quarter. In late
November, the National Bureau of Economic Research announced the recession began
last March.

What turned out to be early indications of the impending downturn appeared late last year
amid the fallout from the burst tech bubble. Foul weather kept shoppers home, natural
gas prices soared, credit conditions tightened, profits weakened, the stock market sagged,
manufacturers cut back production in order to trim inventories, and layoffs accelerated.
When consumer confidence slipped suddenly, talk of recession surfaced.

Alarmed by declining confidence and knowing that recession talk can become self-
fulfilling, the Federal Reserve surprised everyone last January 3 with a 50 basis point cut
in short-term interest rates, the first of ten rate reductions so far this year. The cut came
between meetings of the Open Market Committee, a rare event signaling great urgency.

15
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For a while, it seemed as though the Fed's lower interest rates would head off the
recession. During the spring, household spending kept the economy growing, though at a
slowing pace. Autos and housing were key sectors. Manufacturers' incentives made auto
prices very attractive. With lower interest rates, refinancing boomed and housing
demand was strong. Rising home values helped consumers ignore wedlth lost in a
sagging stock market. But, by late summer, news of layoffs was clearly becoming a drag.
Consumer sentiment, auto sales, and housing activity weakened despite the tax cut and
the $40 hillion rebate belatedly passed by Congress.

What |Is A Recession?

By long standing tradition, the existence and length of a recession is determined by the
National Bureau of Economic Research, a non-profit Cambridge Massachusetts think-
tank. The Bureau considers a recession to be a significant decline in economic activity
observable in a broad collection of indicators. In its considerations, the Bureau's
business-cycle dating committee attaches the most importance to payroll employment,
real manufacturing and trade sales, industrial production, and real personal income less
government benefits. Contrary to popular belief, the rule of thumb of two or more
consecutive quarters of declining real GDP is not used. The committee consists of the
Bureau's President plus five economists enployed in academia who normally do not
give reasons for a recession and do not predict when it will end.

None of the policy moves were targeted on the business sector, which is experiencing a
sharp contraction in profits. During the spring and summer, evidence of eroding business
confidence mounted steadily. Investment spending plunged. Layoffs continued as
manufacturers cut production. Capacity utilization fell. The bad news was not confined
to manufacturing as firms in other sectors began issuing earnings warnings which proved
prophetic.

By Labor Day, most economists believed the economy was several months into a serious
dowdown. Many suspected, correctly as it turned out, that a recession was underway.
No one doubted that the economy had become weaker and more unstable, and therefore
highly vulnerable to a shock. Following the terrorist attack, massive airline industry
layoffs, plunging retail sales, and increased uncertainty were enough to guarantee a
recession in the minds of forecasters with virtually zero dissent, a rare event. The
National Bureau of Economic Research confirmed that conclusion on November 26.

How Deep and How Long?
The recession could be short and shallow because there are signs consumers are not bent
on full blown retrenchment. Spending for highly discretionary items continues October

auto sales were responsible for a record increase in retail sales. And people are making
bookings for holiday travel, though many are taking shorter trips than last year.
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Liquidity is available for more spending. Taxes are lower and much of the tax rebate
remains unspent. Other significant windfalls are coming. Business Week reports that
mortgage refinancings, which reached a record in November, are expected to free up
$100 billion in cash during the next year. Lower energy prices are worth at least an
additional $50 billion annually. Since cash should be no problem, Christmas could prove
to be acritical test of consumer's intentions. Strong holiday spending could help keep the
recession shallow and signal the beginning of recovery early next year.

Unfortunately, the case for a deeper, longer recession is easy to make. Christmas sales
are not off to aroaring start, and many retailers are expecting the worst. While concerns
over safety may be keeping shoppers away from the malls, layoffs are clearly depressing
confidence, and reports of a sharp decline in profits-driven wages are amost certainly
true. Even if consumers put aside their fears and resume using credit cards fredly,
spending could be modest because there is relatively little pent-up demand after ten years
of expansion.

A Dismal Outlook for Capital Spending and Profits

Consumers may return to old habits, but the economy will not regain full strength aslong
as capital outlays remain so weak. DRI does not expect arebound in business investment
until next summer. One major reason is that firms finance some three quarters of their
investment spending internally, and analysts agree the outlook for profitsis dismal.

Business Investment Spending Is Declining

rercent (Fixed Nonresidential Investment)
Change, 4 Qtrs
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This recession has been accompanied by an especially steep plunge in business investment. Some
economists contend that the recession is unusual in that it began in the business sector and
spread to consumers, rather than the reverse.
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In retrospect, it is no surprise that second quarter nomina business investment in plant
and equipment plunged in the sharpest decline since 1982. News articles indicate a broad
contraction in profits began some time ago. An October article in The Economist
indicated that in the year ending last March, S&P %0 earnings fell 60 percent. In
November, the Wall Street Journal reported that a preliminary tabulation shows third
quarter profits fell 72 percent from the previous year for the 1700 U.S. firms in the Dow
Jones Global Market Index.

Standard and Poors indicates earnings are still deteriorating. Business Week, in a recent
article, notes that firms are cutting prices and face increased costs for security and for
precautionary inventories needed as a hedge against future distribution disruptions. Even
if earnings improve, capital spending may not pick up until firms clearly see the end of
declining industrial prices and excess capacity. Economists believe rising uncertainty
increases the value of waiting to see what happens, making business reluctant to invest
despite favorable interest rates. Waiting in the face of uncertainty has value just as a
financia call option does. For a firm to go ahead with a new project, economic theory
holds that an investment's expected return has to exceed its cost plus the value of waiting.

What About TheWar on Terrorism?

The direct fiscal impacts of extra federal spending could help sustain the economy during
the next three or four months when it needs it most, but not unless Congress acts quickly.
Appropriations for the war on terrorism amount to about $75 billion for victim assistance,
the airline bailout, homeland security, and military operations. The Congressional
Budget Office estimates 60 percent or $45 billion will be spent in fiscal 2002 which ends
next September. But, only slow progress is being made in deciding how to spend the
money. Press articles indicate only the $5 billion airline bailout plus an additional $3.9
billion had been spent by the beginning of November. DRI assumes Congress soon
enacts an additional $40 billion package of tax rebates to individuals and profits boosting
tax breaks for firms which can be implemented right after Christmas.

In some ways, the war could hinder recovery. It isimpossible to know whether the threat
of domestic errorism has been reduced by military success in Afghanistan. Potential
terrorism adds uncertainty to the outlook, making financial markets less stable and
consumers hesitant. Additional domestic security measures will increase business
outlays but, unlike government expenditures which increase GDP, costs borne by the
private sector will reduce productivity. That means smaller wage increases and lower
profits. Standard & Poors estimates that productivity growth will be reduced by a
percentage point in each of the next two years.

Consumption
At present, retaill sdes are growing modestly due to deep discounts and heavy
promotions. Prospects for the Christmas season are highly uncertain. Consumers have

enough money, but they also have alot on their minds. At least some have doubts about
safety in the malls, and the confidence surveys indicate virtually everyone is worried
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about the economy, and especialy about jobs. Wage growth has slowed as the labor
market softens. Consequently, confidence remains at recession levels, and it shows.

Consumers are shopping much more cautiously. Retail sales data and anecdotal reports
indicate spending has shifted to discount stores and away from higher-end retailers. That
probably reflects both low confidence and diminished income. Lower income is likely to
reduce the urge to splurge at Christmas. Profits driven year-end bonuses could be as little
as one-half last year's according to a recent Wall Street Journal article. That may be
optimistic because more paychecks than ever include performance pay. Business Week
reports that 95 percent of companies now use some sort of variable pay including
bonuses, profit sharing, and stock options. Almost half grant stock options to employees
below top management ranks.

If performance based compensation has shrunk as reports suggest, that would help
explain why saving is suddenly in. A special University of Michigan survey reported in
the Wall Street Journal indicates that most households at all income levels are either
saving their tax rebate checks or are using them to pay off debt. Recent saving behavior
is consistent with reports that many consumers have put away the plastic. DRI reports
that since April, monthly increases in revolving credit are less than one-third their
average for 2000.

In a normal recovery, consumer spending leads the economy out of recession. With more
savings and less debt, it appears consumers are building the financial strength needed to
fulfill that traditional role. Consequently, economists believe most consumers will be in
a position to increase outlays once they think their jobs and bonuses are secure.

| nvestment

With capacity utilization at its lowest level since 1983, there is no chance that investment
spending will lead the recovery. Most sectors have idle productive capacity.
Manufacturing, retailing, commercial real estate, communications, and the travel
industries are particularly overbuilt. Fallout from the burst tech bubble is only part of the
story. About a year ago, in a DRI client conference call, a few prophetic analysts
suggested that emerging weakness in profits, capacity utilization, and capital spending
was the result of unused capacity created by speculation fueled with readily available
bank loans and the late 1990's soaring stock market. Now, the excess capacity problem
has been compounded by soft export demand from weak overseas economies, slower
growth in consumer spending, and unwanted inventories.

Inventories are still excessive even though liquidation in the past three quarters was the
largest in postwar history according to Business Week. The U.S. Commerce Department
inventory-to-sales ratio is still well above its previous low reached in March, 2000. So,
inventory contraction appears likely to be a drag on the economy for some time to come,
though most economists believe the pace of destocking will moderate. In national
income accounting, a declining rate of liquidation adds to GDP growth.
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Excessive inventories, idle capacity, weak profits, and declining investment spending
normally occur in arecession. But, this recession seems to be accompanied by unusually
high levels of uncertainty, making companies especially reluctant to start new projects.
There is concern about disruptions from domestic terrorism.  And perhaps more
important, industrial commodity prices are unusualy low, leaving firms especially unsure
of when idle capacity will be profitably utilized.

Government

Almost immediately after the terrorist attacks, Congress and the President began
considering funding for the war on terrorism, victim assistance, and fiscal stimulus. DRI
reports Congress has approved about $75 billion in spending increases for fiscal 2002,
with the Congressional Budget Office expecting about 60 percent will be spent.

A recent Wall Street Journal article indicates that expectation could be optimistic because
spending isrising very sowly. The President has used his authority to allocate up to $20
billion to specific purposes including defense, New York related cleanup, and
humanitarian assistance for Central Asian countries. But articles in the Wall Street
Journal and in Business Week explain that by the beginning of November, only about
$3.9 billion had been spent. Thereis also $5 billion in cash and an additional $10 billion
in loan guarantees for the airline bailout. The airlines have the $5 billion, but the first
loan guarantee for $400 million was not made until November 13. Meanwhile, an
economic stimulus bill which could total $100 bhillion is bogged down in Congress.
Many observers think Christmasis the earliest that something can be passed.

Most economists believe that last summer's tax cuts, spending increases already enacted,
and the recession are enough to eliminate both the short and long term federal budget
surpluses, including the part attributable to Social Security. The Federal Budget director
has confirmed that the surplus is gone for at least the next three years. Bond markets
appear to be anticipating increases in federal debt for at least the next severa years
because long-term bond rates have not declined as much as short term yields, steepening
the yield curve. Unfortunately, long term rates drive mortgage rates and business
borrowing costs, not the short rates the Federal Reserve controls.

I nternational

The slowing economy has reduced U.S. demand for goods produced overseas, weakening
the economies of our trading partners. In turn, that leaves them less able to buy our
products, so both exports and imports are diding. This is the first time since World War
Il that the economies of the world's magor trading partners have softened together.
Previously, demand from the strong economies helped the weak ones. That is not so this
time, so some observers are caling for the first global recession which they define as
growth less than 2.5 percent. In November, the International Monetary Fund lowered its
world growth forecast to 2.4 percent, though it declines to call that a recession.

The near term outlook for most major U.S. trading partners is poor. Close to home,
Mexico, the largest U.S. trading partner after Canada, isin arecession. Most of Asia has
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failed to remedy the major weaknesses in financial markets, fiscal policies, and business
practices that led to the financia crisis of 1998. As a result, Japan, the Asian region's
leading economy, is mired in a new recession as are Hong Kong, Singapore, Malaysia,
and Taiwan. In South America, Brazil and Argentina are in recession, and the latter isin
serious danger of defaulting on its breign debt. Until now, Canada and Europe have
avoided a downturn, but their economies are weakening. In the view of most observers,
Europe is diding toward recession because the European Centra Bank has not cut
interest rates as aggressively as needed.

I nflation

With excess capacity in most industries, and with petroleum and natura gas prices down
significantly from a year ago, the chances of renewed inflation anytime soon are virtually
nil. That reduces the risk the Fed will become excessivly concerned about inflation once
recovery begins.

Producer prices continue to decline because of soft globa demand. The Wall Street
Journal indicates industrial commodity prices are now at a 15 year low. The deflation is
cutting deeply into profits, and firms continue to cut production. As of November,
industria production had declined thirteen months in a row.

Some press articles have discussed the possibility of a Japanese style general deflation, an
economy-wide downward spiral in prices that would wipe out profits and force firms and
individuals to pay off debts in dollars which have more purchasing power than when they
were borrowed. Then, as in Japan, loans would be defaulted on, consumers would hoard
cash, and firms would postpone investment spending. But, in the U.S. services prices are
still rising, and financial institutions remain strong, so few if any economists take the
possibility of general deflation seriously.

Monetary Policy

At the end of November, the federal funds rate was at a 40 year low of 2.0 percent. The
Federal Reserve has injected monetary stimulus into the economy with unprecedented
scale and speed during 2001. Beginning last January 3, there have been ten Fed interest
rate reductions totaling 450 basis points. Some of the mowes have been unusualy
aggressive. The Fed cut the federal funds rate 50 basis points the day the stock market
opened after the terrorist attacks and another 50 basis points October 2. According to the
Wall Street Journal, those two reductions alone were more than double the cuts which
followed the 1987 stock market crash.

Once the economy shows signs of recovery, DRI believes the Fed will move aggressively
to raise interest rates in order to head off accelerating inflation. In the view of Finance
Department economists, it remains to be seen whether the Federal Reserve can neutralize
al the stimulus in the pipeline in a timely manner without destabilizing the financial

markets or the economy. There is aways the risk that the Fed or the markets will

overreact, cutting the recovery short. As events unfold, the DRI forecast could become
more volatile than in the recent past.
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MINNESOTA OUTLOOK

There is no reason to believe Minnesota's economy has not joined its national counterpart
in recession. Minnesota Department of Economic Security data show that initial claims
for unemployment insurance are running far ahead of year-ago levels, and the
unemployment rate is rising. More ominiously, seasonally adjusted payroll employment
has declined by 26,000 jobs since first quarter 2001, and State income tax withholding
collections currently show close to zero growth over year-ago levels.

Finance Department economists note that current data indicate the recession will be
dightly more severe in Minnesota than nationally. But, past experience indicates
anything is ultimately possible. The two recessions in 1980-1982 were more severe in
Minnesota, while the opposite is true of the 1990-1991 experience. In the November
Control scenario, Minnesota's recession falls between the two previous episodes, with a
modest, temporary loss in share of national economic activity. That conclusion is based
on the data as well as on simulations using the Finance Department model of the
Minnesota economy.

A caveat is very much in order. Virtualy al economists attach great uncertainty to the
course of any national recession and its regional impacts. Recessions are inherently
unpredictable because the economy is out of equilibrium as demonstrated by rising
unemployment, excess capacity, and other indicators. Just how these imbalances are
resolved depends on the decisions of individuals, firms, and government policymakers
who may not respond in atimely manner.

Forecast Based on Incomplete and Preliminary Data

As with every November forecast, incomplete and preliminary data for the current year
forms the critical jumping off point for the 2002-2003 outlook. Finance Department
economists believe the preliminary U.S. Department of Commerce estimates for first and
second quarter 2001 Minnesota total wages are inconsistent with wages reported by
employers to the unemployment insurance system as well as with state withholding
collections. Consequently, data from the Minnesota Department of Economic Security
was used to estimate wages for those quarters. No reliable data on third and fourth
quarter 2001 total wages is available yet, so the Finance Department model of the
Minnesota economy was used to prepare estimates. For al four quarters, the wage
estimates were then calibrated to reflect Minnesota income tax withholding collections.
As aresult of those calculations, Finance Department economists believe there will be
zero growth in fourth quarter 2001 total wages compared to the same quarter of the
previous year.
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Minnesota' s Recession Forecast | n Per spective

Minnesota's economy has aready softened, so there is no reason to believe that it
can avoid the national recession’s impact. Compared with previous recessions, the
impact will be far milder than in 1980-1982, but more severe than in 1990-1991.

Recession Net JobsLost Percent
1974-1975 33,000 -2.2
1980-1982 100,000 -5.6
1990-1991 10,000 -0.1
2001-2002 (Estimated) 34,000 -1.3

In the 2001-2002 recession, job losses will be primarily in manufacturing, which
loses 21,000, and in transportation, communication, and public utilities, which loses
10,000. The remaining losses are primarily in services and trade.

Recession's Impact in Minnesota

Anaysis by Finance Department economists indicates growth in Minnesota wage and
salary disbursements slowed sharply in the third quarter. That observation is supported
by data showing that Minnesota is losing jobs, and by weak withholding collections.

The third quarter wage estimate is open to more than one interpretation. On its face, it
makes the Minnesota downturn seem more severe than nationwide. But, the State data
could also reflect a deeper national recession than DRI assumes in the November Control.
In that event, the Minnesota forecast may have anticipated at least part of a future
downward revision in the Control.

Officia national data may not yet fully reflect the recession's beginning in March. DRI
has based the Control on the third quarter U.S. Commerce Department preliminary wage
data which Finance Department economists think could be optimistic. In making wage
estimates, Commerce does not reconcile with federal withholding collections. That could
prove to be an important omission if profits driven compensation is faling as fast as
reports indicate. Commerce will make revisions after third quarter wages data is
available from the unemployment insurance system.

A Sharp Downturn, Then a Rebound
The U.S. recession is reflected in a weak outlook for Minnesota total wages and

employment. After declining a little faster than the U.S. late this year and in early 2002,
Minnesota is forecast to rebound faster than the U.S. economy in 2003.
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The Control based estimates for 2002 indicate total Minnesota wages should rise 2.6
percent, down from 5.7 percent expected last February (see appendix). For comparison,
U.S. wages are forecast to increase 2.6 percent, down from 4.9 percent previoudly.
Minnesota jobs are expected to decline 0.6 percent, down from a positive 0.9 percent in
February. U.S. jobs are projected to decline 0.4 percent, down from a positive 0.6
percent previoudly.

Minnesota and U.S. Employment

Percent Change, 4
Qtrs Apart
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Minnesota’s economy appears to be softening a little faster than its national counterpart. In the
Control scenario, the State’'s recession is expected to be more severe than the 1990-1991 experience.
However, recessions are inherently unpredictable because the economy is out of equilibrium as

demonstrated by rising unemployment, excess capacity, and other indicators.

A modest rebound is expected for 2003. Total Minnesota wages should increase 6.1
percent, down from 6.6 percent forecast in February. In the national economy, total
wages are expected to rise 5.3 percent, down from 6.0 percent previoudy. At the same
time, Minnesota jobs should increase 1.4 percent, down from 1.6 percent. Nationwide,
jobs are expected to grow 1.0 percent, down from 1.6 percent in February.

Risks and Assumptions

If the national recession is short and mild as DRI predicts, then most of Minnesota's
downturn is in the past. Employment will bottom out in first quarter 2002 after aloss of
some 34,000 jobs, or 1.3 percent. After that, most major sectors will begin recovering.
There are two major exceptions. Durable goods manufacturing will continue to slowly
lose jobs until it turns around toward the end of 2002. And construction employment will
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gradually decline through the end of 2003 as office and other commercia building
projects currently underway are finished and relatively few new ones are undertaken.

The construction sector forecast assumes much of the downturn expected by industry
observers for investment in private commercia buildings will be offset by increases in
outlays for highways. The Minnesota Department of Transportation indicates that
increased highway repair and construction will reflect the increasing impact of the federal
TEA-21 program.

If the national economy experiences a deeper or longer recession than anticipated in the
November Control, Minnesota's downturn will aimost certainly become more severe. In
that event, manufacturing will probably not turn around as expected. In addition, housing
starts would be likely to decline sharply despite current near-record low mortgage rates,
leading to significant job losses in the construction industry. Finaly, in the event of a
more serious downturn, potential loss of tax revenue would call into question the current
forecast for slower but still positive growth in public sector employment. The November
Control assumes that state and local agencies and schools manage through the forecast
horizon without mgjor public sector job losses.
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Selected National Economic Indicators
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Selected National Economic Indicators
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Selected National Economic Indicators
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Selected National Economic Indicators
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Selected National Economic Indicators
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Sdlected National Economic I ndicator
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FY 2001 Year End Summary

In September 2001 the books were officially closed for the fiscal year ending June 30,
2001. This also marked the end of the 2000-01 biennium.

FY 2001 concluded with a general fund balance of $158 million. Current law (MS
16A.1552 Rebate Requirements) requires that any positive general fund balance on June
30th of odd-numbered years be transferred to a Tax Relief Account. The table below
shows final FY 2001 activity compared to estimates made at the of the 2001 legislative
Sessions.

FY 2001 Actual
Changefrom End of Session Estimates
(% in millions)

End-of-Session FY 2001

Estimates Closing Difference
Beginning Balance $2,125 $2,125 $0
Non-Dedicated Revenues 11,688 11,683 5)
Transfers, Other Revenues 411 469 58
Total Resources 14,224 14,277 53
Expenditures 13,115 12,703 412
Balance Befor e Reserves $1,109 $1,574 $465
Cash Flow Account 350 350 0
Budget Reserve 622 622 0
Dedicated Reserves 137 129 (8
Appropriations Carried Forward 0 315 315
Tax Relief Account 0 158 158
Budgetary Balance $ O $ 0 $ 0

Although end-of-session estimates forecast a zero ending balance after accounting for a
sales tax rebate of $791 million, final revenue and expenditure activity between June and
the September 2001 closing resulted in additional resources available for the fiscal year.
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Final FY 2001 Revenues Were $5 Million Below End-of-session Estimates

Compared to the February 2001 forecast FY 2001 actual revenues were $53 million
below forecast. However, the end-of-session estimates incorporated the July 15 rebate
certification of preliminary year-end revenues, as well as the impact of 2001 tax
legidlation that affected FY 2001 revenues. In total, a $48 million reduction in forecast
revenues was recognized in certification of the $791 million rebate. When the books
were closed in September, actual revenues were $5 million lower.

Compared to the original February forecast, income taxes were $31 million higher and
motor vehicle sales taxes were $26 million higher. Corporate income taxes and general
sales taxes were down $83 million and $90 million respectively. All other non-dedicated
revenues closed the year $111 million above forecast.

Other ResourcesWere $58 Million over End-of-session Estimates

At year-end closing, other general fund resources including transfers, prior year
adjustments, and dedicated revenues were $58 million more than anticipated. Transfers to
the genera fund from other funds were $25 million higher than forecast. A $10 million
fina transfer of the excess from the Cambridge Bank Settlement fund and an $8 million
transfer from the Medical Education Research Fund accounted for most of this increase.
Prior year adjustments were $24 million above estimates due to higher cancellation of
prior years (FY 2000 and before) outstanding encumbrances. Dedicated revenues were
$9 million higher.

FY 2001 Spending $412 Million Below For ecast

Generd fund spending was $412 million lower than forecast. However, $315 million of
that amount is authorized to carry forward to the 2002-03 biennium for spending by
various agencies. A magor portion of that cary forward, $260 million, is for
transportation projects. A total of $332 million in one-time appropriations was made
from the general fund to the Department of Transportation for construction on outstate
interregional corridors and removal of bottlenecks in the metropolitan area. Most of that
was not spent in the 2000-01 biennium, but was carried forward to the 2002-03 biennium.

Of the remaining $97 million decrease in spending, more than one-haf of the savings
occurred in the health care programs. Spending on the state's health care programs was
$62 million (3.2%) below the level forecast in February. Most of these cancellations
came from Medical Assistance (MA). The primary reasons for the lower-than-expected
spending were lower nursing facility caseloads and the slower-than-expected growth in
caseloads and average payments for families who are not receiving cash assistance (i.e.,
medically-needy families). Additionally, the Waiver for Persons with Mental Retardation
and Related Conditions continued to experience lower average costs on a per person
basis, resulting in reductions from previous forecasts.
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Actual debt service paymentsin FY 2001 were $5 million below forecast. Additionaly,
lower than estimated spending in state agencies and non-forecast programs resulted in
higher than estimated year-end cancellations accounting for the balance of the
expenditure savings at year-end close.
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FY 2002-03 Budget Summary
FY 2004-05 Planning Estimates

Projected Deficit of $1.953 Billion now Forecast for FY 2003

Forecast revenues for the current biennium have been reduced by $2.101 billion, while
estimates for transfers, dedicated revenues and other resources have increased by $6
million. Spending for the biennium has increased $400 million. However, $315 million
of the spending increases represent authorized appropriations carried forward from FY
2001 at year-end. These changes combine to reduce the $235 million positive projected
balance left at the end of the 2001 legidative session into a $1.953 hillion projected
deficit on June 30, 2003.

The increase in the FY 2001 ending balance, when netted against the FY 2001
appropriations carried forward, resulted in a net $158 million fina budgetary balance for
FY 2001. The amount does not reduce the projected deficit for the biennium since
current law specifies that it be alocated to a tax relief account. Minnesota Statutes
16A.1522 Rebate Requirements governs any actual unrestricted budgetary balance at
June 30, 2001. Subdivision 4 of the statute specifies that any positive budgetary balance
that occurs be transferred to a tax relief account. This $158 million cannot be accessed
without legidative action.

Comparison: FY 2002-03 Budget

(% in millions)
End of November
Session For ecast Difference
Beginning Balance $1,109 $1,574 $ 465
Revenues 27,514 25,413 (2,101)
Other Resources 36 42 6
Expenditures 27,407 27,807 400
Balance before Reserves 1,252 (778) (2,030)
Cash Flow Account 350 350 0
Budget Reserve 653 653 0
Tax Relief Account 0 158 158
LGA Reform Account 14 14 0
Available Balance (Deficit) $ 235 $(1,953) $(2,188)

A $2.125 million decrease in the forecast for the general fund's five mgor tax sources
accounts for more than the total revenue decrease of $2.101 billion. Of this amount $873
million is attributable to individual income tax collections, $829 million to lower
expected sales tax collections, and $470 million to lower corporate tax collections. The
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two remaining major tax sources show little change. Motor vehicle sales tax receipts are
expected to be $41 million higher during the biennium. The statewide property levy,
which is fixed in law and adjusted only for forecast inflation, increases $5 million.

General Fund Reserves

The dtate has several distinct general fund reserve accounts. The largest is the Budget
Reserve Account, sometimes referred to as the “rainy day fund”. The amount in the
Budget Reserve Account was increased from $622 million to $653 million in the 2001
legidative session. At $653 million it represents approximately 2.3 percent of total
general fund expenditures for the biennium. Statutes provide that the Budget Reserve
may be used to offset a shortfall forecast for the end of the biennium — with the approval
of the Governor and after consultation with the Legidative Advisory Commission.

In addition to the Budget Reserve, there are currently three other general fund reserves.
These are sometime referred to as “dedicated” reserves — created or designated for a
specific purpose. The Cash Flow Account of $350 million is designed to offset potential
cash shortages caused by the mismatch of monthly revenue collections and expenditure
payments. It may be thought of as a checking account’s minimum balance to avoid
overdrafts. The Tax Relief Account of $158 million was created when the books were
closed for FY 2001. Current law required that any balance, after payment of the 2001
Sales Tax Rebate, be transferred to this account. The LGA (Local Government Aid)
Reform Account was created with a $14 million appropriation in the 2001 legidative
session. The funding was designated for future LGA formula reform. Funds in each of
these “dedicated” reserve accounts cannot be accessed without legidative action.

State Constitution and Statutes Require a Balanced Budget

Both the Constitution and state statutes require that the budget for the two-year biennial
period be balanced. Article X1, section 6 of the Constitution prohibits issuing certificates
of indebtedness beyond the end of a biennium and requires that a statewide property tax
levy be indtituted if funds are insufficient to pay back short-term borrowing within a
biennium.

Minnesota Statutes 16A.152 governs use of the state budget reserve and the Governor's
unallotment authority. Current statute requires that the budget reserve first be used in its
entirety, before the commissioner of finance has the authority to unallot or reduce state
general fund appropriations with the approval of the Governor and after notification to
the Legidative Advisory Commission. A copy of MS 16A.152 is included in the
Appendix.

FY 2004-05 Planning Estimates Show Corresponding Weakness

This forecast includes planning estimates for the next biennium. However, these
estimates are prepared in a different way than the forecast for the current biennium.
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Planning estimates for current law revenues and expenditures for FY 2004-05 are
presented to help decisionmakers identify longer-term impacts of current budget
decisions. Revenue planning estimates are based on calendar year 2004 growth rates
from DRI’s November Control forecast. The calendar 2005 growth rates are consistent
with a nominal growth rate of 5.2 percent. Expenditure estimates assume that current
laws and policies are updated for caseload, enrollment, and other forecast variables in
major program areas. In addition to this current law "baseline” forecast, the planning
estimates include a net amount for estimated inflation expected during the period. The
current FY 2004-05 expenditure planning estimates include estimated inflation of 2.5
percent per year. End of session estimates assumed inflation of 2.0 percent per year.

FY 2004-05 Planning Estimates
(% in millions)

FY 2002-03 FY 2004-05 Difference

Beginning Balance $1,574 $(778) $(2,352)
Revenues
Non-Dedicated 25,413 28,847 3,434
Other Resources 42 200 158
Total Revenues 27,029 28,269 1,240 +4.6%
Spending
Basdline Forecast 27,807 30,455 2,648
Estimated Inflation 0 1,127 1,127
Total Spending 27,807 31,582 3,775 +13.6%
Balance Before Reserves (778) (3,313) (2,535)
Cash Flow Account 350 350 0
Budget Reserve 653 684 31
Tax Reief Account 158 158 0
LGA Reform Account 14 84 70
Ending Balance (Deficit) $(1,953) $(4,589) $(2,636)

These planning estimates do not reflect potential Governor's recommendations or
legislative actions to reduce the deficit forecast for the current biennium. Since the
forecast is based on current law, the projected deficit for FY 2004-05 includes the deficit
from FY 2002-03, and monies in the Budget Reserves, Tax Relief Account, and LGA
Reform Account are shown at current levels.
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Revenue For ecast
FY 2002-03

Current general fund resources for the 2002-03 biennium are now expected to total
$25.454 billion, down $2.095 hillion (7.6 percent) from February’s forecast after
adjusting for legidative action during the 2001 special sesson. An unanticipated
recession coupled with a sizeable scaling back of the expected economic growth rate for
FY 2003 caused the reduction in the forecast. Only $152 million of this reduction in the
forecast had already been reflected in receipts through October. The gap between the
February forecast and this forecast grows steadily through the remainder of the biennium.

The statewide property levy established by the 2001 legislature will become Minnesota's
fourth largest general fund revenue source. In this biennium it is forecast to raise $893
million. Genera fund motor vehicle sales tax receipts have falen from FY 2000-01 due
to dedication of 30.86 percent of collections to transportation related funds in FY 2002.
The portion dedicated to transportation related funds increases to 53.75 percent in FY
2003.

Revenues from the five mgjor taxes are expected to fall short of end-of-session estimates
by $2.125 hillion. Individua income tax receipts and sales tax collections fall short of
prior estimates by $873 million and $829 million respectively. The corporate income tax
declines by the greatest percentage, dropping more than 28 percent from the previous
forecast. Motor vehicle sales tax receipts are the only bright spot among the state’s five
major taxes. They are now forecast to exceed earlier projections by $41 million. Other
tax and non tax revenues are projected to be $33 million more than forecast in February.

FY 2002-03 Revenue Forecast
(% in millions)

FY 2000-01 FEY 2002 FEY 2003 FEY 2002-03

Revenues

Individual Income Tax $11,472 $ 5,961 $6,230 $12,191
Sales Tax 6,135 3,737 3,755 7,492
Corporate Franchise Tax 1,529 566 636 1,202
Motor Vehicle Sales Tax 1,087 389 277 666
Statewide Property Levy 0 296 597 893
Five Mgor Taxes 20,223 10,949 11,494 22,444
Other Revenues 2,483 1,340 1,324 2,664
Tobacco Settlement 235 152 153 305
Net Non-dedicated Revenue 22,941 12,441 12,972 24,413
Other Resources 892 (45) 87 42
Current Resour ces $23,833 $12,396  $13,058 $25,454
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Net nondedicated revenues for the 2002-03 biennium are projected to be 10.8 percent
greater than 2000-01 biennial levels. Projected biennial growth rates for the income tax
and the sales tax reflect primarily law changes and rebates, not economic conditions.

Individual Income Tax

Individual income tax receipts for the 2002-03 biennium are now forecast to total
$12.191 billion, down $873 million (6.7 percent), from end-of-session estimates. Slower
wage growth and a projected drop in capital gains realizations account for aimost al the
projected shortfall. For the first four months of FY 2002 withholding tax receipts were
$66 million below forecast. Individua estimated tax payments were $29 million, below
projections. After including miscellaneous payments and refunds, net income tax
receipts through October 30 were $89 million below forecast. At the end of November,
both withholding tax receipts and estimated tax payments were below year earlier levels.

Taxable wages and salaries in Minnesota are now projected to grow at a 3.8 percent
annual rate in calendar year 2001, and at a 2.6 percent annua rate in calendar 2002. In
February, growth rates of 5.1 percent and 5.7 percent were anticipated. Even with a
forecast of 6.1 percent wage growth for caendar 2003, Minnesota wages end the
biennium more than 5 percent below levels expected in February. More than half the
drop in individual income tax receipts is due to slower wage growth

Minnesota Wage Growth Slows Sharply , but
Recovers More Strongly than the U.S. Average
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Minnesota wages and salaries in the fourth quarter of 2001 are expected to be at the same level
as observed in the year earlier. First quarter 2002 wages are forecast to be less than first
quarter 2001 wages.
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End-of-year bonuses and nonqualified stock options have become an increasing
proportion of Minnesota' s taxable wage base in recent years. Both are expected to be
substantialy lower in 2001 than in the recent past. Finance Department economists
estimate that more than 5 percent of reported wages during the fourth quarter of 2000 and
the first quarter of 2001 were bonus or option related. No explicit adjustment was made
to wage estimates for 2001, 2002, or 2003 to reflect expected reductions in these
payments. The lower growth rate projected for wage and salary income was assumed to
reflect expected reductions in such profits-based compensation as well as in base wages.
December and January withholding receipts will be monitored carefully and adjustments
to expected wage growth will be made in February’s forecast, if warranted, since large
cuts in bonuses could cause state income tax receipts to fall well short of forecast.

A much weaker economic outlook and an extended stock market decline are expected to
produce an actual decline in capital gains realizations in tax years 2001 and 2002. Even
though February’s income tax forecast assumed there would be no growth in realizations
in 2001 and just 5.6 percent growth in 2002, those projected growth rates, and the DRI
stock market forecast on which they were based, now appear too optimistic. Despite
preliminary indications that capital gains growth in 2000 was dightly stronger than
forecast (11.6 percent growth compared to forecast growth of 10.4 percent), Minnesota
capital gains redlizations in tax year 2002 are now anticipated to be only two-thirds the
level forecast in February, and about 70 percent of the level observed in tax year 2000.
By far the largest part of that reduction comes in tax year 2001. The lower forecast for
capital gains realizations accounts for nearly 45 percent of the decline in income tax
revenues.

Forecasters have difficulty modeling short-term changes in capital gains realizations.
Capital gains income is extremely volatile, and unlike most other sources of income,
capital gains redizations have shown double-digit, year-to-year declines at times in the
past. The dollar value of realizations clearly depends on the amount of gain (or 10ss)
accumulated by each taxpayer. But, as the dramatic increases in readlizations of the late
1990s highlight, there is also a psychological element. Gains become taxable only when
an asset is sold, and decisions on when to sell depend on investors confidence and on
their expectations about the rate at which a particular asset and other competing assets
will appreciate in the future.

Shifts in investor activity, moving from active trading to a buy and hold style, for
example, will also cause capital gains realizations to fal. And, since taxes are levied
only on net gains, losses elsewhere in one's portfolio can be realized to offset gains that
would otherwise have been taxed. Indeed, since up to $3000 of losses can be deducted
against other income there is an incentive for individual invesors to take losses in excess
of their readlized gains. Unfortunately, this year many investors have losses in their
taxable stock market accounts. Finally, while gains on financial assets are the largest
proportion of the capital gains tax base, some real estate sales and the resale of business
personal property are also subject to this tax. During the recession of 1990-91, the
uncertain economic outlook produced a sizeable scaling back of those sources of gains,
materially contributing to the declines in realizations in those two recession years.
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Capital Gains Realizations Have Fallen in
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The Department of Finance forecasts that capital gains realizations will fall by 25 percent
in tax year 2001 and an additional 5 percent in tax year 2002. In tax year 2003
realizations were forecast to grow by 20 percent. These estimates are similar, but not
identical to those currently being used by the Congressional Budget Office. In February
capita gains tax liability in tax year 2002 was expected to be more than $700 million.
Now it is forecast to be $470 million.

DRI's revised stock market forecast also causes the projected growth rate for IRA
distributions to fal in both the 2001 and 2002 tax years. In 2002 taxable IRA
distributions are projected to be 10 percent less than in February’s estimates. Expected
income taxes paid by fiduciaries were reduced by $35 million for the biennium,
consistent with the weaker outlook for the stock market.

This is the first use of the current House Income Tax Simulation (H.I.T.S.). model and
the first use of a sample of tax year 1999 filers. The model and sample changes had no
material impact on the forecast. Changes in the model’ s treatment of the Dependent Care
Credit and the Working Family Credit, a change in the tax treatment of S Corp banks, and
changes in indexing assumptions reduced the forecast by about $16 million in tax year
2002 and beyond. The H.I.T.S. Model was calibrated to match projected fina 2000
Minnesota liability using preliminary federal data on the composition of tax year 2000
incomes. After calibration, it was necessary to assume an abnormally large average
liability for returns that have yet to be processed to be consistent with currently collected
tax year 2000 payments.
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Sales Tax

Net sales tax collections in the 2002-03 biennium are now expected to equal $7.492
billion, $829 million (10.0 percent) less than end-of-session estimates. The forecast for
gross sales tax receipts fell by $779 million, and projected sales tax refunds were
increased by $69 million. The 2001 sales tax rebate was $10 million less than end-of-
session estimates. At the end of fiscal 2001, sales tax receipts were $59 million below

forecast. During the first four months of this biennium net sales tax receipts were $52
million below forecast.

DRI’s current forecast growth rates for almost al major elements of Minnesota's sales
tax base are less than those used in February’s revenue forecast. Consumer durable
spending, the largest component of Minnesota's sales tax base, is now forecast to fall by
0.9 percent in fisca 2002, then grow a a 3.2 percent annua rate in fisca 2003.

February’ s revenue forecast was based on expected annua growth rates for durable goods
of 3.7 percent and 7.3 percent, respectively.

Consumer Non-Auto Durable Spending Is
Expected to Decline in Fiscal 2002
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Business equipment spending, the second largest surce of sales tax revenue is now
forecast to shrink by 11 percent during the current fiscal year and then increase by just
2.5 percent in fiscal 2003. In February DRI was projecting growth rates of 5.6 percent
and 9.6 percent. The large downward revisions to expected growth rates for ailmost all
segments of Minnesota s sales tax base were the primary source of the reduction in the
sales tax forecast.

In forecasting the sales tax final taxable demand is allocated to Minnesota on the basis of
Minnesota' s share of personal income. Finance Department economists suspect that U.S.
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wage and salaries may be overstated and may be revised down. The effect of that
overstatement in U.S. wages is an understatement of Minnesota's share of taxable find
demand. All other things equal this would cause the sales tax forecast to be artificially
low. Any change in this data will be reflected in February’s forecast.

Business Equipment Spending in 2003 Now
Forecast to Be 75 Percent of Earlier Estimates
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Forecasters are watching the current holiday shopping season very carefully. No one
expects strong growth over last year, but many fear that even the modest growth currently
expected by most forecasters may not occur. Actua sales tax receipts from both
November and December shopping will be known by early February and that information
will be incorporated into the February revenue forecast.

Sadles tax refunds increase in FY 2002 due to the higher base amount of refunds
established in FY 2001. FY 2003 sales tax refunds decline from their FY 2002 levels
reflecting the decline in capital equipment spending in the prior year.

Gross sales tax receipts continue to grow more slowly than the simulated sales tax base.
The elasticity for converting changes in the sales tax base to changes in revenue was
reduced to .95 to adjust for the discrepancy in growth rates. No explicit adjustment was
made for revenue lost to internet sales. The eagticity adjustment may have been needed,
in part, to adjust for increasing internet sales.

Corporate Franchise Tax
Net corporate franchise tax receipts for the 2002-03 biennium are now estimated to total
$1.202 billion, $470 million (28 percent) less than previously forecast. Corporate tax

receipts in FY 2001 were $86 million less than projected in February. Receipts through
October are $56 million (24 percent) below earlier estimates. The extremely large
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percentage variance in current receipts shows once again that the corporate tax is
Minnesota s most volatile tax.

The change in the outlook for corporate franchise tax revenues is due entirely to a change
in DRI’ s forecast for pre-tax corporate profits. February’s DRI Control called for pre-tax
corporate profits to grow at a 6.2 percent annual rate in fiscal 2002 and by an additional
9.7 percent in fiscal 2003. Now DRI expects corporate profits to fall by 17 percent this
fiscal year, and then grow 12 percent in fiscal 2003. After factoring in a 6 percentage
point drop in DRI’ s forecast for fiscal 2001, corporate profits are now expected to end the
current biennium 28 percent lower than was forecast in February.

Corporate Profits Drop 17 Percent in Fiscal 2002,
$ billions End Biennieum Nearly 30 Percent Below
February's Estimate
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DRI’s lower corporate profits forecast helps explain the shortfall observed in Minnesota
corporate tax receipts since February. But, when the shortfall in tax receipts was
reconciled with the change in NIPA profits, current receipts still were well below the
level expected based on second quarter 2001 profits. To keep that discrepancy from
carrying through the entire forecast horizon a dightly lower forecast for second and third
quarter 2001 profits was taken from DRI’s October Control and substituted for the
Novenber Control’s values for those quarters. Vaues for all succeeding quarters were
taken from the November Control.

Biennial corporate tax receipts were reduced by $56 million from the February forecast
due to a statutory change in the tax treatment of certain financia ingtitutions. This
revenue loss was partially offset by elimination of the S corp credit in the individual
income tax. The forecast for corporate tax refunds was increased to reflect refund
experience to date and to reflect the cyclica ncrease in refunds that accompanies an
economic downturn. Refund processing for calendar year filers will be largely completed
in January and actual refund results will be incorporated in the February forecast.

Minnesota Financial Report
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Motor Vehicle Sales Tax

Genera fund receipts from the sales tax on motor vehicles are now forecast to total $665
million, $41 million (6.6 percent) more than end-of-session estimates. The motor vehicle
sales tax closed fiscal 2001 $26 million above forecast, and through October fiscal year
2002 genera fund revenues exceed forecast by an additional $19 million. DRI now
forecasts 16.7 million light vehicle sales in 2001, in February they estimated light vehicle
sales of 16.2 million. DRI recognizes that last spring and summer’s incentive programs
and the post 9-11 zero interest rate loans are likely to have accelerated some sales from
the future, and they estimate light vehicle sales will fall to the 15.2 million unit level in
2002. Light vehicle sales then recover to the 16.8 million-unit level in 2003. Finance
Department economists are concerned that DRI’s estimate of unit sales for 2003 may
prove excessively optimistic.

Auto Sales Expected to Continue to Show

Good Growth
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Other Revenues

Other tax and nontax revenues are forecast to exceed end-of-session estimates by $33
million. Increases in expected deed and mortgage tax receipts ($43 million), insurance
gross premiums tax payments ($39 million), and other non dedicated revenues ($35
million) were sufficient to offset a projected $60 million decline in investment earnings
and a drop of 0 million in projected estate tax receipts. Tobacco payments are
estimated to fall $4 million from the previous forecast in fiscal 2002 and an additional $5
million in fiscal 2003. The remaining “other” revenues showed only minor changes.
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Revenue Planning Estimates
FY 2004-05

Current resources for the 2004-05 biennium are now projected to total $29.04 billion,
$3.592 billion, (14.1 percent) more than forecast for the 2002-03 biennium, but $2.462
billion less than projected in February after adjusting for legidative action during the
2001 legidative sessions. The five magjor revenues are expected to grow by an average of
14.5 percent, despite a drop in motor vehicle sales tax revenues due to completion of the
phase-in of dedication of 55.75 percent of those collections to transportation related
funds. Under current law both individual income tax receipts and sales tax receipts grow
by 14.1 percent from levels forecast for the 2002-03 biennium.

FY 2004-05 Revenue Planning Estimates
($ millions)

FY 2002-03 EY 2004 FY 2005 FEY 2004-05

Revenues

Individual Income Tax $12,191 $6,737 $7,173 $13,910
Sales Tax 7,492 4,153 4,398 8,551
Corporate Income Tax 1,202 706 741 1,447
Motor Vehicle Sales Tax 666 276 285 561
Statewide Property Levy 893 610 626 1,236
Five Mgjor Taxes 22,444 12,482 13,222 25,704
Other Revenues 2,591 1,363 1,395 2,758
Tobacco Settlement 377 191 193 384
Net Non-dedicated Revenue 25,413 14,036 14,810 28,846
Other Resources 42 100 100 200
Current Resour ces $25,454 $14,136  $14,911 $29,047

No one can forecast the path of the economy five years into the future. These baseline
revenue planning estimates are not explicit forecasts, they are simply extrapolations of
projected trends in the economy. Even small deviations from the assumed trend over four
years, when compounded, will produce sizeable changes in revenues. Because of the
way these estimates are constructed, any change in the base level of revenues for fiscal
2003 will be reflected in the revenue planning estimates for 2004 and 2005. Other things
equal, stronger than anticipated revenue growth in fiscal 2002, or fiscal 2003 will carry
forward and add significantly to revenues in the 2004-05 biennium. Similarly, should the
economy grow more slowly than forecast during the next two years the revenue outlook
for the 2004-05 biennium will deteriorate.
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The revenue planning estimates are not a guarantee of future revenues. They are only a
guide to the level of future revenues. If the economy is as strong or stronger than DRI
projects through 2003, and if projections of capital gains realizations for tax years 2001,
2002, and 2003 are not too optimistic, these planning estimates are likely to dightly
understate actual revenues in 2004 and 2005. But, if the economy fails to perform at the
level assumed in the November 2001 DRI Control or if capital gains redlizations are
below forecast levels, the planning estimates will significantly overstate future revenues.
Actua revenues could exceed or fall short of the planning estimates by $1.5 hillion or
more, depending on the economy’ s performance during the next 4 years.

Asis customary in November of odd numbered years estimates of revenues for 2004, the
first full calendar year of the biennium, were based on DRI’s November 2001 Control
forecast for key elements of the tax base in calendar year 2004. For calendar 2004 DRI
now projects real GDP growth at a 3.8 percent annua rate. Values for those items for
calendar year 2005 were obtained by using average annua nomina growth rates
consistent with a 5.2 percent annual growth rate for nominal GDP. The implicit real
GDP growth rate assumed (3.2 percent) is the same as was used in current Congressional
Budget Office projections for 2003 through 2006.

Individual income tax estimates were prepared using the House Income Tax Simulation
Model. Assumed filer growth in Minnesota was consistent with average nationa
employment growth of 1.8 percent in 2004 and 1.5 percent in 2005. A single growth rate
was applied to al elements of income and al individual itemized deductions. Each of
those items was assumed to grow at the growth rate of taxable persona income (the
combination of wages and salaries, proprietors incomes, dividends, interest, and rents)
consistent with the assumed nominal GDP growth rate. Taxable personal income growth
rates of 5.9 percent in 2004 and 5.3 percent in 2005 were used. Calendar year income tax
liabilities were converted into fiscal year revenues using the same proportions as forecast
for 2003.

Future sales tax revenues and motor vehicle sales tax revenues were estimated using
growth rates consistent with the nominal GDP growth assumed for the year in question.
For the sales tax percentage growth rates for each of 14 broad categories of items in
Minnesota' s sales tax base were computed, and the sum of the weighted growth rates was
used as a measure of the expected growth in the sales tax base for 2004 and 2005. Fiscal
year corporate tax receipts were estimated to grow at the same rate as the previous
calendar year’s national before tax corporate profits. Planning estimates for other tax and
non-tax revenues were prepared by extrapolating existing trends
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Expenditure Forecast
FY 2002-2005

Actual, Forecast, and Projected Spending, FY 2000-2005

Actual spending for the biennium that ended June 30, 2001 totaled $24.179 hillion. The
forecast for the current biennium totals $27.807 hillion, a $400 million increase from
end-of-session estimates. Of this amount, $315 million represents spending carried
forward from FY 2001. Projected spending for FY 2004-05 is expected to reach $31.582
billion, including $1.127 billion of estimated inflation.

Actual & Estimated Spending by Function
($ in millions)

Biennium

2000-01 2002-03 Difference 2004-05 Difference

Education Finance $9,202 $11,165 $1,963 $12,778 $1,613
Higher Education 2,617 2,853 236 2,955 102
Intergovernmental Aids 2,494 2,830 336 3,069 239
Health Care 3,602 4,648 1,046 5,395 747
Health & Human Services 1,895 2,080 185 2,178 98
Environmental Resources 549 540 ©) 540 0
Economic & Workforce
Devel opment 513 398 (115) 363 (35)
Public Safety & Corrections 866 965 99 1,000 35
Transportation 222 437 215 168 (269)
Genera Government 1,020 1,192 172 1,261 69
Debt Service 562 608 46 638 30
Capital Projects 96 0 (96) 15 15
Transportation Projects/Tabs 242 19 (223) 0 (29
Estimated Cancellations 0 (20 (20) (20 0
Estimated Inflation 0 0 _ 0 1,127 1,127
Subtotal-Major Spending
Categories 23,880 27,714 3,834 31,468 3,754
Dedicated Expenditures 299 92 207 114 21

Total Expenditures
& Transfers $24,179 $27,807 $3,627 $31,582 $3,775
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The current budget of $27.807 hillion represents a $3.627 hillion increase over the last
biennium, a 15.0 percent increase. While growth in the budget is shown for each of the
functional areas of spending, nearly one-quarter of the total increase in spending is
attributed to the education finance and property tax reform and relief enacted in the 2001
legislative session. Reflected primarily as an increase in state revenues (the statewide
property tax levy) and an increase in state spending (state assumption of general
education funding), these changes distort underlying spending growth. If these state
expenditures related to property tax reform and relief are excluded, the increase in
spending is 10.6 percent.

FY 2004-05 planning estimates total $31.582 hillion, or $3.775 billion over the current
biennium. The 13.6 percent growth in the planning estimates is comprised of two
separate pieces. The underlying growth in forecast programs totals $2.648 hillion, about
9.5 percent hiennium to biennium growth. Estimated inflation adds $1.127 billion to the
planning estimates accounting for the remaining 4.1 percent of the 13.6 percent biennial
growth.

The largest portion of the growth in the planning estimates for FY 2004-05 occurs in two
areas: Education Finance and Health Care. K-12 property tax reform implemented in FY
2003 accounts for a significant portion of the growth shown for Education Finance as a
result of changes in financing from local property taxes to state general fund. It is
important to recognize that the spending increases shown represent the state's share of
Education Finance, not local school districts' total funding. The state assumption of
general education costs, along with the statewide property tax levy, occurs in FY 2003.
For the two-year period FY 2004-05, these spending costs double.

Increases projected for Health Care continue to reflect one of the most rapidly growing
segments of the state budget. Projected current law increases are expected to continue to
be determined by enrollment pressures, utilization increases, and changing demographics.

Total FY 2002-03 Spending Shows L ittle Change

Forecast expenditures for FY 2002-03 show little net change from end-of-session
estimates. Spending has increased $400 million, or 1.5 percent, from end-of-session
estimates. Of this amount however, $315 million represents authorized spending moved
forward when the books were closed on FY 2001 in September. A single item, $260
million in one-time transportation construction funding, accounts for most of the carry
forward. The remaining $85 million increase in the forecast represents less than a 0.3
percent change.
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Current Biennium Forecast Change
(% in millions)

End of Session November Forecast
FY 2002-03 FY 2002-03 Difference

Education Finance $11,090 $11,165 $75
Higher Education 2,844 2,853 9
Intergovernmental Aids 2,824 2,830 6
Hedlth Care 4,654 4,648 (6)
Health & Human Services 2,037 2,080 43
Environmental Resources 539 540 0
Economic & Workforce Development 395 398 3
Public Safety & Corrections 957 965 8
Transportation 178 437 260
General Government 1,173 1,192 19
Debt Service 630 608 (22)
Transportation Projects/Tabs 19 19 0

Estimated Cancellations (20) (20) 0

Subtotal-Major Spending Categories 27,320 27,714 394
Dedicated Expenditures 87 92 5
Total Expenditures & Transfers $27,407 $27,807 $400

The net $85 million increase in forecast spending is attributed to a $75 million increase in
Education Finance, a $43 million increase in Health and Human Services spending and a
$5 million increase in forecast Intergovernmental Aids. These increases, however, are in
part offset by a $22 million reduction in Debt Service estimates, and a $16 million net
reduction in all other spending aress.

Changein FY 2004-05 Projected Spending Driven Primarily by Inflation Estimate

Compared to end-of-session estimates, projected spending for FY 2004-05 shows little
fundamental change. Spending has increased a total of $379 million, 1.2 percent, from
earlier estimates. However, $232 million of this amount results from an increase in the
forecast rate of inflation from the 2.0 percent used in February and end-of-session
estimates to 2.5 percent in the current forecast. This change added $76 million to
projected FY 2004 spending and $156 million to FY 2005.
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2004-05 Planning Estimates For ecast Changes

(% in millions)

November

For ecast

FY 2004-05 Difference

End of Session
FY 2004-05

Education Finance $12,684
Higher Education 2,955
Intergovernmental Aids 3,017
Health Care 5,390
Health & Human Services 2,156
Environmental Resources 538
Economic & Workforce Development 363
Public Safety & Corrections 999
Transportation 168
General Government 1,273
Debt Service 658
Capital Projects 15

Estimated Cancellations (20)

Estimated Inflation 896

Subtotal-Major Spending Categories 31,091
Dedicated Expenditures 111

Total Expenditures & Transfers $31,202

$12,778
2,955
3,069
5,395
2,178
540
363
1,000
168
1,261
638
15
(20)
1,127

31,468
114

$31,582

$ 94
0

52

6

22

$379

Apart from the increase in estimated inflation, projected FY 2004-05 spending has
increased $148 million, 0.5 percent. Small forecast increases in Education Finance,
Intergovernmental Aids, and Health and Human Services are in part offset by declinesin
the forecasts for Debt Service and savings in the estimates for General Government.
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Education Finance

"Education Finance" consists of K-12 education, early childhood education programs,
and intergovernmental aids to schools. State dollars for Education Finance have grown
consistently in recent years as reflected in the table below.

Education Finance, FY 2000-2005
(% in millions)

FY 2000-01 EY 2002-03 EY 2004-05

K-12 Education $8,142 $10,275 $12,330
Early Childhood Education 243 249 249
Intergovernmental Aid _ 818 640 200
Total $9,204 $11,164 $12,778
$ Change $1,757 $ 1,960 $ 1614
% of Change 24% 21% 15%

K-12 education, the largest component of the Education Finance area, includes state aid
to school districts and charter schools, as well as operating funds for the State Residential
Academies for the Blind and the Deaf and the Perpich Center for Arts Education.

As the table above shows, state spending on K-12 education is projected to grow by $1.6
billion in FY 2004-05, largely reflecting the effect of the recently-enacted generd
education takeover. K-12 education has been financed through a combination of state
aid, federal aid and local property tax levies and fees. As part of the property tax reform
package enacted in the 2001 session, the state will assume responsibility for the basic
general education levy beginning in FY 2003 with a corresponding reduction in local
property taxes. The net cost of this takeover is $788 million, which includes the cost of
the state assumption of the $1.3 billion genera education levy, offset by a reduction in
intergovernmental aids to school districts.

School Funding Sour ces - Statewide*
The Effect of Property Tax Reform

FY 2002 FY 2003

State Share 61.7% 74.3%
Local Share (Tax and Non-Tax) 33.4% 20.7%
Federal Share 5.0% 5.0%

* The exact proportion of state and local funds will vary by school
district, depending on the district’s property wealth.

As the table reflects, this law change will significantly alter the composition of K-12
funding, with the state share of K-12 education rising to over 74 percent in FY 2003.
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Minnesota’s School Funding System

Minnesota's education funding structure is based on a set dollar amount for each pupil
weighted by grade level, with additional funds provided to districts with specific needsin
"categorical" areas such as geographic isolation, special education, and limited English
proficiency enrollment. Other state aids, such as health and safety and debt service, are
avalable to districts with lower property wedth. Because funding formulas take
differences in property wealth and student characteristics into account, changes in those
formulas affect each district differently--even as one district receives an increase, another
digtrict's funding may decrease.

Because K-12 schools are funded through a mix of funds, from the school district's
perspective, it is more relevant to look at how total revenues (primarily state and local)
have grown over the past years. This is especially important with the FY 2003 takeover
of the general education levy, since it increases the amount of state aid to schools, but
does not increase the total revenue to schools.

School District Revenues
FY 2000—-FY 2005

Total Revenue Per cent
Revenue* Students Per Student I ncrease
FY 2000 $7.12 hillion 852,602 $ 8,354 6.0%
FY 2001 7.60 billion 853,857 8,896 6.5%
FY 2002 7.89 billion 853,572 9,240 3.9%
FY 2003 8.37 billion 852,960 9,809 6.2%
FY 2004 8.67 hillion 850,873 10,182 3.8%
FY 2005 8.95 billion 849,859 10,528 3.4%

*Source: Price of Government, November 2001. Includes state aid
entitlements, local levies, local own source revenues, and federal aid.

FY 2002-03 For ecast
Education Finance Up $75 Million

Projections for Education Finance spending in FY 2002-03 increased by $75 million over
end of session estimates, with total spending now projected at $11.2 billion for the
biennium. K-12 education makes up the majority of the spending in this area, at $10.275
billion. Intergovernmental aid is projected to total $640 million and Family & Early
Childhood spending will total $249 million.
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K-12 Education Grows by $73 Million; More Pupilsand M ore Referenda

The most significant changes are in K-12 education, which grew by $73 million,
reflecting a $97 million increase in the genera education program and a $24 million
decrease in K-12 categorical programs.

Pupil egtimates, the largest driver of K-12 education costs, have increased by 6,296
students in FY 2002-03. Earlier forecasts had projected that enrollment would peak in
FY 2000 at 852,602 students and then would decline steadily in future years. The current
forecast pushes the peak out ayear to FY 2001 (the 2000-2001 school year) and increases
the peak to 853,857 students. Student numbers have increased both in regular K-12
districts, and in alternative programs such as private aternative contract schools,
postsecondary enrollment options (PSEO) and learning year (extended day, week and
year) programs. Rates of increase for students of limited English proficiency (LEP) are
much greater than previously forecast. At the same time, projections show charter school
enrollments growing, but at a slower rate than end-of-session projections.

General Education Costs I ncrease by $97 million

Estimates for the general education program, the source of over three-quarters of the
revenues to school districts, are expected to increase by $97 million in this forecast.
Most of the change is driven by the increases in pupil units ($59 million) and growth
in referenda equalization estimates ($27 million). Another component of the change,
totaling $6 million, can be attributed to recognition of changes not included in the end
of session estimates. Several other smaller changes net to $5 million.

The mgjor elements of the $59 million in pupil-related changes include:
»= A $28 million increase for the basic formula,

= An $11 million increase for private aternative programs and PSEO,
= A $14 million increase for LEP funding.

Growth projections for LEP have risen since end-of-session, from 7 percent in both
FY 2002 and FY 2003, to 12 percent and 11 percent, respectively. The number of
students new to Minnesota from other countries continues to increase, with a growing
proportion of those students identified as LEP. In 2001, 63 percent of the 7,063
students new to Minnesota from other countries were identified as LEP, up from 45
percent of the 4,550 new-to-Minnesota students in 1997. The increase also reflects a
new funding formula for FY 2001 that gives districts an incentive to identify more
LEP students by moving from a formula based on LEP students served and the
salaries of LEP instructors, to a formula based on students identified as LEP but not
necessarily served in a separate LEP program.

Several factors contribute to the $27 million increase in referendum equalization
estimates. Approximately $18 million is due to a higher number of districts passing
operating referenda in the November 2001 election than anticipated. Referendum
revenue per pupil was projected to increase by 14 percent over previous estimates for
FY 2002, but the actua increase was 18 percent. Of those referenda that passed, a
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high percentage were in rural areas, where lower property wealth results in more state
aid. A second factor is that the end of session estimates understated the projected
growth in referenda, adding $9 million to the current forecast.

Categorical Education Programs Decrease by $24 million

The largest decrease in K-12 categorical aid programs is in charter school programs
with charter school lease aid falling by $14 million and charter school start-up aid
faling by $2 million. Although charter school membership is till increasing from
year to year, based on the number of new schools opening in FY 2002 and
applications for sponsor approval for FY 2003, growth in the number of new schools
is expected to slow from the pace of the mid- to late-1990s, and to be less than earlier
estimates.

Other changes include a $3 million decrease in debt service equalization estimates,
and a $5 million decrease in health and safety estimates. Although school district
spending on health and safety programs continues to grow, state spending is
decreasing because changes in the property tax class rates and growth in property
values means that more of the cost is paid for through local levies.

Family and Early Childhood Programs Decreased by $5 million

Egtimates for community education programs in the family and early childhood area
decreased by $5 million due to an increase in levy authority available to districts offering
after school enrichment programming. This resulted in an overal aid/levy shift for
community education. Although total community education revenue increased, a greater
share of that revenue is being paid for by local levies as opposed to state aid.

FY 2004-05 Estimates

Pupils and Referenda Also Drive Increased Education Finance Costs in FY 2004-05

Education spending has increased by $91 million over the last estimates, due to many of
the same factors driving FY 2002-03 costs. Spending in this area is projected to total
$12.8 hillion.

K-12 Education Grows by $117 million

K-12 Education is projected to grow by $117 million in FY 2004-05 over previous
estimates, with an increase of $155 million in the genera education program and a
decrease of $38 million in K-12 categorical aid programs.

Largest Increasesin General Education

General education changes include pupil-related increases of $81 million, such as:

= $39 million increase in the basic formula,

= $22 million increase in LEP funding, reflecting revised growth rate estimates of
9.7 percent in FY 2004 and 8.8 percent in FY 2005,
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=  $17 million increase in education options programs--reflecting revised growth
estimates, and

= $3 million net increase in compensatory aid, transportation sparsity and operating
capital.

Estimates for referendum equalization have increased by $83 million over end of
session. Approximately $24 million may be attributed to equalization aid that was
not properly recognized in end of session estimates given the interaction of K-12
finance and the 2001 tax bill. The remaining $59 million reflects more referenda
passing than anticipated and pupil-related changes.

Non-pupil related changes to general education include:

* anincreasein equity aid ($7 million)

» anincrease due to areduction in general education aid offsets ($8 million),

* adecreaserelated to new estimates of referendum aid that follows students due to
revisions in the open enrollment program ($4 million),

* adecrease in abatement aid ($14 million), and

= a$5 million decrease in nonpublic pupil programs.

Other Categorical K-12 Programs Decrease by $38 million

The largest K-12 decrease, $51 million, is again in charter school programs, with
charter school lease aid decreasing by $45 million and charter school start-up aid
decreasing by $6 million.

Program growth rates lead to an overal increase of $6 million in special education
programs, with $4 million of that increase in special education and specia education
excess cost aid, and $2 million for aid to children with a disability. The addition of
new districts and program growth increase estimates for integration aid by $7 million.

Revised estimates for debt service equalization aid is another area showing a large
increase ($14 million) over end of session estimates. This increase is due to the
anticipated effect of changes to the debt service formula. The forecast assumes that
the formula change enacted last session will lead some districts to pay off capital
loans and replace them with general obligation bonds, which are eligible for debt
service aid. In addition, the impact of the passage of new referenda for capita
projects in the November elections will significantly increase debt service
regquirements beginning in FY 2004.

Decreases in another facilities-related aid, health and safety, helps to offset these

increases by $11 million, as a larger portion of health and safety revenues are borne
by the local taxpayers.
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Family and Early Childhood Reflects Community Education Decrease

Total spending in family and early childhood programs is projected to be $249 million in
the next biennium. The only change in the family and early childhood area in FY 2004-
05 is a decrease of $13 million in community education aid due to a shift in the aid/levy
mix. Although total community education revenue is projected to continue to increase, a
greater share of that revenue will be paid for by local levies, rather than state aid.

Higher Education

The state’'s “Higher Education” budget provides funds for the University of Minnesota,
the Minnesota State Colleges and Universities (MnSCU), the Higher Education Services
Office (HESO) and the Mayo Medical School (Mayo). Total headcount in 2000 at the
University of Minnesota was 59,183, and at MnSCU was 159,948. Tota headcount at
Minnesota public and private higher education institutions was 289,610 in 2000.

In FY 2002-03, the state is expected to spend $2.853 hillion on higher education, with
students contributing an estimated $1.218 billion in tuition and fees at public post-
secondary institutions.  As the table below reflects, state funding for higher education is

expected to increase 9.0 percent in the current biennium compared to the previous
biennium.

State Funding for Higher Education
FY 2000-2005
(% in millions)

FY 2000-01 FY 2002-03 FY 2004-05

University of Minnesota $1,187 $1,293 $1,330
MnSCU 1,130 1,242 1,307
HESO, Mayo _300 _318 _318
Total $2,617 $2,853 $2,955
$ Change $ 188 $ 236 $ 102
% Change 7.7% 9.0% 3.6%

HESO Estimates I ncrease by $8.7 million in FY 2002-03

HESO is the state agency responsible for administering financial aid programs and
facilitating interaction among higher education organizations in Minnesota. HESO
carried forward $8.7 million from FY 2001 into FY 2002. The Minnesota Library
Information Network accounted for $8.0 million, and the Learn & Earn Program and
Y outhworks Program accounted for most of the remaining $700,000.
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Health Care

“Health Care” includes state payments for direct health care services, such as hospital and
physician visits, nursing home services, home care, and other medical and long-term care
services. Most of the spending in this area occurs in the state’'s Medical Assistance (MA)
program, a federa entittement program for low-income families, the physicaly and
developmentally disabled, and the elderly. The state and federal government split the
costs of MA, while the Genera Assistance Medica Care program (GAMC) is only
funded by the state.

Health care has been one of the most rapidly growing segments of the state budget.

Rising cost growth is largely driven by enroliment in these programs, utilization of health
care services, and changing demographics. Minnesota has also experienced significant
changes within some segments of MA, such as substantial shifting away from
institutional long-term care and into community-based services, as well as a period of
declining enrollments among low-income families due to welfare reform and the strong
economy. Trendsin genera fund health care spending are shown below.

Health Care, FY 2002-2005
($ in millions)

FY 2000-01 EY 2002-03 EY 2004-05

MA Long Term

Care Facilities $1,058 $1,001 $1,067

MA Long Term

Care Waivers 694 1,020 1,234

MA Elderly &

Disabled Basic Care 812 1,118 1,377

MA MFIP &

Families Basic Care 691 929 1,156

General Assistance

Medica Care 262 405 469

Chemica Dependency

Entitlements __ 84 __ 85 92
Totd $3,602 $4,647 $5,395
$ Change $ 511 $1,045 $ 748
% Change 17% 29% 16%

FY 2002-03 For ecast

Health Care Spending Forecast Virtually Unchanged from End-of-Session

The forecast for dl of the health care entitlements is virtualy unchanged, or just $6.1
million, 0.1 percent, lower than end-of-session appropriations. Despite this overal
assessment, there are significant changes within categories of health care spending, some
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that might be expected with a ower economy and some that might run counter to
intuition.

As shown in the table above, the trend towards increasing health care costs continues to
be a significant pressure in the state's budget. Even though the hedth care forecast is
largely unchanged from end-of-session estimates, projected spending on these services
will be just over $1 billion higher in the current biennium than in the 2000-01 biennium,
abiennial increase of 29 percent.

The General Assistance Medical Care program is one program affected by the slowing
economy. Spending is now forecast to be amost $70 million, 21 percent, higher for
2002-03 than end-of-session levels. A modeling change for this program better reflects
recent enrollment growth and suggests considerable sensitivity to the level of
unemployment. Given the sharp rise in unemployment in the last year, and the forecast
for unemployment to remain at higher levels than recent years, the GAMC caseload
forecast is higher by 20 percent in 2002 and 30 percent in 2003.

Given the substantial increase in the number of recipients in the MA Waiver for Persons
with Mental Retardation and Related Conditions (see Issue Highlight on page 61), the
MA LTC Waivers forecast is $35 million higher than end-of-session levels. This
increase is the net result of numerous waiver and home health care changes. Within the
MR/RC Waiver, new recipients obviously add costs above prior expectations, but those
who were previously receiving these services are showing very little increase in average
per person costs—a change from previous expectations of rising costs—thus mitigating
the effect of the added enrollment. Reduced utilization of nonwaiver personal care
attendant services also mitigates some of the increase.

MA Long-Term Care Facilities projected spending is $67 million lower than end-of-
session figures for 2002-03. Much of this is due to lower projected nursing facility
caseloads. The lower expectation for nursing facility caseload is the continuation of
underlying trends in the program’s experience not specifically related to the reforms
enacted in the last legidative session.

The MA MFIP & Other Families Basic Care forecast is also lower, despite the change in
economic expectations. While the MFIP segment is higher than end-of-session estimates
due to rising MFIP caseloads, this part of basic care is down overall due to the Other
Families segment. This segment includes other poor or low-income children and families
who do not recelve cash assistance through the Minesota Family Investment Program
(MFIP). Lower spending projections for Other Families are due to reduced expectations
for both average cost and caseload growth.
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FY 2004-05 Estimates
No Net Change Projected from Earlier Estimates

As is the case br the FY 2002-03 biennium, there is very little change expected for
hedlth care entitlement spending from end-of-session tails figures. In total, spending is
expected to be $5.7 million higher 0.1 percent. Most of the changes seen in the current
biennium continue in the FY 2004-05 estimates.

Higher caseloads in GAMC aso impact the FY 2004-05 estimates. GAMC spending is
now projected at $469 million, an increase of $80 million 21 percent over end-of-session
expectations.

MA LTC Facilities is forecad to be $61 million lower in the 2004-05 biennium than end-
of-session projections. As with changes described in the current biennium, lower
projections for nursing facility caseloads are the primary reason for this changed outl ook.

MA LTC Waivers projected spending is now $14.5 million higher than prior estimates.
The higher costs of the MR/RC waiver are again partly mitigated by average cost
changes, but the overall total will still be slightly higher.

Spending for MA Basic Care for MFIP & Other Families is expected to be $29 million
lower than end-of-session, despite the higher number of MFIP recipients expected
throughout the forecast horizon. Again, lower spending estimates for Other Families
mask expected increases in MFIP casel oads.
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Substantial Enrollment Increasein
Medicaid Disability Waiver

Since the end of the 2001 legidative session, Minnesota has seen a 62 percent increase in the
enrollment for the MR/RC Waiver program within Medica Assistance (MA). This marked a
substantial change from recent years where a 9 percent increase was common.

What isthe MR/RC Waiver?

Waivers of the rules of the federal Medicaid program have been a popular tool among states
to achieve certain health policy goals through experimentation or targeting of benefits for
certain groups of recipients. One such waiver program in Minnesota is the Waiver for
Persons with Mental Retardation and Related Conditions (MR/RC Waiver).

This program allows individuals with developmental disabilities to live in community settings
instead of ingtitutions. The waiver pays for a variety of supports, in addition to heath
services, that facilitate this type of care setting arrangement. When states establish waiver
programs, they often limit the number of participants in order to control costs, as some of the
community-based supports can be very expensive. The MR/RC Waiver has added new
enrollees each year since it began in 1984, but it has limited this growth. As a result, unlike
most of the state’'s health care programs, the waiver has maintained a waiting list of those
seeking to access these community-based services.

Why did enrollment change?
The presence of the waiting list led to a change in law in 1999 to increase new enrollment
from approximately 600 persons per year to 700 persons each year for a four-year period.

In addition to increasing enrollment, the 1999 law change directed this program to spend all
of itsresources. Thisdirection in law may seem a bit unusual but for the context: at the same
time that this program was maintaining a waiting list, it was also under-spending its budget in
recent years. Toward the end of the 2000-01 biennium, this program was on pace to once
again cancel a portion of its appropriated resources. In an effort to meet the requirement in
law to spend its appropriation, the program’s enrollment restrictions were dropped in the
spring of 2001.

The open enrollment created aflood of inquiriesin county social services offices. During the
next two and a half months, these offices processed a 62 percent increase in program
participants. A total of 5,444 new enrollees became part of the MR/RC Waiver in the closing
months of FY 2001. Prior to these new enrollees, approximately 8,800 individuals were on
the waiver.

How hasthis affected the budget?
This creates a budgeting problem for the state because the 2002-03 appropriations law did not
account for this large enrollment increase, and at the time of the expansion, the average
waiver enrollee cost just over $60,000 a year. The appropriations for the current biennium
were based on the February 2001 Forecast, which assumed only the steady growth this
program had typically experienced.
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This forecast reflects the increased enroliment and the resulting $96 million increase to the
state share costs of the MR/RC Waiver within the Medical Assistance budget for the 2002-03
biennium (total costs are twice this amount, since the federal Medicaid progam pays half of
MA costs). This cost includes the partial offset that results from lower costs in other MA
home care, because some waiver recipients will access less home care services through other
parts of MA.

What drove the significant increase in the 2002-03 budget?

What occurred with this expansion was that the law directed the program to spend money, but
the only way to accelerate spending was to add people. In doing so, the program added many
individuals without having to accommodate the fully annualized cost of the new enrollees.
Those fully annualized costs are now present in this forecast. It is analogous to a manager
who approaches the end of a fiscal year with a balance of $5,000 in a program’s budget. The
manager decides to hire a new staff member with an annual salary of $50,000. In that last
month, the employee would only cost the manager’s budget $4,166. However, unless the
manager’s budget is increased by amost $46,000 in the subsequent fiscal year, a budget
shortfall will result.

MR/RC Waiver Spending and Enrollment
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Because the state appropriations laws were written with the February 2001 Forecast as the
basis for setting spending levels, this enrollment increase will require an increased
appropriation in order to meet current law obligations. Additionally, the higher enrollment in
the MR/RC Waiver will continue to be a large and growing segment of the MA budget in

future biennia.
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Health & Human Services

“Health and Human Services’ is a broad set of state programs that pay for everything
from direct cash welfare benefits to grants to local governments for public health
infrastructure. Among the activities funded by Health and Human Services are:

Cash welfare and food stamp benefits (Minnesota Family Investment Program)

Child care assistance

Prescription drug benefits

Assisted living supports

Child welfare grants to counties

Adoption grants

Operating funds for state residential treatment centers

Operating funds for Veteran’s Nursing Homes, and

Public health grants to cities and counties.

Much of the funding in this area of the state’s budget is relatively stable and consists of
discretionary grants to local units of government for the provision of public health
activities and social services. In addition to state funding, there are significant levels of
federa funding that provide many of these services. The remaining narrative focuses on
a few programs whose funding fluctuates based an estimates of demand—principally
economic supports for low-income families.

Welfare reform has dramatically affected the budget for Health & Human Services.
Major reform at the federal level in 1996 changed the nature of the state-federal funding
arrangement for cash welfare benefits. The federal government created block grants to
states to pay for their share of welfare and child care benefits. The Temporary Assistance
for Needy Families (TANF) block grant has served as a mgor funding source for many
self-sufficiency activities in this state since the late 1990s. Minnesota, like many other
states, has used excess TANF funding to broaden the scope of its self-sufficiency
spending to go beyond the traditional cash welfare system. Changes in total Health and
Human Services genera fund spending are shown in the table below.

Health and Human Services, FY 2002-2005
($ in millions)

FY 2000-01 FEY 2002-03 EY 2004-05

Health & Human Services $1,895 $2,080 $2,178
$ Change 64 185 98
% Change 3.5% 9.8% 4.7%

FY 2002-03 For ecast
Health & Human Services Forecast Up $43 Million

Since the end of the 2001 legidative session, the forecast for spending in Heath and
Human Services programs has risen by $43.1 million, 2.1 percent. Most of this increase
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is attributable to rising caseloads in the state’s primary cash assistance program,
Minnesota Family Investment Program (MFIP). Welfare caseloads around the country
have been rising as the economy has slowed.

Child Care Assistance spending is now expected to be $14.5 million lower than end-of-
session estimates. The change in the child care forecast is mainly the result of a
reduction in the estimate of the proportion of MFIP families who will utilize child care
assistance. Utilization of child care on a per family basis has generdly stabilized in the
MFIP Child Care program, but compared to past estimates, fewer MFIP families are
expected to take advantage of this service.

Child Care Assistance and MFIP are the two largest sources of state spending that the
state uses to meet the federa maintenance of effort (MOE) required for the TANF block
grant. Thisisthe minimum level of spending needed in order to access the federal TANF
funding. In order to then meet federa matching requirements and current law, state
MFIP spending must rise to make up for a projected reduction in child care spending.
MFIP spending is expected to be $45.4 million higher in the current biennium than
appropriated levels.

In past forecasts, if MFIP caseloads were expected to rise, the unused balance of TANF
block grant funds would have picked up the expense of the new caseload without any
budget impact to the state’s general fund, under current law. This is because the block
grant was sufficient to cover MFIP expenses that exceeded the minimum MOE level. As
a result of budget decisions in the 2002-03 budget, essentially al of the TANF resources
for the current biennium were alocated (i.e., no TANF Reserve). While cancellations of
TANF funds from F.Y. 2001 have provided some cushion, under current law, the
remainder of the forecast increase will be reflected in general fund spending. This
amounts to approximately $21 million in 2003 above the MOE leve.

The General Assistance (GA) program provides cash grants to very low-income
individuals and as might be expected, is proving to be economically sensitive. It is now
expected to have higher caseloads and higher costs as compared to end-of-session
projections. GA spending is forecast to be $7.6 million higher than prior estimates.

FY 2004-05 Estimates
Slight Increase in Health & Human Services Estimates

For the 2004-05 biennium, forecast spending will be just about 2 percent higher than end-
of-session estimates. Much of this increase is due to higher caseloadsin GA. Child care
spending is expected to be lower which results in higher MFIP spending that is related to
federal match requirements for TANF.

Lower utilization expectations are the primary reason for relatively lower child care
spending estimates. This is a continuation of the changes that are reflected in the 2002-
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03 forecast. Child care assistance is forecast to be $12.7 million lower, and coupled with
the matching requirement, results in an increase in MFIP of $16.3 million.

GA increases continue into 2004-05, as the caseload figures remain higher than the end-
of-session expectations. For the biennium, GA is now forecast to be $8.0 million higher.

The forecast shows available balance of federal TANF resources of $16 million in 2004
and $51 million 2005. This means that current law obligations and base funding would
not utilize the entire federal block grant in those years. It is important to note, however,
that these balances assume a reauthorization of the TANF block grant at its current
funding level. Congress is expected to take up TANF reauthorization during the 2002
calendar year for federa fisca year 2003. Funding for FFY 2003 and beyond is subject
to these reauthorization deliberations.
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I nter gover nmental Aids

"Intergovernmental Aids" are state payments made to cities, counties, towns, and special
governmental districts. Generaly, intergovernmental aids are intended to reduce or slow
the growth of local property tax, so they are sometimes referred to as property tax aids
and credits. Non-designated aids such as Local Governmental Aid (LGA), Homestead
and Agricultura Credit Aid (HACA) and the newly created market-value credit aid
program are general-purpose revenue sharing programs. Loca pension aids, such as
PERA ad and Police ard Fire aids, are intended to offset part of local government
pension costs. The category "Other Designated Aids' is limited to specific purposes or
locations. Examples include criminal justice aid, family preservation aid, disaster aid,
and disparity reduction aid. Property tax refunds (PTR) are aso included in this
functional category even though they are paid directly to individuals rather than
governmental units.

As shown in the table below, the 2001 Tax Reform Act dramatically changed the
amounts and purposes of intergovernmental aids. The biggest change was to realign the
way state aids are used to fund K-12 education in Minnesota. In addition, it expanded
property tax refunds, added a new market-value homestead credit (and aid), reduced
HACA, increased LGA, and reduced or eliminated a number of smaller aids. It also
created a new TIF grant program to protect local government entities from defaulting on
existing TIF debt. The new TIF grants are primarily responsible for the biennia funding
changes in the Other Designated Aids.

I nter gover nmental Aids, FY 2000-2005
($ millions)

FY 2000-01  EY 2002-03 EY 2004-05

Non-designated Aids

LGA $782 $971 $1,181
HACA 917 685 381
Market Vaue Homestead Credit 0 _ 258 _ 535
Subtotal, Nondesignated Aids 1,699 1914 2,097
Local Pension Aids 211 219 233
Other Designated Aids 216 294 258
Property Tax Refunds _ 368 397 _ 429
Total, Intergovernmental Aids $2,494 $2,824 $3,017
$ Change $ 130 $ 330 $ 193
% Change 6% 13% 7%
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FY 2002-2003 For ecast
Few Changesin the November Forecast

The November forecast indicates a $6 million dollar increase in intergovernmental aids
compared to end-of-session estimates, a 0.2 percent change. Forecast changes for the
individual categories are highlighted in the table below.

I nter gover nmental Aids, FY 2002-2003 For ecast Change
($ millions)

Enacted November Per cent
FY 2002-03 Forecast Change Change

Non-designated Aids

LGA $ 971 $ 977 $6 0.5%
HACA 685 678 ) (1.0%)
Market Value Homestead Credit _ 258 _ 257 1) (0.2%)

Subtotal $1,914 $1,912 2 0.1%
Loca Pension Aids 219 214 (5) (2.6%)
Other Designated Aids 294 294 (0) (0.1%)
Property Tax Refunds 397 _ 410 13 3.3%

Total Intergovernmenta Aids $2,824 $2,830 $6 0.2%

The most substantial difference from end of session is a $13 million increase in property
tax refunds (PTR). This increase reflects dowing of personal income growth and new
assumptions about increased local levies based on recent certifications, both of which

drive the PTR upward.
FY 2004-05 Estimates
I nter gover nmental Aids Estimates I ncrease $52 million
The FY 2004-05 planning estimates indicates a $52 million dollar increase in total

intergovernmental aids compared to end-of-session estimates, an increase of 1.7 percent.
Forecast changes for the individual categories are outline in the table below.
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| ntergover nmental Aids, FY 2004-2005 Change

($ millions)
End-of- November Per cent
Session For ecast Change Change
Non-designated Aids
LGA $1,181 $1,186 $5 0.4%
HACA 381 391 10 2.6%
Market Vaue Homestead Credit _ 535 534 (1) (0.2%)
Subtotal $2,097 $2,111 $14 0.6%
Loca Pension Aids 233 235 2 0.8%
Other Designated Aids 258 240 (18) (6.8%)
Property Tax Refunds _ 429 483 54 12.5%
Total Intergovernmental Aids $3,017 $3,069 $52 1.7%

The largest forecast change is a $54 million increase in property tax refunds. This
increase, like the changesin FY 2002-03, is the result of owing persona income growth
and increased estimates of local government tax levies. The increase in the HACA
comes from incorporating new estimates of district court takeover into the HACA aid
estimates.
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Debt Service
FY 2002-03 Forecast Estimates for Current Biennium are $21.8 million L ower

The total estimated debt service cost for the 2002-03 biennium is now $607.9 million,
$21.8 million lower than end of session estimates.

More bonds were sold in the October 2001 bond sale than were forecast at the end of
session resulting in increased debt service costs. However, Interest rates on the bonds
sold in October and to be sold in future bond sales in the biennium are lower than at the
end of session resulting in reduced debt service costs. A previously planned April 2003
bond sale will not occur ard the amounts needed from that sale have been combined with

other sales. These changes result in $2.1 million in debt service savings in the current
biennium.

The premium paid by the winning bidder on the October 2001 bond sale was $12.9
million higher than forecast. Bidders have placed higher premiums in their bids for the
state’s bonds during this period of low interest rates. The forecast premiums for future
bond sales have therefore been increased. The forecast of total premiums paid by the

bidders in the current biennium, including the October 2001 sale, have been increased by
$26.4 million.

Receipts into the debt service fund were higher than forecast by $1.1 million. Investment
earnings on cash balances in the debt service fund and bond proceeds fund are $7.8

million lower. Actual and future interest rates are lower than the interest rates forecast at
the end of session.

FY 2004-05 Estimates Savings Continue in Next Biennium

Forecast debt service for the 2004-05 biennium is $637.8 million. While this is an
increase of $30 million over the current biennium it is a $20 million reduction from
previous estimates. The forecast continues to be based on the assumption that $400
million capital budgets are enacted in even-numbered years and $50 million in odd-
numbered years.

The forecast assumes that refinancing outstanding bonds saves $11.0 million in debt
service costs during the FY 2004-05 biennium.
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All Other Spending

The remaining categories of state spending total $3.532 billion for the current biennium.
This amount represents dlightly above 12 percent of total general fund spending. While a
relatively small percentage of the total budget, these areas include a broad range of
agencies, programs and services. The breadth of activities includes. natural resources
and environmental programs, trade, economic development, and agriculture programs,

housing programs; the state prisons, public safety activities and courts; state regulatory
and licensing activities; a portion of general fund financed transit and transportation
related funding; state funding for the arts, the Minnesota Zoo and Historical Society — as
well as general state administration including tax collection, accounting and financial

management, and human resources functions and legidative and constitutional offices.

Spending by Category

(% in millions)

FY 2000-01 FY 2002-03 FY 2004-05

Environmental Resources $ 549 $ 540 $ 540
Economic & Workforce Dev. 513 398 363
Public Safety & Corrections 866 965 1,000
Trangportation 222 437 168
Genera Government 1,020 1,192 1,261
Total $3,170 $3,532 $3,332
Change $ $ 469 $ 362 $ (200)
Change % 17.4% 11.4% (5.7%)

Funding for these areas are set as fixed amounts by legidlative appropriations. Changes
in estimates a&sociated with the forecast largely reflect transfers or amounts carried
forward between fiscal years or biennia, transfers between agencies, or other technical
adjustments. These are not significant changes related to the forecast and have little or no
effect on the general fund projected balance. . As an example, the $260 million FY 2002-
03 increase with Transportation does not represent new spending or a significant forecast
change.

Forecast Changes
(% in millions)

FY 2002-03  EY 2004-05

Environmental Resources $ 0 $3
Economic & Workforce Development 3 0
Public Safety & Corrections 8 1
Transportation 260 (12
General Government _19 (12)

Total $290 $(8)
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FY 2004-05 base level planning estimates for these areas generally represent the FY 2003
level of appropriations extended into the following two fiscal years. Adjustments are
made only to remove one-time or appropriations sunset in current law or to annualize the
costs of programs only partially reflected in FY 2003. These adjustments are identified

and made as part of the legidative and executive branch tracking of out-year costs when
the budget is enacted.
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Price of Gover nment
State and L ocal Government Revenues are Forecast Through 2005

The state genera fund forecast represents only a portion of public sector revenues and
spending in Minnesota. In broad terms, the “Price of Government” is a measure of the
cost of al general government services statewide. It answers the question: How much do
Minnesotans pay to state and local governments in total? It is comprehensive and
includes nearly all revenues generated by state and local units of government as well as
public school districts. All state taxes, property taxes, special assessments, fees and
charges are included.

The aggregate annual receipts collected by each unit of government are considered to be
asurrogate for the aggregate costs that Minnesota taxpayers pay for public services. The
“Price of Government” measures that cost for each fiscal year relative to Minnesota
Personal Income. The result is stated as a percentage of statewide personal income. For
calendar year 2002, fiscal year 2003, it is estimated at 15.6 percent. In other words, for
every dollar of Minnesota taxpayer persona income, 15.6 cents will be paid to state,
county, township, and school districts for services during that year.

Minnesota Price of Government
State and Local Revenues as % of Personal Income

FY 2005
FY 2004
FY 2003
FY 2002
FY 2001
FY 2000

FY 1999
FY 1998
FY 1997
FY 1996 17.5%
FY 1995
FY 1994
FY 1993 17.1%
FY 1992 17.0%

FY 1991

17.7%

Since the price of government focuses on revenues collected by various levels of
government, it is designed to be a performance measure for both taxpayers in genera and
policymakers during the budget formation process. Because the emphasis is on aggregate
revenues, the measure serves as a financia index for the cost of public services in
Minnesota.
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The following table shows the revenues raised at each level of government, excluding
federal grants or aids and excluding intergovernmental revenues such as state aid to
school districts, cities and counties. The results are called “own source” revenues and

represent the taxes, fees and charges at each level of government.

Own Sour ce Revenues

($ in millions)

Per cent Per cent
FY 2002 of Total FY 2003 of Total
State Revenues
Tax Revenues $ 13,431 $ 14,191
Non-Tax Revenues 2,751 2,500
Total State Revenues 16,182 61% 16,691 63%
L ocal Non-School Revenues
Tax Revenues 3,357 3,279
NonTax Revenues 4,508 4,690
Tota Local Non-School Revenues 7,865 29% 7,969 30%
School District Revenues
Tax Revenues 1,933 984
Non-Tax Revenues 677 722
Total School District Revenues 2,610 10% 1,706 7%
Total Own Sour ce Revenues 26,657 26,366
Minnesota Per sonal | ncome $165,050 $168,955
Governmental Revenue as Per cent
of Personal Income 16.2% 15.6%

In FY 2003 — of al dollars Minnesotans will pay in taxes, fees and charges — the state
will collect 63 percent. Counties, cities, and townships will collect about 30 percent,
while school districts will collect about 7 percent. However, once intergovernmental aids
are considered, the state will spend only 30 percent of the total while non-school local
governments will spend 40 percent, and school districts 30 percent.

The Price of Government has changed only slightly from the end of the 2001 legidative
session. Both revenues and personal income have declined resulting in little overal

change to the price of government percentages.
A table detailing price of government data is included in the appendix. It shows major

taxes and other revenues sources for FY 1999 through FY 2005 broken down by level of
government.
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Forecast Reporting Changes

Functional Spending Category Changes

This forecast document presents general fund spending categories in a different format than has
been presented in the past. These changes are a result of new national requirements governing how
to report spending in the state's Comprehensive Annua Financial Report (CAFR). The major
spending categories as presented in the forecast documents were reviewed and similar changes
have been made for two reasons. The first is to more closely resemble spending categories, as they
will be reported in the CAFR. The second reason is to provide a consistent basis for reporting
general fund forecast and historical data in a logical, uniform format that does not change from
budget to budget.

The new functional spending categories are somewhat similar to spending as enacted in current
omnibus appropriations bill formats. However, there are differences between the two, and care
must be exercised when viewing and interpreting spending categories. The forecast document
presents spending in "functional spending category” format. The content of omnibus spending bills
does frequently change from one legidative session to the next.

Functional spending categories as presented in this document are: Education Finance, Higher
Education, Intergovernmental Aids, Health Care, Health and Human Services, Environmental
Resources, Economic and Workforce Development, Public Safety and Corrections, Transportation,
General Government and Debt Service.

Two examples highlight significant differences from omnibus appropriation bill formats. The
category Education Finance includes not only K-12 Finance and Children and Families - but it also
includes the additional payments to school districts enacted in the 2001 Omnibus Tax bill which
implemented K-12 property tax reform. The Department of Corrections is presented in the
functional category Public Safety - it was appropriated as part the Health and Human Services
Omnibus bill. Detail on agency spending included in each functional category can be found in the
Fund Balance Anaysis report.

Reporting Changes for Minnesota State Colleges and Universities (M nSCU)

This forecast also implements a significant change in how MnSCU financial data is reported. This
change parallels similar changes being implemented in the CAFR. All MnSCU activity will now
be reported in a separate enterprise fund statement. MnSCU's dedicated revenues and reserve
amounts have been removed from the genera fund. The direct state appropriation to MnSCU wiill
continue to be reflected in the general fund, similar to the appropriation for the University of
Minnesota. However, other MnSCU activity formerly reported in the general fund will now be
excluded.

For this purpose, a one-time adjustment was made to FY 2002 to remove $137 million in genera
fund resources equal to MNnSCU's dedicated reserves. This change in reporting has no effect on the
genera fund balance, and end-of-session estimates have been restated in the forecast document to
reflect this change. A separate MnSCU Enterprise Fund Statement showing MnSCU revenue and

expenditure activity will be available at the same time general fund statements are prepared.
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Structural Balance: M easuring the
Sustainability of State Budgets

Simply put, a budget that is structuraly balanced does not spend more than it takes in on a
continuing basis. Budgets can easily become structurally unbalanced if spending increases are
enacted that are not sustainable by normal revenue growth in following years or one-time
income is used to support on-going spending or tax cuts.

A simple analogy may help illustrate the concept. Think of an average two-earner household in
which one of the wage earners loses their job. The family has a mortgage and other immediate
household expenses to pay. They may draw down savings for atime in anticipation of finding
another job. After atime, the unemployed person finds another job, but at only three-quarters of
their previous salary. The family looks at their estimated spending and income into the future,
and realizes that their current spending levels will outstrip their projected income on an ongoing
basis. Fairly soon, the family will need to cut spending or find more income to make ends meet.

The state can no more spend more than it is taking in on an ongoing basis than this imaginary
household can.

In the context of state budgeting, we apply the concept of structural balance to thinking about
the planning estimates, or projections of revenues and spending for the biennium following the
current one. The purpose of the analysis is to ensure that the sum of all proposed budget
policies or decisions do not result in an unbalanced budget in the future. In recent biennia,
governors and legislators have agreed to budget solutions that maintained structural balance
when enacted. This discipline constrains the temptation to enact law changes that "backload"
costs--in other words, propose programs that cost significantly more in succeeding years than in

the year they begin.

Structural balance is a goal, and policymakers use tools like fiscal notes and legidative tracking
worksheets in part to measure progress toward meeting that goal. Minnesota law requires that
new proposals with financial impact be accompanied by a fiscal note (upon request) detailing
current and future spending and revenue changes due to the law change. Tracking worksheets
keep track (hence the name) of executive branch proposals for and legidative disposition of
state budget alocations. The worksheets record not only the decisions for the current biennium,
but also for the succeeding biennium. This discipline aerts decision makers to "tails,” or
programs that have rapidly-increasing costs in future years.

Calculating the state's structural balance is simple: subtract projected ongoing expenditures
(including the impact of estimated inflation) from projected revenues, accounting for significant
one-time spending or revenues and excluding any balances from prior biennia.
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Selected Constitutional and Statutory Provisions

Minnesota State Constitution Article X1- Appropriations and Finances

Section 6 — Certificates of |ndebtedness
As authorized by law certificates of indebtedness may be issued during a biennium, commencing on July 1
in each odd-numbered year and ending on and including June 30 in the next odd-numbered year, in
anticipation of the collection of taxes levied for and other revenues appropriated to any fund of the state for
expenditure during that biennium.

No certificates shall be issued in an amount which with interest thereon to maturity, added to the then
outstanding certificates against a fund and interest thereon to maturity, will exceed the then unexpended
balance of all money which will be credited to that fund during the biennium under existing laws. The
maturities of certificates may be extended by refunding to a date not later than December | of the first full
calendar year following the biennium in which the certificates were issued. If money on hand in any fund is
not sufficient to pay all non-refunding certificates of indebtedness issued on a fund during any biennium
and all certificates refunding the same, plus interest thereon, which are outstanding on December 1
immediately following the close of the biennium, the state auditor shall levy upon all taxable property in
the state a tax collectible in the ensuing year sufficient to pay the same on or before December 1 of the
ensuing year with interest to the date or dates of payment.

Minnesota Statutes 16A.152 Budget reserve and cash flow account.
Subdivision 1. Cash flow account established.

(a) A cash flow account is created in the general fund in the state treasury. The commissioner of finance

shall restrict part or all of the balance before reserves in the general fund as may be necessary to fund the
cash flow account as provided by law.

(b) The commissioner of finance shall transfer the amount necessary to bring the total amount of the cash
flow account to $350,000,000 on July 1, 1995. The amounts restricted shall remain in the account until
drawn down and used to meet cash flow deficiencies resulting from uneven distribution of revenue
collections and required expenditures during afiscal year.

Subd. la. Budget reserve. A budget reserve account of $653,000,000 is created in the general fund in the
state treasury. The commissioner of finance shall transfer to the budget reserve account on July 1 of each
odd-numbered year any amounts specifically appropriated by law to the budget reserve.

Subd. 2. Additional revenues; priority. If on the basis of a forecast of general fund revenues and
expenditures, the commissioner of finance determines that there will be a positive unrestricted budgetary
general fund balance at the close of the biennium, the commissioner of finance must allocate money to the
budget reserve until the total amount in the account equals the amount set in this section.

The amounts necessary to meet the requirements of this section are appropriated from the general fund
within two weeks after the forecast is released.

Subd. 3. Use The use of the budget reserve should be governed by principles based on the full economic
cycle rather than the budget cycle. The budget reserve may be used when a negative budgetary balance is
projected and when objective measures, such as reduced growth in total wages, retail sales, or employment,
reflect downturnsin the state's economy.
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Subd. 4. Reduction.

(a) If the commissioner determines that probable receipts for the general fund will be less than anticipated,
and that the amount available for the remainder of the biennium will be less than needed, the commissioner
shall, with the approval of the governor, and after consulting the legislative advisory commission, reduce
the amount in the budget reserve account as needed to balance expenditures with revenue.

(b) An additional deficit shall, with the approval of the governor, and after consulting the legislative
advisory commission, be made up by reducing unexpended allotments of any grior appropriation or
transfer. Notwithstanding any other law to the contrary, the commissioner is empowered to defer or
suspend prior statutorily created obligations which would prevent effecting such reductions.

(c) If the commissioner determines that probable receipts for any other fund, appropriation, or item will be
less than anticipated, and that the amount available for the remainder of the term of the appropriation or for
any allotment period will be less than needed, the commissioner shall notify the agency concerned and then
reduce the amount allotted or to be allotted so as to prevent adeficit.

(d) In reducing allotments, the commissioner may consider other sources of revenue available to recipients
of state appropriations and may apply allotrrent reductions based on all sources of revenue available.

(e) In like manner, the commissioner shall reduce allotments to an agency by the amount of any saving that
can be made over previous spending plans through areduction in prices or other cause.

Subd. 5. Restoration. The restoration of the budget reserve should be governed by principles based on
the full economic cycle rather than the budget cycle. Restoration of the budget reserve should occur when
objective measures, such as increased growth in total wages, retail sales, or employment, reflect upturnsin
the state's economy. The budget reserve should be restored before new or increased spending commitments
are made.

Subd. 6. Notice to committees. The commissioner shall notify the committees on finance and taxes and
tax laws of the senate and the committees on ways and means and taxes of the house of representatives of a
reduction in an alotment under this section. The notice must be in writing and delivered within 15 days of
the commissioner's act. The notice must specify:

(1) the amount of the reduction in the allotment;

(2) the agency and programs affected;

(3) the amount of any payment withheld; and

(4) any additional information the commissioner determinesis appropriate.

Subd. 7. Delay; reduction. The commissioner may delay paying up to 15 percent of an appropriation to a
specia taxing district or a system of higher education in that entity's fiscal year for up to 60 days after the
start of itsnext fiscal year. The delayed amo unt is subject to allotment reduction under subdivision 4.

HIST: 1973 c492 §23; 1978 ¢793 §47; 1981 c1 §2; 1 Sp1981 c5 §1; 2 Sp1981 cl 8§3; 3 Sp1981 c1 artl &1;
3 Sp1981 c2 art2 8§3; 1983 c342 art18 §1-3; 1984 c502 artl 8§1; 1984 c628 art2 8§1; 1 Sp1985 c14 atl8
81,2,4; 1 Sp1986 cl art5 81-3; 1987 c268 art18 §1-3; 1988 c690 art2 81; 1988 c719 art13 8§1,2; 1989 c329
artl 81; 1 Sp1989 cl art15 81,2; 1990 c604 art10 §4; 1991 c291 art21 §2; 1992 c511 art9 §1; 1993 c192
858-63,111; 1993 c375 art1l7 §1,2; 1994 c632 ats 81; 1994 c647 artl 81; 1995 c264 art6 81; 1 Sp1995 c3
artl4 81-3; 1996 c461 81; 1996 c471 art10 81; 1997 c231 art9 81; 1998 c389 art9 §1; 1 Sp2001 c5 art20
82,3; 1 Sp2001 c10 art2 8§24

Copyright 2001 by the Office of Revisor of Statutes, Sate of Minnesota.
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Forecast Comparisons

Real Economic Growth
(Annual Percent Change in Real GDP)

2000 2001 2002 2003 2004 2005

Nov 97 DRI Control 2.5 1.79

Feb 98 DRI Control 2.4 1.79

Nov 98 DRI Control 2.3 2.1 1.7? 1.72

Feb 99 DRI Control 1.9 2.3 1.7? 1.72

Nov 99 DRI Control 3.4 35 2.0° 2.07

Feb 00 DRI Control 3.6 2.9 34 2.07

Nov 00 DRI Control 5.3 36 4.3 4.8 3.29 3.2%
Feb 01 DRI Control 5.0 2.1 4.0 4.8 3.29 3.2%
Nov 01 DRI Control 4.1 1.1 0.4 4.4 3.8 3.2%

I nflation

(Annua Percent Changein CPI-U)

Nov 97 DRI Control 2.6 2.7 2.8

Feb 98 DRI Control 2.9 2.8 2.8

Nov 98 DRI Control 2.7 2.8 2.8 2.9

Feb 99 DRI Control 2.3 2.3 24 25

Nov 99 DRI Control 2.3 2.1 2.6 2.8

Feb 00 DRI Control 24 2.2 25 2.6

Nov 00 DRI Control 3.4 2.2 17 19 2.4 2.7
Feb 01 DRI Control 34 24 1.8 1.6 18 21
Nov 01 DRI Control 34 3.0 19 24 2.6 2.7

(1) Long-term trend from DRI Cyclelong, Summer 1997
(2) Long-term trend from DRI Cyclelong, Summer 1998
(3) Long-term trend from DRI Cyclelong, Summer 1999
(4) 10 year trend from DRI Early Recession (Pessim), November, 2000
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Minnesota - U.S. Comparison Report Annual Percent Changes

November 2001 Control

1997 1998 1999 2000 2001 2002 2003

Wage and Salary Income

United States 7.2 7.8 6.7 8.2 55 2.6 53
Minnesota 7.2 8.7 6.8 8.3 4.0 2.6 6.1

Implied Annual Wage

United States 4.5 5.0 4.2 5.9 5.1 3.0 4.3
Minnesota 4.9 5.8 4.0 6.0 3.7 3.2 4.6

Non-Farm Employment

United States 2.6 2.6 2.4 2.2 0.4 -04 1.0
Minnesota 2.2 2.7 2.7 2.2 0.3 -0.6 14

Personal Income

United States 6.0 7.0 4.7 7.0 5.0 2.6 5.6
Minnesota 5.7 8.0 5.4 7.6 3.5 2.1 5.8
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Comparison of Actual and Estimated Non-Restricted Revenues

Fiscal Year-To-Date Through October 2001
($in Thousands)

Forecast Actual Variance
Revenues Revenues Act-Fcst
Individual Income Tax
Withholding 1,612,053 1,546,018 (66,035)
Declarations 263,080 233,771 (29,309)
Miscellaneous 57,600 65,465 7,865
Gross 1,932,733 1,845,254 (87,480)
Refund 41,022 42,873 1,851
Net 1,891,711 1,802,381 (89,331)
Corporate & Bank Excise
Declarations 211,500 155,299 (56,201)
Miscellaneous 46,500 45,886 (614)
Gross 258,000 201,185 (56,815)
Refund 19,600 18,945 (655)
Net 238,400 182,240 (56,160)
Sales Tax
Gross 1,287,669 1,246,984 (40,685)
Refunds 61,604 73,298 11,694
Net 1,226,065 1,173,686 (52,380)
1999 Sales Tax Rebates 0 0 0
2000 Sales Tax Rebates 0 (32 32)
2001 Sales Tax Rebates 0 9,887 9,887
Motor Vehicle Sales 124,200 144,019 19,819
Other Revenues
Inherit/Gift/Estate 28,275 18,382 (9,893)
Liquor/Wine/Beer 16,659 16,685 26
Cigarette/Tobacco/Cont Sub 56,318 55,441 (877)
Deed and Mortgage 58,540 70,528 11,989
Insurance Gross Earnings 2,422 2,717 295
Lawful Gambling 18,213 15,465 (2,748)
Health Care Surcharge 38,947 37,342 (1,605)
Other Taxes 1,348 367 (982)
DHS RTC Collections 17,042 17,845 803
Income Tax Reciprocity 0 0 0
Investment Income 23,336 33,034 9,698
Tobacco Settlement 0 0 0
Departmental Earnings 54,637 59,785 5,148
Lottery Revenues 10,436 12,802 2,365
Revenues yet to be allocated 0 2,749 2,749
Residual revenues 21,647 21,400 (247)
Other Subtotal 347,821 374,396 26,575
Other Refunds 6,330 7,217 887
Other Net 341,491 367,179 25,688
Total Gross 3,950,422 3,811,836 (138,586)
Total Refunds 128,556 142,334 13,778
Total Net 3,821,866 3,669,502 (152,365)

81

Xlpuaddy



November 2001 Minnesota Financial Report

Comparison of Actual and Estimated
Non-Restricted Revenues - June YTD, 2001
($in Thousands)

Appendix

Forecast Actual Variance
Revenues Revenues Act-Fcst
Individual Income Tax
Withholding 4,806,038 4,792,163 (13,875)
Declarations 1,212,900 1,222,446 9,546
Miscellaneous 703,961 758,386 54,425
Gross 6,722,900 6,772,995 50,095
Refund 838,700 857,502 18,802
Net 5,884,200 5,915,493 31,293
Corporate & Bank Excise
Declarations 799,762 744,671 (55,091)
Miscellaneous 150,238 149,019 (1,219)
Gross 950,000 893,690 (56,310)
Refund 138,500 164,720 26,220
Net 811,500 728,971 (82,529)
Sales Tax
Gross 4,096,600 4,037,295 (59,305)
Refunds 204,978 235,248 30,270
Net 3,891,622 3,802,047 (89,575)
1999 Sales Tax Rebates (500) (493) 7
2000 Sales Tax Rebates 2,000 1,501 (499)
2001 Sales Tax Rebates (791,348) (788,783) 2,565
Motor Vehicle Sales (gross) 519,900 546,157 26,257
Other Revenues
Inherit/Gift/Estate 70,000 54,229 (15,771)
Liguor/Wine/Beer 60,881 60,961 80
Cigarette/Tobacco/Cont Sub 179,197 176,257 (2,940)
Deed and Mortgage 147,300 159,358 12,058
Insurance Gross Earnings 177,300 190,880 13,580
Lawful Gambling 61,371 59,883 (1,488)
Health Care Surcharge 127,209 129,337 2,128
DHS RTC Collections 21,991 27,032 5,041
Income Tax Reciprocity 42,610 42,610 0
Investment Income 181,000 195,783 14,783
Tobacco Settlement 116,112 130,254 14,142
Revenues yet to be allocated 0 7 7
Residual revenues 242,824 270,278 27,454
Rebate Certification (36,532) 0 36,532
Other Subtotal 1,394,659 1,500,087 105,428
Other Refunds 24,257 22,626 (1,631)
Other Net 1,370,402 1,477,461 107,059
Total Gross 12,894,211 12,962,449 68,238
Total Refunds 1,206,435 1,280,095 73,660
Total Net 11,687,776 11,682,354 (5,421)
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Factor s Affecting the Individual Income Tax

($in billions)
Calendar Year .g
1998 1999 2000 2001 2002 2003 I
>
Minnesota Non-Farm Tax Base %
November 1997 Control 111.700  116.240
February 1998 Control 113.040 116.960
November 1998 Control 113.850 118500 123.620 128.830
February 1999 Control 114640 120320 125.150 130.330
November 1999 Control 112920 119.790 126.630 133.200
February 2000 Control 112920 120416 127.870 134.090
November 2000 Control 120590 128.770 138.670 146.530 155.040 165.080
February 2001 Control 120590 128.770 139.420 145300 152.840 162.610
November 2001 Control 121500 128930 139.610 144.440 146.880 155.990
Minnesota Wage and Salary Income
November 1997 Control 80.099 83.793
February 1998 Control 81.433 84.502
November 1998 Control 82.538 86.724  91.370 95.761
February 1999 Control 83.279 87.834  91.969 96.329
November 1999 Control 83.980 89550 95060  100.590
February 2000 Control 83.980 90.080 95.600  100.500
November 2000 Control 83.750 89.680 96555 102910 109.420 116.870
February 2001 Control 83.750 89680 97350 102290 108.100 115.190
November 2001 Control 83.400 89.070 96490 100.340 102920 109.210
Minnesota Property Income
November 1997 Control 23.196 23.623
February 1998 Control 23112 23.606
November 1998 Control 23.117 23348 23438  23.891
February 1999 Control 23.129 23787 24317 24821
November 1999 Control 20.913 21464 22523 23243
February 2000 Control 20.813 21509 22984 23956
November 2000 Control 28.761 30377 32711 33690 35015 36.744
February 2001 Control 28.761 30377 32670 33216 34163  36.102
November 2001 Control 29.635 30,777 33339 33868 33184 35201
Minnesota Proprietors | ncome
November 1997 Control 8.400 8.821
February 1998 Control 8.500 8.855
November 1998 Control 8.193 8.429 8.808 9.182
February 1999 Control 8.230 8.651 8.867 9.181
November 1999 Control 8134 8.774 9.045 9.365
February 2000 Control 8134 8.820 9.288 9.636
November 2000 Control 8.079 8.710 9.405 9938 10607  11.455
February 2001 Control 8.079 8.710 9.407 9800 10570 11.323
November 2001 Control 8.464 9.079 9778 10232 10779 11586
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Factors Affecting Sales, Cor porate Income And Sales Tax on Motor

Vehicles
9. ($in billions)
._g
o Fiscal Year
2. 1998 1999 2000 2001 2002 2003
SALESTAX
Minnesota's Proxy Share of U.S. Consumer Durable Spending (Excluding Autos)
November 1997 Control 8.911 9.430
February 1998 Control 8.802 9.226
November 1998 Control 9.182 9.750 10.207 10.662
February 1999 Control 9.187 9.854 10456 10.828
November 1999 Control 8.962 9.729 10442 11.041
February 2000 Control* 8.307 8.968 9.648 10.100
November 2000 Control 8.196 8.895 9875 10512 11124 11.978
February 2001 Control** 8.560 9.253 10307 10.783 11.180 12.043
November 2001 Control* 8.606 9.247 10193 10.725 10477 10.784

Minnesota's Proxy Share of U.S. Capital EqQuipment Spending

February 1997 Control 9.503 10.154

November 1997 Control 9.461 10.148

February 1998 Control 9.344 10.038

November 1998 Control 9.475 10.338 10.743 11.224

February 1999 Control 9.485 10417 11103 11461

November 1999 Control 9.452 10.384 11519 12189

February 2000 Control* 9.541 10.288 11362 12161

November 2000 Control 9.448 10.059 11.243 12.887 13.717 14.577
February 2001 Control 9.448 10.059 11.267 12272  12.850 13.868
November 2001 Control* 9411 9.902 10913 11475 9.671 9.812
Minnesota's Proxy Share of U.S. Construction Spending

November 1997 Control 5.752 6.018

February 1998 Control 5.810 6.066

November 1998 Control 5.983 6.259 6.620 6.927

February 1999 Control 5.983 6.593 6.872 7.081

November 1999 Control 6.018 6.727 7.278 7.671

February 2000 Control* 6.126 6.863 7.404 7.540

November 2000 Control 6.213 6.904 7.595 7.677 7.985 8.507
February 2001 Control 6.213 6.904 7.595 7.818 7.955 8.386

November 2001 Control* 6.185 6.890 7.545 8.152 8438 8.545

* Reflects data revision.
** Reflects change in data definition
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Factors Affecting Sales, Corporate | ncome And Sales Tax on Motor

Vehicles
($in billions)
Fiscal Year

1998 1999 2000 2001 2002 2003

SALESTAX (Cont.)
Minnesota's Non-Farm Personal |ncome

November 1997 Control 127.68 133.13
February 1998 Control 128.73 133.98
November 1998 Control 129.20 135.40 141.19 147.71
February 1999 Control 129.58 136.44 142.42 148.03
November 1999 Control* 126.46 133.73 141.35 147.91
February 2000 Control 126.46 133.76 142.37 149.75
November 2000 Control 13341 142.02 152.34 161.70 170.86 181.54
February 2001 Control 133.41 142.03 152.78 161.59 169.03 17941
November 2001 Control 133.39 141.65 151.24 161.58 163.61 174.93

SALESTAX ONMOTOR VEHICLES
Minnesota's Proxy Share of U.S. Consumption of Motor Vehicle and Parts

November 1997 Control** 5.191 5.339

February 1998 Control 5.293 5.392

November 1998 Control 5.550 5.575 5.718 5.900

February 1999 Control 5576 5.955 5.803 6.039

November 1999 Control* 5519 6.066 6.425 6.519

February 2000 Control 5519 6.068 6.574 6.517

November 2000 Control 5513 6.099 6.646 6.671 6.764 7452
February 2001 Control 5513 6.099 6.630 6.444 6.566  7.080
November 2001 Control 5491 6.136 6.780 7.097 7007 7484
CORPORATE FRANCHISE TAX Calendar Year

U.S. Corporate Profits

November 1997 Control 737.4 762.6

February 1998 Control 756.3 754.3

November 1998 Control 711.8 678.9 697.4 7109 6974 7109
February 1999 Control 725.6 732.1 678.9 688.4 6789 6884
November 1999 Control* 781.9 853.9 883.8 894.2 8838 8942
February 2000 Control 781.9 855.3 849.7 8234 849.7 8234
November 2000 Control 758.2 823.0 940.7 910.0 9935 1,089.0
February 2001 Control 758.2 823.0 929.5 892.2 1,006.3 1,066.2
November 2001 Control 721.1 776.3 845.4 663.6*** 685.7  761.2

* Data Revison.
** Change in Definition
*** Finance Dept Estimate
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FY 2001 YEAR END SUMMARY

Actual & Estimated Resources
Balance Forward From Prior Year

Current Resources:
Net Non-Dedicated Revenue
Individual Income Tax
Sales Tax
Corporate Income Tax
Motor Vehicle Sales Tax
Tobacco Settlements
Other Non-Dedicated Revenue

Subtotal Net Non-Dedicated Revenue
Dedicated Revenue

Transfers In

Prior Year Adjustments

Subtotal Current Resources

Total Resources Available

Education Finance

Higher Education

Intergovernmental Aids

Health Care

Health & Human Services

Environmental Resources

Economic & Workforce Development

Public Safety & Corrections

Transportation

General Government

Debt Service

Capital Projects

Transportation Projects/Tabs
Estimated Cancellations

Subtotal - Major Spending Categories

Dedicated Expenditures

Total Expenditures & Transfers
Balance Before Reserves
Cash Flow Account

Budget Reserve

Tax Relief Account

Dedicated Reserves

Appropriations Carried Forward

Budgetary Balance

($in thousands)

6-01 Enacted Closing

FY 2001 FY 2001 Difference
2,125,409 2,125,409 0
5,884,200 5,915,494 31,294
3,101,774 3,014,272 (87,502)
811,500 728,970 (82,530)
519,900 546,157 26,257
116,112 130,254 14,142
1.254.290 1,347,208 92,918
11,687,776 11,682,355 (5,421)
141,762 151,006 9,244
239,589 265,095 25,506
29,316 53,080 23,764
12,098,443 12,151,536 53.093
14,223,852 14,276,945 53,093
4,847,674 4,849,165 1,491
1,362,192 1,337,479 (24,713)
1,262,421 1,260,035 (2,386)
1,945,006 1,883,462 (61,544)
1,008,598 985,529 (23,069)
284,818 284,422 (396)
243,598 242,770 (828)
482,299 476,183 (6,116)
409,825 149,974 (259,851)
587,472 538,167 (49,305)
312,001 307,072 (4,929)
0 7,000 7,000
248,829 241,829 (7,000)
(22,000) 0 22,000
12,972,733 12,563,087 (409,646)
141,762 139,658 (2,104)
13,114,495 12,702,745 (411,750)
1,109,357 1,574,200 464,843
350,000 350,000 0
622,000 622,000 0
0 158,148 158,148
137,357 128,746 (8,611)
N/A 315,306 315,306
0 0 0
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FY 2002-03 FORECAST CHANGE

NOVEMBER 2001 FORECAST
($ in thousands)

6-01 Enacted  11-01 Fcst
FY 2002-03 FY 2002-03 Difference
Actual & Estimated Resources
Balance Forward From Prior Year 1,109,357 1,574,200 464,843
Current Resources:
Net Non-Dedicated Revenue

Individual Income Tax 13,064,138 12,190,900 (873,238)

Sales Tax 8,320,621 7,491,784 (828,837)

Corporate Income Tax 1,671,880 1,201,900 (469,980)

Motor Vehicle Sales Tax 624,247 665,627 41,380

Statewide Property Tax 888,000 893,443 5,443

Tobacco Settlements 313,708 304,988 (8,720)

Other Non-Dedicated Revenue 2,631,183 2,663,909 32,726
Subtotal Net Non-Dedicated Revenue 27,513,777 25,412,551 (2,101,226)
Dedicated Revenue 86,922 92,356 5,434
Transfers In 66,028 66,521 493
Prior Year Adjustments (117.157) (117.157) 0
Subtotal Current Resources 27.549.570 25,454 271 (2.095.299)
Total Resources Available 28,658,927 27,028,471 (1,630,456)
Actual & Estimated Spending by Function
Education Finance 11,090,107 11,164,887 74,780
Higher Education 2,844,253 2,852,941 8,688
Intergovernmental Aids 2,824,383 2,829,529 5,146
Health Care 4,653,626 4,647,523 (6,103)
Health & Human Services 2,036,976 2,080,093 43,117
Environmental Resources 539,437 539,890 453
Economic & Workforce Development 394,914 397,879 2,965
Public Safety & Corrections 956,983 964,888 7,905
Transportation 177,612 437,341 259,729
General Government 1,172,956 1,192,281 19,325
Debt Service 629,739 607,893 (21,846)
Transportation Projects/Tabs 19,000 19,000 0

Estimated Cancellations (20.000) (20.000) 0
Subtotal - Major Spending Categories 27,319,986 27,714,145 394,159
Dedicated Expenditures 86,922 92,356 5,434
Total Expenditures & Transfers 27,406,908 27,806,501 399,593
Balance Before Reserves 1,252,019 (778,030) (2,030,049)
Cash Flow Account 350,000 350,000 0
Budget Reserve 653,000 653,000 0
Tax Relief Account 0 158,148 158,148
Dedicated Reserves 14.000 14.000 0
Budgetary Balance 235,019 (1,953,178) (2,188,197)
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FY 2002-03 GENERAL FUND BUDGET
NOVEMBER 2001 FORECAST

Actual & Estimated Resources
Balance Forward From Prior Year

Current Resources:
Net Non-Dedicated Revenue
Individual Income Tax
Sales Tax
Corporate Income Tax
Motor Vehicle Sales Tax
Statewide Property Tax
Tobacco Settlements
Other Non-Dedicated Revenue

Subtotal Net Non-Dedicated Revenue
Dedicated Revenue

Transfers In

Prior Year Adjustments

Subtotal Current Resources

Total Resources Available

Actual & Estimated Spending by Function

Education Finance

Higher Education

Intergovernmental Aids

Health Care

Health & Human Services

Environmental Resources

Economic & Workforce Development

Public Safety & Corrections

Transportation

General Government

Debt Service

Transportation Projects/Tabs
Estimated Cancellations

Subtotal - Major Spending Categories

Dedicated Expenditures

Total Expenditures & Transfers
Balance Before Reserves

Cash Flow Account

Budget Reserve

Tax Relief Account

Dedicated Reserves

Budgetary Balance

($ in thousands)

Biennial

FY 2002 FY 2003 Total
1,574,200 804,460 1,574,200
5,961,000 6,229,900 12,190,900
3,737,345 3,754,439 7,491,784
565,800 636,100 1,201,900
388,913 276,714 665,627
296,000 597,443 893,443
151,545 153,443 304,988
1.340.185 1.323.724 2.663.909
12,440,788 12,971,763 25,412,551
48,223 44,133 92,356
34,035 32,486 66,521
(127.257) 10.100 (117.157)

12.395.789 13.058.482

25454271

13,969,989 13,862,942 | 27,028,471
4,965,672 6,199,215 | 11,164,887
1,388,777 1,464,164 2,852,941
1,362,454 1,467,075 2,829,529
2,176,597 2,470,926 4,647,523
1,011,375 1,068,718 2,080,093

268,478 271,412 539,890
204,693 193,186 397,879
481,987 482,901 964,888
350,707 86,634 437,341
608,092 584,189 1,192,281
284,474 323,419 607,893
19,000 0 19,000
(5.000) (15.000) (20.000)
13,117,306 14,596,839 | 27,714,145
48,223 44,133 92,356
13,165,529 14,640,972 | 27,806,501
804,460 (778,030) (778,030)
350,000 350,000 350,000
653,000 653,000 653,000
158,148 158,148 158,148

0 14,000 14,000

(356,688)  (1,953,178)]  (1,953,178)
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PERCENT OF TOTAL BY FISCAL YEAR
NOVEMBER 2001 FORECAST

Actual & Estimated Resources
Balance Forward From Prior Year

Current Resources:
Net Non-Dedicated Revenue

Individual Income Tax
Sales Tax
Corporate Income Tax
Motor Vehicle Sales Tax
Statewide Property Tax
Tobacco Settlements
Other Non-Dedicated Revenue

Subtotal Net Non-Dedicated Revenue
Dedicated Revenue

Transfers In

Prior Year Adjustments

Subtotal Current Resources

Total Resources Available

Actual & Estimated Spending by Function

(% in thousands)

Education Finance

Higher Education

Intergovernmental Aids

Health Care

Health & Human Services

Environmental Resources

Economic & Workforce Development

Public Safety & Corrections

Transportation

General Government

Debt Service

Transportation Projects/Tabs
Estimated Cancellations

Subtotal - Major Spending Categories

Dedicated Expenditures

Total Expenditures & Transfers
Balance Before Reserves

Cash Flow Account

Budget Reserve

Tax Relief Account

Dedicated Reserves

Budgetary Balance

11-01 Fcst 11-01 Fcst
FY 2002 % of Total FY 2003 % of Total

1,574,200 11.3% 804,460 5.8%
5,961,000 42.7% 6,229,900 44.9%
3,737,345 26.7% 3,754,439 27.1%
565,800 4.1% 636,100 4.6%
388,913 2.8% 276,714 2.0%
296,000 2.1% 597,443 4.3%
151,545 1.1% 153,443 1.1%
1.340.185 9.6% 1.323.724 9.5%
12,440,788 89.1% 12,971,763 93.5%
48,223 0.3% 44,133 0.3%
34,035 0.2% 32,486 0.2%
(127,257) -0.9% 10,100 0.1%
12,395,789 88.7% 13.058.482 94.1%
13,969,989 100.0% 13,862,942 100.0%
4,965,672 37.7% 6,199,215 42.3%
1,388,777 10.5% 1,464,164 10.0%
1,362,454 10.3% 1,467,075 10.0%
2,176,597 16.5% 2,470,926 16.9%
1,011,375 7.7% 1,068,718 7.3%
268,478 2.0% 271,412 1.9%
204,693 1.6% 193,186 1.3%
481,987 3. 7% 482,901 3.3%
350,707 2.7% 86,634 0.6%
608,092 4.6% 584,189 4.0%
284,474 2.2% 323,419 2.2%
19,000 0.1% 0 0.0%
(5,000) 0.0% (15,000) -0.1%
13,117,306 99.6% 14,596,839 99.7%
48,223 0.4% 44,133 0.3%
13,165,529 100.0% 14,640,972 100.0%

804,460 (778,030)

350,000 350,000

653,000 653,000

158,148 158,148

0 14,000

(356,688) (1,953,178)

89

Xlpuaddy



Appendix

November 2001

Minnesota Financial Report

BIENNIAL COMPARISON: FY 2002-03 vsFY 2004-05

Actual & Estimated Resources
Balance Forward From Prior Year

Current Resources:
Net Non-Dedicated Revenue
Individual Income Tax
Sales Tax
Corporate Income Tax
Motor Vehicle Sales Tax
Statewide Property Tax
Tobacco Settlements
Other Non-Dedicated Revenue

Subtotal Net Non-Dedicated Revenue
Dedicated Revenue

Transfers In

Prior Year Adjustments

Subtotal Current Resources

Total Resources Available

Education Finance

Higher Education

Intergovernmental Aids

Health Care

Health & Human Services

Environmental Resources

Economic & Workforce Development

Public Safety & Corrections

Transportation

General Government

Debt Service

Capital Projects

Transportation Projects/Tabs
Estimated Cancellations
Estimated Inflation

Subtotal - Major Spending Categories

Dedicated Expenditures

Total Expenditures & Transfers
Balance Before Reserves

Cash Flow Account

Budget Reserve

Tax Relief Account
Dedicated Reserves

NOVEMBER 2001 FORECAST
($in thousands)
11-01 Fcst 11-01 Fcst $
FY 2002-03 FY 2004-05 Difference % Change

1,574,200 (778,030) (2,352,230) -149.4%
12,190,900 13,909,600 1,718,700 14.1%
7,491,784 8,551,022 1,059,238 14.1%
1,201,900 1,446,700 244,800 20.4%
665,627 561,001 (104,626) -15.7%
893,443 1,236,098 342,655 38.4%
304,988 384,176 79,188 26.0%
2.663.909 2,757,853 93,944 3.5%
25,412,551 28,846,450 3,433,899 13.5%
92,356 113,801 21,445 23.2%
66,521 66,240 (281) -0.4%
(117.157) 20,200 137,357 -117.2%
25,454,271 29.046.691 3.592.420 14.1%
27,028,471 28,268,661 1,240,190 4.6%
11,164,887 12,778,295 1,613,408 14.5%
2,852,941 2,955,092 102,151 3.6%
2,829,529 3,068,591 239,062 8.4%
4,647,523 5,395,449 747,926 16.1%
2,080,093 2,177,716 97,623 4.7%
539,890 540,419 529 0.1%
397,879 362,694 (35,185) -8.8%
964,888 1,000,145 35,257 3.7%
437,341 168,268 (269,073) -61.5%
1,192,281 1,261,021 68,740 5.8%
607,893 637,845 29,952 4.9%
0 15,000 15,000 N/A
19,000 0 (19,000) -100.0%
(20,000) (20,000) 0 0.0%
(0] 1127169 1127169 N/A
27,714,145 31,467,704 3,753,559 13.5%
92,356 113,801 21,445 23.2%
27,806,501 31,581,505 3,775,004 13.6%

(778,030) (3,312,844) (2,534,814)

350,000 350,000 0

653,000 684,000 31,000
158,148 158,148 0
14.000 84,271 70.271
(1,953,178) (4,589,263) (2,636,085)

Budgetary Balance
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COMPARISON: FY 2004-05 PLANNING ESTIMATESvsSEND OF SESSION

($ in thousands)

NOVEMBER 2001 FORECAST

6-01 PIng Est  11-01 PIng Est $
FY 2004-05 FY 2004-05 Difference % Change
Actual & Estimated Resources
Balance Forward From Prior Year 1,252,019 (778,030) (2,030,049) -162.1%
Current Resources:
Net Non-Dedicated Revenue
Individual Income Tax 14,963,212 13,909,600 (1,053,612) -7.0%
Sales Tax 9,519,119 8,551,022 (968,097) -10.2%
Corporate Income Tax 1,924,148 1,446,700 (477,448) -24.8%
Motor Vehicle Sales Tax 526,416 561,001 34,585 6.6%
Statewide Property Tax 1,228,770 1,236,098 7,328 0.6%
Tobacco Settlements 401,640 384,176 (17,464) -4.3%
Other Non-Dedicated Revenue 2,753,607 2.757.853 4,246 0.2%
Subtotal Net Non-Dedicated Revenue 31,316,912 28,846,450 (2,470,462) -7.9%
Dedicated Revenue 110,715 113,801 3,086 2.8%
Transfers In 61,008 66,240 5,232 8.6%
Prior Year Adjustments 20,200 20,200 0 0.0%
Subtotal Current Resources 31.508.835 29.046.691 (2.462.144) -7.8%
Total Resources Available 32,760,854 28,268,661 (4,492,193) -13.7%
Education Finance 12,683,906 12,778,295 94,389 0.7%
Higher Education 2,955,092 2,955,092 0 0.0%
Intergovernmental Aids 3,017,298 3,068,591 51,293 1.7%
Health Care 5,389,737 5,395,449 5,712 0.1%
Health & Human Services 2,156,135 2,177,716 21,581 1.0%
Environmental Resources 537,703 540,419 2,716 0.5%
Economic & Workforce Development 362,928 362,694 (234) -0.1%
Public Safety & Corrections 999,205 1,000,145 940 0.1%
Transportation 168,268 168,268 0 0.0%
General Government 1,272,532 1,261,021 (11,511) -0.9%
Debt Service 658,052 637,845 (20,207) -3.1%
Capital Projects 15,000 15,000 0 0.0%
Estimated Cancellations (20,000) (20,000) 0 0.0%
Estimated Inflation 895,610 1,127,169 231,559 N/A
Subtotal - Major Spending Categories 31,091,466 31,467,704 376,238 1.2%
Dedicated Expenditures 110,715 113,801 3,086 2.8%
Total Expenditures & Transfers 31,202,181 31,581,505 379,324 1.2%
Balance Before Reserves 1,558,673 (3,312,844) (4,871,517)
Cash Flow Account 350,000 350,000 0
Budget Reserve 684,000 684,000 0
Tax Relief Account 0 158,148 158,148
Dedicated Reserves 87.829 84,271 (3.558)
Budgetary Balance 436,844 (4,589,263) (5,026,107)
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NOVEMBER 2001 FORECAST
BIENNIAL TOTALS
($ in thousands)

Appendix

Closing 11-01 Fest 11-01 PIng Est
FY 2000-01 FY 2002-03 FY 2004-05
Actual & Estimated Resources
Balance Forward From Prior Year 1,920,779 1,574,200 (778,030)
Current Resources:
Net Non-Dedicated Revenue

Individual Income Tax 11,471,860 12,190,900 13,909,600

Sales Tax 6,134,581 7,491,784 8,551,022

Corporate Income Tax 1,529,099 1,201,900 1,446,700

Motor Vehicle Sales Tax 1,087,118 665,627 561,001

Statewide Property Tax 0 893,443 1,236,098

Tobacco Settlements 235,180 304,988 384,176

Other Non-Dedicated Revenue 2482711 2.663.909 2.757.853
Subtotal Net Non-Dedicated Revenue 22,940,549 25,412,551 28,846,450
Dedicated Revenue 322,421 92,356 113,801
Transfers In 500,131 66,521 66,240
Prior Year Adjustments 69,351 (117.157) 20.200
Subtotal Current Resources 23,832,452 25,454 271 29.046,691
Total Resources Available 25,753,231 27,028,471 28,268,661

. ing | .

Education Finance 9,201,759 11,164,887 12,778,295
Higher Education 2,617,063 2,852,941 2,955,092
Intergovernmental Aids 2,493,768 2,829,529 3,068,591
Health Care 3,602,062 4,647,523 5,395,449
Health & Human Services 1,895,464 2,080,093 2,177,716
Environmental Resources 548,741 539,890 540,419
Economic & Workforce Development 512,565 397,879 362,694
Public Safety & Corrections 866,026 964,888 1,000,145
Transportation 222,373 437,341 168,268
General Government 1,020,425 1,192,281 1,261,021
Debt Service 562,262 607,893 637,845
Capital Projects 95,850 0 15,000
Transportation Projects/Tabs 241,829 19,000 0

Estimated Cancellations 0 (20,000) (20,000)

Estimated Inflation 0 0 1,127,169
Subtotal - Major Spending Categories 23,880,187 27,714,145 31,467,704
Dedicated Expenditures 298,844 92,356 113,801
Total Expenditures & Transfers 24,179,031 27,806,501 31,581,505
Balance Before Reserves 1,574,200 (778,030) (3,312,844)
Cash Flow Account 350,000 350,000 350,000
Budget Reserve 622,000 653,000 684,000
Tax Relief Account 158,148 158,148 158,148
Dedicated Reserves 128,746 14,000 84,271
Appropriations Carried Forward 315,306 N/A N/A
Budgetary Balance 0 (1,953,178) (4,589,263)
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Tobacco Settlement Payments
November 2001 Forecast

(% in millions)
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November 2001 For ecast
(% in millions)
FY 1999 FY 2000-01 FY 2002-3 FY 2004-5

Annual Payments $ 00 $235.2 $305.0 $384.2
Settlement Payments 460.8 451.7 334.1 0.0

Total - Nov 2001 $460.8 $686.9 $639.1 $384.2

Total — Feb 2001 $460.8 $663.7 $657.1 $401.6

Difference — Feb-Nov $ 00 $ 232 $(18.0) $(17.4)

Tobacco Settlement Revenues
Original Estimates vs. November 2001 Forecast
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State Revenues

Tax Revenues:
Individual Income Tax
General Sales Tax
Corporate Income Tax
Gasoline & Special Fuels Taxes
Motor Vehicle License Tax
Motor Vehicle Sales Tax
Statewide Property Tax
Health Care Taxes
All Other Taxes

Subtotal - State Taxes

Non-Tax Revenues:
Fees & Charges
Investment Earnings
Post-Secondary Tuition
Tobacco Settlements
All Other Resources

Subtotal - State Non-Tax Revenues
Subtotal - State Own Source Revenues
Federal Grants

TOTAL STATE REVENUES

Local Non-School Revenues
Tax Revenues:

Property Tax

Sales Tax

Other Taxes

Subtotal - Local Taxes

Non-Tax Revenues:
Special Assessments
Licenses and Permits
Charges for Services
Investment Earnings
Selected Enterprise Revenues
Miscellaneous Revenues

Subtotal - Local Non-Tax Revenues
Subtotal - Local Own Source Revenues
Intergovernmental Revenue:
State Aid
Local Aid
Federal Aid

Subtotal - Intergovernmental Revenue

TOTAL LOCAL NON-SCHOOL REVENUES

November 2001 Forecast
Price of Government

State & Local Revenues, C.Y. 1998-2004

as a Percent of Personal Income

($in Thousands)

C.Y.1998  C.Y.1999  C.Y.2000 _ C.Y.2001 _ C.Y.2002 _ C.Y.2003 __ C.Y. 2004
F.Y.1999  F.Y.2000  F.Y.2001  F.Y.2002  F.Y.2003  F.Y. 2004  F.Y.2005
5,320,918 5,556,366 5915494 50961,000 6,229,900 6,737,000 7,172,600
2,140,351 3,120,309 3,037,362 3,758,551 3,775,645 4,174,354 4,419,812
777,491 800,129 728,970 565,800 636,100 706,100 740,600
583,264 612,894 612,070 631,950 646,534 661,625 677,058
556,282 606,844 454,554 480,311 496,237 512,092 528,490
487,041 540,961 546,157 562,501 598,301 612,010 630,434
0 0 0 296,000 597,443 609,884 626,214
137,529 151,034 167,315 181,104 197,867 257,370 356,923
936,798 972,300 944,430 993,853 1,013,094 1,042,245 1,067,666
10,939,674 12,360,837 12,406,352 13,431,070 14,191,121 15,312,680 16,219,797
471,427 524,857 526,035 623,511 641,038 668,520 687,890
315,222 278,512 342,347 287,517 235,496 249,667 240,886
479,621 509,774 550,302 605,925 612,065 612,065 612,065
0 104,926 130,254 151,545 153,443 191,026 193,150
694,878 627,661 1,039,444 1,082,453 858,278 772,141 692,359
1,961,148  2,045730 2588382 2,750,951 2,500,320 2,493,419 2,426,350
12,000,822 14,406,567 14,094,734 16,182,021 16,691,441 17,806,000 18,646,147
3,794,712 4,074,643 4,961,406 4,822,703 5,023,094 4,939,382 4,921,232
16695534 18481210 10,956,140 21,004,724 21714535 22745481 _ 23,567,379
2,670,768 2,778,424 2,906,889 3,123,089 3,038,864 3,185,881 3,350,475
94,470 101,768 103,244 101,442 100,777 106,521 118,003
125,676 128,689 132,640 132,614 139,272 139,934 140,805
2,800,014 3,008,881 3,142,773 3,357,145 3,278,913 3,432,336 3,609,283
270,853 289,459 309,386 330,728 344,850 358,712 373,172
122,067 136,880 153,527 172,239 179,582 186,791 194,309
640,733 702,605 770,525 845,089 878,214 910,455 943,087
355,497 370,717 386,646 403,322 416,693 430,045 443,848
2,049,239 2,129,133 2,213,610 2,302,937 2,397,850 2,490,713 2,587,454
398,050 415,601 434,256 454,088 472,502 490,488 509,216
3,836,439 4,044,395 4,267,950 4,508,403 4,689,691 4,867,204 5,051,986
6,727,353 7,053,276 7,410,723 7,865,548 7,968,604 8,299,540 8,661,269
2,157,447 2,258,959 2,343,194 2,238,160 2,534,512 2,590,129 2,649,642
82,756 94,055 94,055 94,055 94,055 94,055 94,055
486,020 506,643 491,500 491,500 491,500 491,500 491,500
2,726,223 2,859,657 2,928,749 2,823,715 3,120,067 3,175,684 3,235,197
9,453,576 9,912,933 10,339,472 10,689,263 _ 11,088,671 _ 11,475,224 11,896,466
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November 2001

November 2001 Forecast
Price of Government

as a Percent of Personal Income
($in Thousands)

State & Local Revenues, C.Y. 1998-2004

C.Y. 1998 C.Y. 1999 C.Y. 2000 C.Y. 2001 C.Y. 2002 C.Y. 2003 C.Y. 2004
F.Y. 1999 F.Y. 2000 F.Y. 2001 F.Y. 2002 F.Y. 2003 F.Y. 2004 F.Y. 2005
. District &
Tax Revenues:
Property Tax 1,973,608 1,838,874 1,793,013 1,922,072 984,108 1,157,664 1,322,852
Taconite Production Tax 23,274 12,110 11,553 11,391 0 0 0
Subtotal - School District Tax Revenues 1,996,882 1,850,984 1,804,566 1,933,463 984,108 1,157,664 1,322,852
Non-Tax Revenues:
Sales & Fee Revenue 165,450 180,258 200,086 222,096 246,527 273,645 303,745
Other Miscellaneous Revenue 403,241 414,646 434,135 454,539 475,902 498,270 521,688
Subtotal - School District Non Tax Revenues 568,691 594,904 634,221 676,635 722,429 771,915 825,433
Subtotal - School Dist Own Source Revenues 2,565,573 2,445,888 2,438,787 2,610,098 1,706,537 1,929,579 2,148,285
Intergovernmental Revenue:
State Aid 3,564,226 3,955,037 4,284,293 4,372,378 6,127,040 6,171,951 6,204,176
State Paid Tax Credits 77,649 48,189 39,129 28,368 6,573 5,677 5,502
Education Homestead Credit 160,271 304,629 395,013 404,102 876 221 0
Education Agricultural Credit 0 0 45,979 55,116 0 0 0
Market Value Homestead Credit 0 0 0 0 77,400 79,451 81,438
Homestead Agric Land MV Credit 0 0 0 0 3,800 3,895 3,992
Local Aid 30,023 27,426 26,810 25,694 25,524 25,283 24,769
Federal Aid 317,583 341,744 365,666 391,263 418,651 447,957 479,314
Subtotal - Intergovernmental Revenue 4,149,752 4,677,025 5,156,890 5,276,921 6,659,864 6,734,435 6,799,191
TOTAL SCHOOL DISTRICT REVENUES 6,715,325 7,122 913 7,595 677 7,887,019 8,366,401 8,664,014 8,947 476
I S S District §
Tax Revenues 15,827,470 17,220,702 17,353,691 18,721,678 18,454,142 19,902,680 21,151,932
Non-Tax Revenues 6,366,278 6,685,029 7,490,553 7,935,989 7,912,440 8,132,538 8,303,769
Intergovernmental Revenue 10,670,687 11,611,325 13,047,045 12,923,339 14,803,025 14,849,501 14,955,620
TOTAL ALL REVENUES 32,864,435 35,517,056 37,891,289 39,581,006 41,169,607 42,884,719 44,411,321
Less: Intergovernmental Revenues (10,670,687) (11,611,325) (13,047,045) (12,923,339) (14,803,025) (14,849,501) (14,955,620)
Total Own Source Revenues 22,193,748 23,905,731 24,844,244 26,657,667 26,366,582 28,035,218 29,455,701
Minnesota Personal Income 139,970,000 146,685,000 157,430,000 165,050,000 168,955,000 178,807,500 189,877,500
Revenue as Percent
of Personal Income 15.9% 16.3% 15.8% 16.2% 15.6% 15.7% 15.5%
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