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Moody's Outlook STA

Opinion

NEW YORK, January 06, 2012 --Moody's Investors Service has lowered the State of lllinois' general
obligation bond rating to A2 from A1 and revised the state's outlook to stable from negative. The A2 rating
has also been assigned to $800 million general obligation January 2012 Series A and Taxable Series B
bonds that the state has scheduled to price on January 11. Proceeds will finance school, transportation
and other capital projects. We have also downgraded to A2 from A1 the rated portion of the state's $2.47
billion of outstanding Build Illinois sales tax revenue bonds, and to A3 from A2 $2.48 billion of Metropolitan
Pier and Exposition Authority and $73 million of Civic Center Program bonds.

SUMMARY RATING RATIONALE

The downgrade of the state's long-term debt follows a legislative session in which the state took no steps
to implement lasting solutions to its severe pension under-funding or to its chronic bill payment delays.
Failure to address these challenges undermines near- to intermediate-term prospects for fiscal recovery.
It remains to be seen whether the state has the political willingness to impose durable policies leading to
fiscal strength, though in the recent past it has reached consensus on difficult decisions, such as
temporary income tax increases enacted last year that stabilized state finances and reduced the state's
need for non-recurring budgetary measures. lllinois retains the sovereign revenue and spending powers
common to all U.S. state governments. These powers, along with lllinois' legal provisions giving G.O. debt



service priority over other state spending, support the move to a stable outlook.
STRENGTHS

- Sovereign powers over revenue and spending

- Statutory provisions giving priority to debt-service over other state expenditures
CHALLENGES

- Severe pension funding shortfall

- Chronic use of payment deferrals to manage operating fund cash

- Weak management practices reflected in pension under-funding and payment delays
DETAILED CREDIT DISCUSSION

PENSION UNDERFUNDING WAS CAUSED BY SERIES OF LEGISLATIVE ACTIONS

lllinois has the weakest aggregate funded ratio of the 50 states. Combined, the state's five major plans
had an actuarial accrued liability (AAL) of $146.5 billion as of June 30, 2011. Assets of the plans on that
date amounted to only $63.4 billion, leaving an unfunded actuarial accrued liability (UAAL) of $83 billion
(as reported in the retirement plan valuations). Contribution shortfalls have been the main cause of
deteriorating funded status since 1996. In fiscal 2011, for example, the state contributed 73% of the
actuarially determined annual required contribution (ARC). The ARC is defined as the amount needed to
amortize unfunded actuarial accrued liabilities and to cover the normal cost (i.e., future benefits accrued in
the year) of current employees. Under-funding has resulted from legislative actions over the years,
including a 1994 law originally intended as a solution to the retiree benefits problem. This law, which
established a plan to accumulate assets equal to 90% of the pension plans' AAL over 50 years,
effectively provided for annual employer contributions below the actuarial ARC, particularly during its first
15 years. Moreover, even though the law required contributions below the actuarial ARCs, the state has
softened its requirements further in certain years. In 2005, the state suspended fiscal 2006 and 2007
contribution requirements for fiscal relief.

MAGNITUDE OF PENSION UNDER-FUNDING IS A DRIVER OF CREDIT WEAKNESS

lllinois' G.O. rating was lowered in December 2009 and again in June 2010. Those downgrades resulted
partly from the magnitude of the state's pension funding challenges. The 2010 downgrade occurred
several months after the state enacted a law creating a second pension tier, with higher minimum
retirement ages and other more stringent conditions. The reforms were applicable only to employees
joining the public workforce as of January 1, 2011. These prospective pension changes, despite likely
long-term benefits, did not affect accrued liabilities captured in the state's UAAL, although they did
become the basis for cuts in near-term statutory contributions. In their 2011 session, lawmakers did not
act on a bill reining in liabilities at the expense of current pension participants. Although failure to pay the
full pension ARC is in keeping with lllinois' pension funding law, we view it as akin to borrowing for
operating needs.

STATE FACES UNSUSTAINABLE ASCENT IN PENSION CONTRIBUTIONS COINCIDING WITH SUNSET
OF INCOME TAX INCREASE

State pension contribution requirements under existing statute are expected to rise in the next few years,

to $5.9 billion in 2015 from $4.1 billion in 2012. The $1.8 billion increase would raise pension contributions
as a share of state operating resources to approximately 18% from 12%, based on the state's multi-year
projection. Under current statute, the state's individual income tax rate falls to 3.75% from 5% in calendar
2015, and the corporate income tax declines to 5.25% from 7%. The state in January 2011 raised its



individual income tax rate to 5% from 3% and its corporate income tax rate to 7% from 4.8%, to generate
an estimated $7 billion of additional annual revenue. These tax increases ended a practice of borrowing to
cover state pension contributions, as the state did in fiscal 2010 and 2011.

CONSTITUTION'S PENSION CLAUSE MAY BAR REFORMS APPLICABLE TO CURRENT EMPLOYEES

Lack of progress toward significant pension reforms underscores not only the magnitude of the state's
pension funding shortfall, but also legal challenges that may block such policies. The state's constitution
includes a clause (Article XllI, Section 5) ratified by voters in 1970 that specifically protects public pension
benefits from reduction or impairment. This language casts doubt on the state's ability to modify even the
unearned benefits of current employees. A bill (SB 512) is pending in the state's House of
Representatives that would create a defined-contribution benefit tier and require pension plan participants
to choose from one of three tiers: the existing plan, the plan as amended by the 2010 reforms or a
defined contribution plan. Those choosing to stay in the first tier would be subject to substantial employee
contribution increases. Those opting for the post-2010 reform tier would face less dramatic employee
contribution hikes, and participants in the defined contribution plan would receive annual state deposits
equal to 6% of salary and be able to contribute additional amounts as desired. No estimate of the budget
impact of these reforms has been provided, but we believe the state's near- and long-term savings would
be substantial. Even if such proposals are enacted in the legislative session starting January 31, they
probably will trigger lengthy litigation, the outcome of which is uncertain.

PAYMENT DELAYS WILL PERSIST, DESPITE INCREASED INCOME TAX REVENUE

lllinois has long relied on deferrals of Medicaid and other payments to manage operating fund liquidity
pressure. In recent years, the state's backlog of unpaid vouchers has become more general, affecting
public universities, transit systems, school districts, public pensions and vendors of goods and services.
The practice has several negative consequences, including adverse economic effects. Entities awaiting
payment reportedly have been forced to fire employees or cease operations as they awaited payment of
past-due bills. The current backlog is estimated at $8 billion, including past-due corporate tax refunds and
employee health plan contributions. Though revenue from the 2011 tax increases may reduce the backlog,
it is unlikely to eliminate it, and the state has not adopted a comprehensive plan to address this issue.
One effect of the backlog's growth has been to widen the state's GAAP-basis negative year-end fund
balances. lllinois' available operating fund balances as of June 30, 2010 (the most recent year for which
data are available), were the largest as a percent of operating revenue of any U.S. state, at 44%,
compared with California's 25%. These ratios, respectively reflecting negative balances of $9.3 billion and
$20.9 billion for the two states, are important indicators of financial strength and the relative priority that
the governments assign to maintaining strong financial profiles. The severity of lllinois' reported negative
available operating fund balance relative to revenues in recent years is consistent with a credit rating
lower than all other U.S. states.

DEFERRED PAYMENTS CONSTITUTE STRUCTURAL OPERATING BUDGET DEFICIT

Payment deferrals represent the rolling of obligations from one fiscal year to the next, and in recent
years, the amount has significantly increased. The practice sustains a structural budget gap by using
portions of each year's revenues to cover prior-year expenses. For each of the past two fiscal years
(2010 and 2011), the state extended the so-called lapse period to December 31 from August 31. The
lapse period is the time in which the state is authorized to pay off the immediately preceding fiscal year's
expenses using current revenue. The extensions have let the state pay prior-year expenses with revenue
received six months into the current and preceding fiscal years. For the lapse period attributable to fiscal
2010, the state used one-shot measures to help cover prior-year bills, including $1.25 billion from the sale
of tobacco settlement bonds and $717 miillion from a tax amnesty program. In addition, the state in July
2010 issued $1.3 billion of cash-flow notes that matured late in fiscal 2011, and it borrowed $496 million
from non-operating sources. Tax increases enacted in January 2011 allowed the state to avoid similar
measures for fiscal 2011 lapse-period spending. Fiscal 2012 expenses covered by lapse-period revenue



probably will be increased because of an expected lengthening of the state's Medicaid provider payment
cycle. How much lapse-period spending this will require and whether a third lapse-period extension will be
implemented are unclear.

BOND PROPOSALS FOR ACCOUNTS PAYABLE HAVE NOT DRAWN BROAD LEGISLATIVE SUPPORT

The governor has advocated issuing long-term debt to address the state's payment backlog. The fiscal
2012 executive budget called for $8.75 billion of new G.O. debt authorization to pay past-due bills, with
$5.75 billion issued in the spring of 2011 and $3 billion early in calendar 2012. The governor's proposal
would have dedicated half a percentage point of last year's 2 percentage point income tax increase to
cover debt-service on the accounts-payable bonds. Lawmakers to date have not broadly supported such
plans. Financing the backlog clearly would benefit entities awaiting payment, but without necessarily
preventing future accounts payable accumulations, and it would accelerate growth in the state's bonded
debt.

DEBT BURDEN HAS INCREASED, REFLECTING BORROWING FOR PENSION CONTRIBUTIONS

lllinois' bonded debt has grown in recent years, primarily as a result of borrowing for pensions. Of the
approximately $33.2 billion of rated bond principal outstanding after the current issues, 49% wiill
correspond to pension financings. The state's fiscal 2010 and 2011 pension funding bonds - $3.5 billion
and $3.7 billion, respectively - were long-term G.O.'s that financed statutorily required annual
contributions. lllinois' outstanding debt as a percentage of income rose to 5.7% in Moody's 2011 State
Debt Medians report, from 4.4% the prior year and compared with a national median of 2.8%. Debt per
capita amounted to $2,383, compared with a $1,066 median. Debt burden is high relative to other states,
but remains manageable, in Moody's view. However, if the pension UAAL is included, the state's debt
burden is one of the heaviest among the 50 states. Debt and pension UAAL amount to about 18% of
GDP, based on 2010 figures. The state's pension ARC, 2010 debt service payments and payments made
for other post-employment benefits (OPEB) totaled about $7.5 billion, or 15% of the state's total
revenues from all governmental funds.

DRIVE TO IMPROVE GOVERNANCE FOLLOWS WEAK FINANCIAL CONDITIONS THAT HAVE
PERSISTED FOR MANY YEARS

The state's pension funding gap and payment backlogs underscore the weak financial conditions that have
persisted and deteriorated over many years. The state is taking steps now to strengthen its management
and governance. The state last year, for example, passed a law intended to encourage more timely
publication of its GAAP-basis comprehensive annual financial report. The lllinois General Assembly's
House of Representatives passed a resolution that any revenue exceeding the budgetary forecast must
first be applied to payment of pending vouchers (past-due bills). The 2011 tax increases allowed more
balanced financial operations and compliance with pension funding requirements. It remains to be seen
how the state will address the scheduled sunset of these tax increases, which begins in 2015.

Outlook

The state's stable outlook reflects its sovereign powers over revenue and spending, as well as statutory
provisions establishing priority of payment for G.O. debt service. Although the likelihood of effective,
proactive movement on major challenges appears minimal at present, the state's stable outlook also relies
on a demonstrated ability to make politically difficult choices as the need arises.

WHAT COULD MAKE THE RATING GO UP
- Adoption of a credible, comprehensive long-term pension funding plan

- Substantial progress in reducing payment backlog, and legal framework or plan to prevent renewed
buildup of late bills



WHAT COULD MAKE THE RATING GO DOWN

- Early phase-out of 2011 tax increases without offsetting binding expenditure actions, increasing the
structural gap

- Further deterioration in pension funded status or failure to make legally required contributions
PRINCIPAL RATING METHODOLOGY

The principal methodology used in this rating was Moody's State Rating Methodology published in
November 2004. Please see the Credit Policy page on www.moodys.com for a copy of this methodology.

REGULATORY DISCLOSURES

Although this credit rating has been issued in a non-EU country which has not been recognized as
endorsable at this date, this credit rating is deemed "EU qualified by extension" and may still be used by
financial institutions for regulatory purposes until 31 January 2012. ESMA may extend the use of credit
ratings for regulatory purposes in the European Community for three additional months, until 30 April
2012, if ESMA decides that exceptional circumstances arise that may imply potential market disruption or
financial instability. Further information on the EU endorsement status and on the Moody's office that has
issued a particular Credit Rating is available on www.moodys.com.

For ratings issued on a program, series or category/class of debt, this announcement provides relevant
regulatory disclosures in relation to each rating of a subsequently issued bond or note of the same series
or category/class of debt or pursuant to a program for which the ratings are derived exclusively from
existing ratings in accordance with Moody's rating practices. For ratings issued on a support provider, this
announcement provides relevant regulatory disclosures in relation to the rating action on the support
provider and in relation to each particular rating action for securities that derive their credit ratings from
the support provider's credit rating. For provisional ratings, this announcement provides relevant
regulatory disclosures in relation to the provisional rating assigned, and in relation to a definitive rating that
may be assigned subsequent to the final issuance of the debt, in each case where the transaction
structure and terms have not changed prior to the assignment of the definitive rating in a manner that
would have affected the rating. For further information please see the ratings tab on the issuer/entity page
for the respective issuer on www.moodys.com.

Information sources used to prepare the rating are the following: parties involved in the ratings, public
information, confidential and proprietary Moody's Investors Service's information, and confidential and
proprietary Moody's Analytics' information.

Moody's considers the quality of information available on the rated entity, obligation or credit satisfactory
for the purposes of issuing a rating.

Moody's adopts all necessary measures so that the information it uses in assigning a rating is of sufficient
quality and from sources Moody's considers to be reliable including, when appropriate, independent third-
party sources. However, Moody's is not an auditor and cannot in every instance independently verify or
validate information received in the rating process.

Please see the ratings disclosure page on www.moodys.com for general disclosure on potential conflicts
of interests.

Please see the ratings disclosure page on www.moodys.com for information on (A) MCO's major
shareholders (above 5%) and for (B) further information regarding certain affiliations that may exist
between directors of MCO and rated entities as well as (C) the names of entities that hold ratings from
MIS that have also publicly reported to the SEC an ownership interest in MCO of more than 5%. A
member of the board of directors of this rated entity may also be a member of the board of directors of



a shareholder of Moody's Corporation; however, Moody's has not independently verified this matter.

Please see Moody's Rating Symbols and Definitions on the Rating Process page on www.moodys.com
for further information on the meaning of each rating category and the definition of default and recovery.

Please see ratings tab on the issuer/entity page on www.moodys.com for the last rating action and the
rating history.

The date on which some ratings were first released goes back to a time before Moody's ratings were
fully digitized and accurate data may not be available. Consequently, Moody's provides a date that it
believes is the most reliable and accurate based on the information that is available to it. Please see the
ratings disclosure page on our website www.moodys.com for further information.

Please see www.moodys.com for any updates on changes to the lead rating analyst and to the Moody's
legal entity that has issued the rating.
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CREDIT RATINGS ISSUED BY MOODY'S INVESTORS SERVICE, INC. ("MIS") AND ITS
AFFILIATES ARE MOODY'S CURRENT OPINIONS OF THE RELATIVE FUTURE CREDIT
RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE SECURITIES, AND
CREDIT RATINGS AND RESEARCH PUBLICATIONS PUBLISHED BY MOODY'S ("MOODY'S
PUBLICATIONS™) MAY INCLUDE MOODY'S CURRENT OPINIONS OF THE RELATIVE
FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MOODY'S DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MAY NOT
MEET ITS CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY
ESTIMATED FINANCIAL LOSS IN THE EVENT OF DEFAULT. CREDIT RATINGS DO NOT



ADDRESS ANY OTHER RISK, INCLUDING BUT NOT LIMITED TO: LIQUIDITY RISK,
MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS AND MOODY'S
OPINIONS INCLUDED IN MOODY'S PUBLICATIONS ARE NOT STATEMENTS OF CURRENT
OR HISTORICAL FACT. CREDIT RATINGS AND MOODY'S PUBLICATIONS DO NOT
CONSTITUTE OR PROVIDE INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS
AND MOODY'S PUBLICATIONS ARE NOT AND DO NOT PROVIDE RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. NEITHER CREDIT RATINGS NOR
MOODY"'S PUBLICATIONS COMMENT ON THE SUITABILITY OF AN INVESTMENT FOR ANY
PARTICULAR INVESTOR. MOODY'S ISSUES ITS CREDIT RATINGS AND PUBLISHES
MOODY"'S PUBLICATIONS WITH THE EXPECTATION AND UNDERSTANDING THAT EACH
INVESTOR WILL MAKE ITS OWN STUDY AND EVALUATION OF EACH SECURITY THAT IS
UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR SALE.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT
LIMITED TO, COPYRIGHT LAW, AND NONE OF SUCH INFORMATION MAY BE COPIED OR
OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED,
DISSEMINATED, REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR
ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORM OR MANNER OR BY ANY
MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT.
All information contained herein is obtained by MOODY'S from sources believed by it to be
accurate and reliable. Because of the possibility of human or mechanical error as well as other
factors, however, all information contained herein is provided "AS IS" without warranty of any kind.
MOODY'S adopts all necessary measures so that the information it uses in assigning a credit
rating is of sufficient quality and from sources Moody's considers to be reliable, including, when
appropriate, independent third-party sources. However, MOODY'S is not an auditor and cannot in
every instance independently verify or validate information received in the rating process. Under
no circumstances shall MOODY'S have any liability to any person or entity for (a) any loss or
damage in whole or in part caused by, resulting from, or relating to, any error (negligent or
otherwise) or other circumstance or contingency within or outside the control of MOODY'S or any
of its directors, officers, employees or agents in connection with the procurement, collection,
compilation, analysis, interpretation, communication, publication or delivery of any such
information, or (b) any direct, indirect, special, consequential, compensatory or incidental
damages whatsoever (including without limitation, lost profits), even if MOODY'S is advised in
advance of the possibility of such damages, resulting from the use of or inability to use, any such
information. The ratings, financial reporting analysis, projections, and other observations, if any,
constituting part of the information contained herein are, and must be construed solely as,
statements of opinion and not statements of fact or recommendations to purchase, sell or hold any
securities. Each user of the information contained herein must make its own study and evaluation
of each security it may consider purchasing, holding or selling. NO WARRANTY, EXPRESS OR
IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTABILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER OPINION OR
INFORMATION IS GIVEN OR MADE BY MOODY'S IN ANY FORM OR MANNER WHATSOEVER.

MIS, a wholly-owned credit rating agency subsidiary of Moody's Corporation ("MCO"), hereby
discloses that most issuers of debt securities (including corporate and municipal bonds,
debentures, notes and commercial paper) and preferred stock rated by MIS have, prior to
assignment of any rating, agreed to pay to MIS for appraisal and rating services rendered by it
fees ranging from $1,500 to approximately $2,500,000. MCO and MIS also maintain policies and
procedures to address the independence of MIS's ratings and rating processes. Information
regarding certain affiliations that may exist between directors of MCO and rated entities, and
between entities who hold ratings from MIS and have also publicly reported to the SEC an
ownership interest in MCO of more than 5%, is posted annually at www.moodys.com under the
heading "Shareholder Relations — Corporate Governance — Director and Shareholder Affiliation
Policy."
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Any publication into Australia of this document is by MOODY'S affiliate, Moody's Investors Service
Pty Limited ABN 61 003 399 657, which holds Australian Financial Services License no. 336969.
This document is intended to be provided only to "wholesale clients" within the meaning of section
761G of the Corporations Act 2001. By continuing to access this document from within Australia,
you represent to MOODY'S that you are, or are accessing the document as a representative of, a
"wholesale client" and that neither you nor the entity you represent will directly or indirectly
disseminate this document or its contents to "retail clients" within the meaning of section 761G of
the Corporations Act 2001.

Notwithstanding the foregoing, credit ratings assigned on and after October 1, 2010 by Moody's
Japan K.K. (“MJKK”) are MJKK's current opinions of the relative future credit risk of entities, credit
commitments, or debt or debt-like securities. In such a case, “MIS” in the foregoing statements
shall be deemed to be replaced with “MJKK”. MJKK is a wholly-owned credit rating agency
subsidiary of Moody's Group Japan G.K., which is wholly owned by Moody’s Overseas Holdings
Inc., a wholly-owned subsidiary of MCO.

This credit rating is an opinion as to the creditworthiness or a debt obligation of the issuer, not on
the equity securities of the issuer or any form of security that is available to retail investors. It
would be dangerous for retail investors to make any investment decision based on this credit
rating. If in doubt you should contact your financial or other professional adviser.



