Revenue growth in
Illinois is projected to
slow down, making
it clear that revenues
will not be sufficient
to meet state budget
challenges. Instead of
quick fixes, what’s
needed is new,
reliable, recurring
sources of revenue
and a modernization
of the state tax system
to reflect current

economic realities.
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t has been widely reported that state
I governments around the country have

largely recovered from the fiscal crisis of
the last few years, even that “revenue is
starting to burn holes in states’ pockets.”* For
states other than Illinois, combined General
Fund revenues have grown at a rate much
higher than inflation: 7.7 percent for fiscal year
2006.> Illinois is not doing quite as well. For
FY2006, General Funds receipts increased by
4.6 percent, showing growth of nearly $1.2
billion over FY2005, from $26.2 billion to $27.4
billion.* To keep this in perspective, just to
keep up with inflation, General Funds
revenues needed to grow by 3.8 percent, or
$996 million, making inflation-adjusted
growth only $203 million.*

Illinois has a deep budget hole. The state’s
General Funds reported a deficit of more than
$3 billion at the end of FY2005.> General
Funds receipts actually decreased between
FY2001 to FY2002 and again from FY2002 to
FY2003. Even though Illinois’ revenues most
closely tied to the economy - from income and
sales taxes - performed well in FY2006 as

compared with

recent years, total The state’s General
revenues have )
merely climbed back Funds reported a deficit
to where they were  of more than $3 billion
in FY2001, before

the last recession. at the end of FY2005.

General funds account for the largest
portion of the state operating budget and

Figure 1. Stagnant General Funds Revenue Growth
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Illinois General Funds revenues from the 4 major sources of General Funds revenues - personal and corporate
income tax, sales tax and public utility taxes. Source: Illinois Commission on Government Forecasting and
Accountability (formerly Illinois Economic and Fiscal Commission) monthly briefings. Inflated to FY2006 dollars
using Consumer Price Index averages for July-June for fiscal years 2001-2005 as compared with average July
2005-June 2006 dollars.
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encompass most of the funding
for education, health care,
human services and debt
service. After adjusting for
inflation, FY2006 General
Funds revenues from the
personal and corporate income
taxes, sales tax and public
utility taxes - the four major
sources of General Funds

Table 1. General State Aid Foundation Level
compared with EFAB Recommended Level

School [Foundation | Change from | EFAB
Year Level Previous Year | Level
2000-2001 $4,425 $100 N/A
2001-2002 $4,560 $135 $4,560
2002-2003 $4,560 $0 $4,680
2003-2004 $4,810 $250 $5,665
2004-2005 $4,964 $154 $5,665
2005-2006 $5,164 $200 $5,665
2006-2007 $5,334 $170 $6,405

Source: Illinois State Board of Education; Education Funding

a foundation level of $5,334, still
more than $1,000 per pupil
short of the goal.’” To reach this
goal would require the state to
spend an additional $1.7 billion
this year."! Hundreds of mil-
lions more would also be
necessary to fully fund widely
supported programs such as
special education and “Pre-

revenues - are less than 1.1

(Advisory Board (EFAB)

school for All.”1?

percent higher than their
FY2001 levels (see Figure1).
Meanwhile, the population has
grown by 2.8 percent, increasing
the demand for state services.®
Revenue growth in [llinois
is projected to slow down in
FY2007 with a General Funds base
revenue increase of $961 million over
FY2006, just 3.5 percent.” With
General Funds FY2007 appropriations
increases totaling nearly $1.3 billion, it
is clear that revenues will not be
sufficient to meet our state budget
challenges.®

The Size of Spending
Pressures

State government provides vital
services, including education, health
care, human services, law enforcement
and prisons, and roads and
transportation infrastructure. Illinois
is facing enormous spending
pressures in many of these priorities
simultaneously.

Education

[llinois ranks near the bottom in

state share of education funding,

Reaching the EFAB-recommended foundation
level of $6,405 per student would require the state

to spend another $1.7 billion this year.

making local property taxes the major
funding source for schools. Asa
result, high-poverty districts spend 31
percent less per pupil than low-
poverty districts, the highest such gap
in the nation.’

The state’s Education Funding
Advisory Board (EFAB) was recon-
vened in 2005 to make a recommenda-
tion to the General Assembly regard-
ing the K-12 foundation level - the
minimum per-pupil basic education
expenditure (including local funding).
EFAB relied on research which looked
at how much high-performing low-
spending Illinois school districts
spend for basic education expenses,
and adjusted this figure for inflation.
The board determined that the founda-
tion level should be set at $6,405 for
FY2006 (see Table 1).

In the current year’s budget, the

state provides only enough funding for

State Pensions

The current unfunded
pension liability is more than
$38 billion,” the highest
unfunded amount in the nation,
aresult of decades of
underfunding and investment losses.

This situation was exacerbated
when, facing a FY2006 budget deficit,
the Governor and the General Assem-
bly chose to reduce the level of the
state’s contributions to the five state
employee pension systems. Payments
were decreased by a total of $2.3
billion ($1.2 billion for FY2006 and
$1.1 billion for FY2007), paying only
about half of the scheduled amount
due.

Illinois ranks near the bottom in
state share of education funding.
As a result, high-poverty districts
spend 31 percent less per pupil than
low-poverty districts, the highest

such gap in the nation.
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Table 2. Estimated State Pension Payments

FY2006-FY2010 after spring 2005 changes®
in millions, not inflation-adjusted)

Fiscal |Pre-P.A. [ Post-P.A.| Increase/(Decrease)
Year | 94-004 | 94-004°> | Over Previous Year
2006 | $2,142 $936 $(847)

2007 | $2,473 | $1,373 $437
2008 | $2,767 | $2,221 $848
2009 | $3,127 | $2,735 $514
2010 | $3,524 | $3,300 $565

Moody’s Investors
Service and Fitch
Ratings both down-
graded Illinois” bond
ratings in 2003, after
Ilinois issued $10
billion in pension
obligation bonds to
increase the pension
fund balances and meet
part of the payment

a. The projections for each of the 5 retirement systems, presented
at the August 23, 2005 meeting of the Commission on
Government Forecasting and Accountability have been combined.

schedule.’® Recently,

Fitch Ratings named

Even with decreased payments
and savings from concurrent pension
reforms, the FY2007 estimated pay-
ment still will be $437 million more
than the FY2006 payment, putting
pressure on this year’s budget. And
the FY2008 estimated payment will be
another $848 million on top of that.™

To bring the state’s pension fund
assets up to the recommended level (90
percent of future obligations), the
state’s pension funds will continue to
require more and more General Funds
revenues in upcoming years (see Table
2).15

This pension debt poses a real
threat to the state’s fiscal health.

Future pension debt
obligations will continue to
consume a larger share of the
budget, potentially crowding out

other state priorities.

Illinois as one of only
three states to receive a
negative rating outlook, primarily a
result of the
state’s large
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KidCare). With FY2007 estimated
enrollments of 176,000 and 135,000 for
All Kids and FamilyCare, respectively,
these programs will have provided
access to health insurance for nearly
205,000 more Illinoisans since
FY2003."® Access to preventive health
care can help to decrease the need for
more intensive and costly services in
the future.

The new All Kids initiative, which
is designed to provide access to
affordable health insurance for all
uninsured Illinois children, is esti-
mated to cost approximately $45
million for FY2007. The program is

unfunded

Figure 2. Medical Assistance Appropriations FY2001-FY2007
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also make up
for past skipped
payments. Future pension debt
obligations will continue to consume a
larger share of the budget, potentially
crowding out other state priorities.

Health Care

In Illinois, policymakers expanded
access to health care for low-income
children and families through
FamilyCare and All Kids (previously

expected to generate savings through
use of a primary care case manage-
ment model, and pull in approxi-
mately $37 million in federal Medicaid
and State Children’s Health Insurance
Program matching funds.

With rapidly increasing costs for
health care and expanded eligibility,
state appropriations for medical
assistance have grown by more than
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Figure 3. Human Services General Funds Appropriations

FY2001-FY2006, in FY2006 dollars
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state’s “full faith and

credit”, ensuring that the

bonds will be paid before

other state commitments.

The principal and interest

payments on these GO
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Department of Healthcare and Family Services and Governor’s Office of
Management and Budget on the FY2007 budget

FY2006 bonds - debt service - are
paid primarily from the
General Revenue Fund,

the Road Fund and the

School Infrastructure

64 percent from FY2001-
FY2007 in Illinois (see
Figure 2)." Still, as a share 4,300
of Gross State Product, 4200
total state heath care
expenditures in [llinois 1007
ranked 44" in the nation at é 4,000
2.6 percent for FY2003.% 5 3,900
The state is struggling to é 2,800
keep up with Medicaid = 2700
payments as evidenced by ’
a payment backlog esti- 3,600
mated to be $1.3 billion
and a payment cycle
averaging 59 days.”
Human Services

Human services have
been disproportionately 1800
affected by Illinois’
funding crisis. Years of jjzz
flat funding despite rising 1:200
costs and program cuts 1,000

have resulted in a loss of 800

services for vulnerable
populations - the devel-

Millions of dollars

opmentally disabled,
mentally ill, substance
dependent, and families

Figure 4. General Obligation Debt Service
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Source: Illinois Commission on Government Forecasting and Accountability,
“FY 2007 Legislative Capital Plan Analysis,” April 2006. The FY2006 and
FY2007 GO debt service amounts are estimated.

education, human
services, health care and

public safety programs,

Between FY2001 and
FY2006, human services General
Funds appropriations have decreased
by more than $388 million, or 9.2
percent, after adjusting for inflation
(see Figure 3).2 Demand for these
services, however, has been growing
with increased population.”® An
increased poverty rate from 2000 to
2005 shows that there is still work to

be done .**

Debt Service

The amount of the state budget
going to pay off debt is at an all-time
high. Illinois ranks fifth among the
states in debt burden per citizen at
$1,835.%

higher debt service
payments can mean less money for
other important programs. General
Obligation bond debt service will total
nearly $1.7 billion for FY2007 (see
Figure 4).

Capital Needs
Between FY1997 and FY2004,
about $3.1 billion in state-funded
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grants helped build new schools and
renovate buildings throughout the
state. But the state has not appropri-
ated funds for new capital projects
since 2003.

According to the 2004 Capital
Needs Assessment Survey conducted
by the Illinois State Board of Education
and the Capital Development Board,
the cost of needed repairs and new
construction for schools totaled $6.7
billion. Other capital needs not
addressed in the FY2007 budget
include improving mass transit and
building roads. Federal transportation
funds may be at risk if matching funds
are not appropriated for FY2008.

Short-Term Revenues

In the past three years, several

strategies have been used in an

According to the 2004 Capital
Needs Assessment Survey
conducted by the Illinois State
Board of Education and
the Capital Development Board,
the cost of needed repairs
and new construction

for schools totaled $6.7 billion.

attempt to fill the gap between
revenues and expenditures. The
legislature enacted some recurring
additions to base revenues and

reduced spending by more than $1
billion through program cuts that
disproportionately affected human
services for the most vulnerable
populations. Increasingly, however,
the state budget has largely been
balanced with one-time measures that
do not add to base revenues and
threaten future stability.

The problem with these one-time
revenues is that as the state’s expenses
grow with inflation and population
growth, these funding sources do not
grow, but instead disappear and must
be made up from other sources.

These non-recurring, one-time
cash infusions have included more
than $2 billion of the proceeds from
the 2003 sale of $10 billion in pension
obligation bonds and more than $1
billion from sweeping surpluses from
state special purpose funds into the
state’s General Funds over the past
three years. Over $2.3 billion in state
contributions due to employee pension
funds have been skipped, shifting
payments for today’s costs to future
taxpayers.

The use of short-term revenue
sources for continuing programs such
as education, health care and human
services can weaken program stability
and effectiveness.

Federal Funding

Help for the state’s budget distress
is unlikely to come from Washington.
Instead, the strain on the state’s future
budgets will be exacerbated as grants
from the federal government to the
states decline. Excluding Medicaid,
the President’s 2007 budget proposal

VOICES FOR JLLINOIS (CHILDREN

includes cuts in funding to state and
local governments totaling $6.7 billion
as compared with 2006 and nearly $14
billion as compared with 2005, after
adjusting for inflation.” In Illinois, if

The use of short-term revenue
sources for continuing programs
such as education, health care
and human services can
weaken program stability

and effectiveness.

the President’s budget is adopted, 2007
inflation-adjusted cuts would total
more than $286 million.*

Cuts are proposed in programs
that support services the state
provides, including education, child
care, environmental protection,
housing, medical research and other
programs to assist low-income
children, families, and elderly and
disabled people. The federal budget
proposal includes accelerating cuts
into the future which would result in
large state revenue losses - more than
$2 billion for Illinois from FY2007-
FY2016.” Federal funds make up
nearly 13 percent of the state’s FY2007
operating budget.

TaxReform

Instead of quick fixes, Illinois
should focus on creating new, reliable,
recurring sources of revenue to address
funding inadequacies. The design of
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the Illinois state tax system itself is an
obstacle to revenue growth.

Illinois state taxes are out of line
with those of other states. Illinois
ranks near the bottom at 41% nationally
in state tax revenue as a percentage of
personal income.®

Ataflat rate of 3 percent, the
Illinois personal income tax is the
lowest in the nation on the state’s

highest income earners, among the 41

states with an income tax.
Furthermore, the state sales tax
incorporates fewer services - the
largest growing sector of the economy
- than all but 5 other states.>

Illinois needs to modernize the
state tax system to reflect current
economic realities. For example, an
increase in the state income tax and
expansion of the state sales tax to

include personal services would help

to support state priorities in an
ongoing reliable way and would align
Illinois with other states” tax systems.
Policymakers must take a long-
term, comprehensive approach to
solving the state’s revenue problems.
However politically difficult it may be,
reform of the tax system is necessary
for the continued development of
healthy, safe and well-educated
children and families and strong
communities throughout Illinois.

Policymakers must take a long-term, comprehensive approach to solving

the state’s revenue problems. However politically difficult it may be,

reform of the tax system is necessary for the continued development of

healthy, safe and well-educated children and families.
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