
Charting Illinois’s fiscal future
by Richard Mattoon, senior economist and economic advisor

The state of Illinois has been facing a precarious fiscal situation for the past several years. 
According to the Civic Committee of the Commercial Club, Illinois has accumulated over 
$120 billion in total indebtedness. This works out to nearly $25,000 per household. Even in the 
short run, Illinois faces a budget deficit in excess of $11 billion in the next budget year.
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More information on the 
conference is available at 
www.chicagofed.org/ 
webpages/events/2010/
charting_illinois_fiscal_ 
future.cfm.

OnJune17and18,2010,theFederal
ReserveBankofChicagoandtheInstitute
ofGovernmentandPublicAffairsatthe
UniversityofIllinoisconvenedagroup
ofacademics,policymakers,business
leaders,andpolicyanalyststodiscussthe
scopeofIllinois’sfiscalproblemsand
whatmeasuresmightbetakentorestore
thestate’sfiscalstability.

Measuring debt

RickMattoon(ChicagoFed)presented
jointworkwithDanielMcMillenand
WilliamTestaonhowtomeasuretotal
stateindebtedness.Mattoonnotedthat
ininternationalstudies,debtisoften
reportedasapercentageofgrossdomes-
ticproduct.Inthecaseofstatedebt,
Mattoonsuggestedthatamoreappro-
priatemeasurewouldrelatethelevelof
debttothestate’sownsourcerevenues
(taxesandstate-generatedrevenues),
becausethiswouldreflectthestate’s
abilitytopayoffthedebt.Underthis
measure,Illinoishadastateandlocal
debtlevelofover210%oftotaltaxable
resourcesin2007,whichcomparestoa
levelforallU.S.statesofroughly180%
duringthesameyear.Inaddition,akey
considerationinconstructingameasure
ofstateindebtednessiswhattypesofdebt
toinclude.Optionsincludestateshort-
termandlong-termdebt,combinedstate
andlocaldebt,andstateandlocaldebt
plusunfundedpensionandotherpost-
employment(OPEB)liabilities.When

unfundedandOPEBliabilitiesarein-
cludedinthedebtmeasurefor2007,
Illinois’stotalliabilityisnearly35%of
grossstateproduct(GSP),compared
with20%inIndiana,19%inWisconsin,
and13%inIowa.

LeslieMcGranahan(ChicagoFed)an-
alyzedthehistoryofgovernmentdebt
intheUnitedStatesandidentifiedthree
erasofdebtissuance.Inthefirstera,
roughlyfrom1800to1850,statesissued
farmoredebtthanmunicipalitiesorthe
federalgovernment.Muchofthestate
debtwasrelatedtopublic–privatepart-
nershipsintendedtosupporteconomic
developmentbybuildingcanalsand
infrastructure.Thiseraendedabruptly
withaseriesofstatedebtdefaultsbegin-
ninginthe1840s.Inall,ninestatesde-
faultedontheirdebtandseveralbarely
escapeddefault,leadingtoawaveof
debtlimitationregulations.Thesecond
era,post-1850tothe1920s,sawmunici-
palitiesasthemajorissuersofdebt.In
thethirdera,fromthe1920stothepres-
ent,thefederalgovernmentbecamethe
dominantdebtplayer.McGranahannot-
edthatdebtlimitationmeasurestended
tobecomelessbindingovertime;and
debtissuanceshowedasharpincrease
after2000.

Lessons from New York City

AllenProctor(ProctorConsulting)
servedasdeputybudgetdirectorfor
NewYorkCityandexecutivedirector



Illinois’s unfunded pension liability is roughly $80 billion,  
giving the state a funded pension ratio (assets minus  
liabilities) of 38.5%.

oftheNewYorkStateFinancialControl
Boardduringaperiodofsignificant
fiscalstress.InthewakeofNewYork
City’sfiscalcrisisinthemid-1970s,
Proctorexplained,thecitywasessentially
placedintoreceivership.Inresponse,
thecityhadtobeginproducingfour-year
rollingbudgetsthatwouldbemonitored
andrevisedonaquarterlybasis.This
longerhorizonintroducedmoredisci-
plinedplanningintothebudgeting
process.Moreover,thecitywasrequired
tobalanceitsbudgetonaGAAP(gen-
erallyacceptedaccountingprinciples)

basistoallowcomparisonofthebud-
get’sperformanceagainsttheannual
auditedfinancialstatements.Finally,a
two-tieredoversightsystemwascreated.
Inthefirsttier,acontrolboardwases-
tablishedtoruncityfinances;andin
thesecond,anongoingmonitorwas
setuptoensurethatfiscaldiscipline
continued.Proctorarguedthatsupport
fromthebusinesscommunitywasakey
componentinthecity’sfinancialturn-
around.Businessleadersrecognized
thatthefiscalhealthofthecitywould
haveadirectinfluenceontheirfirms
andthecity’sabilitytoretainitsposition
asavibranteconomichub.

Proctoralsodiscussedthestrongposi-
tionofNewYorkCity’spensionfunds.
Thecityusesitsownactuary,whoup-
datesfundingprojectionseverythree
months.Becausethereisa100%funding
requirement,ashortfallinthepension
fundrequiresthatemployersadjusttheir
fundinglevelsimmediatelytoclosethe
gap.Finally,Proctornotedthatthecity
hasdevelopedotherinstitutionsto
strengthenfinancialoversight,suchas
anindependentbudgetofficeanda
Citizen’sBudgetCommission.

Improving fiscal transparency in Illinois

RichardDye(IGPA)presentedjoint
workwithNancyHudspethandDavid
Merrimanonafiscalmodeldesigned
toallowmultiyearbudgetingforIllinois.

Themodelsignificantlyexpandsthe
numberandtypesofstatefundsincluded
fromthetraditionalfourfundsinthe
generalfundbudget($35billioninFY09)
to380funds($61billion),providinga
farmorecomprehensivepictureofhow
thestatespendsitsresources.

Themodelproducesthreedifferent
measuresofthestate’sbudgetgapbased
onwhetherborrowingisincludedasa
receipt(measureA),excludedasareceipt
(measureB),orreflectsthecostofnew
unfundedpensionliabilities(measureC).

Inexaminingtheperiodfrom2000to
2009,measureAshowsmodestdeficits
orsurpluses,whilemeasureBshowsa
worseningconditionwithlargerdeficits
andonlyonesmallsurplus.MeasureC
showslargedeficitsovereachofthe
pastnineyears.

Accordingtothemodel,totalexpendi-
turesareprojectedtogrowat4.6%per
year,whiletotalreceiptswillgrowat3.5%
peryear.Withoutpolicychanges,this
1%growthgapwillleadtosignificantly
largerdeficitsinthefuture,Dyesaid.
Finally,henoted,themodelcanalsobe
usedtotesthowdifferentpolicyinter-
ventionsandeconomicscenariosmight
affectfuturebudgets.

The problem with pensions

LanceWeiss(Gabriel,Roeder&Smith),
J.FredGiertz(UniversityofIllinois),and
JamesSpiotto(ChapmanandCutler)
discussedtheimpactthatIllinois’slarge
unfundedpensionliabilityishavingon
statefinances.Weissnotedthatasof
June30,2009,Illinois’sunfundedactuar-
ialaccruedliabilitywasroughly$80bil-
lion,givingthestateafundedpension
ratio(assetsminusliabilities)of38.5%.
Thisisduetoacombinationofhistori-
callyunderfundedpensioncontributions
andpoorinvestmentreturnsoverthepast
severalyears.Inparticular,thelackofany
bindingfundingrequirementhasallowed
thestatetoavoidmakingnecessary

pensioncontributions.Tobringthesys-
tembackintoline,costsmustbereduced
byreducingbasicorancillaryplanben-
efitsforcurrentand/ornewemployees,
increasinginvestmentreturns,orreduc-
ingadministrativecosts.Itmightalsobe
possibletoidentifynewfundingsources
toreducethesizeofthegap.

FredGiertzaddedoverlygenerousactu-
arialassumptionstothelistofreasons
forpensionunderfunding.Hediscussed
Illinois’srecentlypassedpensionreform
(HB1946),whichcreatesatwo-tierpen-
sionsystemwithsignificantlylessgener-
ousbenefitsfornewemployees.Giertz
notedthatthisreformdoeslittletore-
ducetheexistingliabilityforpensionsin
thestate,butitwillsignificantlyreduce
pensioncostsfornewhires.However,
hepointedout,theselessgenerousben-
efitswillmakehiringmoredifficult.For
example,stateuniversitypensionbene-
fitsmaynotbecompetitivewiththose
offeredbyuniversitieselsewhere.Inor-
dertoattractfaculty,universitiesmay
havetoofferhigherwagestooffsetthe
reductionsinbenefits.Giertzmentioned
acoupleofpotentialsolutions.One
wouldbetodealwiththelong-termstruc-
turaldeficit,therebyallowingappropriate
pensioncontributionstobemadeinthe
future.However,Giertzsaidthatthis
solutionmightnotbepoliticallyviablein
Illinois.Asecondoptionwouldfocus
onpension-specificreforms,including
movingfromadefinedcontributionto
adefinedbenefitprogram,movingtoa
pay-as-you-gosystem,andmakingaseries
ofpension-relatedchangesdesignedto
enhancerevenuesandreducebenefits
withoutviolatingthestate’spension
non-impairmentclause.

JamesSpiottodescribedaproposaltocre-
ateaPublicPensionFundingAuthority
inanefforttopreventamunicipalbank-
ruptcyfilingrelatedtopensiondebt.This
newinstitutionwouldhavethepowerto
resolvepastunderfundinglevelsbyin-
creasingtaxesorrequiringareferendum
ontaxincreases,interceptingstatetaxes
inordertopaynecessarypensioncon-
tributions,approvingthelocalgovern-
mentbudget,andrequiringarbitration
todetermineifthelevelofbenefitsis
sustainable.Inaddition,theauthority
wouldbeabletosuspendtaxlimitations,
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increasepensioncontributionsfrom
bothgovernmentandemployees,and
issuebondsincertaincases.Inthecase
oflocalpensionfundinsolvency,theau-
thoritywouldbepermittedtotransfer
thelocalfundtoanestablishedstatewide
planandultimatelyauthorizethelocal
governmenttofileforChapter9bank-
ruptcy.Spiottoarguedthatestablishing
thistypeofauthorityiscriticaltopro-
vidingoptionspriortoaChapter9filing,
whichcanhavepunitiveeffectsona
localgovernment.

Business climate

FredMontgomery(SaraLee)provided
abusinessperspectiveonfactorsthatin-
fluencelocationandcapitalinvestment.
Potentialinvestmentdecisionsaresplit
betweenincreasingcapacityorlowering
costsatanexistinglocationandopening
anewplant.Theimpactofpublicpolicy
onbusinesscostsplaysanimportantrole
indeterminingtheoutcome.Particularly
beneficialareincentivesrelatedtore-
ducedpropertytaxesandpayrolltaxes.

Montgomerydrewadistinctionbetween
businesstaxesandbusinessclimate.Taxes
andincentivesdoplayaroleinbusiness
locationdecisions,butapoorbusiness
climatehasagreaterimpactondiscour-
agingexistinginvestmentinanygiven
state.Inparticular,thefuturetaxenviron-
mentbecomesuncertainwhenastate
isinfiscaldistress,andthisuncertainty
isdisruptivetothebusinessplanning
structure.Newformsoftaxes,suchas
servicetaxesandgrossreceiptstaxes,can
bedifficultforfirmstoadministerand
collectandinvolveadditionaladminis-
trativecosts.Changestoexistingtaxpro-
visions,suchasasingleweightedsales
factorforapportioningincomeorrepeal
ofthesalestaxexemptiononmachinery
andequipment,canalsobequitecostly
tofirms,Montgomerysaid.Heargued
thatraisingtherateonthecorporatein-
cometaxwouldbelessdetrimentalthan
otheractions,particularlyifitwerecou-
pledwithadoublingofthesection199
deduction(whichallowsfirmswithquali-
fieddomesticproductionactivitiestotake
a3%taxdeductionfromnetincome)
andapermanentand(possiblyenhanced)
researchanddevelopmentcredit.Afinal
improvement,hesaid,wouldbechanging

theEDGEtaxcredittoallowittobea
creditagainstpayrolltaxes.1

Filling the gap

MattMurray(UniversityofTennessee)
observedthatIllinoisisfacingastructural
deficitbecauseitsexpendituresareout-
pacinggrowthintheexistingrevenue
base.Tofillthisgap,Murraysuggested
thatastartingpointmightbetoconsider
whetherthestatehasunusedtaxcapacity.
Unusedtaxcapacitywouldbeameasure
ofthecomparativeburdenoftaxesin
Illinoisversusotherstates.Beforeex-
ploitingthisunusedcapacity,Illinois
shouldtargetrevenueenhancements
withlimitedeconomicdistortions.Inthe
shortrun,theyieldmustbesufficient
tobridgeexistinggaps;andinthelong
run,theenhancementsmusthavethe
revenueelasticitytopromotefuturebud-
getbalance,minimizeadditionaltaxin-
creases,andallowforsupportingarainy
daybudgetreservefund.

Murraypresentedalistofpotentialop-
tionsfromtraditional“sin”taxes(onalco-
holandtobacco)andnewerideaslike
taxingsodaandsalt(whichwouldnot
havealargerevenueyieldeventhough
theseideasmightbepoliticallypopular)
toastatepropertytax(unlikelygiven
thatthelocalburdenisalreadyconsid-
eredrelativelyhigh).Raisingcorporate
taxesisnotthatappealing,Murraysaid,
becausetherevenueyieldislimitedand
itencouragescorporatetaxplanningto
avoidthetax.Alternativestostandard
corporatetaxessuchasgrossreceipts
taxesandvalue-addedtaxescouldwork,
headded,butonlyiftheyimprovethe
corporatetaxsystemratherthanbeing
usedsimpletoraisenewrevenues.Given
theseconsiderations,hearguedthatthe
mostreasonableoptionswouldbeto
raisethepersonalincometaxrate(given
thatthe3%flattaxrateinIllinoisis
lowerthaninneighboringstates)and
toconsiderextendingthesalestaxtoa
largergroupofpersonalservices.Illinois
onlytaxes17services,hepointedout,
whileIowataxes94.Finally,targetedtax
reliefshouldbeofferedtolow-income
householdsthatwouldbeadverselyaf-
fectedbythesechanges.

Creatinganewstructureforimproving
budgetdecision-makingwasthefocus

ofapresentationbyStanMarshburn,
(WashingtonStateOfficeofFinancial
Management).In2002,thestateof
WashingtonadoptedthePrioritiesof
Government(POG)systemtodrivebud-
geting.Thesystemidentifiescoreservices
ingovernmentandaimstoprovidethese
servicesthroughanenterprise-wideper-
spectiveratherthanfocusingonindivid-
ualagencies.Tenkeyfunctionsofstate
governmentwereidentified,ranging
fromimprovingstudentachievement
toimprovingrecreationalopportunities.
Thegoalistobuildanevidence-based
budgetingsystem,withkeyindicators
toallowdecision-makersandthepub-
lictounderstandhowkeygovernment
activitiesdirectlyrelatetostatewide
policyobjectives.

Forexample,ahigh-levelstrategyforthe
stateistoincreasehealthybehaviors.The
strategiesidentifiedtopromotethisgoal
includereducingtobaccousageandsub-
stanceabuse,protectingagainstinjury
andaccidents,reducingobesity,promot-
ingsafesexualbehaviors,andencour-
aginghealthyeatingandexercise.The
POGsystemestablishesaseriesofmetrics
tomeasuretrendsineachofthesecat-
egories.Thestateagenciesthenhaveto
demonstratehowtheiractivitieswould
improveoneormoreofthesemetricsin
ordertoobtainfullfunding.Marshburn



1TheEconomicDevelopmentforaGrowing
EconomyTaxCreditProgram(EDGE)isan
Illinoisprogramthatprovidestaxcredits
toqualifyingcompanies,equaltotheamount
ofstateincometaxeswithheldfromthe
salariesofemployeesinthenewlycreated
jobs.Thenonrefundablecreditscanbe
usedagainstcorporateincometaxestobe
paidoveraperiodnottoexceedtenyears.

concludedthatwhilethePOGsystemhas
beenhighlysuccessfulinWashington,
itdoeshaveafewchallenges.First,per-
formancemanagementisstillimperfect,
sobudgetingdecisionsarenot100%
objective.ThePOGsystemalsointro-
ducesaparallelbudgetingprocess,so
itstretchesalreadythinbudgetingstaff
resourcesevenfurther.

Theroleoftaxlimitations,specifically
California’sProposition13,onstate
fiscalconditionswasthefocusofapre-
sentationbyTracyGordon(University
ofMaryland).Prop13wasadoptedin
1978andcappedpropertytaxratesat
1%ofassessedvalue,whilelimitingin-
creasesinassessedvalueto2%peryear
unlessthepropertywassold(atwhich
pointitwouldbeassessedatmarket
value).Inaddition,theactmandated
thatanynewtaxeswouldrequireatwo-
thirdsmajorityofthestatelegislature.
Thestatealsobecameresponsiblefor
allocatingpropertytaxesamonglocal
governmentswithinacounty.

Inthenearterm,Prop13cutproperty
taxesinhalfandincreasedlocalreliance
onuserchargesanddeveloperfees.It
alsoincreasedrelianceonstateaid,par-
ticularlytosupporteducation.Inthe

longerterm,thisledtothecentraliza-
tionofeducationfinanceinthestate.
Thesechangesproducedmixedresults.
WhileCalifornia’sschoolexpenditures
perpupilareaboutaverageforthena-
tion,thestatehasasignificantlyhigh-
erthanaveragestudent–teacherratio.
Californiapublicschoolslagthenation
instudentachievement;asaresult,stu-
dentshavefledtoprivateschools.These
problemshaveledtodozensofballot
boxinitiativesdesignedtochangebud-
getingdynamicsinthestate,oftenwith
unintendedandconflictingconsequences.
Finally,Gordonsuggestedthatstate–local
fiscalrelationshipshavebeenmademore
difficult.Tensionsbetweengovernments
runhigh,sheadded,andaccountability
isunclear.

LaurenceMsall(CivicFederation)out-
linedafiscalplanforIllinoisthattheCivic
Federationproposedthisspring.The
plantakesacomprehensiveapproach
tostatefinancesandincludespension
reforms;arollbackofFY11statespend-
ingby$2.5billion(exemptingMedicaid
andmosteducationspending);andtax
reforms,suchasincreasesinthepersonal
andcorporateincometaxrates,anend
tothetaxexemptiononretirement

income,andanincreaseinthecigarette
tax.Todate,MsallreportedthattheFY11
budget,whileadoptingsomeimprove-
mentsforfuturepensionfunding,has
donenothingtoreducethe$6billion
inbackloggedbillsowedbythestateand
willlikelyleadtoanevenlargerdeficit
inFY12.Ofparticularconcernisthe
impactfiscalinstabilityishavingonthe
state’sdebtrating,whichisincreasing
thecostofborrowing.

Conclusion

SolvingIllinois’sfiscalproblemsislikely
torequireextensiveactionacrossmany
policyareas.Newstructureswillbeneeded
toimprovebudgetdecision-makingand
transparency.Eliminatingthestate’sstruc-
turaldeficitwillrequireamultiyearstrat-
egythatislikelytoincludebothrevenue
enhancementsandprogramreductions.


