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EXECUTIVE SUMMARY

The State of Illinois proposes a $45.4 billion operating budget for FY2007. The budget is
alancead in nart wwith a2 €1 1 hillinn rediietion i the Srare’c cantrihiitian 40 ite fve
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retirement systems from the certified amount of $2.5 billion. The full text of our analysis
follows this summary and is also available on our web site at www.civicfed.org.

Civic Federation Position: Opposition to Budget

The Civic Federation opposes Governor Blagojevich’s FY2007 $45.4 billion operating
budget. It is built on a foundation that shortchanges the State’s pension funds by $1.1
billion. This is the second year of an ill-considered $2.3 billion partial pension funding
shortfall brokered last year by the Governor and legislative leaders.

At the same time as the budget fails to adequately fund the retirement systems, it
proposes over $1.0 billion in increased spending from General Fund revenues. The
budget proposes as much as $261 million in new initiatives, many of which represent
recurring costs that could expand dramatically in future years. Deferring huge, ongoing
pension obligations to pay for expensive new obligations that will entail recurring costs is
short-sighted.

The consequences of the partial pension holiday are sobering. The retirement systems’
funded ratio is projected to fall to 57.7% in FY2007. Since FY2004, when the State
issued $10 billion in pension obligation bonds for the express purpose of reducing the
funds’ outstanding liabilities, the funded ratio will have fallen from 60.9%. Between
FY2006 and FY2007, unfunded liabilities will rise from $42.2 billion to $45.8 billion.
The gains from the infusion of pension obligation bond funds and the approval of certain
sorely needed reforms last year are being eroded.

The Civic Federation does support some elements of the FY2007 State Budget. We are
pleased that the budget contains no broad-based income or sales tax increases. Itlinois
must begin evaluating the performance of the current budget and demonstrates the
discipline necessary to fund its constitutionally guaranteed employee pension benefits,
before raising new revenues from broad-based sources. We also support exploring the
competitive sale of Illinois Designated Account Purchase Program student loan assets
and loan transactions and the proposal to implement a Shared Services program to
consolidate administrative functions.

The Civic Federation believes that the State of Tllinois should base the FY2007 and future
budgets on the following fiscally sound principles:

1. The State of Illinois should fund its retirement systems at the certified contribution
amount each year as established by the 1995 pension funding reform law.

2. The State should meet existing obligations before undertaking expensive new
programs, particularly those with recurring costs.



3.

4.

Proceeds from the sale of State of Hlinois assets like the student loan portfolio should
always be used to reduce ongoing obligations, especially the State’s $45 billion in
unfunded pension liabilities, before they are used for expensive new recurring
programs.

The State should continue to embrace reforming the management of State operations.

Highlights of the State of Illinois FY2007 Budget:

1

Proposed FY2007 budgeted appropriations will increase by 4.0% from the proposed
FY2006 budget of $43.5 billion. General Funds appropriations are projected to
increase by 4.6%, a $1.1 billion increase over last year’s proposed $25.7 billion.
Over $261 million in new program initiatives are included in the FY2007 budget.
The major new programs include a $1,000 tuition tax credit costing $90 million, a
universal preschool program costing $45 million and the All Kids program, a
universal health insurance program for disadvantaged children costing $45 million.
Most initiatives represent recurring expenditures.

The budget contains $147.0 million in revenue from new tax treatments: $48 million
from eliminating the sales tax exemption for prewritten, licensed software; $44
million from eliminating the underground storage tank tax exemption for fuel
transported out of state; $25 million from the repeal of the Retail Rate Law; $10
million from allowing Department of Revenue auditors to verify losses older than 3
years; $10 million from expanding the definition of the U.S. to include the outer
continental shelf; and $10 million from increasing the other tobacco products tax
from 18% to 30% of the wholesale price.

The number of full-time equivalent (FTE) positions authorized in FY2007 is
projected to increase by 1,146 FTEs from the number of positions that will be filled
in FY2006. This will increase the State workforce to 58,490 FTEs.

The State’s contribution to its five retirement systems will be $1.3 billion. This is
$1.1 billion less than the total certified amount of $2.5 billion. The General Assembly
authorized a two-year partial pension holiday in FY2006 totaling $2.3 billion.

The funded ratio of the State retirement systems will drop to 57.7% in FY2007,
according to projections from the Commission on Government Forecasting and
Accountability. Since FY2004, when the State issued $10 billion in pension
obligation bonds for the express purpose of reducing the funds’ outstanding
liabilities, the funded ratio will have fallen from 60.9%.

The State proposes that any revenues derived from the sale of state assets or the 10%
casino license be used to reduce pension fund liabilities.

The Civic Federation supports some elements of the FY2007 State Budget:

8

9

The budget contains no broad-based income or sales tax increases. Until Illinois
begins evaluating the performance of the current budget and demonstrates the
discipline necessary to fund its constitutionally guaranteed employee pension
benefits, there will be little confidence that promised priorities would actually be
addressed by additional tax revenue from broad-based sources.

We support exploring the competitive sale of Illinois Designated Account Purchase
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Program student loan assets and loan transactions. This is not a core business of the
State and may therefore be a good candidate for privatization. However, we are
disappointed that the State has not chosen to achieve savings from the proposed sale
by eliminating current staff positions.

ThP State proposes H1P creation nf Qharpn Service (‘anefs to assume respon i
and Busmess Portal functions. Staffing reductlons ac‘neved by th1s sound
management reform could save up to $100 million per year in the future.
The Civic Federation agrees with the four findings by the second Blue Ribbon
Pension Commission that focus on regularly reviewing pension benefits and on
identifying or securing dedicated revenues to fund the retirement systems. We
strongly support the concept of directing revenues from asset sales to reducing the
unfunded obligations of the pension systems. We think this concept is such a good
idea that it should be applied to all asset sales including the proposed sale of the
student loan program.

The Civic Federation offers the following recommendations to improve the State’s
financial management:

1

WI

Governor Blagojevich should convene a Blue Ribbon Commission on State Spending
to conduct a comprehensive review of State spending programs. The Commission’s
ultimate goal should be to prioritize those programs. A prioritization review is long
overdue given the State’s ongoing resource constraints, the administration’s pledge to
refrain from broad-based tax increases and the public’s unwillingness to embrace new
taxes or enhanced spending until it gains some confidence that the State is operating
as efficiently and effectively as it should.

We urge the State to reject the ill-considered $1.1 billion partial pension funding
holiday approved last year. The State should fund its pension obligations at the full
$2.5 billion amount required by the 1995 law.

The hundreds of millions in doliars in proceeds that may be generated from the
privatization of the management of the student loan program should be used to reduce
the unfunded liabilities of the State’s pension funds, not to pay for expensive new
recurring obligations.

The State should explore opportunities for leasing the management of all or part of
the 274-mile Hlinois Toll Highway system to private investors. This action could
generate up to $15 billion in revenue. Revenues from a privatization effort should be
dedicated to reducing the unfunded liabilities of the State’s five retirement systems,
not to funding costly recurring operating expenses.

The State should require a balance of employee, management and taxpayer interests
in the governance of its retirement system Boards. Board seats should be set aside for
members with professional expertise or certification in financial asset investment, and
all members should be required to receive some relevant financial training on an
annual basis.

The State should impose a moratorium on any new employee benefit enhancements
until such time as substantial progress has been made on reducing the State’s billions
of dollars in pension liabilities.

All public employees covered by the State’s five retirement systems should
contribute an additional 1% of their salaries to the cost of their pensions.



Stratospheric peasion costs pose a serious threat to the financial future of the State of
Illinois and its residents, and containing those costs must be a shared, ongoing,
focused effort.

8 All relevant information about State retirement systems assets and liabilities for the

current fiscal vear should be provided in the Rnrigpf Rook and all pension find
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should be required to submit annual reports on their activities and financial condition
to the Department of Financial and Professional Regulation.

9 The Civic Federation urges the State to undertake a study that would determine both
the costs and benefits of moving to a Defined Contribution pension plan. We
recognize that any move toward a DC plan would be contingent upon financial
feasibility and the identification of real, substantial cost savings over time.

OVERVIEW OF ANALYSIS

The Civic Federation recently concluded an analysis of financial issues related to the
State of {llinois” proposed FY2007 $45.4 billion operating budget. Our position on the
budget as a whole and on particular components of the budget proposal rests on four
basic principles:

1. The State of Illinois should fund its retirement systems at the certified contribution
amount each year as established by the 1995 pension funding reform law.

2. The State should meet existing obligations before undertaking expensive new
programs, particularly those with recurring costs.

~

3. Proceeds from the sale of State of Illinois assets should be used to reduce ongoing

obligations, especially the State’s $45 billion in unfunded pension liabilities, before
they are used for expensive new obligations that will entail recurring costs.

4. The State should continue to embrace reforming the management of State operations.

The full text of our analysis follows this summary and is also available on our web site at
www.civicfed.org.

The Civic Federation Opposes the FY2007 State of Illinois Operating Budget

The Civic Federation opposes Governor Blagojevich’s FY2007 $45.4 billion operating
budget. It is built on a foundation that shortchanges the State’s pension funds by §1.1
billion. To compound the problem, this is the second year the State has chosen to use
this easy short-term fix. Last year, the Governor and General Assembly approved a two-
year, $2.3 billion partial pension holiday.

At the same time this budget proposes to underfund the retirement systems, it is
proposing hundreds of millions of dollars in expensive new recurring programs. It
proposes as much as $261 million in new initiatives, many of which represent recurring
costs that could expand dramatically in future years. Deferring huge, ongoing pension
obligations to pay for expensive new obligations that will entail recurring costs is short-



sighted and jeopardizes the State’s long-term fiscal stability.

Governor Blagojevich, in concert with the General Assembly, appears to have abandoned

his pledge to fix one of the State’s longstanding problems, the chronic underfunding of
its pension systems. It comes as no surprise, then, that the fimded ratio of the five

retirement systems will fall to 57.7% in FY2007 and unfunded liabilities will rise to
nearly $45.8 biilion, according to recent projections from the Commission on

Government Forecasting and Accountability.

The funded ratio decline is particularly worrisome because it comes after the State 1ssued
$10 billion in pension obligation bonds in 2003, and after the State implemented positive
pension funding reforms last year that will reduce long-term liabilities from what they
otherwise would have been. It is true that between FY2003 and FY2007, the funded ratio
for all funds will increase from 48.6% to 57.7%, reflecting that infusion of new dollars.
However, since FY2004 the funded ratio has fallen each year. Some of the funded ratio’s
drop is due to the impact of the Early Retirement Initiative funding fiasco in FY2002,
which increased liabilities. But the two-year partial pension holiday has undoubtedly
exacerbated the situation.

State of Hllinois Retirement System Funded Ratios: FY2003-FY2007 Projected

100.0%

Source: lllinois Commission on
Govermnment Forecasting & Accountability.
Report on the 90% Funding Target of
Public Act 88-0953 , p. 14.
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The unfunded liabilities of the State’s five pension funds are projected to grow to nearly
$45.8 billion in FY2007, according to the Commission on Government Forecasting and
Accountability.

This is approximately a 6.2%, $2.6 billion increase since FY2003, when unfunded
liabilities were $43.1 billion. In short, unfunded liabilities are even greater than they were
before the pension obligation bond issue. This can hardly be considered progress.



Unfunded Liabilities for State of illinois Retirement Systems: FY2003-FY2007 Projected
{In Billions of Dollars}
$50,000

Source: illinois Commission on $45,790
G t ing & A

3,10
$43,104 $42,257

i

$38.601

$40,000

$35,003

$30,000

$20,000

$10,000

FY2003 FY2004 FY2005 FY2006 FY2007

The Pension Funding Crisis is Going to Get Worse

The pension funding crisis isn’t going away. In fact, from a budgetary standpoint, it’s
going to get much worse in the future. Assuming that the State makes the full certified
contributions for the next 10 years, the annual required payment in FY2016will have
increased by 223.2%. That is a $3.0 billion increase, from $1.4 billion to $4.4 billion.
When the debt service payments on the pension obligation bonds are factored in, the
amount of increase is $3.1 billion, from $1.9 billicn to $5.0 billion.



State of lilinois Pension Fund Contributions: FY2007-FY2016 Proj.
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‘EIPOB Debt Service [ Certified Contributions t

If State budget appropriations grow at a rate of 5% per year over the next 10 years and
the State makes the full certified contributions, the percentage of total appropriations
reserved for pensions (including debt service on pension obligation bonds) will rise from
4.1% 1m FY2007 to 7.1% in FY2016.

POB Debt Certified Pension Total

All Funds | Service* | Contributions| Expenses | Budget
FY2007 $45427.7 (3% 496.0 1 3 1372218 1,868.2 4.1%
FY2008 $47699.11 8 546.0 1 1,981.318% 25273 5.3%
FY2009 $50,084.0 1% 545.01 % 2662.01% 3,207.0 6.4%
FY2010 $52,588.21% 54401 % 340121 % 39452 7.5%
FY2011 $55217.7 1% 542.01 % 3641.31% 4,183.3 7.6%
FY2012 $57978.51% 590.01 % 3,774318% 43643 7.5%
FY2013 $60,87751]9% 586.0 | $ 3,9386 % 45246 7.4%
FY2014 $63,921.3 18 583.01 % 40975]|% 46805 7.3%
FY2015 $67,117.4 | 5 57901 § 4262019% 4841.0 7.2%
FY2016 $70473.31 % 575.0{ § 4,435.4 5,010.4 7.1%

* Principal + Interest

Assumes 5% appropriation growth per year

Certified Pension Contribution data from Commission on Government
Forecasting & Accountability

POB Debt Service figures from FY2007 lllinois State Budget, p. 12-13.

The Civic Federation has consistently supported Governor Blagojevich’s efforts to
reform the way Illinois funds pensions in order to reduce the staggering unfunded



liabilities produced by decades of underfunding. With caveats, we supported the
issuance of $10 billion in pension obligation bonds in 2003. We endorsed the Governor’s
proposed reforms last year. But the administration’s abrupt change in direction is
exacerbating an already bad situation rather than providing a long-term solution. We
must oppose the pension contribution reduction and therefore we must oppose the budget
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on which it is based.

We recognize that any solution to the pension funding crisis will inflict pain and will
require difficult choices. The longer that pain is deferred, the worse the situation will
become until the State is forced to take drastic action.

In conclusion, the Civic Federation opposes the FY2007 State operating budget because
it fails to adhere to two key fiscal principles:

1. The State of Tllinois should fund its retirement systems at the certified contribution
amount each year as established by the 1995 pension funding reform law.

!\)

The State should meet existing obligations before undertaking expensive new
programs, particularly those with recurring costs.

Issues that the Civic Federation Supports

While the Civic Federation opposes the Governor’s FY2007 operating budget because it
is built on a fiscally dangerous foundation, we do support several particular elements that
it contains.

No Broad-Based Tax Increases (Income or Sales Taxes)

The Civic Federation is pleased that Governor Blagojevich’s proposed FY2007 budget
for the State of [llinois does not increase the State’s income or sales tax rates.

The Civic Federation supports a regular review of the State’s financing and tax structure.
But any review of State government operations must include both the revenue and
expenditure components of the budget. Until Illinois government commits to a realistic
plan for evaluating the effectiveness of the current $45 billion operating budget and
demonstrates the discipline necessary to adequately fund its constitutionally guaranteed
employee pension benefits, neither the general public nor the Civic Federation will have
confidence that promised priorities will actually be addressed by additional revenue from
sales or income taxes.

llinois’s financial difficulties are historic and have yet to be effectively addressed, as
illustrated by the Governor and General Assembly’s embrace of a two-year partial
pension holiday. Simply raising taxes to generate new revenues without first clearly
understanding and prioritizing how the State spends the money it already collects would
be an irresponsible and wasteful exercise.

The Civic Federation believes that the State of Illinois must make a comprehensive



review of all the programs it currently provides to determine if they operate as efficiently
and effectively as possible, or if there are opportunities to eliminate duplicative or
wasteful programs. We also think it imperative that the administration, in conjunction

with stakeholders, undertake the pamnful but necessary task of prioritizing programs and
services in order to determine what the State can reasconablv afford. This 18 pqnpniaﬂy
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true if the Governor or the General Assembly wants to avoid broad-based tax increases to
fund recurring cost increases for employee benefits and healthcare.

Even with likely sales and income tax growth, the unchecked pressure of increasing State
pension costs will leave the State with no recourse but cost containment and spending
reduction strategies in succeeding years. The State will be out of options, that is, unless it
resorts to seriously unsound measures: the continued shortchanging of pension funds, the
deferral of payments to Medicaid providers for lengthier and lengthier periods, short-term
borrowing or desperate searches for one-time budget fixes.

Tax Treatments

While the Civic Federation cannot support any increase in the State’s broad-based taxes
until the State has clearly and unequivocally demonstrated its commitment to reducing
outstanding obligations and prioritizing spending, we do not oppose efforts to modernize
the State’s antiquated revenue system or to reduce the number of outmoded exemptions
that have progressively narrowed the tax base. In our view, the tax changes proposed in
this budget are reasonable and defensible on tax policy grounds. Therefore, we do not
oppose the enactment of any of the Governor’s proposals, including eliminating the sales
tax exemption for prewritten, licensed software, repealing the Retail Rate law, allowing
Department of Revenue auditors to verify losses older than three years, expanding the
definition of the U.S. to inciude possessions and the outer continental shelf, eliminating
the current exemption for gas transported out of state and increasing the other tobacco
products tax.

In past years we have had concerns about the ability of the Department of Revenue to
implement many of their proposals and have been disappointed by the lack of detail
accompanying specific proposals to change the tax system. This year, however, we are
satisfied that the Department has responded to our concerns. Department of Revenue
Director Brian Hamer and his staff have done a good job in fully informing the public
about the nature of the proposed changes, and we commend them for their efforts.

Exploring the Privatization of the Illinois Designated Account Purchase Program

(IDAPP)

The State of Illinois proposes exploring the competitive sale of Tllinois Designated
Account Purchase Program student loan assets and loan transactions, in effect privatizing
the management of the student loan portfolio in much the same manner that other states
and the federal government have done. Revenue from the sale would be used to fund the
proposed $1,000 per student tuition tax credit.

The Civic Federation supports outsourcing the management of non-core government
functions provided that there is an identifiable market of qualified vendors and that after



privatization the government maintains adequate administrative oversight, ensuring that
the program fulfills its goals and operates as required under the terms of agreement. If
both of these conditions can be met, we support exploring the possibility of selling this
asset. However, we have two concermns with the State’s current proposal.

First, the privatization will not lead to a reduction in personnel; current employees will be
offered jobs elsewhere in the State bureaucracy. Therefore, no long-term savings will be
generated for the Illinois Student Assistance Commission which administers IDAPP.
Second, because this asset sale will only bring a one-time windfall of funds, those funds
should not be used to pay for a recurring expense like the tuition scholarship program. It
would be much more appropriate to use those funds to reduce the massive unfunded
liabilities of the State’s chronically underfunded pension systems.

Shared Services

The State of Illinois has proposed a Shared Services Vision for FY2007. This plan would
establish six Shared Service Centers to assume responsibility for state agencies’
Administrative Services (e.g., Human Resources, Payroll, Fiscal), Grants Management
(e.g. grant application, monitoring, and reporting), Customer Service (e.g. State-wide call
center, consolidated front-office service locations) and Business Portal (e.g. business
application and authorization) functions. In future years, Information Technology
Infrastructure, Fleet, and Facilities Management may also be brought into the program.
This program will generate an estimated savings of $100 million per year, primarily
primarily be eliminating administrative and support positions.

The Civic Federation is a strong proponent of bringing business process reforms to bear
on government operations. Such reforms can significantly reduce administrative costs
and improve efficiency. We have been encouraged by the administration’s willingness to
employ business process reforms in past years. The Shared Services plan is part of that
ongoing process and we strongly support its implementation.

Second Blue Ribbon Commission Pension Funding Reform Proposals Except New
Pension Obligation Bonds

The Governor’s second Blue Ribbon Commission on Pensions made a number of
recommendations. The Civic Federation agrees with the Commission’s four findings that
focus on identifying or securing dedicated revenues to fund the retirement systems and
regularly reviewing pension benefits:

1. The State should dedicate revenues in excess of a targeted percentage of growth
toward the additional funding of the pension systems when those targets are met
and establish a minimum when they are not met.

2. Ifthe state sells certain assets, 100% of the proceeds should be dedicated toward

reducing pension liabilities.

The General Assembly should explore new dedicated revenue sources for the

retirement systems.

4. The legislature should regularly review the pension systems’ provisions regarding
benefits and make determinations as needed.

LI



The fifth recommendation, however, proposes that the State consider issuing additional
Pension Obligation bonds to further reduce pension costs as long as market conditions

are favorable, and as long as POB issuance is part of a broader pian to reduce the
retirement systems’ unfunded liabilities. Absent any ironclad commitment by the
Governor or Legislature to actually fund the retirement systems at their certified level, we
are not convinced that issuing additional debt would in fact improve the funding
situation. An influx of bond money might unfortunately become an excuse to reduce

budgetary contributions to the retirement systems.

Civic Federation Recommendations

The Civic Federation offers the following recommendations regarding ways to improve
the State’s financial management and fulfill the State’s financial obligations:

Fund State Pension Systems at Certified Contribution Amount

The State of Illinois has a responsibility to follow the mandate of the 1995 pension
funding reform law. Deviating from the path laid out by that law renders it meaningless.
Fixing the pension funding problem requires discipline and sacrifice, even pain. We urge
the State to reject the ill-considered $1.1 billion partial pension funding holiday approved
last year. The State should fund its pension obligations at the full $2.5 billion amount
required by the 1995 law. In short, we do not believe that the State should increase
recurring operating expenditures until it pays its existing, constitutionally guaranteed
obligations. Each time the State reduces contributions to the retirement systems, it is
doing little more than deferring expense to future years.

Retirement Svstem Funding and Governance Reforms

The Civic Federation strongly believes the State of {llinois must continue on the path to
comprehensive reform of the way the State funds and governs its retirement systems.
Some progress was made last with the approval of certain reforms that will reduce long-
term liabilities and curb longstanding abuses. But much more remains to be done.

Impose a Moratorium on New State Employee Pension Enhancements

The Civic Federation believes the time has come to stop expanding employee pension
benefits. We call upon the legislature to reject and the Governor to veto any new pension
enhancements whether they are funded or not. In addition the State must adopt a
moratorium on any new benefit enhancements until such time as substantial progress has
been made on reducing the State’s billions of dollars in pension liabilities. This
moratorium will likely be necessary for at least 10 years, until the FY2002 Early
Retirement Initiative is fully paid for.

Require Employees to Increase Pension Contributions by 1%

All public employees covered by the State’s five retirement systems should contribute an



additional 1% of their salaries to the cost of their pensicns. This increase should be
required immediately for new hires and non-union employees. Although current contracts
prevent this increase from being immediately implemented for employees covered by

collective bargaining agreements, the State should, as a matter of policy, require
increased contributions in future contracts. Stratospheric pension costs pose a serious
threat to the financial future of the State of {llinois and its residents, and containing those
costs must be a shared, ongoing, focused effort. We do not believe a single percentage
point increase is onerous or unreasonable, especially when balanced against the generous

retirement benefits state employees receive.
Study the Costs and Benefits of a Defined Contribution Pension Plan

In reviewing the record of the past thirty years, we have seen no evidence that the
General Assembly has the requisite fiscal discipline to transparently execute a well-
funded Defined Benefit retirement system. For that reason, we think that a shift to a
defined contribution (DC) system must be seriously considered for new hires when such
a shift is deemed financially feasible. We understand that transition costs for the shift
could be expensive because of the current dramatic underfunding of the retirement
systems. However, the Civic Federation urges the Governor and the legislature to
undertake a study that will determine both costs and benefits of this option. This study
should include consideration of transition funding mechanisms because the cost savings
and benefits of a shift to a DC plan in the long term may outweigh short-term expenses.
While the Civic Federation opposes the issuance of any new Pension Obligation bonds to
fund current or future State of Illinois pension obligations, it may make sense to issue
such bonds for the sole purpose of paying the transition costs to a defined contribution
plan. This possibility would be contingent, of course, upon financial feasibility and the
identification of real, substantial cost savings over time.

The State Should Not Mandate Local Pension Enhancements without Providing Funding

The General Assembly frequently approves legislation increasing the level and scope of
local government employee pension benefits. However, no funding is provided for what
amounts to yet another costly unfunded mandate for cash-strapped local governments.
We believe that the concept of “pay as you go” funding adopted last year for state
retirement system funding should be extended to include all State of Illinois actions that
financially impact the pension costs of local governments. If the General Assembly sees
fit to enhance benefits, it should identify and provide the requisite funding for those
enhancements.

Provide Transparent and Frequent Reporting of Pension Fund Information

The FY2007 Budget Book only provides information about the assets and liabilities of
the State’s retirement systems through FY2005. Traditionally, projections have been
provided through the current budget year. This omission is disappointing and is contrary
to the transparency of much of the rest of the document.

The public needs full and accurate financial information in order to understand and
evaluate the Governor’s budget proposals, particularly on an important issue such as



pension funding. The Civic Federation recommends that the State fully disclose all
relevant financial information about contribution levels and funding status for all
retirement systems in the Pension section of future Budget Books. We also call upon the
Illinots Department of Financial and Professional Regulation to seek legislative approval
for the annual reporting of public pension funds’ activities and financial condition, and to
extend the law to require disclosure of information by the Chicago Transit Authority
Pension system.

Require Balance of Interests in Pension Board Governance

In reviewing public pension board composition in other states, The Civic Federation
finds that many jurisdictions require pension governing boards to reflect a balance
between employees, management and citizens. Many others also require financial
training or expertise for at least some of their trustees. The Civic Federation believes that
balance in pension board composition is critically important if Illinois is to confront and
more equitably debate the escalating costs of public pensions. Consequently, it
recommends the following reforms for public pension fund governance in Iilinois, and
urges the General Assembly to take legislative action to:

1 Balance employee and management representation on pension boards and
2 Develop a tripartite structure that includes independent citizen representation on
pension boards.

Regquire Financial Expertise on Pension Boards

Public pension boards are charged with making complex financial and investment
decisions affecting miilions of dollars contributed by employees and taxpayers. This is a
weighty fiduciary responsibility that requires a thorough understanding of asset
management. It would be prudent to set aside some board seats for members with
professional expertise or certification in financial asset investment, and to require all
members to receive some basic education on their fiduciary responsibilities.
Furthermore, all pension trustees should receive some relevant financial training on an
annual basis.

Establish a Governor’s Commission to Review and Prioritize State Spending

The Civic Federation recommends that the Governor convene a Blue Ribbon
Commission on State Spending. The Commission’s purpose would be to
comprehensively review State spending programs and identify appropriate performance
measures so that the Commission could ultimately prioritize those programs. Programs
deemed essential to the well being of 1llinoisans should be maintained or even enhanced.
Programs that are not essential may require reductions or even elimination. Given the
State’s ongoing resource constraints, the administration’s pledge to refrain from broad-
based tax increases and the public’s unwillingness to embrace new taxes or enhanced
spending until it gains some confidence that the State is operating as efficiently and
effectively as it should, we believe that a prioritization review is long overdue. Several
states, including Washington and Michigan, have or are in the process of conducting
similar prioritization processes.



The framework for a review of State spending should be comprehensive and inciude the
following considerations:

Cost containment fo‘ﬂfPO‘IPQ for mandated nroorar 1S;
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A cap or moratorium on the expansion of State mployee benetits;

No new programs without new revenues or spending cuts; and

Enhanced accountability for state programs, including publicly announced and
updated performance measures.

W b 2

Explore Privatization of the llinois State Toll Hichway Authority

The State of Illinois should consider leasing the management of all or part of the 274-
mile Ilinois Toll Highway system to private investors. Some very preliminary estimates
about the value of leasing the Tollway indicate that it could generate up to $15 billion in
revenue for the State.

Operating the Tollway is not a core function of the State and as such is a good candidate
for outsourcing. Given the success of the City of Chicago’s recent Skyway privatization,
the Civic Federation believes that the idea should be seriously explored. As with all one-
shot asset sales, we strongly believe that the revenues from a privatization effort should
be dedicated to reducing existing liabilities such as the unfunded liabilities of the State’s
five retirement systems.
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¥FY2007 BUDGET HIGHLIGHTS

Governor Blagojevich proposes a FY2007 operating budget of $45.4 biilion, a 4.0% or
$1.7 billion increase from FY2006 proposed budget of $43.5 billion. Budget highlights
include:

1 No increase in general state taxes on sales or income.

2 A $1.1 billion reduction from the $2.5 billion amount certified under the 1995
pension funding reform law. This is the second year of a $2.3 billion partial pension
holiday approved last year.
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Robust revenue growth. General Fund revenues will increase by 6.3% or $1.6 billion
in FY2007. Reflecting the continued economic recovery, actual FY2006 revenues
will be $429 million more than originally anticipated.

Approximately $138 million in new business tax changes, including elimination of
the sales tax exemption for licensed pre-written software, repeal of subsidies for
alternative energy production and the elimination of an exemption for gas transported
out of state.

An increase from 18% to 30% in the state tax on “other tobacco products” such as
cigars and smokeless products, which is expected to generate $10 million;

Another sweep of Special Purpose funds to transfer $144 million in surpluses to the
General Fund. :
A reduction of $1.1 billion to the State’s five retirement systems from the certified
amount of $2.5 billion.

A proposal to pay a $1.2 billion backlog in Medicaid bills with the proceeds of the
funds sweeps and federal matching funds. Last year, the state took an average of 75
days to pay Medicaid bills; it proposes to reduce that turnaround time to 20 days in
FY2007.

The total FY2007 budget will be $55.3 billion, up 4.5% or $2.9 billion from FY2006
proposed budget of $52.9 billion. The capital budget is proposed at $9.95 billion.

Budget Increases for Governor’s Priorities

The Governor proposes over $1.0 billion in increased spending from General Fund
revenues over the amounts enacted in FY2006. He also proposes boosting pension
funding by $369 million from General Fund revenues. However, as the administration
simultaneously is reducing pension contributions by $1.1 billion in FY2007 from the
amount it should be contributing, we did not include this amount in our calculation.



FY2007 State Budget Priorities: General Revenue Fund

Increases from FY2006 in Selected Areas

{in Millions of Dollars) Source: Governor's Office of Budget and Management
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New Program Initiatives

Governor Blagojevich proposes 14 new program initiatives in his FY2007 budget. These
programs are expected to cost $261.7 million in FY2007. This amount is included in the
$1.0 billion in increased spending referenced in the previous section.

Program mount
$1,000 Tuition Tax Credit $ 900
All Kids $ 450
Prescheol for All 3 450
Riverfront Development $ 200
Stem Cell Research $ 15.0
Veteran's Health Care $ 10.0
Reduce K-12 Class Size $ 100
Sales Tax Rebate for Fuel Efficient Vehicle Purchase 3 75
Thomson Correctional Center $ 6.5
Two new State Police cadet classes $ 3.6
More Nursing Faculty $ 3.3
Southwestern lllinois Correctional Center $ 1.9
Expanding DNA abilities $ 1.8
Expediting Business License Processing $ 1.6
Scholarships for forensic science students $ 0.5
Expanded Film Tax Credit N/A

‘Total =
Source: FY2007 {llinois State Budget

Significant Program Funding Changes



The following section provides a brief overview of significant programmatic funding
changes contained in the FY2007 budget.

Elementary and Secondary Education

The FY2007 State budget proposes an increase of $452 million over the fotal enacted
appropriation for elementary and secondary education in FY2006. The Governor has not
proposed specific spending allocations for particular programs and will work with the
General Assembly to allocate funds for an increase in General State Aid and other
programs. However, $100 million has been promised to the Chicago Public Schools, the
Governor’s proposal to provide universal access to preschool for all Illinois children has
a $45 million pricetag (per year) and $10 million has been earmarked for class size
reduction.

The proposal for universal access to preschool education will be funded by natural
revenue growth, some fund transfers, and revenues from two of the proposed corporate
tax changes in the FY2007 budget, the repeal of the Retail Rate Law and the extension of
the definition of the U.S. to include the outer continental shelf.



Higher Education

The Governor proposes two major higher education initiatives: a $1,000 tuition tax credit

and the privatization of the loan assets and transaction services of the Illinois Designated
Account Purchase Program (IDAPP).

College students who maintain a B average and who are enrolled in a degree program
will be eligible for a $1,000 tuition tax credit for their first year of college. In addition
students who maintain a B average for their first year of college will also qualify for a tax
credit of up to $1,000 for their sophomore year. The administration expects 150,000
students to enroll in the program at an annual cost of $90 million.

The tuition tax credit program will be funded in FY2007 through the competitive sale of
IDAPP student loan assets and loan transactions. The State will remain the guarantor
of student loans, and financial aid outreach and training programs will remain intact. All
current IDAPP employees will be transferred to other agencies and the State vows to
maintain loan terms. Currently, loans are being serviced for about 335,000 students. The
Illinois Student Assistance Commission believes that the sale will generate several
hundred million dollars. However, only $100 million will be appropriated in FY2007 for
the higher education college tuition savings tax credit. The remaining proceeds will be
used to pay for the credit in succeeding years.

IDAPP was founded in 1977 as a division of the nonprofit Iilinois Student Assistance
Commission. Its mission is to provide Illinois students with access to educational loan
capital. It achieves this goal by purchasing educational loans from Illinois lenders to
provide liquidity for the lenders and to encourage market stability and access to
educational credit. Many states have similar agencies that help control the costs of
student loans because they finance themselves through bonds and direct part of their
earnings back toward student aid instead of stockholders.

The current privatization proposal in Illinois and in other states such as Missouri has
raised concerns about potential increases in interest rates. A private company focused on
meeting shareholder expectations may not be as focused as a government agency on
offering incentives such as lower interest rates if students pay off their loans in a timely
manner. The State argues that extensive market competition should keep interest rates
competitive.

Healthcare Programs

The FY2007 budget includes two major program initiatives, the All Kids program,
approved in the fall of 2005, and a new veteran’s healthcare program. These programs
continue the Governor’s priority of expanding healthcare coverage in Illinois. Today,
approximately 2 million Illinoisans or roughly 15% of the State’s residents receive health
care coverage through medical programs administered by the Department of Healthcare
and Family Services.

The All Kids program is intended to provide comprehensive health insurance coverage to



all Iilinois children. All 235,000 uninsured children in the state will be eligible for
coverage beginning July 1, 2006. The program will increase children’s health coverage
by increasing the enrollment of children already eligible for Medicaid and the State
Children’s Health Insurance Program (SCHIP) and it will give parents with higher
icomes who might otherwise be eligible for existing programs the ability to buy heaith
isurance coverage. The Illinois Department of Healthcare and Family Services estimates
that the net (or state share) cost of All Kids in the first year of operations will be $45

million.

The Governor proposes a new program in FY2007 that will provide $10 million for
comprehensive health coverage for Illinois veterans. Initially, the program will cover
veterans below the poverty line who do not live in proximity to a Veterans
Administration medical center.

The administration also proposes to establish the 1llinois Regenerative Institute of Stem
Cell Research. The Institute will initially be funded with a $15 million grant in FY2007.
Funding will increase to $100 million over 5 years.

Public Safety

The FY2007 budget includes several new public safety initiatives:

1 Opening the Thomson Correctional Center will cost $6.5 million to begin operations.
The Center will be a state-of-the-art facility focusing on minimum security prisoners.

2 $6.7 million are earmarked for a dedicated methamphetamine prison at the
Southwestern iliinois Correctional Center.
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Building the ability for the Illinois State Police to test all DNA cases in-house will
cost approximately $2.3 million. $1.8 million of that amount is earmarked for
expanding the State’s DNA labs and $500,000 will be provided in scholarships for
forensic science students, provided that they work for four years for the Hlinois State
Police.

REVENUES

The FY2007 State operating budget projects a 2.3% increase in total receipts from the
originally proposed FY2006 budget. This is a $1.0 billion increase from the previous
fiscal year’s receipts of $45.6 billion. State tax revenues are expected to rise by a robust

8.9% or $1.9 billion while other receipts such as fees and lottery revenues will drop by
12.7% or $1.3 billion.

Reflecting continued improvements in the national and state economy, elastic revenues
will increase. Net personal income tax revenues are expected to rise by 9.4%, net
corporate income taxes by 45.4% and sales taxes by 5.3%. Riverboat gaming taxes and
fees are expected to rise by 13.0%. The temporary gaming tax increase approved in 2003
that increased the staggered rate structure to a high of 70% on adjusted gross receipts
over $250 million expired in 2005 and reverted to the previous rate structure, which



ranges from 15% to 50% of adjusted gross receipts. The temporarily increased
admissions tax structure also fell back to $3 for admissions over one million and 32 for
admissions under one million visitors.

1 roral . .
The sharn increase in cornorate income fax receipts is related to two factors. First,
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corporate profits in Illinois have expenenced double digit growth since 2003. Corporate
profits tax liability is projected to grow by 30% in FY2006 according to the State’s
economic analysts. Second, the Department of Revenue’s recently acquired expanded
audit capacity will help increase the amount of corporate income taxes collected.
However, the rate of growth in corporate profits is expected to slow down in 2007.
Economy.com forecasts a 6.2% increase in corporate profits tax lability in FY20607
because increased labor and investment costs are expected to shrink profit margins.

There are three components of the sale tax base: sales taxes from vehicle purchases,
motor fuel and retail sales. Illinois is the only Midwestern state and one of only fourteen
in the nation in which sales tax collections in 2005 exceeded the national average. Sales
taxes from retail purchases constitute 70% of the sales tax base. Most estimates of retail
sales growth in 2007 are positive, reflecting continued optimism about the economy.
Forecasts range from Economy.com’s projection of 5.3% (up from 4.9% in 2006) to
Global Insight’s 3.9%. Sales taxes from motor vehicles, which account for 20% of all
receipts, are expected to increase only slightly, by 1.8%. The projected low rate of
growth is attributed to a small expected increase in vehicle sales in FY2007. Sales tax
revenue from motor fuel purchases increased in the aftermath of Hurricane Katrina and
the resultant shortfalls in supply, but has stabilized since then. The prognosis is for flat
revenues from this source in FY2007 as gasoline and diesel prices fall.



Rlverboat Gammg Taxes/Fees ‘

$ CHG % CHG
FY2006 FY2007 |FYO06-FYO7|FY06-FYQ
STATE TAXES

Income Taxes (Net) $ 1057215 1289] 13.9%
Personal 5 88841 3 764 9.4%
Corporate 3 1,688 % 527 45 4%
Sales Taxes 3 77511 8% 389 5.3%
Motor Fuel Tax $ 1,462 1 % 12 0.8%
Public Utility Tax $ 1,333 § 115 9.4%
Cigarette Taxes $ 6231 % 3 0.5%
Liquor Taxes $ 1521 % 6 4.1%
Inheritance Tax $ 255 | $ - 0.0%
insurance Taxes/Fees 3 477 | $ 24 5.3%
Corporate Franchise Taxes/Fses $ 2001 % 6 3.1%
B $ 921 13.0%

CTHER RECEIPTS

Motor Vehicie/Operators License Fees $ 1,1711% 1,173 1% 2 0.2%
interest Income 3 70 (% 1411 % 711 101.4%
Revoiving Fund Receipts 3 514 1% 5631 $ 49 9.5%
Lottery 3 92415 1,050 % 126 13.6%
Assessment Funds Receipts $ 8351 % 808 | $ 173 27.2%
intergovernmental Payments $ 1409{3% 1357159 (52)] -3.7%
Group Insurance Receipts $ 175618 170118% (559 -3.1%
Tobacco Settlement Receipts $ 2831 % 295 $ 12 4.2%
$ $ S

es,Fees.Eamings & Nei Transfers

S $ 45642 '$ . 467 7.8 Ll
Source: FY2007 State Budget Table lI-A All Appropriated Funds Revenues by Sour e, p 2-34.
Source: FY2006 State Budget, Table lI-A: All Appropriated Funds Revenues by Source, p. 1-27.

The next exhibit shows projected changes in General Funds receipts between FY2006
and FY2007. The State expects General Fund revenues to rise by 6.3%, from $26.6
billion to $28.3 billion, an approximately $1.7 billion increase. Base revenues from state
sources are projected to rise by 6.1%, increasing from $26.4 billion to $28.0 billion.



Prop Prop. $ CHG % CHG
FY2006 FY2007 (FYO6-FYD7!FY08-FYO7
BASE REVENUES
BTATE SCURCES
income Taxes (Net) $ 92811% 10572 % 281 13.9%
Personal $ 381201% 8884 3% 764 9.4%
Corporate $ 116116 1688 % 527 45.4%,
Sales Taxes $ 6,7781% 72801 % 502 7.4%
Public Utility Taxes $ 10961% 10751 % (21) -1.9%
Cigarette Taxes $ 4001 % 3501 % (50)| -12.5%
Liquor Taxes 3 146 | $ 1521 % 6 4.1%
Inheritance Taxes $ 2551 % 2551 % - 0.0%
Insurance Taxes & Fees $ 366 5 32218 (44 -12.0%
Corporate Franchise Fees & Taxes $ 194 | § 196 | $ 2 1.0%
Interest on State Funds & Investments | § 451 % 1251 % 80| 177.8%
Cook County Intergov. Transfer $ 340 | $ 3091 % BN -91%
Other State Sources 5 4361 % 5401 $ 104 23.9%
Transfers-in $ -
Lottery $ 628 1% 650 | $ 22 3.5%
Riverboat Gaming Taxes $ 696 | $ 6921 % M -0.6%
Other Transfers $ $ $ -25 9%
$ $ T5%

ota }
—

$
Raduction to Base Revenues 3 -
Tax Credits $ - $ (1001 $ (100)] 100.0%
3 N
Increases to Base Revenues $ -
Recurring Revenues and Transfers $ 2551 % 3061 % 51 100.0%
Multi-Year Revenues 3 - $ 1001 $ 100§ 100.0%
Total Adjusting Sources $ 255 | % 306 | $ 511 100.0%
6. 76666 $ 28338 §
Pension Obligation Bonds $ - $ - $ -
Short-Term Borrowing $ $ )

g g 66& $ 28,338’ $ 1 GTZ . 63%

Source FY207 State Budget, Table fl- BGeneraI Funds Revenues by Source , p. 2- 35.
FY2006 State Budget, Table il-A: All Appropriated Funds Revenues by Source p. 1-27.

Projected v. Estimated FY2906 General Fund Revenues

The State originally projected that General Fund revenues in FY2006 would be $26.6
billion. However, due to an improving economy and corresponding increases in elastic
revenues such as income and sales taxes, the estimate of General Fund FY2006 revenues
has been revised to total $27.0 billion. This represents a $429 million or 1.6% increase in
revenues.



Prop. Est.
FY2008 | FY2006 $ DIFF % DIFF
BASE REVENUES
STATE SCURCES
Income Taxes (Net) $ 928118 99491 $ 668 7.2%
Personal $ 812018 84611 3 341 4.2%
Corporate $ 116113 14881 $ 327 28.2%
Sales Taxes $ 677813 89501 $ 172 2.5%
Public Utility Taxes $ 109613 108113 (151 -14%
Cigarette Taxes $ 40015 400{$ - 0.0%
Liguor Taxes $ 14613% 15115 5 3.4%
inheritance Taxes $ 255|% 2851 % 30 11.8%
Insurance Taxes & Fees $ 366{3% 320159 (46)] -12.6%
Corporate Franchise Fees & Taxes $ 194§ 19118 3l -1.5%
interest on State Funds & Investments $ 451 % 981 5% 531 117.8%
Cook County Intergov. Transfer $ 340|$ 3501 % 10 2.9%
Other State Sources $ 436|3% 52318 87 20.0%
Transfers-in 3 -
{_ottery $ 62815 636193 8 1.3%
Riverboat Gaming Taxes $ 69613 6781% (18] -2.6%
Other Transfers $ 916|% 7711 S

-15.8%
24

‘Fedel Sources $ 483415 471218  (122)] -25% |
i 411 $27,0 68:

Increases to Base Revenues
Recurring Revenues and Transfers $ 255
Total Adjusting Sources $ 255

56 095§ 429 1.6
Source: FY2007 State Budget, Table lI-B General Funds Revenues by Source, p. 2-35.
FY2006 State Budget, Table li-A: All Appropriated Funds Revenues by Source, p. 1-28.

3-Year Revenue Trends

The next two exhibits show three-year revenue trends for all funds and for General Fund
alone. In order to provide an accurate comparison, the figures presented are for the
originally proposed revenues per fiscal year. Comparable data are not available before
FY2005 because of the separation of the operating and capital budgets. From FY2005 to
FY2007, total receipts for all funds are expected to increase by 9.2% while the State’s
own source tax revenues will rise by 17.7%.



Prop. T Prop. Prop. $ CHG % CHG
FY2005 | FY2006 | FY2007 |FYO5-FYO7 FY05-FYD7

STATE TAXES

income Taxes {Net) $ 8075{% 9,283 |%105721 % 2,497 30.8%
Personal $ 72851% 81201 % 88841 3% 1,599 21.9%
Corporate $ 79018 1,1611% 16881 % 898 | 113.7%

Sales Taxes $ 5957 |% 7,362($ 7,751 1 8 794 11.4%

Motor Fuel Tax $ 1484 1% 145018 1462 % (22) -1.5%

Public Utility Tax $ 1,1021% 1,2181% 1,333 % 231 21.0%

Cigarette Taxes $ 693({$ 6201% 62315 (7O -10.1%

Liquor Taxes § 123138 1461% 1521 % 29| 23.6%

Inheritance Tax § 2401% 255{% 2551% 15 6.3%

Insurance Taxes/Fees $ 45913% 45318 4771 % 18 3.9%

Corporate Franchise Taxes/Fees $ 17518 1941% 2001 % 25 14.3%

$ 7581$ 71015 802|S 44| 58%

Riverboat Gaming Taxes/Fees
'f al State Taxes

OTHER RECEIPTS

Motor Vehicle/Operators License Fees $ 1,3151% 1,171 1,173 1 %
Interest Income $ 6319 $
Revolving Fund Receipts $ 3871% $
Lottery $ 8841% $
Assessment Funds Receipis $ 119018 3
Intergovernmental Payments $ 1559{% $
Group Insurance Receipts $ 1,573 1% $
Tobacco Settlement Receipts $ 27118% $
Other Taxes, Fees Earnings & Net Transfers $ 18781 % 3
Riverboat License Sale $ 3501(% $

 Subtotal Qther Receipts
|Federal Receipts
IGRAND TQTAL. 42,5
Source: FY2007 State Budget, Table [I-A: All Appropriated Funds Revenues by Source,
FY2006 State Budget, Table 1-A: All Appropriated Funds Revenues by Source, p. 1-27.
FY2005 State Budget, Table 1I-A: All Appropriated Funds Revenues by Source, p. 1-37.

$ 13,143 | $13,040 | $13,544

$427 ;64

p. 2-34.

General Fund base revenues, including state own source tax revenues and federal
intergovernmental aid, are projected to increase by 10.7% between FY2005 and FY2007,
from $25.3 billion to $28.0 billion. Total General Fund receipts from all sources are
expected to increase by 8.5% or $2.2 billion, from $26.1 billion to $28.3 billion.



Prop.

D.

.

Subtotal State:Sources:

i TOTAL BASE REVENUES

" §20,541 -

FY2005 | FY2006 | FY2007 |FY05-FYOQ7|FYD
BASE REVENUES
STATE SOURCES

income Taxes (Net) $ 8075193 92811%$105721 % 2497 3
Personal $ 7285(% 81201% 88384 | 8§ 1,599 2
Corporate $ 7901% 1161]9% 1688 % 8981 11
Sales Taxes $ 64253 6,7781% 72801 % 855 1
Public Utility Taxes $ 1,1021% 1,00648$ 10751 % 2nF -
Cigarette Taxes $ 40015 40013 350($ (50)j -1
Liquor Taxes $ 123{8% 14613 152 % 29 2
inheritance Taxes $ 2401% 255(% 255( % 15 €
Insurance Taxes & Fees $ 34718 366)3 32218 (254 -
Corporate Franchise Fees & Taxes $ 17518 19413% 196} % 241 1,
Interest on State Funds & investments 3 451 % 4518 1251 &% 801 17
Cook County Intergov. Transfer $ 4501% 34013 309, % (141 -3
Other State Sources $ 7291$% 4361% 5401 9% (189)] -2
Transfers-in $ - #I
Lottery $ 563|% 62813 6501 % 87 1:
Riverboat Gaming Taxes $ 647|% ©696}|$% 692| % 45 7
Other Transfers $ 8701% 9161% 679 % (19D} -2

10th Riverboat Llcense . $ 350

. $

Reduction to Base Revenues

Tax Credits $ - 5 - $ (100} $  (100)f 1C
increases to Base Revenues

Recurring Revenues and Transfers $ 634|% 2553 306|% (328)] 1C
Multi-Year Revenues $ - 5 - $ 1001 % 100 | 1C
One-Time Revenues $ 168|% - $ - $ - 1C

“$26,116 $26,666:  $28.338

Souroe Y207atateBuget Table 1-B General Funds Revenues by Source, p. 2 35.
FY2006 State Budget, Table iI-B - General Funds Revenues by Source, p. 1-28.
FY2005 State Budget, Table lI-B - General Funds Revenues by Source, p. 1-38.

Proposed FY2007 Tax Changes

The FY2007 State budget proposes several revenue enhancements totaling approximately
$147.0 million. They are listed in the exhibit below and information is provided about

these changes in the budget on pages 5-17 and 5-18. All of these changes except the
proposal to permit auditors to verify losses older than three years and the other tobacco
products tax increase have been previously proposed by Governor Blagojevich and



rejected by the General Assembly.

Revenues
Revenue Change Generated
Collect Sales Tax on Prewriiten Licensed Software 3 48.0

Eliminate Disparity in Tax Treatment for Gas Stored in Hllinois 3 44.0
Repeal Retail Rate Law 3 25.0
Permit audit to verify losses older than 3 years $ 10.0
$
$

Increase Other Tobacco Products Tax 10.0
l!ude Quter Continental Shelf in llinois’ Definition o the U.S 10.0

Collect Sales Tax on Prewritten Licensed Software: 348 million

This proposal makes all prewritten, licensed software purchased or used in Illinois
subject to the state sales tax, including electronically downloaded and licensed software.
Put another way, this proposal aims to eliminate the current exemption for licensed,
prewritten software. Custom software remains exempted from the tax extension, along
with software used to run exempt machinery. That portion of prewritten software that
requires customization is exempt if it is separately invoiced. Customized or modified
licensed software will be taxed only on the prewritten portion of the transaction.
Regarding prewritten software delivered electronically to a company’s out of state
offices, only the portion used in Illinois will be taxed.

The definition of prewritten computer software in the proposal and on which the tax is
imposed, as well as the multiple points of use provisions in the proposed law are based
on the Streamlined Sales Tax Project model. Under the proposal, the tax would be
apportioned in instances of multiple points of use.

The proposal would impose sales tax on the transfer of prewritten computer software as
well. “Transfer” is defined in legislation as the transfer of the right to use or possess
prewritten computer software regardless of whether that right is combined with the title
to or ownership of the software. It includes, but is not limited to a transfer by sale, lease,
license or rental.

In addition, tax payment would be required on the prewritten base on which modified
software is built.

The proposal includes an exemption for manufacturers and the telecommunications
industry. The exemption is justified on the grounds that these industries are subject to
other state taxes.

Eliminate Disparity in Tax Treatment for Gas Stored in Illinois: $44 Million
Fuel from Illinois refineries and pipelines that is used in-state is currently subjecttoa 1.1

cent per gallon storage tank fee and fee. The funds are used to pay for the clean up of
spills. Fuel from in-state refineries that is moved out of state is currently exempt from the



tax.

This proposal would repeal the exemption for fuel exported out of state and reduce the
aggregate rate of the tax to 1.0 cents per gallon. The aggregated tax would generate up to
569 million per year, of which $44 million would result from repeal of the exemption.
Twenty five million dollars of the revenues generated would be reserved to fund the
State’s federally mandated vehicle emissions testing and underground storage tank

imspection programs and the remainder would be deposited in the General Revenue Fund.
Repeal Retail Rate Law: 825 Million

This proposal would repeal the State’s unique Retail Rate Law, which subsidizes the
production of electricity from alternative energy sources such as methane.

The Retail Rate Law, which is administered by the Illinois Commerce Commission, was
enacted in 1987 to encourage the development of alternate energy production facilities.
The Law provides that companies certified as Qualified Solid Waste Energy Facilities
(QSWEFSs) are entitled to enter into 10-year contracts with utilities companies. The
utilities must purchase electricity from the QSWEF at a rate that is equivalent to “the
average cost per kilowatt-hour paid from time to time by the unit of local government in
which the electricity generating facilities are located.” The retail rate is much higher than
the wholesale rate the utilities would normally pay for electricity. In return for
purchasing the electricity from the QSWEEF, the utility receives State tax credits:

...in an amount equal to the difference between the “retail rate” paid to the QSWEF
and the "avoided cost" were the utility to generate such electricity itself. The QSWEF
then must reimburse the State for the value of the issued tax credits after retirement

of the debt incurred to finance its construction.
Permit Auditors to Verify Losses Older than 3 Years: $10 Million

This proposal would allow Illinois Department of Revenue auditors to verify losses older
than 3 years. Currently, taxpayers can carry losses forward for 12 years, but IDOR
auditors can only look back 3 years to verify the losses.

Increase Other Tobacco Products Tax: $10 Million

The Governor proposes to increase the State tax on other tobacco products such as cigars
and smokeless tobacco from 18% to 30% of the wholesale price, that is the distributor’s
cost price for the products. In FY2004, $18.4 million was collected from this tax,
according to the Legislative Research Unit.



Include Outer Continental Shelf in lllinois’ Definition of the United Siates: 310 million

The State proposes that {llinois treat U.S. territories and the Outer Continental Shelf as
part of the United States. Currently, Hlinois defines the “United States” as excluding
U.S. territories and possessions, in the same manner as federal Internal Revenue Service
rules. The Department defends this proposal as preventing situations in which
corporations do not account for activity in subsidiaries located outside the 50 states and
the District of Columbia, thereby reducing income subject to Illinois tax. An example of
the “problem” cited in the FY2007 Budget (p. 5-17) is oil production from the Quter
Contmental Shelf being placed in a separate subsidiary, thereby reducing Illinois tax

liability. A similar proposal was floated in FY2005.

APPROPRIATIONS

The Governor’s FY2007 operating budget recommends a total appropriation of $45.4
billion, an increase of $1.7 billion, or 4.0%, over the FY2006 originally proposed
appropriation of $43.6 billion. This total includes $25.7 billion in the General Funds,
$14.1 billion in Other State Funds, and nearly $5.6 billion in Federal Funds.

FY2006-FY2007 Appropriation Trend

In FY2007, proposed General Funds appropriations increased by 4.6% over the previous
year, while Other State Funds appropriations rose by 5.1%, or approximately $679.6
million.

The largest fund group in the budget is the General Funds which represent 56.6% of total
recommended appropriations. “Other State Funds” includes a wide range of funds,
including highway funds and other special state funds. The primary purpose of these
funds is to receive either tax revenue distributions or specific revenues such as permit and
license fees, which are then dedicated to specific projects. These funds represent 31.1%
of the total State operating budget proposal for FY2007.

FY2006 Prop. | FY2007 Prop. | $CHG
General Funds | § 24,571,059 | §_25.711,790 | $1,140,731
Other Funds | $ 13,445,878 | $ 14,125477 | $ 679,599
Federal Funds [$ 5652497 _, 5,590,405 | § (62,092)] 1.
T ek (62092) -1

The next exhibit shows changes in proposed appropriations for major program areas in
the State budget. Spending for agencies under the Governor, the largest appropriation
category will increase by 3.3% or $1.0 billion to $32.8 billion. Appropriations for
elementary and secondary education, the next largest category, will increase by 8.6%,
from $8.8 billion to $9.6 billion.



‘egisiative Agencies Total

FY2006
Recommended | Recommended
Appropriation | Appropriation

FY2007

Appropriation
% change
2006 to 2007

Apoprop!
% chsz
2006 g

General Funds

Judicial Agencies Total

‘Elected Offmlals And Eiectacns Totai

2,358,987

2,425

2,441,453

$ 417,057 | $ 386,765 | § {30,292)
General Funds $ 3904051 % 360,199 | § (30,206)
Other State Funds 3 23,2021 % 241411 % 939
3 34501 % 3 {1,025)

Governor 3 Agencaes Total

11,893

31,812,177 |

2308

32 868 191

3 $ $ 82,466 3.5
General Funds $ 2680301 % 318,378 | $ 50,348 18.8
Other State Funds $ 2,078,064 | % 2,110,767 | $ 31,703 1.5'
FederaIFunds $ $ 3 415 3.5

$ $ $ 1,056,014 3.3
General Funds $ 14956143({§ 153615061 § 405,363 2.7
Other State Funds $ 13,640,864 1§ 14,374,002 | § 733,138 5.4
Federal Funds 18 32151708 31326823 (32,488
| ELEMI AND SECONDARY EDUCATION: - = o070 0
E!ementary and Secondary Education $ 8,860,821 $ 9,619,466 | $ 758,645
General Funds $ 6,680,324 | § 74022171 % 721,893
Cther State Funds $ 26,3731 % 43,542 1 § 17,169
Federal Funds 3 2,154,125 § 2,173,707 | § 19,582
p 2 o (-]
Higher Education Total 5 2,826,746 2,741,437 1 § 114,591 4.4'
General Funds $ 2204022 2,215,435 [ § 11,413 0.5
Other State Funds $ 154,865 254524 1 § 99,659 64.4
Federal Funds 3 271477 1 $ 3,618 1.4

5
$
$
267,859 | §
- $
$

FY2007 Appropriations by Purpose

(2,693,785)

(29:271).

$ 0 @e2n

Sources: State of Hlm01SFY2006 Budget P 1- 15 to 1- 76 btate othnm FY4007 Budget pp 2 73 to 232

The following exhibit shows how FY2007 appropriations are earmarked. Healthcare and
Family Service programs will require 33.2% of the $45.4 billion FY2007 operating
budget. Education spending for elementary and secondary education as well as higher
education is the second largest category, consuming 25.7% of all appropriations. The
third largest spending category will be Human Services programs at 16.1% of all

appropriations.



FY2007 lilinois State Budgst Appropriations by Purpose
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3-Year Appropriation Trend

The next section presents an analysis of 3-year appropriation trends between FY2005 and
FY2007. In order to provide an accurate comparison, the figures presented are for the
originally proposed revenues per fiscal year; comparable data are not available before
FY2005 because of the separation of the operating and capital budgets.

Proposed operating budget appropriations are expected to increase by 4.4% between
FY2005 and FY2007. This represents a $1.9 billion increase from $43.5 billion to $45.4
billion. General Fund appropriations will rise by $1.7 billion, or 7.3%, while Other
Funds will increase by $319 million, or 2.3%. Agencies under the control of the
Governor, which will account for 72.4% of all operations spending, will rise by 11.4%,
from $29.5 billion to $32.8 billion. Appropriations for Elementary and Secondary
Education are expected to increase by 8.7% or §766.0 million.


































































