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Assessing lllinois’ Fiscal Future
After an Influx of Federal Funds

INTRODUCTION

its aftermath, state governments are faced with the challenge

of prudent fiscal management considering the pandemic’s
uncertain course into the near future. However, as reported else-
where, states’ revenues have largely fared better than expected at
the pandemic’s onset.! lllinois is no exception.?

ﬁ s the U.S. continues to cope with the COVID-19 pandemic and

Unprecedented federal stimulus and other measures have helped
boost lllinois’ revenues beyond initial projections in 2021. Nominal
revenue across all funds rose to $91.4 billion in 2021. Total expendi-
tures rose to $92.3 billion in 2021. The temporary influx of federal
funds and the pandemic driven increase in yearly expenditures and
revenues makes it difficult to fully capture the change in lllinois’
long term fiscal health. Both spending and revenues have increased
significantly beyond their long-term trends.

This report summarizes lllinois’ fiscal situation at the end of fiscal
year 2021, which ran from July 1, 2020, to June 30, 2021. The IGPA
Fiscal Futures Project has tracked lllinois’ fiscal situation using
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detailed revenue and expenditure figures from the
Illinois Office of the Comptroller (IOC) since 1998.
The data supplied by the Comptroller’s office
covers essentially all state spending and revenue,
appropriated and non-appropriated, within both
general and special funds. Using an “all funds”
basis of fiscal categories, we aggregate the IOC
data into a meaningful and consistent set of rev-
enue and expenditure categories focusing on the
function of spending rather than making a distinc-
tion between fund names, e.g. general and special
funds. Thus, Fiscal Futures expenditure categories
(e.g. “Central Management”) refer to functions
(e.g. central management) rather than depart-
ments (e.g. The Department of Central Manage-
ment Services) that may have similar names. This
approach allows us to develop consistent time
series even when government functions move be-
tween departments.® Based on our summary, we
provide a basic snapshot of lllinois’ current fiscal
condition and implications regarding long-term
fiscal outlook.

YEARLY EXPENDITURES AND REVENUES

We begin with a summary of yearly expenditures
and revenues over time. The big story of the
year for state finances was federal relief money.
This had major impacts on both revenues and
expenditures.

Federal assistance was a significant contributor

to lllinois’ revenues. The Coronavirus Aid, Relief,
and Economic Security (CARES) Act was signed
into law on March 27, 2020, and the Coronavirus
Response and Relief Supplemental Appropriations
Act (CRRSAA) was signed into law on December 27,
2020. Between these two acts, referred to simply
as the CARES Act from here forward, the feder-

al government provided over $3.5 billion to the
State of lllinois.* lllinois created the State Corona-
virus Urgent Remediation Emergency (State CURE)
Fund and the Local CURE Fund to accept and
disperse the federal transfers. The CARES act fund-
ed state agency operational costs, local government
grants, grants to small businesses and childcare pro-
viders, rental and mortgage assistance programs,
and healthcare provider support payments.

Figure 1 illustrates how revenue from the CARES
Act flowed through the state budget and its
eventual impact on our all-funds expenditure cat-
egories. As shown in the figure, in lllinois the $3.5
billion of federal CARES dollars was allocated to
more than seven state funds and the money dis-
tributed to these funds was then directed to sev-
eral expenditure categories. The biggest expen-
diture category was Commerce and Community
Affairs which largely used the money to lessen the
economic impact of the COVID-induced downturn
on business, local governments, and residents.

Figure 1: lllinois Expenditures funded by federal CARES fundss, in billions of dollars
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Flow of COVID response funds from federal to state funds and state funds to Fiscal Future expenditure categories. COVID response federal
funds include funds made available through the CARES Act and the CRRSAA. These funds include the Covid Relief Fund (CRF), Emergency

Rental Assistance, ESSER | and ESSER 2.



A significant share of the federal money was also
spent on healthcare provider support grants,
many of whom also provide services under the
State’s Medicaid program. These significant and
temporary infusions of money and spending
during the fiscal year make it more difficult to
track lllinois’ current fiscal health and make long
term projections about fiscal stability.

In addition to the CARES Act, the American
Rescue Plan Act (ARPA) was signed into law on
March 11, 2021 and provided $1.9 trillion in national
economic relief. ARPA allocated $8.38 billion to
the State of lllinois through the Coronavirus State
Fiscal Recovery Fund and the Coronavirus Capital
Projects Fund. $4.8 billion of this was appropriat-
ed to the 2022 fiscal year budget; this includes $2
billion as “reimbursement for essential services,”
$1.8 billion in the operating budget, and $1 billion
for capital expenditures.> Another $2.7 billion will
be used for repayment of federal advances to the
unemployment trust fund. The remaining funds
have been appropriated to multiple agencies
involved in the COVID-19 response in fiscal year
2023.

Significant federal relief and a stronger economy
were contributors to the bump in state revenues,
but as federal relief phases out and Covid-related
strains continue, the outlook for 2023 and beyond
is uncertain. A key measure of a state’s fiscal con-
dition is its ability to achieve a balance between
its operating revenues and expenditures. If yearly
expenditures are much greater than the revenue
collected in a year, then the budget may not be
sustainable in the long term. While FY21 shows
large increases in many spending and revenue
categories, many of these changes were one-time
purchases or revenue infusions in response to

the COVID-19 pandemic. Unprecedented federal
aid buoyed revenues and supported much of the
increased spending.

With this background in mind, Figure 2 shows
the trend of lllinois expenditures and revenues

Figure 2: Fiscal Balance FY98-FY21
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Note: Note: In FYO04, lllinois issued $10 billion in pension obligation
bonds. The fiscal gap is large in 2004 as we do not count bond
proceeds as revenue but do count pension contributions (funded by
the bonds) as expenditures.

from FY98 through FY21. We present more detail
about the same data in tabular form in Appendix
Table 1. As prices and wages rise naturally expen-
ditures and revenues have steadily increased over
time, with only a few instances in which they fell
from the previous year. Total expenditures and
revenues increased dramatically in FY21. Figure 2
also displays the fiscal gap, which measures the
difference between annual revenues and expen-
ditures. This gap has been consistently negative
(expenditures have exceeded revenues) for llli-
nois's history, but in recent years, the gap gradu-
ally decreased and shrunk to less than $1 billion in
2021. Much of this imbalance between spending
and revenue in the past year appears to be due to
costs associated with responding to the pandemic
and maintaining services. Avoiding a fiscal imbal-
ance remains a long-term challenge.®
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EXPENDITURES

Table 1 provides a breakdown

of Illinois’ 13 largest expenditure

categories from 1998 to 2021,
showing the one-year change
(2020 to 2021) in expenditures
and the compound annual
growth rate since 1998.

Medicaid’ was lllinois’ largest
expenditure category at $26.3
billion compared to $22.3 bil-
lion in the previous fiscal year.
The large increases in Medic-
aid spending during 2020 and
2021 are primarily due to the
Covid-19 pandemic, specifically
from more individuals enroll-
ing for Medicaid due to above
average levels of unemploy-
ment and increased demand
for medical insurance. This
increased spending is partially

funded by federal dollars from
Medicaid matching grants;
Illinois received $17.6 billion in
federal reimbursements com-
pared to the $26.3 billion spent
on Medicaid for residents in
2021.

Table 1: Major Expenditures

EY21 Change Compound
. i from Annual
FY21 Expenditure Category Iigp:ir;ﬁ:::; 2020 to Growth,
2021 1998-2021*
Medicaid 26.3 17.9% 7.1
K-12 Education 12.2 7.7% 3.9
State Pension Contribution 9.5 6.5% 10.7
Local Government Revenue Sharing 7.2 1.2% 3.2
Human Services 6.5 9.3% 2.3
Transportation 51 32.4% 4.3
State Employee Healthcare 2.5 -6.3% 6.3
Debt Service 2.0 41% 6.4
Public Safety 2.0 35.2% 6.9
Tollway 2.0 2.4% 7.6
Commerce & Economic Opportunity 1.9 205.9% 6.3
Central Management 1.4 14.5% 5.2
Capital Improvement 0.5 47.7% 2.5
All Other Expenditures ** 13.4 13.9% 2.6
Total Expenditure 92.3 14.5% 4.9

* Note: Compound Annual Growth Rate or CAGR = <Be

Final Value > L
ginning Value

Note that (1998-2021) is 23 years. See appendix items 3a and 3b for CAGRs calculated over

alternate time spans. ** Note: “
expenditures not included in this table.

All Other Expenditures” represents all other categories of

State spending on K-12 educa-
tion also experienced a large in-
crease from $11.3 billion in 2020
to $12.2 billion in 2021. Nearly all
of these additional costs were
covered by the CARES Ele-
mentary and Secondary School
Emergency Relief Fund (ESSER
) and CRRSSA ESSER Il which
together provided $959 million
for e-learning and other COVID
expenses involved with bridging
the digital divide and teaching
classes online.

Local Government Revenue
Sharing experienced an increase
in expenditures due to the
increased tax revenue collect-
ed and distributed by the state
back to local governments. An
increase in tax revenue, dis-
cussed in the following section,
resulted in a proportionally
larger amount to be transferred
to local governments.

Debt service increased slightly
in 2021 to $2 billion (from $1.9
billion in 2020). This increase
reflects interest rates paid for
previously issued debt and
other factors largely beyond the
control of current government
officials. The State addressed
revenue shortfalls by borrowing
$3.2 billion from the Federal
Reserve Municipal Liquidity
Fund (MLF); $1.2 billion in June
2020 and $2 billion in December
2020. By June 2021, lllinois had
paid back $2.2 billion of the $3.2
billion borrowed and fully paid



off the obligation on January 26, 2022. Paying off
the debt earlier than anticipated is estimated to
have reduced interest costs by $82 millions.®

Since FY98, total expenditures have grown by
about 4.9% each year. Spending categories ex-
periencing consistent and relatively large growth
include pensions (10.7%), debt service (6.4%),
state employee healthcare (6.3%), and Medic-

aid (71%). The State of lllinois’ contributions to
the pension systems have been increasing over
time in attempts to increase the systems’ funding
levels. lllinois contributed the statutorily required
amount of $9.8 billion to state pension funds. The

legislative goal is to reach 90% funding of pension

obligations by 2045. Currently, lllinois’ systems
are approximately 40% funded.®

The amount spent on state employee healthcare
decreased during the pandemic
largely due to the suspension

of non-essential care at over-
whelmed hospitals that prior-
itized treatment of COVID-19
patients.® Postponed or canceled
procedures reduced costs for
health insurers during FY21, but it
is likely that most of these “sav-
ings” will become costs pushed
into future years. The amount
paid in interest has declined in
recent fiscal years due to large
payments in fiscal years 2018 and
2019 toward past interest on in-
surance bills. In 2017, a bond sale
was issued and bond proceeds
were used to pay off nearly $4 billion in group
insurance bills.”

Spending categories that had particularly large
percentage increases from 2020 experienced
temporary growth in expenditures due to the
pandemic response and the influx of federal funds

Spending categories
that have particularly
large percentage
increases from 2020
experienced temporary

growth in expenditures
due to the pandemic
response and the influx
of federal funds for that
response.

for that response (See Figure

1 above). Commerce and Eco-
nomic Opportunity experienced
a 206% increase equal to $1.9
billion, of which $1.24 billion was
paid for with COVID response
federal funds. Some examples of expenditures in
this spending category include rental and housing
assistance, energy assistance programs for low-in-
come families, and other programs that contribut-
ed to the COVID pandemic recovery.

Public safety’s large increase in spending is due
to lllinois’ Emergency Management Associa-
tion, one of the departments included in “Public
Safety,” receiving $436 million in federal funds in
FY21 during the initial pandemic response.” This
federal transfer was passed through the state’s
Federal Aid Disaster Fund to local governments
responding to the COVID pandemic. Illinois’ State
CURE and Public Health Services fund was used
to support Federally Qualified Health Centers,
provide stability payments to medical assistance
providers, and purchase COVID testing lab ma-
terials. Many of these supplies and services are
included in the Fiscal Futures “Medicaid” cate-
gory. “Other Funds” include 102 additional state
funds that received CARES money during FY21.
Local CURE funds were distributed to municipal-
ities that did not directly receive CARES funds to
be used for reimbursement payments. “All Other



Expenditures” include all re-
maining expenditure categories
included in the Fiscal Futures
methodology.

REVENUES

Total revenue was $91.4 billion
in FY21, a 17.5% increase from
2020. This was significantly
higher than the long run growth
rate of 4.8%. Table 2 provides

a more detailed breakdown of
lllinois’ revenues from FY98
through FY21, showing the
one-year change (FY20 to
FY21) in revenues by cate- gory
and the respective compound
annual growth rate since FY98.
As reported in an earlier re-
port, during the early stages of
the pandemic in 2020, lllinois
experienced revenue losses

in the Big 3 taxes (individual
income tax, corporate income
tax and sales tax revenues), but
losses were much lower than
anticipated as revenues sharply
recovered in the latter quarters
of 2020.”% In fact, lllinois’ major
tax revenue categories each saw
a sizable increase in 2021, as
shown in Figure 3. This devia-
tion from anticipated revenues
was due to a mix of factors. One
thing to note is that part of the
increase in lllinois’ individual and
corporate income tax revenues
is due to the extension of the
income tax filing deadline.

The income tax filing deadline
was extended from April 15,
2020 to July 15, 2020. Because
of this some tax payments were
delayed from the previous year
and made in FY21 which boost-
ed overall revenues in that year.
According to the Commission
on Government Forecasting and
Accountability, about $1.3 billion
of the FY21 increase in General
Funds revenue alone is attrib-
utable to the changed tax filing
deadline."* ™ The consequence
of that timing adjustment will
continue to appear in year-
over- year comparisons as FY
22 reverted back to the April
15th filing date. Aside from the

Table 2: Major Revenue Sources

FY21 % Change Compound
Revenue Category Revenue from Annual
($ 2020 to Growth,
billions) 2021 1998-2021*
Income Tax 21.2 20.2% 5.4%
Federal Medicaid Reimbursements 17.6 26.8% 7.5%
Sales Tax 13.9 13.2% 2.9%
Federal Other 9.2 -51% 4.0%
Corporate Income Tax 515 69.0% 5.4%
Medical Provider Assessments 3.8 9.7% 8.8%
Federal Transportation 2.4 33.4% 4.7%
Motor Fuel Taxes 2.4 2.60% 2.6%
Receipts from Revenue Producing 2.3 6.6% 5.2%
Licenses, Fees, Registration 2.0 38.9% 8.4%
Other Revenue Sources ** 1.3 12.8% 3.4%
Total Revenue 91.4 17.5% 4.8%
Final Value o

*Note: Compound Annual Growth Rate or CAGR = < A
. Beginning Value

Note that (1998-2021) is 23 years. See appendix items 3a and 3b for CAGRs calculated over

alternate time spans.

**Note: “Other Revenue Sources” is made of “All Other Sources,” a category that existed in
the Fiscal Futures codebook plus all other additional revenue categories that brought in less
than $2 billion.

Figure 3. lllinois’ three largest revenue sources: Corporate, Income,
Sales Tax Revenues FY98-FY2]
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tax filing extension, federal stimulus from COVID
relief helped boost the state’s own-source tax
revenues. Consumer spending rebounded sharply
with help from federal stimulus checks, unemploy-
ment benefits, child tax credits, and other forms
of assistance. While unemployment benefits rose,
the taxation on these benefits also kept income
tax revenues from falling during the recession.

Individual income taxes, lllinois’ largest revenue
source, grew from $17.6 billion in 2020 to $21.2
billion in 2021, a temporary increase of 20.2%
compared to the long-run growth rate of 5.4%.
Despite the slight decline early in the pandemic,
sales taxes increased from $12.3
billion to $13.9 billion in 2021
partly due to consumer demand
increases that had been deferred
due to stay-at-home orders early
in the pandemic and federal
stimulus payments. lllinois also
enacted the Leveling the Play-
ing Field for lllinois Retailers

Act requiring e-marketplaces

to pay state and local sales tax
rates.’”® Without this online sales
tax, sales tax revenues might
have suffered considerably more
due to the large transition from
in-person shopping to online
shopping during the pandemic.

Federal Medicaid reimburse-
ments are the second largest
source of revenue for lllinois. Like the rest of the
states, lllinois receives federal matching funds

for Medicaid expenditures based on the Federal
Matching Assistance Percentage (FMAP). The
FMAP for lllinois in 2021 was 57.16%, reflecting a
6.2 percentage point increase from the CARES
Act that was applied to all states and expired on
October 15, 2022.” Total federal Medicaid rev-
enues for lllinois was over $17 billion in 2021, a
27% increase from $13.8 billion in 2020. The long
run growth rate of federal Medicaid reimburse-
ments is 7.5%. The large deviation in revenues
from the long run trend reflects the significant
impact of the pandemic as more people enrolled
in Medicaid and states were required to continue
coverage for Medicaid enrollees already in the
program in early 2020."® Federal aid other than
Medicaid (“Federal Other”) declined by 5.1% from
$9.7 billion in FY20 to $9.2 billion in FY21, but this
amount is still considerably above the long term
trend due to increased levels of federal aid for
the COVID response in FY20 and FY21. Pre-pan-
demic levels of funding for “Federal Other” would
be around $5.9 billion had it followed its historic
trend. Federal transfers (Medicaid reimburse-
ments, transportation, and “Federal Other”) make

checks, unemployment
benefits, child tax
credits, and other forms
of assistance.

Aside from the tax
filing extension, federal
stimulus from COVID
relief helped boost the
state’s own-source tax
revenues. Consumer
spending rebounded
sharply with help
from federal stimulus

up a significant portion of lllinois’
revenue totaling $29.1 billion,
while own source revenues to-
taled $62.2 billion.

Licenses, fees, and registrations
($2.0 billion) are another reve-
nue source that increased above
trend, up 38.9% for the year.

This increase was largely due to
increases in fees associated with
motor vehicles. Medical Provider
Assessments ($3.8 billion), which
are earmarked revenues (taxes)
from medical providers used for maximizing fed-
eral matching grants for state Medicaid expendi-
tures, were similar to 2020 levels with a long-term
growth rate of 8.8%. Motor fuel taxes ($2.4 billion)
followed the historic trend, while receipts from
revenue producing activities ($2.3 billion) were
slightly above trend.

LONG TERM FISCAL CHALLENGES

Despite lllinois’ relatively strong fiscal perfor-
mance in FY21 we believe that it faces very
significant long term fiscal challenges. We briefly
discuss several of these.

Pensions

Public pension benefits are funded by three key
sources: government contributions, employee
contributions, and investment returns. Investment
returns account for most of their revenue. While
the stock market fell in March 2020, it increased
rapidly during the 2021 fiscal year. During this
time of economic growth, pension plans expe-
rienced historic gains. The impacts of changing



demographics remain unclear in the long run;
pandemic-related deaths may decrease obliga-
tions; however early retirement of public employ-
ees also will have a financial impact on pension
plans. Pension contributions have been increasing
in recent years and are reflected as increased
yearly expenditures. Funding pensions remains a
significant long-term fiscal concern for lllinois and
its residents.

Unpaid Bills and Unemployment Trust Fund Debt

At the end of fiscal year 2021, the lllinois Office of
the Comptroller estimated that the general funds
and Health Insurance Reserve Fund bill backlog
totaled $4 billion.” Including outstanding borrow-
ing, the state owed $5.9 billion. This is the lowest
year-end general funds backlog amount in 10
years, but lllinois is still holding many bills that are
accruing interest while vendors
wait for payment. The Unem-
ployment Insurance Trust Fund
was another large contributor to
lllinois’ debt. The fund borrowed
money to keep unemployment
benefits flowing to those that
lost jobs during the pandemic.?°
On March 25th, 2022, Illinois
legislators signed SB2803 which
approved using ARPA money to
pay off $2.7 billion of the $4.5
billion owed for unemployment
insurance benefit payments.?

Rainy Day Fund

State and local governments have historically
been unable to accommodate budget deficits
by borrowing money to fill their budget gap.
Most states have created rainy-day or budget
stabilization funds to help stabilize their financ-
es during economic downturns when revenues
are most likely to decline. If properly designed
and funded, budget-stabilization funds can also
reduce the perceived default risk on state bond
debt and ultimately reduce the borrowing cost
for the state. Common measures for assessing
how much should be in a rainy day fund use the
percentage of reserves compared to a state’s total
expenditures for a year or the number of days a
state could run on the accumulated reserves.

While some states drew on their rainy-day funds
during the pandemic to make up for lost reve-
nues, lllinois had to rely on short-term borrow-
ing to assist with its pandemic cash flow. lllinois’
rainy-day fund has been, and continues to be,
very small. lllinois’ Budget Stabilization Fund was
created in 2001 to be used as a “rainy-day” fund,
but very little was deposited into it; the $275

Even an additional
$1 billion is about one
percent of lllinois’
annual revenue, so

it could easily be
insufficient to cover

lost revenues in a

severe recession.

million that was in the fund was drained during
the budget impasse in fiscal year 2017. While the
depleted rainy-day fund could not be used during
the pandemic’s financial crisis, Governor Pritzker
allocated $1 billion to the rainy-day fund across
fiscal years 2022 and 2023 to better prepare for
future financial shocks.?? Even an additional $1
billion is about one percent of lllinois’ annual reve-
nue, so it could easily be insufficient to cover lost
revenues in a severe recession.

The combination of paying off backlogged bills,
building a rainy-day fund, and better funding
future liabilities has improved lllinois’ fiscal sta-
tus. The state has been recognized for its recent
progress in paying off its debts and signaling
responsible budgeting. Moody’s and Standard
& Poor’s upgraded the lllinois bond rating in
June 2021—the first Illinois upgrade in over 20
years—with additional bond
rating upgrades since. Despite
this accomplishment, Illinois
general obligation bond ratings
remain among the lowest of all
50 states.

Tax Policy Changes Reducing
Revenue

Despite concerns about main-
taining revenue levels that can
fund current and future spend-
ing trends, Governor Pritzker’s
approved budget for fiscal year
2023 includes $1.83 billion in temporary tax relief
on food, gasoline, and property taxes.




While lllinois did improve its financial outlook
since the last election, there are still massive pen-
sion debts and other long-term fiscal challenges
that must be dealt with. While many voters are
understandably concerned about inflation, these
tax breaks would most likely not provide much
assistance to those most in need. In addition, it is
politically challenging to restore previous taxation
levels after residents become accustomed to the
lower taxation levels.

LOOKING FORWARD: POTENTIAL BUDGET
SCENARIOS

As some federal funding streams are discontinued
post-COVID, lllinois must consider what is next
for its budget. Spending and revenues can each
remain at their long-term trends or deviate above
or below their long-term trends in the coming
years. The fiscal gap (the difference between an-
nual revenues and expenditures) may increase or
decrease over time as significant spending or rev-
enue categories experience shifts in their growth
rates into the future. We describe a few scenarios
below. These scenarios are neither exhaustive nor
meant to serve as detailed forecasts of lllinois’
fiscal condition. They are simply illustrative exam-
ples of how potential changes in the growth rates
of significant revenue and expenditure categories

may impact the overall fiscal gap in the com-
ing years. Table 3 summarizes the scenarios we
examine.

Scenario 1: Back to Trend

In the first scenario, we assume that the growth

in total revenues and expenditures falls back to
their respective long-term trends after 2021. While
the pandemic-era federal aid has boosted lllinois’
financial position with an influx of cash, this is not
expected to continue in the coming years. Federal
aid is expected to diminish along with other tem-
porary relief measures. The extension to the tax fil-
ing deadline will not be in effect. With the fading of
fiscal stimulus, we expect personal income growth
to slow down while consumer spending slowly
shifts back from goods to services. On the expen-
diture side, we expect that Medicaid spending

will slow down as enrollment growth is expected
to decline with the expiration of the public health
emergency and maintenance of eligibility require-
ments for increased FMAP rates.?®> However, as
Medicaid spending decreases, federal Medicaid re-
imbursements will also decrease. Spending on K-12
education, which saw a boost with pandemic-era
federal relief, is assumed to return to its long-term
trend. In this scenario, we assume a return to the
long-term spending and revenue growth rates of

Table 3. Scenario Summaries

Scenario Revenue Expenditure Summary
Assumptions Assumptions
Base case* | All revenue categories All expenditure Fiscal gap deepens The expenditures and
grow at their 1998 to categories grow at to $8 billion in 2031 revenues lines after 2021
2021 CAGR after 2021. their 1998 to 2021 without revenue reflect the totals assuming all
CAGR after 2021. or expenditure categories grow at their 1998
restructuring. to 2021 CAGR.
Fiscal gap Income tax revenues All expenditure Fiscal gap turns Income tax revenue’s 1998
is reduced | grow at 8% after 2021. categories grow at positive in 2022 and to 2021 CAGR is 5.4%. We
Remaining revenue their 1998 to 2021 is reduced by over $9 assume income tax revenues
categories grow at their CAGR. billion in the projected grow at the 2011 to 2021 CAGR
1998 to 2021 CAGR. case vs baseline in 2031. | (10 year) of 8% after 2021.
Fiscal Federal Medicaid Medicaid Increased Medicaid Medicaid expenditures’ 1998
gap is reimbursements increase | expenditures grow expenditures: Despite to 2021 CAGR is 7.1%. K-12
increased by 60.2 cents for each at 10% after 2021. increased federal education expenditures’ 1998
additional dollar of K-12 education reimbursements, the to 2021 CAGR is 3.88%. The
Medicaid spending, as expenditures grow at | fiscal gap deepens to categories’ increased growth
they historically have. 6% after 2021. Other $23 billion by 2031. rates are slightly above their
Other revenues grow at expenditures grow at | Increased K-12 5-year CAGR.
their CAGR rates. their CAGR rates. expenditures: The fiscal
gap deepens to $12
billion by 2031.

* In addition to the 23-year CAGR mentioned, growth rates for FY98-FY19 (“

Appendix Item 3a and 3b.

Pre-Covid”) and FY99-FY20 (“Mid-Covid”) were included in




51% and 4.8%, respectively, from 2021 into the
future (Figure 4). Given the current trends, spend-
ing would continue to outpace revenues with the
yearly fiscal gap reaching $4 billion in 2027 and $8
billion in 2032 (see Appendix Item 2 for more de-
tail about our assumptions). Even as a base case,
Illinois faces a precarious financial future without
significant restructuring of the revenue and expen-
diture systems. In such a scenario, lllinois’ options
are to cut spending or raise revenues to address
the fiscal gap.

Scenario 2: Revenues Outpace Expenditures

In this relatively optimistic scenario, we project
that the growth rate of individual income tax
revenues will increase from 5.4% (its long-term
trend) to 8% into the future (its most recent 10-
year trend). This growth in income tax revenue
would shift the total revenue trend line upward
above total revenues growing at long-term trend
(Figure 5). Individual income taxes, Medicaid
reimbursements, sales taxes, other federal trans-
fers, and corporate income taxes make up over
70% of all revenue for lllinois, which makes these
categories important when predicting changes
in revenue. Temporary federal relief may phase
out, but personal income growth is expected

to remain strong in the short-term with a tight
labor market, rising wages, and elevated income
tax revenues. Supply-chain disruptions, massive
federal stimulus, and global uncertainty have also
given rise to inflationary pressures, which have
contributed to higher business profits, corpo-
rate, and sales tax revenues; however, we assume
these remain at their long-term (23-year) trends
in this scenario. As noted by forecasters, lllinois’
revenues in the short-term remain above their
short-term pace.?* In the long-term, we assume

a restructuring of lllinois’ revenue system which
sustains the elevated growth rate of revenues. If
expenditures stay at their respective long-term
trends while individual income tax revenues
sustain their 10-year growth rate (8%), the fiscal
gap would decrease until revenues were greater
than expenditures for the first time since 1998.
Of course, this is a generous scenario and would
require significant raising of revenues due to
economic growth, broadening of the tax base, or
a rate increase. We display the large difference
that would occur when just one of the significant
revenue categories (individual income tax) grows
at a higher pace over time.

Scenario 3: Expenditures Grow Above Long-term
Trend

A third scenario has lllinois’ expenditures growing
faster than their long-term trend while total reve-
nues fall back to the long-term trend as the impact

Figure 4: Baseline Scenario (Expenditures and
Revenues after 2021 are projected)
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Figure 5: Reduced Fiscal Gap
(Figures after 2021 are projected)
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of federal relief phases out. Figure 6 shows the
trend of total expenditures when Medicaid spend-
ing, the largest category of spending, experiences

a compound annual growth rate of 10% which we
consider an upper bound on the likely growth rate.
All other categories of spending are assumed to
grow at their respective long-term trends. With the
projected increase in Medicaid spending, the expen-
diture trendline shifts above the baseline trend after
2021.

The growth of Medicaid expenditures in this sce-
nario would not happen without an impact on
federal revenues because federal reimbursements
for Medicaid are directly tied to the level of Medic-
aid expenditures. The federal government matches
Illinois’ Medicaid expenditures at the rate of 57.29%
for FY22 (the federal matching assistance percent-
age or FMAP in effect). In response to the COVID-19
pandemic, the FMAP was enhanced by 6.2 percent-
age points which increased the level of federal re-
imbursements for Medicaid expenditures. A higher
federal match would increase lllinois’ financial incen-
tive.?> However, the FMAP for lllinois has remained
close to the federal minimum of 50% during the 23-
year period except for years of federally enhanced
FMAPs, i.e., during the Great Recession or COVID-19
pandemic. While in this scenario we assume that
total Medicaid expenditures grow above the long-
term (23-year) trend to 10%, we also assume that
the FMAP returns close to the historical minimum
of 50% for lllinois after 2021. Federal reimburse-
ments would increase with the higher expenditures
as every $1 the state spends on Medicaid would be
matched with $1 from the federal government.?627
We do not label this as either a pessimistic or opti-
mistic scenario due to the complexity of the Med-
icaid program and impacts on the local economy
and health outcomes. However, incorporating the
increased federal reimbursements after 2021 with
the projected rise in Medicaid expenditures would
result in a widened fiscal gap over time. Based on
our assumptions, Figure 6 shows a fiscal gap of $23
billion by FY31.

An alternative scenario is the trend of K-12 educa-
tion spending. In Figure 7 we project K-12 educa-
tion spending to grow at a rate of 6% after 2021
(about 2% above its long-term trend and close to
its 5-year CAGR) while all other categories grow
at their long-term trends. Total spending shifts
upward above its long-term trend while the fiscal
gap increases over time. Such a situation would
cause expenditures to outpace revenues by al-
most $12 billion in 2031.

CONCLUSION

This report provided a brief summary of lllinois’
fiscal situation by examining current revenues and

Figure 6: Increased Fiscal Gap with Medicaid
Expenditures Growth (Figures after 2021 are
projected)
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Note: We assume federal reimbursements are roughly 60% of
Medicaid expenditures after 2021 based on the 23-year
average ratio of federal reimbursements to Medicaid
expenditures. We assume the federal government reimburses
50% of the projected expenditures after 2021 (FMAP of 50%).
However, using 50% of expenditures alone may underestimate
the federal revenues due to exceptions and enhanced match
rates for different types of medical services.

Figure 7: Increased Fiscal Gap with K-12
Expenditures Increase (Figures after 2021 are
projected)
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expenditures against their long-term trends. The
takeaway from 2021 is that federal relief signifi-
cantly strengthened lllinois’ fiscal position, at least
temporarily. The state has emerged from the pan-
demic with revenues beyond their historical levels,
lower unpaid bills, and borrowed funds paid back.
Moody’s has even upgraded the state’s credit
rating. This has given the current administration
reason to be optimistic and draft a potentially
balanced budget in the coming years. Like other
stakeholders interested in the state’s finances,

we are cautiously optimistic but remain uncertain
about long-term fiscal sustainability. Between

the federal revenue winding down, concerns of
increased inflation, and a continuing but strug-
gling recovery from COVID-19 related issues, the
outlook for the state remains uncertain but opti- g LR
mistic. While we may not have to cut spending, ":| i L-L|1
we should learn from this experience and use the i
temporary influx of federal funds wisely. lllinois is /
experiencing less fiscal stress than in the past, but
it should take the opportunity to invest in areas
that will bring long term benefits for residents.

APPENDIX

Appendix Item 1: Summary Table
Largest Categories within Revenue Sources and Expenditures: Revenues (Own source [Big 3 and All
Other] & Federal Transfers [Transportation, Medicaid, Other]): Expenditures (Medicaid, K-12, All Other)

Revenue Expenditures
Own Source Federal Transfers
Total j- icai
- Total I."d' Cor- el Trans- Med!cald Total Medicaid
Reve vidual Sales Federal Reim- . X K-12
Oown porate Other Other | porta- Expendi- | Expendi- Other
nue Income Tax Trans- : burse- Edu
Source Tax tion tures tures

Year Tax fers ments

1998 EEINEEE 23,222 6,334 1,631 7198 8,058 7,922 3,748 835 3,339 31,075 5,248 5,069 | 20,758
1999 EEPRCIePy 24,652 6,609 1,577 7,647 8,819 8,250 | 3,924 726 3,600 33,657 5,587 5,588 | 22,482
2000 KWl 26,790 6,910 1,698 8,218 9,964 8,924 | 4,233 927 3,763 37132 6,217 6,025 | 24,890
2001 EE{eReRlY 27313 7156 1,550 8,175 10,432 | 9,685 | 4,310 | 1,019 4,356 39,850 6,932 6,390 | 26,528
2002 ERfeKelele} 26,601 6,639 1172 8,279 10,511 | 10,059 | 4,579 996 4,484 41,821 7,292 6,630 | 27,900
2003 EEINek{e] 26,098 6,096 936 8,228 | 10,838 | 10,532 | 5,012 846 4,674 42,350 7,901 6,691 | 27,759
2004 EEIOKYl 27743 6,170 987 8,637 1,949 | 12,924 | 5,566 999 6,360 52,708 10,061 7125 35,521
2005 NEYPRYEY 30,505 6,936 1,604 8,981 12,984 | 12168 5,313 | 1,002 5,853 45,024 9,530 7,570 | 27,925
2006 pErEiEl) 32151 7,537 2,061 9,638 | 12,914 | 12,348 5,21 1,141 5,997 47,655 10,466 | 7874 | 29,316
2007 EEYASIS 34,71 8,271 2,645 9,785 14,011 13,104 | 5,524 | 1159 6,421 50,665 11,198 8,266 | 31,201
2008 EEERREy 36,303 9,105 2,935 9,994 | 14,269 | 13,680 | 5,425 | 1,367 6,889 53,677 12,699 | 8,875 | 32,102
2009 EEEKPEY 33,245 7,858 2,540 | 9,298 | 13,549 | 16,377 | 7,950 | 1,384 7,043 56,250 13,827 9,371 | 33,053
2010 EEEREY 31,305 7174 2,196 8,789 13146 | 18,264 | 9,052 | 1,885 7,327 58,741 14,156 | 9,844 | 34,740
2071 REXAYl 36,038 9,694 2,965 9,514 | 13,865 | 18,419 | 8,379 | 1916 8,124 59,883 14,161 9,558 | 36,164
2012 EEERVEY 41188 14,145 2,708 | 10,003 | 14,333 | 14,787 | 6,414 | 1,845 6,528 59,310 12,228 | 8,948 | 38,133
2013 JCIoKryll 44,268 | 14,804 | 3,924 | 10,236 | 15,304 | 16,259 | 6,269 | 1,705 8,286 62,745 14,776 8,719 | 39,250
2014 PAISIe] 45,282 14,715 3,907 | 10,654 | 16,006 | 17,078 | 6,462 | 1,738 8,878 66,274 15190 | 8,979 | 42106
2015 JRWPEEl 44,995 | 13,994 | 3,538 11,148 16,314 | 18,735 | 6,212 | 2,031 10,491 69,279 16,914 | 8,903 | 43,462
2016 KPR 42,629 11,950 2,915 11,307 | 16,457 | 18,997 | 5,904 | 1,845 11,247 63,302 17,035 9,331 | 36,936
2017 HSIKelopl 42,515 11,738 2,389 | 11,385 | 17,003 | 18,488 | 5934 | 2105 | 10,448 71118 17,853 9,755 | 43,509
2018 WW{AVYE 49,257 16,832 | 2,862 11,745 17,818 | 20,870 | 5,802 | 1,593 13,475 74,366 18,587 | 10,456 | 45,323
2019 WKVl 52,436 18,281 3,670 | 12,454 | 18,031 | 19,372 | 5942 | 1,363 | 12,067 73,760 19,026 | 10,635 | 44,099
2020 WWEREYR 52,462 17,610 3,245 | 12,252 | 19,355 | 25,330 | 9,705 | 1,784 | 13,842 80,600 | 22,289 | 11,304 | 47,007
2021 WISyl 62,247 21,172 5482 | 13,866 | 21,727 | 29,145 | 9,210 | 2,380 | 17,556 92,264 | 26,277 | 12177 | 53,810




Appendix item 2: Fiscal Gap Prediction Assumptions

‘ Baseline ‘ Increases Fiscal Gap ‘ Decreases Fiscal Gap

All revenue 4.8% 4% 6.5%
Income Tax 10-year CAGR 23-year CAGR is 5.4%. Would be | Policy change: potential income tax increase
Revenue = 8%, Baseline a reduced level of growth on high earners; No policy change: 8% similar

assumption is 5.4% to 10-year CAGR
Sales Tax 2.9% 2%, below long term trend 4%; Policy Change: Online sales or Services

tax increases

Corporate tax 23-year CAGR = 6%, Concerns over potential 10% - between 5 and 10-year CAGR

5.4% recessions, recovering from

COVID shocks

Federal Transfers | 4.1% 1% Feds try to decrease spending | 6% Between 10-year and 5-year CAGR,
(Transportation + after all the COVID money went transportation investment bills
Other) out
Federal Medicaid | 23-year CAGR is 10%; FMAP is 50% If FMAP is 58%.

Reimbursements | 7.5%
All expenditures | 23-year CAGRs

K-12 3.9% 6% 2.45%, 10-year CAGR, unlikely to be able to
expenditures cut expenditures

Medicaid 71% 10%, Medical expenses continue Expenses are unlikely to decrease without
expenditures to rise disproportionately in price | major policy changes at the federal level

compared to other expenses

Appendix Item 3a: Revenue CAGRs

Revenues 5-Year 10-year | Pre-COVID* | Mid-COVID** 23-year
CAGR CAGR 21-year CAGR | 22-year CAGR CAGR
Corporate Income Tax 68.97 24.19 13.47 6.34 3.94 3.18 5.41
Federal Medicaid Reimbursements 26.83 9.22 9.31 8.01 6.31 6.68 7.48
Federal Other -5.1 16.65 9.3 0.95 2.22 4.42 3.99
Federal Transportation 33.42 14.31 5.22 2.19 2.36 3.51 4.66
Income Tax 20.22 7.95 1212 8.12 518 4.76 5.39
Licenses, Fees, Registration 38.9 17.38 10.08 8.57 6.63 7.22 8.43
Medical Provider Assessments 9.66 20 14.31 8.83 7.28 8.8 8.84
Motor Fuel Taxes 2.63 20.42 11.98 6.13 0.16 2.64 2.64
Receipts from Revenue Producing 6.58 -2.19 1.07 5.75 6.23 51 5.16
Sales Tax 1317 5.69 416 3.84 2.64 2.45 2.89
All Other Revenue Sources *** 12.82 218 2.95 2.58 3.43 3.02 3.43
Total 17.48 9.23 8.2 5.31 4.06 4.25 4.79

- 1
—Final Value > t-1./ where t = number of years between first and last value.
_Beginning Value,

Compound Annual Growth Rate or CAGR =
* Pre-COVID CAGR represents the 21-year compound annual growth rate for fiscal years 1998 - 2019.

** The mid-COVID CAGR represents the 22-year CAGR for fiscal years 1998-2020 and includes some early COVID response-related expenditures.
*** All Other Revenue Sources includes the remaining revenue categories included in the Fiscal Futures Analysis.



Appendix Item 3b: Expenditure CAGRs

Expenditures 1-year 3-year 5-Year 10-year | Pre-COVID* | Mid-COVID** | 23-year
CAGR CAGR CAGR CAGR 21-year CAGR | 22-year CAGR CAGR
Capital Improvement 47.65 26.68 37.78 216 -0.02 0.81 2.50
Central Management 14.48 10.93 13.64 5.90 3.85 4.81 5.21
Commerce & Economic Opportunity | 205.88 56.14 29.92 5.06 1.04 1.33 6.32
Debt Service 4.06 0.93 1.23 213 712 6.53 6.42
Human Services 9.26 6.43 5.29 1.37 1.75 1.96 2.27
K-12 Education 773 5.20 5.46 2.45 3.59 3.71 3.88
Local Government Revenue Sharing 11.20 51 2.87 2.64 3.04 2.85 3.20
Medicaid 17.89 12.23 9.06 6.38 6.18 6.66 712
Public Safety 35.19 30.90 22.39 9.60 415 5.81 6.94
State Employee Healthcare -6.28 -23.51 83.61 4.37 7.55 6.88 6.27
State Pension Contribution 6.52 8.66 6.1 11.72 10.96 10.91 10.71
Tollway 2.38 10.19 -2.66 10.25 7.72 7.80 7.56
Transportation 32.40 14.58 4.23 1.58 2.42 312 4.25
All Other Expenditures *** 13.85 5.47 10.40 2.56 2.06 216 2.64
Total Expenditure 14.47 7.45 7.83 4.42 4.20 4.43 4.85

Compound Annual Growth Rate or CAGR = <M
Beginning Value

1
> t-1/ where t = number of years between first and last value.
* Pre-COVID CAGR represents the 21-year compound annual growth rate for fiscal years 1998 - 2019.
** The mid-COVID CAGR represents the 22-year CAGR for fiscal years 1998-2020 and includes some early COVID response-related expenditures.
*** All Other Expenditures includes the remaining expenditure categories included in the Fiscal Futures Analysis.
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