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Foreword
Dear Friends:

Senator Everett Dirksen once said, “A billion here, a billion there, pretty soon it adds up to real money.”

HB 750 and SB 755 are $5 billion to $7 billion of real money financed on the backs of families and businesses.
In some cases, taxpayers might see their tax rate increase by 67%. This tax hike includes significant increases to
business and job creators. HB 750 taxes every day things like dry cleaning, going to the health club, and getting
a haircut. It is estimated that this legislation would result in 114,000 jobs being eliminated from the workforce.

In contrast, President Bush cut taxes across the board and as a result our economy is in its 14" consecutive
quarter of growth. The state’s leadership needs to take its cues from President Bush not Walter Mondale.

The liberal special interest groups claim that this legislation will provide property tax relief. Let’s check the
facts! As this report finds, the legislation would provide taxpayers with an abatement not true property tax
relief. Property owners will continue to be assessed at their current tax rates and will see a line on their tax bill
explaining that the State of Illinois is picking up 20% of the tab. Furthermore, this legislation does nothing to
prevent local communities from raising property taxes in the future. I have spoken to countless Illinoisans who
do not believe that sending several billion dollars to Springfield will result in one penny of property tax relief.

I believe that government needs to tighten its belt before asking taxpayers to pay more. As Ronald Reagan
said, ““The problem is not that people are taxed too little, the problem is that government spends too much.”

In the pages that follow, Mike Van Winkle and Greg Blankenship comprehensively examine the economic
implications of education funding and its effects education policy. I would like to congratulate the Illinois Policy
Institute for taking the time to publicize this important analysis on behalf of the taxpayers of Illinois.

In addition to this report, I also encourage you to visit www.roskamantitaxteam.com where you can learn
more about what can be done to fight higher tax increases and improve Illinois education.

Senator Peter Roskam
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Introduction: What’s at Stake?

Some in this state want to reform the way we fund
education. The primary vehicle for this so called
reform is a tax swap that trades lower property taxes
for higher income taxes. There are currently several
bills in Springfield that could accomplish this goal,
each differing only in magnitude not in substance.

The most popular version of this tax swap was
introduced in 2004 as House Bill 750, a plan to
raise taxes on Illinois citizens by as much as $7.36
billion. Now known as HB 755, the tax swap aims
to raise the Personal Income Tax (PIT) rate from
3% to 5%, a 67% percent increase in the amount of
dollars that Illinoisans send to Springfield each year.
This substantial increase in the Personal Income Tax
is justified on the assertion that Illinois is a “low tax
state”. The bill would also increase the Corporate
Income Tax rate from 4.8% to 8% (effectively a
10.5% rate due to the 2.5% PPRT), which means that
Ilinois corporations will be paying one of the highest
flat rates in the country.

All told, these tax increases will give Springfield
between $5.1 and $5.8 billion dollars each year in
new revenue. A good portion of the new revenue will
initially be given back as a property tax rebate equal to
about one third of the education portion of your local
property tax bill. But the state government will still
have more than two and half billion new tax dollars
to spend. Though promises have been made that this
money will go toward education, such promises have
been broken before (e.g. the lottery). Moreover, there
are no strings attached to this legislation that requires
the new money to be spent in the classroom on
teachers and students, rather than on superintendents
or unnecessary school construction projects. Finally,
as we will see, it is likely that this property tax “relief”
will be short-lived.

Despite its recent cache, there is nothing innovative
or new about this education tax swap. It is really just
a renovation of several ancient myths about taxes
and education. On the surface, it aims at remedying
inequities in our public education system by trading
lower property taxes for a higher state income tax.
Underneath, it is a net tax increase that will further
centralize and bureaucratize the Illinois education
system.

Measuring the Impact

[The econometric analysis that follows looks at HB 750 as
originally introduced. Though the bill has undergone various
permutations since the initial introduction, the overall impact
of the bill remains negative. The removal of the sales tax
expansion from what is now known as HB 755 has only
marginally diminished the negative effects of the tax swap on
the Illinois Economy. For a comparison of the original bill
and varions other versions of the legislation, please reference

the Appendix. |

From the 1930 to the 1970%, economic thought
was dominated by the ideas of economist Lord John
Maynard Keynes. Keynesian economics held that
there were trade offs between economic growth
and unemployment — what later became known as
the Phillips Curve. It was thought that a temporary
increase in government spending could “prime
the economic pump” and lift the economy out of
a depression or recession. But in the 1970’, when
the economy suffered both high inflation and high
unemployment, Lord Keynes’ model fell apart.
However, it still has its champions in government
who conveniently adopt the arguments to justify ever
more government spending,

Since the 1970’s economists have begun to forge a
new consensus on the role of taxes and spending in
the economy. With the demise of the Philips Curve
and Keynesian economics, social scientists have
reevaluated much of their thinking on the relationship
between government spending and economic growth.
A greater understanding of how markets work, the
failure of the centralized planning, and econometric
tools have all played roles in expanding our knowledge.
While a boost in government spending may well offer
a short term boost to the economy, it is now clear that
in the long run government spending does more to
harm than help. In fact, there has been an explosion
of research since the 1980’ pointing to the direct
effects of increased spending on the economy.

Since the 1980’s economists have been focusing
on the question of what facilitates economic growth.
A number of studies — too numerous to go into in
this report — have looked at taxes and government
spending and found that higher taxes and more
government spending correlate strongly with higher
unemployment and less economic activity.



In fact, throughout the world, the way to improve
economic growth and thus, the lives of citizens and
taxpayers, has been through reducing the burden of
government. When we compare the United States to
the European Union, for instance, we see higher rates
of government spending, higher rates of tax revenues
and more government debt in the EU than in the
US. Meanwhile, according to the Organization of
Economic Co-operation and Development (OECD)
per capita economic output in the US is more than
40% higher than in Europe.!

In the US. there is a robust amount of research
supporting this negative relationship between higher
taxes, growth and employment. A 1997 Federal
Reserve Bank of Dallas study noted that “Growth
in government stunts general economic growth
... Increases in government spending or taxes lead
to persistent decreases in the rate of job growth.”
A peer reviewed study examining growth at the

state and local level
published in “Public

Jobs Shortfall Resulting from HB 750

model to measure the impact of numerous tax and
fee hikes on the Illinois economy, it performed well.
Reports from the Economic and Fiscal Commission
and the Chamber of Commerce confirmed many of
the Illinois-STAMP’s predictions.*

Illinois-STAMPis specifically designed to gauge how
tax changes influence economic activity. The model
was originally developed in 1994 by the Beacon Hill
Institute (BHI) to measure changes in Massachusetts’
tax policy. BHI went on to design models in more
than 14 states.

At the core of the model are two assumptions.
First, households seek to maximize their utility. That
means a household bases how much time is spent
for work and leisure on the amount of its after tax
earnings. The second assumption is that businesses
seek to maximize their profits. Businesses hire labor
and invest in capital based on the cost of labor and
capital as well as the tax liability
that results from each of the

their actions.

Without 750

There are thousands of

With 750

equations built-in  to each

sector of the STAMP model.

For each change in tax policy,

a calculation is made (based

upon the original weights and

equations) allowing  policy

Finance Review” 5,900,000
found that “[h]igher 5,800,000
total government 5,700,000
) 5,600,000
expenditure, no P
© 5,500,000
matter how financed, =
] ] ) 3 5,400,000
is associated with = 550000
=
lower growth rate of 8 5,200,000
real per capita gross 5,100,000
state product.”” More 5,000,000
recently, Dan Mitchell 4,900,000 ‘ ‘
) . 2005 2006 2007
reported in a Heritage
Foundation review of
Source: Illinois Policy Institue - Illinois STAMP

“growth  literature”
that “Regardless of
the methodology or model, government spending
appears to be associated with weaker economic
performance.”

Until the advent of the Illinois State Tax Analysis
Program (Illinois-STAMP) it difficult to
measure exactly how changes in Illinois” tax policy
affected business, households and state and local

was

governrnents.

Armed with this formal model of Illinois’ economy,
the Illinois Policy Institute has the capability to
measure the effects of proposed Illinois tax policy.
In 2003, when the Institute first used the STAMP

makers to study the effects of
2008 2009 2010

the change compared to the
baseline data.

Since the current tax swap
proposals involve various types of taxes, influencing
the equations and the overall economy in a different
ways, the effects are a bit difficult to single out.

The first, and most obvious, effect of the swap on
the Illinois economy is the massive loss of jobs. As
Figure 3 shows, in the first year alone the tax increases
and the greater reliance on income taxes will eliminate
more than 142,000 jobs, 2.61% of the workforce!
In subsequent years, as the dynamic effects of the
increase begin to take effect, more and more jobs will
be lost and the state’s unemployment rate will creep
up further. In the out year (2010), the state will be out
151,000.
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To avoid paying the higher CIT, businesses will
adjust many of their behaviors. Some will simply flee
the state for better tax climates. Others will produce
less and invest more in capital — especially when those
investments can be recorded as losses or otherwise
hidden — to avoid the punishing CIT. Regrettably,
small businesses will not have that flexibility. While
wages of those still working will rise (whoever is left
will demand higher wages to make up for the loss
of income due to higher taxes) per capita disposable
income will drop by some $281 in 2006. Disposable
income will drop each successive year thereafter until
2010 when it will begin recovering,

In the state and local revenue arena, we find that
the $7.3 billion that was to be added to state coffers
though the tax swap only amounts to $6.7 billion in
2006. Local coffers, as expected, will lose revenue as
the tax purse is shifted to Springfield. It is not until
2008 that HB 750 brings in the $7.3 billion that its
proponents promise. This is largely because of the
loss of local economic activity caused by the massive
shock of hiking taxes at the state level. Less economic
activity means the economy will not generate enough
tax revenue. Thus it would seem HB 750’ not as
quick a fix as proponents would like.

In the area of the population, the higher tax
burden and state spending will result in population
changes ranging from 111,000 fewer residents in the
first year to more than 142,000 in 2010. Most of
those leaving the state will be upper and middle class
income earners, while lower income earners — seeking
the fruits of more generous state spending will see
their population grow.

Change in State Tax Revenue as a result of HB 750 (in millions)

As unemployment rises and more people become
eligible for government welfare benefits, pressure will
increase on the state’s social safety net. Those high
earners who do not leave the state will again be under
pressure to pay more taxes because of the increased
demand for government services.

As expected, when we examine employment by
industry, the impact is negative across the board.
Very much worth noting, is the tax swap’s impact
on the Agriculture, fishing and forestry industries.
There, employment totals drop in a range from 3
to 8 percentage points. Farming interests in Illinois
have long supported property tax — income tax swaps.
The state’s Farm Bureau, for example, at one point
endorsed the idea. Clearly, in light of these results
they may wish to reconsider. [See Appendix for Jobs
Shortfall Distribution Chart]

Overall, the impact of HB 750 is decidedly
Illinois-STAMP indicates
that the bill would have greater negative impact than
the 2000 recession where Illinois led the nation in

dramatic and negative.

manufacturing jobs lost.

With all of this said, we would caution that other
factors, such as the relative health of the National
economy will still have a disproportionate effect
on lllinois’ economy. The Illinois-STAMP model,
for reasons of parsimony, assumes that there are
no changes in the overall national and international
economy. Continued economic growth in the national
economy will mitigate many of the trends caused by
the tax increases. However, Illinois will still lag behind
the national economy and be less competitive globally

10000.000

Gross State Revenue

8000.000

Revenue Goal

———

Net|Revenue After Property Tax Relief

6000.000 /

4000.000 / ﬁ

2000.000

0.000 w \ ‘

Source: Illinois Policy Institute - Illinois-STAMP
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because of the amount of resources being shifted
from the productive private economy to the relatively
unproductive public sector.

Spending Gaps

A key assumption made by proponents of
education funding reform is that the discrepancies
in school funding across school districts are a direct
cause of the achievement gap.” This assumption leads
naturally to a subsequent one ... that the achievement
gap’s solution is using the state apparatus to equalize
school funding. Under scrutiny this reasoning fails on
both counts. Not only is there no strong correlation
between funding equity and successful education, but
even if there were, further centralization of education
administration would not fix anything.

The argument for funding equity has strong
emotional appeal. It begins by pointing out that Illinois
per pupil spending ranges from $4,000 to $15,000 or
that Illinois teacher salaries range from $24,000 to
more than $83,000. These facts are cited in order to
affect a sense of injustice in the target audience. How
can we expect a school getting $4,000 per student to
compete with those getting $15,000?

Of course common sense tells us that this first
impression is not necessarily the correct one. After all,
the price of real estate differs substantially between
Chicago and Carlinville. Why shouldn’t we expect the
price of education to do likewise? In fact, even the
Chicago Tribune highlighted the limited implications
of the funding gap by pointing out that at “Summit
Hill in Frankfort [the state’s lowest spending district]
about 80 percent of students pass state tests. In
Rondout in Lake Forest [the state’s highest spending
district] about 85 percent of students pass the tests.””
Two schools on opposite sides of a spending gap had
essentially the same results ... success.

We find more counter-evidence to the spending gap
argument when we look at the phenomenon nationally.
The District of Columbia’s school system is almost
always in the top five in terms of per pupil spending
(+$12,000) and conversely on the bottom rung in
terms educational performance.” Other studies have
shown that there is no correlation between per pupil
spending and success on the SAT. Illinois’ students
actually beat the national average despite the alleged

school “funding crisis”.®

A spending gap is more often indicative of large
states with diverse economies rather than a regressive
education system. It is no more than a statistical
artifact. Looking at spending gaps nationally, it is
no surprise that the largest funding gaps occur in
states with large metropolitan areas. When adjusted
for differences in the cost of living, New York has a
gap of about $2,616, Illinois’ is $2,465, and Michigan
$1,085.” These states’ schools systems tend to be
average or slightly above, despite the disparity. Some
states, like New Mexico for instance, have virtually no
funding gap and yet still struggle to keep up with the
rest of the nation’s test scores.”

All this is not to say that money has nothing to do
with achievement. Affluence is still a strong predictor
of educational success, but parental involvement
is a stronger predictor ...
communities with high levels of poverty often have
low parental participation. There is no magic bullet to
Illinois’ education problem, no single cause to explain
all failure. The fact of this complexity is itself a key

and, not surprisingly,

argument for local control of schools.

Springfield, Money and Education

Still, tax swap proponents assert emphatically that
“the only way to ensure all children receive a quality
public education is to require the state to shoulder
more of the funding burden”.'" Currently only
about 32% of Illinois school funds come from state
coffers.'” This puts Illinois at the bottom of national
rankings on funding and means that the state is heavily
reliant on local property taxes to pay for its schools.
Since different municipalities have different property
values, school districts tend to have vastly different
funding bases. This, at least according to their theory,
is a recipe for disaster.

But it is important to note here that while Illinois
ranks last in state government contributions to
education, it ranks 3™ in contributions from local
governments which provide 59% of the necessary
cash for our schools. This gives us a fuller picture
of Illinois” funding situation and clarifies that it’s not
necessarily the case that Illinois schools are under-
funded, it is simply believed by some that the source
of that funding is unfair.
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There is very little evidence to support proponents’
assertion that centralizing education funding will
lead to children getting better educations. Education
Funding Reform proponents recommend that the state
bear 51% of Illinois’ educational costs, which would
best the national average. But there’s no correlation
between the national average and actual performance.
Virginia’s state government funds only 45.3% (33*
in the nation) and yet, still ranks highly in education
studies. The Princeton Review’s state educational
system rankings put Virginia in the top ten.” The
National Center for Education Statistics (NCES)
proficiency ratings show Virginia above the national
average in reading and mathematics."* Another, even
better example is Massachusetts, which actually ranks
higher than Virginia in proficiency scores" despite

its lower state contribution ... Massachusetts ranks

appropriation actually making it to the classroom?

Common sense shows us that there are a number
of factors that are as important as state spending
in determining achievement. Moreover, to the
extent that funding is a problem, it is not clear how
increasing state control over funding is going to be
a real solution. More likely it will simply bring more
complicated, more expensive problems—problems

out of the public eye.

Too often in public policy debates we’re invited
to treat symptoms rather than diseases, most often
because we have not taken the time to get to the root

of the problem.

Taxes and the Economy

43rd with a state

contribution of only Combined To fix Ilinois’

0 16 .
38% ! State and Adding alleged funding
. Local Tax Federal problem, tax swap
So, }cliesplte appeals State Burden Rank Taxes Rank proponents have
ZE lger ;taze t(f) Maine 13.0% 1 30.8% 6 proposed a few very
oulde ore o : :
the burden. there is New York 12.0% 2 32.6% 2 important changes in
cvidence thet suaacsrs A 11.5% 3 28.4% 23 the Illinois tax code.
A percegriage Rhode Island ~ 11.4% 4 30.7% 7 First, they propose
of funding coming Wisconsia 11.4% 5 298y 10  hiking  personal
Indiana 10.3% 18 28.1% 29 lncome - tax - rates

from state coffers has from 3% to 5%
no real relationship J0Ois 9.8% 30 29.2% 16 o
¢ d t pl Source: Tax Foundation They defend thls by
o educationa noting that Illinois
performance. will still have one of the lowest state income taxes in

This does not come as a surprise to many.
The education related unions and their political
representatives have thrived for years on the more
general claim that there simply isn’t enough money to
educate properly, but skeptics have argued all along
that the money problem is actually a money myth and
the data, as it so often does, bears witness.

Money is the red herring of education politics.
By keeping us focused on the revenue side of the
balance sheet, we get to avoid the hard questions
that come with examining expenditures. Is the
teacher/student ratio as important as is claimed? Are
school maintenance and property subcontracting
regulations diverting vital education dollars into labor
union coffers? Is enough of the annual education

the nation; “Illinois is a low-tax state”... at least that’s
the claim.

Thus we have another ancient myth of Illinois
politics, the “low-tax state” propagated by politicians
and pollinated by unsuspecting journalist, but
completely unsupported by fact. Senator Barack
Obama himself used the mantra as a downstate
stump warmer during his election campaign.'
This low tax perception is superficially buttressed
by data released last year by the Federation of Tax
Administrators (FTA) that ranked Ilinois 45" in
state taxes', when the tax burden is measured as
a percentage of personal income. Unfortunately,
this report offers an incomplete picture of Illinois’
tax regime. However honest the error might be, it
is imperative that policymakers and journalist take



into consideration other measures of this state’s tax
burden before deciding on a policy agenda.

The data released by the FTA is misleading at
best. For one, it isn’t consistent with other similar
studies by different organizations. In 2005 the Tax
Foundation ranked Illinois 30® not 4572 'The
reason is that the FTA’s data only took into account
state taxes. Other taxes like property taxes and sales
taxes are considered “local taxes.” The higher ranking
in the Tax Foundation study accounts for the fact
that Illinois ranks 8™ nationally in per capita property
taxes.”!

Even more troubling is the fact that measuring local
tax burdens as a percentage of personal income can
itself be problematic because of progressive federal
taxation. Estimates tend to be distorted for states
with large populations and high wages. Take for
instance a traditionally thought of high-tax state like
California. Looking at state and local Tax Burden®
alone California appears middle of the road, ranking
20™in the nation. Yet, once federal taxes are accounted
for they’re the ninth most heavily taxed state out of
fifty. Notably their state and local tax burden is only a
tenth of a percentage point higher than Illinois.

If we compare Illinois’ tax burden to Indiana we
find that while Illinois’ state and local taxes are lower,
its overall tax burden is higher. Using data from the
Tax Foundation’s 2005 study® we find that the Hoosier
state’s state/local Tax Burden is estimated at 10.3%
compared to Illinois’ 9.8%. Once we factor in federal
income taxes based on progressive tax rates, Illinois’
overall Tax Burden jumps to 29.2% while Indiana,
whose state/local Tax Burden was somewhat higher
than ours, now has a much lower overall Tax Burden
with 28.1%.

Ilinois” higher wages and salaries are hit harder by
the progressive federal income tax. Once we factor in
federal income taxes, Illinois” 29.2% is the 16" highest
Tax Burden in the nation. It doesn’t matter to which
tax man taxpayers are sending their money. Money
paid to federal, state and local governments is still
green and it is still going from the productive private
sector to the inherently inefficient public sector.

The Tax Foundation, earlier this year, released an
article blasting HB 750 and its negative effects on the

Illinois economy. Currently Illinois ranks 23 in their
annual Tax Climate Index, which is not all that bad.
After HB 750, though, Illinois will rank 38" overall.
In terms of sales tax we’d be 46™ in the nation and in
terms of corporate taxes we'd rank a pathetic 47*.

Another problem with measuring the Tax Burden
is that we tend only to look at the direct costs of
taxes, i.e. what you hand over to the government
every April. What are not regularly measured are
transaction costs.

A transaction cost is exactly what it sounds like.
It costs time and energy to pay/avoid taxes. Every
minute spent doing taxes is a minute not spent being
productive, which means money is taken out of the
economy. The more complicated the taxes the more
money is siphoned out of the economy. Businesses
have to deal with this on a very large scale.

Taxes in Illinois may not be what they are in
Connecticut and California but in no way is Illinois a
“low tax state”. Due to our relatively high tax burden
and our overly complex tax code, tax increases are
not an option for Illinois ... at least as long as it plans
to have a competitive economy. Instead, Illinoisan
should simplify the current code to make the state
a friendlier climate for business. Economic growth
and frugality from Springfield are the only long term
solutions to our budget woes.

Structural Deficits

Tax swap proponents are as concerned with
increasing government spending as they are with
the education of Illinois’ children. In just about any
article or study proposing higher taxes there will be a
mention of Illinois” “structural deficit” which must be
closed before the state can truly balance the budget.

Even the governor’s budget proposal for 2005
made direct mention of a structural deficit, defining
it as a situation in which “certain major expenses
grow faster than revenues over time.” The Director
of the Center for Budget and Tax Accountability,
Ralph Martire, has given us an analogy by which to
understand this phenomenon. He writes:

...consider a building that has structural problems

with its walls and foundation, but nonetheless has to
house your entire extended family. For a while, you
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may be able to get by with temporarily propping up
the walls, or even lightening the load by getting rid
of extra furniture or marrying off the odd relative.
Sooner or later, you’ll either have to spend the
money to fix the foundation or let the roof cave in
on your head.

Notice in this analogy it’s the foundation that’s the
problem. The question of what kind of structural
capacity we can reasonably expect our homes to have
is conveniently ignored. What if we cannot afford the
mansion that will house our entire extended family?
Shouldn’t we expect some (perhaps those annoying
in-laws) to provide for themselves?

How can a state required to balance its budget
each year run any kind of deficit anyway, much less
a “structural” one? Well the state has little tricks like
using next year’s money to pay this year’s bills ...
essentially moving the deficit. So technically we have
no deficit, but neither do we have a budget that pays
for itself. The broader answer to how this structural
deficit comes to be lies in government spending. A
structural deficit is really just terminology used to
describe a situation in which our political leadership
spends more money than it can bring in via tax and
fee revenue. But who controls the spending? Is there
really anything structural about the deficit? Isn’t it a
deficit of choice? To be blunt the “structural deficit”
is merely a “problem” dreamed up by political leaders
in lieu of reforming the way the state spends taxpayer
money.

There is no shortage of examples. According to
the Governor, Illinois has more than $43 billion in
unfunded pension liabiliies.”” This makes Illinois
Ist in the country in terms of unfunded liabilities.
Barring significant reform (which the Governor
now says he’ll seek), that deficit will continue to rise
in 2005-2006. Contrary to the claims of tax swap
supporters, the fact that this deficit exists does not
necessarily imply a solution. Martire and others would
have us believe the real problem is that government
revenue is not meeting the minimum requirements to
provide necessary services. The “foundation” cannot
accommodate a big enough house so, in their view,
we must increase its size.

However, one could just as easily demand that we
understand the limits of a particular foundation. To
continue the analogy, no house can house everybody

... the government cannot be everything to everyone.
The unfunded pension liabilities tell us that state
government spends too much too inefficiently, not
that state government isn’t spending enough.

Growth in personal income has fallen over the last
three years. In 2003 state revenue income contracted,
mirroring a parallel contraction in the personal income
of Illinois taxpayers. But despite this contraction
state expenditures still grew by 2.5%. In 2004 total
state revenue has grown by only 4.2% and yet state
spending is expected to grow at 5%. This growth
in state spending has come despite Blagojevich’s
boasting about eliminating 2,300 state jobs.

If we are going to talk about the state’s balance
sheet we must discuss pensions and the inefficiencies
associated with them. And most importantly, we must
eventually examine the real elephant in Springfield,
Medicaid. Illinois” Medicaid program costs taxpayers
$7 billion per year. Over $6 billion comes from the
state’s general fund (nearly a quarter of the overall
appropriation). That comes to about $570 per person
or $2,300 for a family of four. Instances exist where
a family can pay more for Medicaid via taxes, than for
their own insurance. For example, a state employee
supporting a family of four pays about $2,000 per
year for HMO coverage.

Illinois currently has 1.8 million Medicaid enrollees.
One in seven Illinoisans are covered by the program.
Two out of every three nursing home residents and
one out of three children are covered. Elected officials
seeking votes continue to expand the program ever
further beyond the federal poverty line. For example,
an Illinois family of six with an annual income of
$50,000 is Medicaid eligible. Despite our “structural
deficit”, Medicaid eligibility has been expanded in
five of the last seven fiscal years, and this year the
Governor vowed to expand the program to 185%
above the poverty line.

When looking at any kind of “deficit”, one must
always remember that there are a few different ways
to solve the problem: reduce spending, raise taxes,
or adopt policies that spur economic growth. The
big government crowd would have us believe that
cutting spending is equal to cutting services. This
is not always the case. Sometimes it’s about making
sure services are delivered more efficiently. To return



once again to our architectural analogy, imagine a
house in which you were trying to accommodate as
many people as absolutely possible. Knocking out
a few walls and rearranging some furniture can do
wonders for a building’s capacity. Ultimately though,
if the architect has unreasonable expectations ... like
housing an entire state under one roof ... all the taxes
in the world won’t be enough.

Ilinois’ economic house is still fragile, but its
foundationis strong; Its foundation is the hardworking,
industrious residents that continue to shape its
future. The instability is a result of an abuse of this
foundation by out of touch, incompetent architects.

Why Property Taxes?
So far we’ve seen that the

relationship between spending
gaps and school performance is

Transition Costs of HB750 to Local Governments

(in miilions)

can be done? The one solution that tax swap
proponents are keeping off the table is school choice.
Choice, through a statewide voucher program or
even just statewide open enrollment, would even out
inequalities but retain parental power in education
decision making. The incentive to leave borderline
neighborhoods to escape poor schools will dissipate
as schooling will no longer be tied to a specific, state-
defined, geographical zone. Rather, money would be
tied to performance, which encourages parents to
scrutinize and administrations to be as efficient as
possible. The fact that this option is kept off the table
is itself curious and betrays ulterior motives on the
part of education tax swap proponents.

The linchpin of the education tax swap proposals,
the only thing keeping them from becoming a colossal
tax increases, is property tax relief. Proponents plan to
offset the massive tax expansion
with a property tax reduction.
This tax relief will, according

to proponents, ease the burden
increases in the Personal Income

Tax and Corporate Income Tax.

N

Of course, what tax swap

proponents often avoid

N

mentioning is that even after the

N v » u “ \
P

) . 250.00
anything but iron clad. But let
us for a moment assume that it 200.00 =
is; let us suppose that the secret 15000 \
answer to all our educational ’
problems are bundled neatly 100.00
in the spending gap. It does
. 50.00
not follow automatically that
giving Springfield more power B T T
to redistribute state funds for
(50.00)

education is the solution.

If we buy into to the spending gap logic, why should
we accept the state’s funding just 50% of education
... why not 100%? As long as there is any significant
portion of school money coming from local property
taxes, there will be inequities. That inequality is then a
downward spiral encouraging more and more people
to leave low-income areas to escape the horrid schools.
But the alternative seems to be allowing Springfield
to divvy up all education dollars according to their
abstract and questionable formulas. Do we want our
teachers beholden to bureaucrats in Springfield rather
than parents? One advantage to paying directly to
your own district through property taxes is a more
direct sense of propriety.

If, hypothetically, spending gaps are the problem
(hypothetically) but we dont want to empower
bureaucrats any more than we are already ... what

Source: lllinois Policy Institute - Illinois-STAMP

property tax relief, Illinoisans
will still be sending billions more
to Springfield. Moreover, despite
the illusion of property tax
relief, the current tax swap is anything but. Instead, it

is a temporary tax abatement scheme aiming only at
helping Springfield swallow more tax dollars.

Most Illinoisan are not aware that this so called
property tax relief is being structured as an abatement,
which means that property owners will not see an
actual reduction in their property taxes. They will
continue to be assessed at their current tax rates, but
on their bill will be a line explaining that the State of
Illinois 1s picking up 30% of the tab. Proponents tell
us that this is to ensure the process is transparent and
that residents know who’s paying the bill. It’s more
likely to ensure the process is temporary.

The question we have to ask is how long we expect
this contribution from the state to last? Sure ... it
mightlasta year or so ... after all, the tax increases will
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lead to a temporary spike in cash flow. But, without
reforms to policies like prevailing wage requirements
on school contracts and inefficient Medicaid cost
management (Medicaid spending is growing more
than twice as fast as other state spending), the new
cash will be spent so fast we won’t even have time
to earn interest on our investment. Once Springfield
spends it we will again start hearing about budget
woes, “structural deficits,” education funding reform
... and so on and so forth.

Another potential problem with this type of tax
relief is the expediency with which communities
will receive their rebates. If you pay 70% of your
taxes and the state is charged with paying the other
30% and the state bureaucracy gets bogged down,
it’s going to be your local community that suffers.
One scenario might be that communities will have
to borrow against money owed them by the state to
keep the doors open or go back to the taxpayers for
another tax increase.

Moreover, our modeling of HB 750 predicts
an additional $200 million or so to be lost by local
governments in 2006 alone as result of the overall
downturn in economic activity. Only after five years
of local shortfalls will the balance begin to be restored.
The shortfall is a product of the expanded sales tax
base that includes service not taxed before, of higher
income and corporate taxes, and even decreased
property tax revenue resulting from a possible
downturn in home-buying. This additional revenue
shortfall almost guarantees that local governments
will be back in the referendum business as soon as
20006 trying to make up lost ground. Proponents will
argue that this cost to local government is provided
for by increased funding to the Local Government
Distributive Fund. But unfortunately cash flow
problems have in the past substantially delayed these
distributions. Motreover it is not clear that the relief
will be allocated according to revenue lost rather than
some more politically correct distribution.

At a state level the depressed economic activity
predicted by Illinois-STAMP will inevitably increase
demand for public assistance, whether it be for child
care, health care, or job training. The temporary cash
flow will be consumed quickly by new government
promises to those displaced by the swap.

New Jersey stands as a quintessential example of
the illusory nature of property tax relief. In 1976 they
instituted a state income tax for the first time. The
new income tax was sold to the citizens on the same
rationale as Illinois’ swap, as property tax relief. New
Jersey currently has the highest per capita property
tax collection in the nation and its residents still face
rebate reductions on a regular basis.”

Ironically, property taxes are one of the most hated,
but most efficient modes of taxation. We hate them
because we sometimes have to pay them in one lump
sum and the rates are usually higher than state income
taxes. Thus, they can be a bank buster for many hard
working people. Yet, for this very reason they are one
of the hardest taxes for the government to increase.

Income taxes on the other hand are much more
subversive. They are withheld from our paychecks
before we see them. In order to facilitate this trick
the state has to know everything about our livelithood,
which places such an overwhelming and confusing
burden on us that we then go out and pay an
accountant, a tax filing service, or a software company
to do our taxes for us. So in addition to the 3% you
give to the state, you most likely give a couple hundred
dollars to H&R Block or Turbo Tax. A seminal tax
study conducted in the mid 1990’ estimated that
Americans waste 5.4 billion hours every year on tax
compliance.” Time is money and that’s too much of
it spent on doing our taxes.”

Another important advantage of relying on
property taxes is their relative stability during business
cycles. Incomes can spike and dip overnight and the
government, when budgeting for a fiscal year, is
always in a position of having to estimate the coming
year’s tax receipts. Often they guess incorrectly, which
in turn leads to budgetary deficits. This is exactly what
happened to Illinois in the last recession. Property
value on the other hand fluctuates much less and
can therefore lead to a much more stable budgetary
environment for our schools.

While no tax is greeted with a smile, there are
better and worse forms of taxation. For all its faults
the property tax is a stable and efficient method of
taxation that encourages community involvement.
The income tax is a hidden tax that creates massive
bureaucracy and requires, by definition, a certain
amount of government invasion of our privacy.



Increasing Bang for the Taxpayer Buck

We’ve spent all this time disabling the arguments
for Education Funding Reform, but the fact is that
this tax increase was never really about education. It
is about new sources of revenue for the state. As was
mentioned early, the Illinois state government has
one of the smallest “tax bases” in the nation. The
majority of government is funded at the local level,
whether through property taxes or retail sales taxes.
This is a nightmare for bureaucrats and politicians
on both sides of the aisle in Springfield. In order to
retain their jobs they have to do something (even if
nothing needs to be done) but in order to do anything
they have to raise taxes.

It is up to the people of Illinois to decide whether
they really need more cash, or whether there are
reforms that can be instituted to more effectively
manage taxpayer dollars. Medicaid is expanding
rapidly with no end in sight and its operations are far
from efficient. Moreover, the governor’s 2006 budget
includes new money ($89 million) for traditional
pork havens like the Department of Commerce and
Economic Opportunity. Finally, of course there’s the
pension problem, of which the governor is keenly
aware. But lost in all this is the need for reform in the
state’s education system.

There are several ways to reform our state’s
education system which do not involve tax increases,
but these have been all but ignored by the press and
so-called reformers.

For one, 37 states get more for their education
dollar than Illinois. In 2002 the National Center for
Education Statistics studied education expenditures
and determined that Illinois only spends about
59.5 cents of every dollar on expenses related to
instruction. This is well behind the national average
of 61.5 cents and ever further behind school system
that consistently out perform ours like Massachusetts
(63.6 cents), Minnesota (63.6 cents) and New York
(68.3 cents).

Two pennies off the national average may not seem
like much, but we have to multiply that times every
dollar spent on every student in Illinois. If Illinois
were to match the national average we’d be spending
$391 million more in the classroom than we are

today, which works out to an extra $188 per student.
If we set our sights beyond the national average the
rewards becomeeven greater. By increasing our per
dollar classroom expenditures to 63.5 cents we can
bring about $780 million new dollars to students and
teachers, more than $375 dollars more per student.

There is a movement growing that takes on this
misallocation of state funds head first. Fitst Class
Education (www firstclasseducation.org) began as
an attempt to increase the percentage of Arizona
education dollars being spent in the classroom by
mandating that schools demonstrate that 65% of
their operating funds are spent on instruction. The
First Class Education plan has since spread to several
other states including Michigan and Oklahoma. If
Illinois were to take up this challenge it would mean
$437 dollars more per student, nearly a billion more
statewide.

Another way to increase efficiency is to allow
troubled schools an exemption from prevailing wage
requirements. This would allow schools to look for
the lowest possible price for support services like
maintenance and custodial services. Prevailing wage
requirements are set by unions whose only concern is
to getting the best deal for workers, even if that means
driving up the cost of education. There is a time and
place for such requirements, but when schools are
having trouble making ends meet we should relax the
regulations that make it hard for them to get ahead.

The state could also follow California’s lead and
consider how pay increase and tenure decisions are
made. By instituting some basic form of merit pay, we
can guarantee that taxpayer dollars follow success and
not failure. California is currently trying to implement
merit pay in addition to raising the number of years
required for tenure.

Finally, school choice should be considered an
option, even if only for struggling school districts at
first. School choice ties education dollars to children
rather than bureaucrats. Choice would force other
reforms to the forefront by providing an incentive
for efficiency. Choice movements are sprouting up
all over the country since the Supreme Court upheld
their constitutionality in 2002. Now Arizona is poised
to pass the first ever statewide “universal” voucher. It
seems school choice is onits way, regardless of whether
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or not Illinoisans are prepared for it. Politicians and
education reformers should observe carefully what
happens in voucher programs like Arizona, Cleveland,
and DC. If the results are tangible and positive, there
is no reason we should continue keeping choice off
the table in Illinois.

These are just some suggestions of changes
that could lead to very real improvements in our
education system ... and there are certainly more we
could suggest. However, the point is that HB 755 and
its counterparts make no changes to the education
system. They provide no assurance to the taxpayer
that the $1.6 - $2 billion more that will be spent
on education will have any positive effects. Do the
taxpayers get to repeal the tax increases five years
out if there’s been no improvement in test scores?
Hardly!

Education Reform... Period

Instead of talkingabout Education Funding Reform
we should be discussing Education Reform period.
The focus on funding is indicative of a mentality that
refuses to examine its own failures and limitations.
There are certainly students around the state that
suffer from a lack of funding but this is as much a
result of poor management of existing funds as itis a
lack of new funds.

Were we to enact reforms that made a serious
attempt at efficiency in the public education system,
only then should we consider funding increases. Until
taxpayers and education unions are willing to put
education dollars where they belong, in the hands of
parents, they will not be spent in the best interest of
students.

The current tax swap proposal is an economic and
educational disaster. Our public education system,
as it currently operates, is an economic and political
dinosaur. Crisis is immanent; reform is necessary; and
reform is the one thing that swap proponents are not
serious about.
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Appendix

Agriculture forestry and fishing -2,727 -3.35%
Mining -284 -2.03%
Construction -9,204 -2.73%
Food & tobacco products -1,860 -2.52%
Textiles and apparel -470 -3.23%
Building materials -1,278 -2.73%
Paper and publishing -2,617 -2.44%
Chemicals petroleum rubber plastics -2,763 -2.70%
Electronic and electronic equipment 472 0.40%
Motor vehicles and other transportation vehicles -341 -0.70%
Primary and fabricated metal -2,957 -2.44%
Industrial machinery and equipment -1,315 -0.92%
Business machinery and instruments -748 -2.76%
Other manufacturing(includes metals machinery and other) -543 -2.76%
Transportation -6,235 -2.62%
Communications -1,649 -2.89%
Electricity gas sanitary -768 -3.06%
Wholesale trade -4,814 -1.44%
Retail trade -28,571 -4.15%
Banking -5,627 -2.84%
Insurance -3,488 -2.85%
Real estate -2,697 -3.05%
Personal and repair services -9,061 -3.79%
Business services -24,440 -2.34%
Hotels amusements motion pictures -7,587 -3.52%
Health services -12,280 -2.30%
Eating drinking miscellaneous services -8,756 -2.03%
Agriculture forestry and fishing -2,646 -3.25%
Mining -291 -2.08%
Construction -8,020 -2.38%
Food & tobacco products -1,741 -2.36%
Textiles and apparel -425 -2.92%
Building materials -1,224 -2.62%
Paper and publishing -2,555 -2.39%
Chemicals petroleum rubber plastics -2,688 -2.62%
Electronic and electronic equipment 575 0.49%
Motor vehicles and other transportation vehicles -376 -0.77%
Primary and fabricated metal -2,923 -2.42%
Industrial machinery and equipment -1,313 -0.92%
Business machinery and instruments -736 -2.71%
Other manufacturing(includes metals machinery and other) -511 -2.60%
Transportation -5,963 -2.50%
Communications -1,528 -2.68%
Electricity gas sanitary -763 -3.04%
Wholesale trade -4,371 -1.31%
Retail trade -13,764 -2.00%
Banking -5,489 -2.77%
Insurance -3,312 -2.71%
Real estate -2,441 -2.76%
Personal and repair services -6,593 -2.76%
Business services -22,981 -2.20%
Hotels amusements motion pictures -4,539 -2.11%
Health services -10,226 -1.91%
Eating drinking miscellaneous services -7.475 -1.73%
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