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1. INTRODUCTION

lllinois has historically been, and remains, one of the most unfair taxing states in the nation.* From a textbook
standpoint, an “unfair’ tax system is a regressive tax system—that is, one that imposes a greater burden on low-
and middle-income families than on affluent families, when tax burden is measures as a percentage of income.
The reason this is considered unfair is simple: such a system fails to allocate tax burden in a manner that
correlates with ability to pay. As it turns out, the failure to build fairness into its tax system has in turn contributed
to other, long-term problems facing the state—which range from the state’s ongoing General Fund budget deficits
to harming lllinois’ private sector economy.

The reason unfair taxation contributes materially to Illinois’ deficits comes down to simple math: In an era of
growing income inequality, the state has opted to focus revenue generation on low- and middle-income families—
whose incomes over time are flat to declining after adjusting for inflation—rather than on affluent families, who
have realized virtually all growth in income nationally since 1979.2 Simply put, Illinois’ unfair tax system fails by
design to generate adequate revenue to fund core public services by failing to respond to how income growth is
distributed in the modern economy. That failure to generate adequate revenue impacts almost everyone, since
over 90 percent of all General Fund spending on services goes to education, healthcare, human services, and
public safety.

Moreover, because private sector economic growth is driven by consumer spending—which accounts for roughly
66 percent of all economic activity3—lllinois’ unfair tax policy also constrains long-term private sector growth in the
state. The reason for this again comes down to simple math. Because over time the income of low- and middle-
income families has been declining in real, inflation-adjusted terms, these families tend to spend virtually all of
their incomes in the local economy. Hence, by focusing its tax burden on low- and middle-income families, Illinois
harms their capacity to purchase goods and services in the local economy, thereby diminishing consumer
spending and impeding private sector economic growth.*

lllinois exacerbates this harm being done to the private sector economy when it cuts spending on core services to
compensate for the inadequate revenue generated by its unfair tax system. That is because most General Fund
spending covers the wages being earned by the teachers, social workers, healthcare professionals, and
correctional officers who provide those services, all of whom happen to be middle income earners and thus good
spenders. So when lllinois’ deficit compels service spending cuts, what really happens is the wages of the middle-
income workers who provide those service get cut—meaning less consumer spending.

Taken together, the consequences that flow from lllinois’ unfair tax policy create quite the challenge for decision
makers: How best to promote private sector growth while overcoming fiscal shortfalls and making its tax system
fairer? While no silver bullet exists that will entirely resolve all these challenges, there is one long-term structural
policy change that would simultaneously help stimulate private sector growth, tax people more fairly, and reduce
lllinois’ General Fund deficits: creating a graduated rate structure for the lllinois individual income tax.
Unfortunately, implementing such a change requires amending the lllinois state Constitution, which prohibits using
a graduated rate income tax structure to create tax fairness.>

2. KEY FINDINGS

e lllinois’ tax policy is unfair.

o Itis textbook capitalist policy that to be fair, a tax system should impose tax burden
according to ability to pay—that is, it should impose higher tax burdens on affluent
households than it does on low- and middle-income households, when tax burden is
measured as a percentage of income.

o lllinois fails this basic standard of fairness by imposing a much higher tax burden as a
percentage of income on low- and middle-income households than on high-income
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households. In fact, lllinois has the fifth most unfair state and local tax system in the
country.b

A significant reason for lllinois’ unfair tax system is its Constitutionally mandated “flat”
rate income tax, which requires that the state impose the same income tax rate on the
earnings of millionaires as it does on the earnings of minimum wage workers.

lllinois’ unfair, flat rate income tax contributes to structural deficits and harms the private

economy.

o

o

o

o

In addition to being unfair, lllinois’ flat rate income tax also fails to generate adequate
revenue to fund core services. This is because a flat rate income tax cannot—by design—
respond to the significant growth in income inequality that has occurred over the last
three decades.”

By failing to generate adequate revenue, lllinois’ unfair, flat rate income tax has
contributed materially to the long-term structural deficits in the state’s General Fund. This
in turn has forced decision makers to underfund or cut the core public services of
education, healthcare, human services, and public safety, which collectively account for
over 90 percent of all General Fund spending on current services.

Since most General Fund spending on core services covers the wages of the teachers,
social workers, health care professionals, correctional officers, and other workers who
provide public services, when lllinois’ structural deficit compels the state to reduce
spending, it is for the most part cutting the earnings of these workers. Since the economy
is driven by consumer spending, and these public sector workers are middle-income
earners who are good spenders, General Fund spending cuts become reductions in
consumer spending. The research shows that for every dollar the state cuts in General
Fund spending on current services, the private sector loses an average of $1.36 in
economic activity.?

Similarly, overtaxing low- and middle-income families, who are both good spenders and
have flat to declining real incomes over time, reduces their consumer spending, further
harming the private sector economy.

lllinois’ flat income tax rate is out of the mainstream.

o

Of the 41 US states that impose an individual income tax, lllinois is one of just eight that
impose the same flat rate on the income of all earners, regardless of how much they make
or their ability to pay.

Illinois can: simultaneously cut taxes for 98 percent of taxpayers, reduce its structural deficit by

$2 billion, and promote private sector economic growth by adopting a Constitutional amendment

that permits a graduated rate income tax.

o

There are many different rate structures, and related tax policy changes involving items
such as credits, that could effectively make lllinois’ tax policy fairer, while raising revenue
in a manner that will not impede economic growth. To demonstrate this is possible, CTBA
presents two illustrations in this report. One approach uses a middle-class tax credit to
reduce the income tax burden of 98 percent of all lllinois taxpayers as compared to current
law, while imposing higher tax rates on taxable incomes over $300,000.°

A second option uses a new, lower income tax rate to give tax relief to 98 percent of all
lllinois taxpayers while imposing higher rates on taxable incomes above $300,000 in
taxable income.
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3. ILLINOIS’ FLAT TAX IS UNFAIR TO TAXPAYERS

People have quite different ideas when it comes to what constitutes “fair” taxation. The textbooks, however, don't.
It is in fact a fundamental, capitalist principle of tax policy that to be fair, a tax system ought to allocate tax burden
in proportion to ability to pay, when tax burden is measured as a percentage of income. This venerable principle
of fairness goes all the way back to 1776, and Adam Smith’s The Wealth of Nations. In this landmark work, Smith
specifically endorsed the propositions that:

e tax policy should “remedy inequality of riches as much as possible, by relieving the poor and burdening
the rich,” and

e “The subjects of every state ought to contribute toward the support of government as nearly as possible,
in proportion to their respective abilities; that is, in proportion to the revenue which they respectively enjoy
under the protection of the state.”10

Smith championed allocating tax burden in accordance with ability to pay because he theorized that in a capitalist
economy, top income classes would gain a disproportionately high share of economic growth over time.!* The
good news is that Adam Smith’s theory can be tested with data. The bad news is that Smith’s theory was spot on.
As shown in Figure 1, from 1979-2015, after inflation, 108.4 percent of all growth in family income—or more than
all of it—went to the wealthiest ten percent. Meanwhile, the real family income of the bottom 90 percent of
American earners was actually lower in 2015 than in 1979.12

Figure 1:
Change in Average US Income
Accounted for by Income Group

Income 1979 - 2015

Group Share of Growth
Top 10% 108.4%
Bottom 90% -8.4%

Source: Piketty and Saez analysis
of Internal Revenue Service data

Hence, to be fair, a tax system should focus its burden on those at the top of the income ladder, who would be
paying taxes out of their substantially growing wealth, rather than on low- and middle-income families, who in real
terms have been paying taxes out of their declining incomes for over three decades.

For two key reasons, among the different methods of taxation generally available to governments, the income tax
is the only one that can be used to create fairness in the imposition of tax burden. First, the income tax
automatically increases or decreases with a taxpayer’s ability to pay. If someone gets a raise, that person will
automatically pay more under an income tax. If, however, someone gets laid off, he or she will pay less. No other
tax automatically adjusts its burden in accordance with a taxpayer’s ability to pay.

Second, unique among the different taxes, an income tax can have a graduated rate structure—that is, impose
higher marginal tax rates on higher levels of income, and lower rates on lower levels of income. Hence,
implementing a thoughtful, graduated rate income tax can make a state’s overall tax burden fair—or at least fairer
than it would be without a graduated rate income tax structure.

Using a graduated rate income tax to create tax fairness is a time honored tradition in America that crosses
ideological lines. When the modern federal income tax was established in 1913, it only applied to the richest four
percent of Americans.® Republican presidents Richard Nixon and Ronald Reagan both advocated for creating tax
fairness through progressive taxation. Republican President George W. Bush specifically endorsed the concept of
progressive taxation in his 2001 budget proposal to Congress, which emphasized that his tax proposal “gives the
lowest income families the greatest percentage reduction. Indeed,” Bush emphasized, “higher income individuals
will pay a higher share of taxes after (the president’s) plan takes effect.”4
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The importance of using a graduated rate income tax to create fairness cannot be overstated, given that most
other taxes are structurally “regressive”—that is, will take a greater percentage of the income of a low- or middle-
income earner than a more affluent earner. For example, a sales tax is simply a set percentage of the purchase
price of a product or service. Hence someone earning $10,000 a year will pay the exact same sales tax on the
purchase of an item as will a millionaire who buys the same thing. Obviously, the sales tax paid will constitute a
greater portion of the income of the worker earning $10,000 than it will of the millionaire’s income.

For these basic policy reasons, most states that levy an income tax use a graduated rate structure. In fact, of the
forty-one states that impose an income tax, all but eight have graduated rate structures.'® lllinois, however, is
prohibited by its state Constitution from using the standard practice of creating tax fairness through a graduated
rate structure, and must instead apply one flat rate to all levels of income, regardless of ability to pay.6

Figure 2:
States Near lllinois With Graduated and Flat Income Taxes

Minnesota

] Graduated Tax
B Flat Tax

Michigan

Illinois

Source: Tax Foundation

One thing Figure 2 helps demonstrate is that using a graduated rate income tax to create tax fairness has
bipartisan support—as traditionally Republican leaning states like lowa, Missouri, and Kentucky, as well as states
that see both Republican and Democratic majorities from time to time like Ohio and Wisconsin, utilize graduated
rate structures.

Given that lllinois is constitutionally prohibited from building fairness into its tax system through implementation of
a graduated rate income tax, it should come as no surprise that lllinois has one of the most unfair—that is,
“regressive”—state and local tax systems in the country, when tax burden is considered as a percentage of
income.1” Combining the tax burden impact of state and local tax policy is crucial to making apples-to-apples
comparisons, because each state divides tax funding and service responsibilities between the levels of
government differently. According to the Institute for Taxation and Economic Policy, lllinois ranks as the fifth-most-
regressive state and local tax system in the country—and the most regressive in the Midwest.18 In lllinois, the top
one percent of income earners pay just 4.6 percent of their income in state and local taxes, while the middle 20
percent of workers pay more than double that, coming in at 10.8 percent of income, and the bottom 20 percent of
earners have almost three times the tax burden of the wealthiest, coming in at 13.2 percent.*®
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Figure 3:
State and Local Tax Burdens by Income in the Midwest

All State and Local Taxes as a Percentage of Income

Total State and Local
Own-Source Revenue
as Percentage of
Personal Income

Bottom 20% of Earners | Middle 20% of Earners | Top 1% of Earners

lowa (17.1%) Illinois (13.2%) Illinois (10.8%) Minnesota (7.5%)
Minnesota (16.7%) Indiana (12.0%) Indiana (10.8%) Wisconsin (6.2%)
Ohio (15.4%) Ohio (11.7%) Kentucky (10.8%) lowa (6.0%)
Michigan (15.3%) lowa (10.4%) Ohio (10.3%) Kentucky (6.0%)
Wisconsin (15.1%) Missouri (9.5%) Wisconsin (10.2%) Missouri (5.5%)
Illinois (15.1%) Michigan (9.2%) lowa (9.7%) Ohio (5.5%)
Indiana (14.9%) Kentucky (9.0%) Minnesota (9.6%) Indiana (5.2%)
Kentucky (14.8%) Wisconsin (8.9%) Michigan (9.2%) Michigan (5.1%)
Missouri (13.8%) Minnesota (8.8%) Missouri (9.0%) lllinois (4.6%)

Source: Institute for Taxation and Economic Policy, “Who Pays? Fifth Edition,” and Federation of Tax Administrators.

Because lllinois’ tax policy is so regressive, it creates the false perception among the state’s residents that lllinois
is a high tax state compared to the rest of the nation. As it turns out, according to the Federation of Tax
Administrators, lllinois ranks 27t out of the 50 states and the District of Columbia in total state and local tax
burden as a percentage of personal income.?° But while lllinois is in the bottom half of all states when considering
total state and local tax burden as a percentage of personal income, because its system is so regressive, it is in
fact a high-tax state for middle- and low-income residents—and hence for most taxpayers. Indeed, for the middle
20 percent of earners, lllinois has the third highest state and local tax burden as a percentage of income
nationally, while for the bottom 20 percent of earners, lllinois is second highest. Meanwhile, for the wealthy few,
lllinois is truly a low-tax state: lllinois’ total state and local tax burden for the top one percent of earners is lower
than all but 16 other states.?!

The fundamental problem with lllinois’ revenue system is not that it overtaxes the population in total, but
rather that it distributes the burden of supporting public services in a highly unfair way that ignores
ability to pay, by overtaxing most people, who happen to be low- and middle-income.

The flip side of this coin is that Illinois undertaxes wealthy families. Given the growth in income inequality over the
last 30 years that is highlighted in Figure 1 above, undertaxing people at the top of the income ladder is
tantamount to a failure to respond to how income growth is distributed in the modern economy. And precisely
because it fails to respond to how income growth is distributed in the modern economy, lllinois’ unfair, flat rate
income tax fails to generate adequate revenue to fund core services.

4. ILLINOIS’ UNFAIR, REGRESSIVE TAX SYSTEM CONTRIBUTES
TO THE STRUCTURAL DEFICIT IN THE STATE GENERAL FUND
AND HURTS THE PRIVATE SECTOR ECONOMY

CTBA projects that lllinois will end Fiscal Year (FY) 2018 with an accumulated General Fund deficit of $9.24
billion.22 That's a matter for some concern, given that total FY2018 General Fund spending on current services is
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scheduled to be $24.97 billion. In other words, fully 37 percent of all FY2018 General Fund spending on current
services will essentially be deficit spending. And that understates the scope of the problem: If not for the sale of
$6 billion in bonds authorized to pay down past-due bills in FY2018, the accumulated deficit would be nearly
$15.24 billion—or 61 percent of all current services spending in FY2018.

While the state’s fiscal condition worsened materially during the two-year budget standoff over the FY2016-
FY2017 sequence, lllinois’ deficits neither began with that budget crisis, nor did they end with the passage of the
FY2018 budget. Rather, lllinois has for generations suffered from a “structural deficit”: that is, adjusting solely for
inflation and population changes, and assuming a normal economy and no changes in law, the cost of providing
public services has grown with the economy and population over time, but state revenues have not. Hence, even
when lllinois does not add or expand any public services from year to year, its fiscal system nonetheless
generates a deficit. The current structural deficit is depicted in Figure 4.

Figure 4:
lllinois’ General Fund Structural Deficit ($ Millions)

$49,000
$47,000
$45,000
$43,000
$41,000
$39,000
$37,000

$35,000
2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028

- Revenue Expenditures

Source: CTBA analysis of Commission on Government Forecasting and Accountability figures. Assumes expenditures keep
pace with inflation and fully fund Evidence Based Model for school funding, a total increase of $4 billion by FY2028; assumes
revenues grow at historic rates.

This structural deficit has persisted despite major cuts in current service spending over the past two decades. In
fact, after adjusting for inflation and population growth, when FY2018 spending on current services is compared to
FY2000, it shows that lllinois in real terms has materially reduced funding for every main category of services
covered by the General Fund—Education, Healthcare, Human Services, and Public Safety—except for Early
Childhood Education.?® As shown in Figure 5, real funding for Public Safety has fallen 17.0 percent over this
sequence, while funding for Human Services has fallen 23.9 percent; for Healthcare, 27.9 percent; and for Higher
Education, a shocking 51.7 percent.

Given how significant the reductions in spending have been over time, the data clearly show that, to a great
extent, lllinois’ structural deficit is driven by an inadequate revenue system that fails to keep pace with the modern
economy. (The other major contributor to Illinois’ structural deficits, the unaffordable statutory plan for repaying
debt owed to the state’s public pension systems known as the “Pension Ramp,” is covered in other CTBA
publications, including “Pension Changes in the FY2018 Budget: Short-Term Savings and Long-Term Costs,”
published in October 2017.)

There are a number of ways in which lllinois’ tax policy fails to respond to the modern economy. For example,
consumer spending in lllinois, as in the rest of the nation, has largely shifted over the last 30 years from the
purchase of goods to services. Despite this, lllinois’ sales taxes do not apply to the vast majority of service
purchases consumers make, leaving what is now both the largest and fastest growing segment of the modern
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economy largely out of the state’s tax base.?* This is one key reason the lllinois tax system fails to generate
revenue that keeps pace with the inflation adjusted growth in the cost of providing even the same level of core
public services over time.

Figure 5:
General Fund Spending on Current Services, FY2000 and FY2018 ($ Millions)

FY2000 (Adj for

FY2000 FY2018 oz $ Difference (Adj

Category (Nominal) Enacted Pop Growth to for Inflation & % Change
FY2018 $) Pop Growth
K-12 Education $4,674 $7,760 $7,791 -$31 -0.4%
EarlE)clj E ct];tlt?(? N o $170 $444 $284 $160 56.5%
Higher Education $2,152 $1,733 $3,587 -$1,854 -51.7%
Healthcare $5,022 $7,229 $10,028 -$2,799 -27.9%
Human Services $4,599 $5,834 $7,667 -$1,833 -23.9%
Public Safety $1,350 $1,869 $2,250 -$381 -17.0%
Net General Fund

Service Appropriations $20,064 $24,974 $31,607 -$6,633 -21.0%

Source: CTBA analysis of COGFA and GOMB data.

The constitutional prohibition on using a graduated rate structure creates a similar dynamic with the state’s
income tax. Since the 1970s, growing income inequality has meant that over time, high-income households in all
50 states—including lllinois—have realized a greater proportion of income growth, and hence a greater share of
overall income.? [f lllinois were able to implement a graduated rate income tax structure, the state’s tax system
could respond to this economic reality by imposing higher tax rates on higher levels of income and lower rates on
lower levels of income. This in turn would make two structural improvements to the state’s tax system. On the one
hand, revenue growth would be enhanced over time to the point where it would more accurately correspond to
long-term economic growth. Moreover, tax burden could be distributed more fairly among taxpayers, by having
income tax rates correspond to ability to pay. Better still, the increased revenue would be raised from taxpayers
who would be paying from their substantially growing wealth. This means consumer spending would not be
materially harmed by the tax increase, as high-income families have such substantially growing incomes over
time that they tend not to spend less in the consumer economy when taxed more. In addition, the new revenue
would go to fund public services like education, health care, and social services that could help counter the social
mobility and related negative impacts of increasing income inequality.

Unfortunately, precisely because current lllinois policy both imposes tax burden unfairly and fails to generate
adequate revenue—which in turn forces spending cuts—Illinois’ flat rate income tax structure harms lllinois’ state
economy. This is for two reasons. First, it takes a disproportionate share of the incomes of working- and middle-
class families, who tend to spend most if not all of their earnings, because after inflation their incomes have been
declining in real terms since 1980.26 In economic terms, this means they have a high marginal propensity to
consume, or “MPC.” That simply means they tend to spend every additional dollar they gain in income. Similarly,
when their incomes are diminished through undue tax burden—as they are in lllinois—that dollar of lost income
generally translates to a dollar of lost consumer spending, which has a negative multiplier effect on the private
sector economy. The reason this harms the economy is simple: Most economic activity, upwards of 66 percent, is
consumer spending.?’

Conversely, more affluent individuals have a low MPC, which should not be surprising, given that, after inflation,
more than all the growth in income in America since 1979 has gone to the wealthiest 10 percent of income
earners. Indeed, not only have the top 10 percent realized all inflation adjusted income growth in America over the
last 40 years, but they also hold 77 percent of total national wealth, as shown in Figure 6. Hence, when taxes are
raised on higher levels of income, said tax increases do not materially reduce the consumer spending habits of
wealthy individuals. So, a well-designed graduated rate income tax that provides tax relief to low- and middle-
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income families, and raises revenue from wealthier families, can actually result in a net positive multiplier for the
private sector economy by stimulating consumer spending.

Figure 6:
National Wealth Held by Income Decile
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Source: Survey of Consumer Finances

Second, as analyzed previously, lllinois’ flat rate income tax generates inadequate revenue, which contributes to
the structural deficit in the state’s General Fund, which in turn compels reduced spending on core public services.
Research shows that reductions in spending on public services have a serious negative effect on the private
sector economy. The reasons for this are simple. Most General Fund spending on services is used to cover the
wages of the teachers, social workers, healthcare professionals, correctional officers, and other public employees
who provide services to the public. These people also happen to be middle-income workers, with high “marginal
propensities to consume.” Hence, a dollar spent on public services becomes wages for workers, which becomes
consumer spending in the private economy.

However, when state government is forced to reduce spending on current services due to inadequate revenue
generation from its tax system, that reduction is primarily made up of wage cuts to the aforesaid middle-income
public sector workers. Given that they have high marginal propensities to consume, this results in reduced
consumer spending, harming the state’s private sector economy.

These costs and benefits have been quantified through the work of Mark Zandi, chief economist at Moodys.com,
who has developed a series of “multipliers” that indicate how various kinds of public expenditures affect private
sector economic activity. Zandi found that spending on general state services had a multiplier of 1.36—meaning
that for every dollar of state spending, there was a benefit to the overall economy of $1.36. For comparison,
permanent income tax cuts had substantially lower multiplier values, closer to 0.29.%8

These dynamics have played out in real life over the last several years in two Midwestern states: Kansas and
Minnesota. In 2012, Kanas cut its top personal income tax rate from 6 percent to 4.5 percent, reducing state
revenue by over $900 million by FY2017.2° One year after Kanas’ cut, Minnesota raised its personal income
taxes, with a top rate of 9.85 percent—the fourth-highest top marginal rate in the nation—generating over $1
billion in budget surplus.3°

Since then, Minnesota has substantially outperformed Kansas in job growth. Though employment growth had
already been faster in Minnesota than in Kansas during the initial recovery to the Great Recession, that gap
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widened notably in the years after 2013, with Minnesota continuing to add jobs at a steady pace and Kansas' job

growth stalling out, and ultimately beginning to decline around 2015. Figure 7 shows the job trends in both of
these states since 2009.

Figure 7:
Total Nonfarm Employment in Minnesota and Kansas (Indexed to 2009 Recession)
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Source: Bureau of Economic Analysis

Given what the evidence shows about the interaction between state fiscal policy and the private sector economy,

one thing is clear: when done properly, utilizing a graduated tax rate to build fairness and responsiveness into a
tax system not only doesn’t harm a state’s economy, but can in fact help stimulate it.

5. CUTTING TAXES FOR 98 PERCENT OF ILLINOIS TAXPAYERS
WHILE REDUCING THE STRUCTURAL DEFICIT

The bottom line: lllinois’ unfair flat rate income tax structure over-burdens low- and middle-income families;
contributes to the state’s significant and growing structural deficit that threatens crucial public services like
education and healthcare; and harms the state’s private sector economy. One sure way to counter each of these
negative consequences is for lllinois to join the majority of states that have an income tax by moving to a
graduated rate structure. That requires a constitutional amendment.

If such an amendment passes, there are various paths decision makers can take to designing a rate structure that
both creates more tax fairness by reducing income tax burden on low- and middle-income families, and generates

new revenue from more affluent taxpayers, thereby responding to the modern economy and helping reduce the
state’s structural deficit.

To illustrate this point, CTBA has modeled out two theoretical approaches which demonstrate what a graduated
income tax in lllinois might look like. One uses a middle-class tax credit as the main vehicle for providing tax relief

to low- and middle-income families, while the other uses lower rates at lower levels of income to accomplish this
goal.
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Both of these graduated rate income tax proposals would:
e Cut taxes for the bottom 98 percent of lllinois taxpayers;
e Limit the top marginal rate to levels that already exist in the Midwest; and
e Reduce the structural deficit by $2 billion in the first year of implementation.
The first, credit-based rate structure approach option is depicted in Figure 8.
Figure 8:
Possible lllinois Graduated Income Tax Structure

With Tax Credit

Taxable Income Taxable Income Marginal Rate

Above Below
SO $300,000 4.95%
$300,000 $400,000 7.50%
$400,000 $500,000 8.00%
$500,000 $1,000,000 9.25%
$1,000,000 S- 9.85%

You will note, the structure outlined in Figure 8 keeps the state’s current income tax rate as the lowest rate.
However, the income tax burden of the bottom 98 percent of taxpayers is still reduced from current law by
coupling the rate structure in Figure 8 with the $300 income tax credit illustrated in Figure 9. Under this approach,
more than 91 percent of lllinois taxpayers get an immediate reduction in state income tax liability of $300,
including all taxpayers making under $100,000 if filing singly, or $200,000 if filing jointly. The value of the credit is
phased down as incomes increase, however another seven percent of taxpayers will nonetheless get a tax credit
of between $50 and $300, as the credit phases out at $200,000 of taxable income if filing singly, or $300,000 if
filing jointly.

The approach outlined in Figure 8 also gradually increases marginal income tax rates for the roughly two percent
of lllinois taxpayers whose taxable income is above $300,000 per year. Taxable income between $300,000 and
$400,000 would be subject to a marginal tax rate of 7.50 percent; taxable income between $400,000 and
$500,000 would be subject to a marginal tax rate of 8.00 percent; taxable income between $500,000 and $1
million would be subject to a marginal tax rate of 9.25 percent. The highest bracket, which would apply to taxable
income above $1 million, would be set at the top marginal income tax rate in Minnesota, or 9.85 percent. For
comparison, in prospering Minnesota, this top rate of 9.85 percent applies to much lower levels of income, which
start at just $160,020 for single filers and $266,700 for joint filers.3!

Under this approach, 98 percent of lllinois taxpayers would realize a tax cut compared to the current law—with 91
percent either receiving the full value of the $300 middle-class tax credit, or having all of their state income tax bill
eliminated in its entirety, if that total is under $300. It would also reduce the total tax burden as a percentage of
income lllinois imposes on low- and middle-income taxpayers to be more in line with those of other Midwestern
states. Figure 10 shows the effective tax rates—that is, the total amount of income taxes paid divided by
income—by taxable income for lllinois under the approach outlined in Figures 8 and 9, as well as those of nearby
states applied to Illinois taxpayers.
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Figure 9:
Value of Middle Class Tax Credit
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Finally, the approach outlined in Figures 8 and 9 would also raise upwards of $2 billion a year to help close the
state’s structural deficit. A rough projections of how this reduces that structural deficit is shown in Figure 11.

Figure 11:
Structural Deficit Before and After CTBA Graduated Income Tax Proposal
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A second approach that relies solely on the design of the rate structure to accomplish the twin goals of tax
fairness and revenue generation is outlined in Figure 12.

Figure 12:
Possible lllinois Graduated Income Tax Structure with Rate Cut

Taxable Income Taxable Income Marginal Rate

Above Below
SO $100,000 4.50%
$100,000 $300,000 4.95%
$300,000 $500,000 8.00%
$500,000 $1,000,000 9.25%
$1,000,000 S- 9.85%

Under this approach, anyone making under about $314,000 of taxable income—or more than 98 percent of lllinois
taxpayers—would see a tax cut of up to $450 from current law.

That's because the first $100,000 of all filers’ income would be taxed at 4.50 percent, rather than the current 4.95
percent. The next $200,000 of income, up to a total of $300,000, would be taxed at the current rate of 4.95
percent. Income between $300,000 and $500,000 would be taxed at 8.0 percent; income between $500,000 and
$1 million would be taxed at 9.25 percent; and income above $1 million would be taxed at 9.85 percent.

This approach would also raise about $2 billion in revenue to help close the state’s structural deficit.
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6. CONCLUSION

lllinois’ current tax system is unfair, because it fails to tax people according to their ability to pay. lllinois’ flat rate
income tax is one of the main reasons for this inherent unfairness. Indeed, lllinois’ tax system is so unfair that it
ranks as the fifth-most-regressive taxing state in the nation when total state and local tax burden as a percentage
of income is considered. lllinois’ tax system is so unfair that it perversely overtaxes most people by focusing tax
burden on low- and middle-income families, while materially undertaxing wealthy families. This in turn creates the
mistaken impression that lllinois is high tax overall, when in fact the data show that lllinois is below the national
average in terms of total state and local tax burden as a proportion of total income.

lllinois’ flat tax also contributes to the structural deficit that is causing the state to accumulate unpaid bills and
reduce spending on core state services like education, healthcare, public safety, and human services.

This in turn not only denies adequate levels of core services to communities across lllinois, but also harms the
state economy.

lllinois can begin to remedy these problems by implementing a graduated income tax structure like those
illustrated in this paper, which apply lower rates to lower levels of income and higher rates to higher levels of
income in a manner that both provides tax relief to 98 percent of lllinois taxpayers and shrinks the structural deficit
by some $2 billion a year.

Under such an approach, 49 out of 50 lllinois taxpayers would see a reduction in their income tax burden.
Meanwhile, top marginal income tax rates would be no higher than rates that already exist in the Midwest.

As a result, the state tax system would become fairer, more sustainable, and better for the lllinois economy. All
that’s needed is the bipartisan political will to amend the state’s Constitution to allow a graduated rate income tax
in lllinois.
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