CAN ILLINOIS SUFFER ANOTHER ROUND OF DOWNGRADES? YES!
What Would It Take for Illinois State Ratings to Drop to “Junk Bond Status”?
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On June 9, 2016, Standard & Poor’s became the third rating agency to downgrade Illinois’ general obligation
bonds to the Baa/BBB category. Not counting Puerto Rico (which is not a state, but a territory with less sovereign
power than a state), Illinois is one of only a handful of states that have seen their bond ratings drop to that level
in modern rating agency history since 1960.
Using Standard & Poor’s History of U.S. State Ratings as a guide, Illinois became the fourth state to see its rating
drop to levels that are barely investment grade, following Louisiana in 1988, Massachusetts in 1989, and
California in 2003. At one point, three of these states had ratings as high as “AAA” (California, Massachusetts,
and even Illinois), whereas Louisiana has had ratings as high as “AA”.
What does this rating history tell us? It says that all of these four bond issuers have or had credit rating
fundamentals (economic/tax base, administrative and legal factors, and reasonable debt levels) that warranted
higher ratings. So, what is the common cause?
It can best be said that the downgrades of these are “self-inflicted wounds”, the results of man-made disasters
from poor fiscal management or lack of regard for basic accepted budgetary management. It also shows us that
the bond ratings of issuers like Illinois can be reversed and followed with upgraded ratings, as has been the case
for the other three once-poorly rated states.
Is There a Floor Beneath State Ratings?
Putting it another way, are there no circumstances under which a state will see their rating fall into noninvestment grade (“junk”) status? Last week, Moody’s responded emphatically that they had no floor for state

ratings. They did point out that most state ratings fall into the “Aaa” to “Aa” categories, primarily because of the
built-in economic diversity of these relatively large units, a near monopoly over their ability to govern taxation,
expenditures and the timing of their receipts and disbursements. In Illinois, that state’s saving grace is that they
have honored a dedication of required revenue into a special designated debt payment fund. While many
vendors are not being paid, this is one of a state’s sovereign powers to manage its cash flow, and state accounts
payable are rising to record levels (estimated at $10 billion by both S&P and Moody’s). The state still has not
adopted a budget for their fiscal year which ends in 2 weeks, and of course there would be no movement to set
an adopted budget for the next year which starts on July 1.
If this were a city or a county, this kind of fiscal performance would have resulted in junk ratings years ago. The
only reason that has not occurred is because states have “sovereign power” over their financial affairs. Other
than spending federal grants for purposes required by the terms of the grant, states like Illinois are beholden to
no one for their financial affairs. Which gets us to today’s sorry state of affairs for Illinois.
In 2010, the state passed temporary personal and corporate income tax increases to fund deficits earlier in this
decade. On December 31, 2014, those new taxes were allowed to lapse. Personal income tax rates dropped from
5% to 3.5%, and corporate income tax rates dropped from 7% to 5.25%. There is no, and never was, a “Plan B” to
deal with the substantial reduction of state revenue, estimated at $4 to $5 billion annually.
Illinois’ budgetary management has virtually no precedent. There are only 2 weeks left in fiscal year 2016, which
ends on June 30, and there still is no adopted budget between the Governor and the Legislature. Given that fact,
it is academic to discuss the 2017 State budget, which starts on July 1. The rating downgrades are more a
reflection of poor financial management than they are the risk of default. The root cause of Illinois’ poor budget
management does not lay blame to either the Governor or the legislature. The downgrades do lay blame
collectively, however, at the feet of both the Governor & legislature. Allowing the state to go 11+ months
without an adopted budget is not only poor financial management. It is shameful.
Will Illinois Follow Puerto Rico Into Junk Bond Rating Territory?
The answer is an unequivocal “NO” from this analyst. Illinois has too many things in its favor, if it would only
follow prudent and consistent financial management:
1. A moderate debt burden, that is rapidly repaid (over 54% in 10 years);
2. A diversified and growing economy, marked by higher than average per capita income and gross domestic
product;
3. A reasonable tax burden, which if raised could permit new spending or deficit reduction;
4. Illinois does not rely on short-term cash flow debt, which is issued in the beginning of the budget year and
repaid at the end of the budget year.
This last point is very important: an issuer that relies on notes of one year or less to pay bills early in the year are
particularly at risk if there is a sudden drop in revenue, or if revenue forecasts were optimistic. This scenario was
important in Massachusetts’ & California’s ratings of BBB in the early 1990s, because the debts in billions of
dollars were coming due when state tax revenues were falling short by billions of dollars.
Illinois does not use short-term notes for cash flow management; instead, they have used delays & prioritization
of cash payments to vendors not included in legislatively approved stop-gap spending approvals. Moody’s & S&P
estimate that Illinois has between $9-$10 billion of bills waiting to be paid for lack of legal budgetary
appropriation authority. At some point, using delayed vendor repayments has to stop, or essential state services
will be affected.

One Last Comment on the State of Illinois’ Pension Funding: Underfunding Does Not Mean Insolvency
It’s common knowledge that Illinois has one of the worst pension funding levels in the U.S., estimated at 40% of
what will be needed over the long haul to meet the retirement needs of its past and current employees. The next
two states, Kentucky & Connecticut, have funded ratios of 45% and 50%. And yet, both of these states still enjoy
significantly higher bond ratings in the “AA” to “A+” categories.
Like individuals, States like Illinois should be “squirreling” away assets to meet substantial financial retirement
obligations as they come due. But that does not necessarily mean that states must be at a 100% actuarially
funded level. In general, higher levels of pension funding reduce the money needed to cover future retirement
costs.
The chart below might put things in perspective. I took Illinois historical pension receipts/disbursements from
2011-2015, and then made projections for 2016-2025 based on certain assumptions, some of which may be
controversial.

This is, by far, not an actuarial projection; rather, it is a rough approximation of where Illinois’ pension fund balances
will be using what I believe to be reasonable assumptions:
1. State payments are made according to an already-agreed upon schedule of increases through 2025 and
beyond;
2. Employment contributions grow the same as at past rates, with a built-in growth factor of 4% annually
3. Pension disbursements rise at the same growth rate as 2011 through 2015; and
4. Pension Fund balances can be invested at an average rate of return of 7% annually.
5. This last assumption is controversial, as state and local governments are being pressured to use forecasts of
about 4% annually (reflecting a rate of return on risk-free Treasury bonds). Most pension funds, both public
and private, allocate 50% or more of their investments into stocks, where long term performance has far
exceeded the rate of return on Treasury bonds, notes or corporate debt.
Of course there will be years where investment returns will be below 7%. These will be offset by years where
investment returns far exceed 7%. The Stern School of Business for NYU shows that since 2006 (which included the
crash of 2008), the average mathematical rate of return on a barrel of S&P 500 stocks was 9.03%.
Using these assumptions through 2025, the chart demonstrates that through the next 10 years, Illinois’ pension
balances continue to grow, and that annual benefit payments are met with a cushion for future years. Again, these
projections are no more than that- mathematical projections using simple assumptions for revenue and expense data
beyond 2015. It is my belief, however, that the projections are useful; if they come close to reality over the next 10
years, Illinois’ pension fund assets would still be in a position to pay at least 5 more years of benefits, even if the state
stops payments completely, or receives no income or gains on its investment portfolio, scenarios which I believe are
possible but remote.
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