THE NELSON A.

ROCKEFELLER
INSTITUTE

OF GOVERNMENT

State Budget and
Finance;

Trends and
Challenges

Pew Center on the States

and

Capitolbeat
Washington, DC
September 25, 2009

Donald J. Boyd,

Senior Fellow



Recessions and state-local finances

* Most of the “action” — In terms of automatic impact of
recession on finances — is on the revenue side of the
budget. (Pensions are an important exception. Medicaid
IS a somewhat lesser exception.)

« Different revenue structures, different impacts:

— Feds have the most volatile revenue structure (But who cares?
Annual balance not a goal)

— States almost as volatile — and they must balance annual
budgets. Ouch.

— Local governments (and states that rely on property taxes)
generally less volatile. State aid often a great source of risk and
volatility.

« Different recessions, different risks, different impacts on
states — depends on interaction of economic turmoil with
state revenue structures




Feds: Revenue oriented toward income taxes
States: Income and sales (with significant exceptions!)
Locals: Property tax and non-tax revenue
- Great variation across states -

Government revenue in fiscal year 2006

Revenue components

Revenue in $ billions as % of own-source total
Federal State Local Federal State Local

General revenue $2,399.4 $1,385.4 $1,243.7 100.0 143.4 162.0
Own-source revenue 2,399.4 966.2 767.6 100.0 100.0 100.0
Nontax 101.8 255.4 283.2 4.2 26.4 36.9
Total Taxes 2,297.6 710.9 484 .4 95.8 73.6 63.1
Individual income tax 1,846.1 245.9 22.7 76.9 25.4 3.0
General sales tax 0.0 226.7 55.5 0.0 23.5 7.2
Property tax 0.0 11.8 347.3 0.0 1.2 45.2
Corporate income tax 350.0 47.5 5.5 14.6 4.9 0.7
Other taxes 101.5 179.0 53.4 4.2 18.5 7.0

Sources: Federal - U.S. Department of the Treasury Financial Statements for 2006, re-categorized by Rockefeller
Institute; State and local - U.S. Bureau of the Census

Notes: Federal individual income tax includes FICA and other payroll taxes. Federal, state, and local taxes exclude
unemployment insurance taxes.
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Real retail sales - a sales tax driver — were hit hard
A recent glimmer - Been down so long it looks like up

Real retail sales in selected recessions
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Recent revenue news

« State tax collections Jan-Mar 2009 fell
11.7% vs. year ago, sharpest quarterly
decline in over 50 years of recorded data

* Preliminary April-June data even worse:
Total tax revenue down 19%. Down In 45
of 47 states reporting so far

— Personal income tax (PIT): -28%, down in 37
of 39 states

— Corporate income tax (CIT). +2.8%, skewed
by CA -- down in 39 of 43 states

— Sales tax -10.6%, down In 41 of 42 states




Preliminary April-June data: Total tax revenue
down 19%. Down in 45 of 47 reporting states.

Preliminary April-June Tax Revenue for Major Taxes, by State
2008 to 2009, Percent Change

PIT CIT Sales Total PIT CIT Sales Total
United States (28.0) 2.8 (10.6) (18.8) Southeast (22.5) (18.8) (11.5) (14.2)
Alabama (24.2) 113 9.8) (10.7)
New England (28.9) (14.7) (8.4) (19.4) Arkansas (13.3) 10.0 9.7) (6.5)
Connecticut (27.3) (19.1) (11.3) (20.8) Florida (19.9) (12.2) (13.6)
Maine (26.8) (27.4) (9.8) (17.9) Georgia (20.4) (29.0) (11.49) (17.1)
Massachusetts (31.8) 6.7) (6.1) (24.8) Kentucky (17.0) (38.3) (4.6) (8.4)
New Hampshire (18.9) (12.2) Louisiana (16.0) (38.9) (9.9) (19.8)
Rhode Island (10.7) (26.2) (1.5) (3.5) Mississippi (10.4) (26.0) (8.0) (8.8)
Vermont (29.8) (6.0) (6.2) 11 North Carolina (35.8) (12.3) (8.8) (15.6)
South Carolina (32.4) (36.9) (33.0) (32.3)
Mid-Atlantic (27.2) (16.3) 9.1) (20.1) Tennessee (18.3) (10.1) (11.4)
Delaware (36.1) (67.5) (24.2) Virginia (17.9) (6.7) (11.0) (14.0)
Maryland (16.4) (13.9) (12.6) (15.6) West Virginia 2.1 45 (1.5) 0.3
New Jersey
New York (31.1) (8.4) (8.9) (22.9) Southwest (35.7) (31.8) (10.4) (18.0)
Pennsylvania (20.4) (16.6) (7.7) (15.9) Avrizona (47.6) (29.9) (18.7) (30.9)
New Mexico
Great Lakes (27.0) 9.7 (13.4) 17.2) Oklahoma (20.0) (36.7) (4.5) (24.9)
Ilinois (23.7) (1.8) (11.1) (15.1) Texas (9.5 (14.7)
Indiana (20.4) (12.6) (5.3) (13.9)
Michigan (28.7) 6.7) (10.7) (5.7) Rocky Mountain (25.6) (39.0) (12.6) (24.7)
Ohio (29.5) (41.2) (9.0) (20.6) Colorado (30.6) (30.8) (13.5) (26.8)
Wisconsin (31.8) (5.6) (34.2) (30.6) ldaho (29.2) (38.4) (13.7) (19.9)
Montana (26.7) (16.6) (40.3)
Plains (19.7) (33.8) (3.5) (14.4) Utah (13.5) (57.1) (9.6) (16.8)
lowa (15.9) (26.9) 11.8 8.7) Wyoming (14.9) (25.3)
Kansas (17.3) (48.1) (1.6) (16.3)
Minnesota (31.1) (40.2) (7.3) (20.2) Far West (34.8) 59.5 (10.8) (23.6)
Missouri (12.7) (22.6) (8.3) (10.5) Alaska (67.5) (87.2)
Nebraska (15.3) (15.4) (2.5) (8.8) California (35.3) 68.4 (8.8) (16.6)
North Dakota 6.6 (41.3) (4.5) (11.5) Hawaii (33.8) (42.2) (10.0) (18.4)
South Dakota Nevada (18.3) (17.6)
Oregon (30.1) (51.2) (30.8)
Washington (15.8) (10.4)

Source: Lucy Dadayan, Rockefeller Institute of Government
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This fiscal crisis has legs (1)

Economic and technical reasons

« Most economists expect slow economic
recovery. Consumption recovery likely to be
modest given housing overhang, auto
oversupply, efforts by consumers to rebuild
balance sheets

« Some revenue drivers (e.g., employment &
wages) recover more slowly than the broader
economy (GDP)

* Some revenue sources have built-in lags.
Example: corporate tax credits and treatment of
losses.

« Some spending pressures increase after a
recession, with a lag: e.g., pensions, Medicaid




Taxes can take 3-5 or more years to re-attain
prior peak (absent tax increases)

Taxes adjusted for population growth, inflation, and legislative changes
By fiscal year, indexed to approximate start of each fiscal crisis (Year 0)
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Sources: Tax revenue (Census Bureau and Rockefeller Institute estimates), Inflation (BEA GDP price index),
Legislative changes (NGA/NASBO Fiscal Survey of States Fall 2008)
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This fiscal crisis has legs (2)

Policy, political, and perceptual reasons

Hard for forecasters, planners, and policymakers to catch up with a crisis,
especially when revenue falls off suddenly:

— Forecasters and analysts must recognize shortfalls

— Planners must develop and recommend options

— Governors must propose and persuade; legislators must enact

— This takes time, hard to shift suddenly in middle of negotiations. Developing
shortfalls not always grappled with

States rarely cut spending as sharply as revenue falls. When tax revenue
begins to recover, it can still be well below levels of several years ago, and
well below “desired” spending levels. At this point, the good news is that
revenue is rising; the bad news is there’s still not enough of it.

Takes time to build political consensus for significant spending cuts
Legal, institutional and political environment encourages year-at-a-time
thinking:

— Stable spending pressures

— Volatile tax revenue that falls sharply & often bounces back sharply

— Insufficient reserves

— Requirement to balance annually

— Short political cycles, and laws/institutions focused primarily on year-ahead,
encourage

— -> States stretch out fiscal crises, biting them off in pieces — using one shots,
spending delays, temporary taxes, federal stimulus




Hard to catch up with a crisis: Three consecutive
years of shortfalls in last 2 recessions. Now?

State tax revenue shortfalls in periods near recessions
Adopted-budget projections compared with actual results (or, for 2009, most-recent estimates)

Shortfall in $ millions Shortfall as % of tax source

1991 recession period

Sum of major

Sum of major

Fiscal year Sales tax Income tax Corporate tax taxes Sales tax Income tax Corporate tax taxes
1989 557 2,769 n/a 3,326 0.6% 3.2% n/a 1.9%
1990 (1,100) (1,027) (3,148) (5,275) -1.2% -1.1% -12.6% -2.5%
1991 (4,502) (4,803) (3,269) (12,574) -4.6% -4.6% -13.4% -5.6%
1992 (2,408) (4,847) (1,125) (8,380) -2.3% -4.4% -4.9% -3.5%
1990-1992 Sum (8,010) (10,677) (7,542) (26,229) -2.7% -3.4% -10.4% -3.9%
1994 1,492 (764) 1,178 1,906 1.4% -0.7% 4.8% 0.8%

2001 recession period

Corporate  Sum of major Sum of major

Fiscal year Sales tax Income tax tax taxes Sales tax Income tax Corporate tax taxes
2000 4,756 7,020 615 12,391 2.7% 3.9% 1.9% 3.2%
2001 542 944 (1,759) (273) 0.4% 0.6% -7.2% -0.1%
2002 (5,450) (27,504) (6,177) (39,131) -3.3% -12.8% -21.3% -9.5%
2003 (5,866) (19,285) (1,135) (26,286) -3.4% -9.7% -4.1% -6.6%
2001-2003 Sum (10,774) (45,845) (9,071) (65,690) -2.3% -8.0% -11.2% -5.8%
2004 877 3,210 2,090 6,177 0.5% 1.7% 7.7% 1.6%

2007 recession period

Corporate  Sum of major Sum of major

Fiscal year Sales tax Income tax tax taxes Sales tax Income tax  Corporate tax taxes
2007 730 10,046 5,916 16,692 0.3% 4.0% 12.6% 3.3%
2008 (3,638) 5,714 (1,282) 794 -1.7% 2.1% -2.5% 0.1%
2009 (12,304) (26,432) (9,096) (47,832) -5.6% -9.3% -17.4% -8.6%

NOTES: (1) FY 2009 based on spring responses, before shortfalls in income tax returns and sharp deterioration in sales tax, (2) Actual shortfalls for FY 2009
will be much larger than the numbers shown above (reported by NASBO in Spring 2009), (3) FY 2001 does not include California

Source: NASBO/NGA Fiscal Survey of the States, fall of relevant year for prior recessions; spring 2009 for 2007 current recession

Rockefeller Institute of Government
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This fiscal crisis has legs (3)

History suggests states could be closing budget gaps and increasing
taxes well after the recovery is underway.

Enacted tax changes as % of tax revenue, four fiscal crises

Recession(s) of: Recession of: Recession of: Recession of:
Jan 1980 to Nov 1982 Jul 1990 to Mar 1991 Mar 2001 to Nov 2001 Dec 2007 to ????
1980 -1.4% 1989 0.3% 2001 -1.0% 2009 0.2%
1981 0.3% 1990 1.7% 2002 0.1% 2010 3.4%
1982 2.4% 1991 3.4% 2003 1.5% 2011 ?
1983 2.1% 1992 4.7% } 2004 1.7% 2012 ?
1984 5.4% } 1993 0.9% 2005 0.5% 2013 ?

means economic
recovery underway

Notes: (1) Fiscal year is year in which change took effect, not year of enactment; (2) positive numbers are tax increases, negative
numbers are tax cuts; (3) In almost all states, fiscal year ends on June 30 of year shown above; (4) Recession dates are month of
start to month of end; (5) Jan 1980 to Nov 1982 recession period is combined period of two consecutive recessions; (6) Enacted
changes for 2010 are as proposed by governors; actual will be higher

Sources: NGA/NASBO Spring 2009 Fiscal Survey of the States (tax change estimates); Census Bureau (tax collections);
Rockefeller Institute (estimated 2009 and 2010 collections); National Bureau of Economic Research (recession dates)

Rockefeller Institute of Government



The cliff: Baseline gaps of >$100b re-emerge under

“high-gap” assumptions (absent recurring budget actions)

"High-Gap" Scenario:
State general revenue minus expenditures with and without federal stimulus
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One well-disclosed example of “the clift”

Adopted NY budget (April) contemplated out-year budget gaps rising to $13.7b in 2012-13, reflecting:
« Slow economic recovery

* Outyear loss of federal stimulus aid

» Temporary revenue measures that expire

Update: outyear gap now projected at $18b (24% of general fund) — worsening revenue, large pension
contribution increases

ENACTED BUDGET GAP-CLOSING PLAN: GENERAL FUND AND HCRA
SAVINGS/(COSTS)
{millions of dﬂllﬂ
Tweo-Year
200805 2008-10 Total 2010-11 2011-12 2012-13
CURRENT-SERVICES GAPS BEFORE ACTIONS E£| ’1?I35£ M ’Ei?ﬂ M ’H‘&|
Cumnuiative Gop (85, 195)
Enacted Gap-Closing Actions 1,595 12 332 13827 13,794 13,144 9214
Spending Actions 413 6,047 & 460 7,360 8,234 3138
Revenue Actions 113 5279 5,397 6,443 4,974 1110
Non-Re ouming Resounes 1,064 1,006 2,070 ()] (2] 34)
Direct Federal Aid 1299 4,850 6,149 4,414 1) {75}
Emhanced FMAPMedicaid Relief 1,295 3,702 5,001 3,387 i i
State Fiscal Stabilization Relief i 1150 1,150 1,508 354 i
Federal Tax Relief Extended to State Tax Code o 12} 2} (481) {3609 75)
Met Availlable Resources Applied in 200910 {675) 675 1] i) 1] 1]
EMACTED BUDGET GAFS 0 1] [i] {2, 166) (8,757 (13,706 )
Cumnuiative Gop (24,629

Table Source: New York State Division of the Budget, 2009-10 Enacted Budget Financial Plan, April 28, 2009

Rockefeller Institute of Government 13



Other states face similar issues...(N]J)

New Jersey — NOMINAL revenue does not re-attain 2008 level until 2014!
It Could Take Many Years for
Revenues to Return to FY2008 Peak

$40,000,000,000

$35,000,000,000
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50

Fiscal Years

« Plus: $1.6 billion federal stimulus in NJ budget disappears after 2010,
driving spending up; pension contributions were deferred, but will
skyrocket to $2.5b if fully funded; $1.1b temporary taxes expire

*  $8b budget gap for 2011 — more than 25% of revenue

Primary Sources: Rosen, David J., New Jersey Legislative Budget and Finance Officer, Testimony, May 2009, and
reports regarding July 2009 memorandum to Senate Minority Leader

Rockefeller Institute of Government 14



Other states face similar issues...

« MD: On Sep 17 Board of Revenue Estimates
lowered 2010 estimates by $683m (5%). Budget
gap for 2011 approaching $2b (15+%). Tax
revenue for 2011 projected to grow, but still
below FY 2007 level

« HI, NC, and OR (in addition to NJ, NY) have
temporary income tax increases

« WV anticipates using as much as $400m of
$475m rainy day reserve in 2013 & 2014 to
support education & health. Considerable
Medicaid spending pressure

15



Budget gaps already projected for 2011 in a majority of states

TABLE 2: STATES WITH PROJECTED FY2011 BUDGET GAPS

Percent of FY2010
« Atleast 30 states face 2011 fios gt | s Fund g
Alaska 3677 million 15.3%
A 52.6 bill 26.71%
g apS Cral;lzi?nr::ia 515 h:lllig: 16.3%
Colorado $1.3 billion 16.9%
Connecticut 344 billion 25.0%
. . . Flonda 55.0 billion 15.3%
« Shortfalls still emerging in 2010, ==
awali $320 million 6.2%
. MMnois $10.4 billion 28 2%
W|” |ead to grea‘ter gaps Tndiana $376 millon 22%
lowa DK na
. Kansas $412 million 6.7%
d K $508 mill B.2%
projected for 2011 iy
Massachusetts DK na
Michigan 2.7 bilion 11.9%
Mississipp] 5544 mill 10.9%
« Few formal forecasts for 2011 — SeomT
MNew Hampshire $250 million 16.2%
. . - -
and bevond, but preconditions pE—
’
. Mew York . 546 b?ll?an B 4%
for larger gaps in place, even S o o
Oklahoma 5725 million 12.7%
. 9] 54.2 bill 29.0%
with econ recovery ST $4.1 bilion o
Rhode Island 5187 million 6. 4%
Utah $700 milion 13.9%
Wermont $82 million 7.3%
Wirginia DK na
Washington DK na
Table Source: McNichol, Elizabeth and Iris J. Lav, New Fiscal st Srgna 320 riion il
Year Brings No Relief From Unprecedented State Budget \T’\‘;'t::ninﬂ :;:;mm 1§32,1
Problems, Center on Budget and Policy Priorities, September 3, - -
2009 Motes: Anentry of "D in Size of Gap means that an estimate of the size of the

projected gap in that state is not yet available.
For some states, these estimates reflect projected deficits after taking use of

Also see State Budget Update: July 2009, National Conference of federal stimulus funds info account.
State Legislatures

Rockefeller Institute of Government 16



Concluding comments

 How do you know if your state faces big outyear gaps®?

— Did they disclose it? Enacted budget analysis. Is tax revenue, if
growing, still below level of several years ago?

— Did they disclose telltale signs? One shots, payment delays,
reserve funds, asset sales, rapid use of federal stimulus,...

— Did others disclose it? (Watchdogs, monitors, rating agencies)

« Are they planning for it and talking about it? Or is silence
golden? (A plug for multi-year planning)

« Some considerations for the longer term...
— OPEB and pensions — rapid escalation in annual payments

— Medicaid — demographic cost pressures
— Tax structures — continued degradation (?)

17
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A majority of states have begun cutting state government employment
(although reductions are far smaller than in private sector)

Percent change in state government employment
June-August 2009 vs. year earlier

Montana (10.9) West Virginia (0.2)
Arizona (8.8) Hawaii (0.2)
Delaware (8.6) lowa -

Indiana (7.2) Missouri 0.1
North Carolina (4.8) Wisconsin 0.5
Kentucky (4.1) California 0.9
Connecticut (3.9) Louisiana 0.9
New Jersey (3.7) Utah 1.0
Rhode Island (3.3) Oregon 1.0
Ohio (3.1) Vermont 1.0
Georgia (2.8) Maryland 1.0
Alabama (2.7) Florida 1.1
Massachusetts (2.7) New Hampshire 15
Washington (2.5) Pennsylvania 2.1
South Carolina (2.4) Alaska 2.1
New York (2.2) Michigan 2.2
Illinois (2.0) South Dakota 2.4
Kansas (1.6) Texas 2.4
Wyoming (0.9) Oklahoma 2.7
Tennessee (0.8) Virginia 2.9
Maine (0.8) Mississippi 3.4
New Mexico (0.8) Colorado 3.4
Nevada (0.7) Nebraska 4.9
Idaho (0.6) Arkansas 6.1
Minnesota (0.5) North Dakota 9.6

Source: BLS Current Employment Statistics

Rockefeller Institute of Government 19



Real per-capita tax revenue since crisis began

Percent change in real per-capita state tax revenue

Florida

South Carolina
Georgia
Arizona
Virginia
Nevada

Utah
California
Washington
Tennessee
North Carolina
New Hampshire
Idaho

Hawaii
Delaware
Maine

Rhode Island
Vermont

New Mexico
Minnesota
Nebraska
Kentucky
[llinois
Alabama
Colorado

Source: Census Bureau, BEA (GDP price index)

4 quarters ended 200791 to 4 quarters ended 200991

United States

(21.1)
(13.2)
(13.1)
(13.0)
(12.0)
(10.9)
(10.5)
(10.3)
(9.4)
(8.4)
(8.1)
(7.6)
(7.2)
(6.8)
(6.4)
(6.2)
(6.2)
(5.4)
(4.9)
(4.6)
(4.3)
(4.1)
(3.8)
(3.4)
(3.3)

Mississippi
New Jersey
Louisiana
Connecticut
New York
Missouri
Arkansas
Wisconsin
Pennsylvania
Oklahoma
Massachusetts
West Virginia
Kansas
Oregon

Ohio

South Dakota
Michigan
Indiana
Texas
Maryland
Montana
lowa
Wyoming
North Dakota
Alaska

(3.3)
(3.0)
(2.9)
(2.8)
(2.6)
(2.4)
(2.3)
(2.2)
(2.1)
(1.4)
(1.3)
(1.2)
(0.8)
(0.8)
(0.1)
0.8
1.0
3.6
6.0
8.1
8.2
10.0
11.7
39.5
239.6

Rockefeller Institute of Government
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Relative sales-tax reliance

State government sales tax as percentage of total taxes, 2006

United States 31.9
Washington 61.2 lowa
Tennessee 60.6 Maine
South Dakota 57.1 Pennsylvania
Florida 55.9 California
Nevada 51.4 Kentucky
Mississippi 50.9 lllinois
Texas 499 North Dakota
Hawaii 47.9 New Jersey
Arizona 45.1 Alabama
South Carolina 41.1 Minnesota
Arkansas 39.5 Connecticut
Indiana 39.1 Colorado
Nebraska 35.6 West Virginia
Louisiana 35.5 North Carolina
Utah 34.6 Oklahoma
Idaho 34.3 Maryland
New Mexico 34.1 Massachusetts
Michigan 34.1 New York
Georgia 34.1 Virginia
Kansas 33.9 Vermont
Ohio 31.5 Alaska
Rhode Island 31.2 Delaware
Missouri 30.5 Montana
Wisconsin 29.9 New Hampshire
Wyoming 29.4 Oregon

Source: Census Bureau

Rockefeller Institute of Government
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Relative income-tax reliance

State government income tax as percentage of total taxes, 2006

United States

Oregon
Massachusetts
New York
Virginia
Colorado
Connecticut
Georgia
California
North Carolina
Missouri
Wisconsin
Maryland
Utah

Ohio

New Jersey
Minnesota
lowa
Nebraska
Idaho
Kansas
Maine
Rhode Island
Montana
Delaware
Oklahoma

Source: Census Bureau

71.4
54.1
53.7
52.8
50.0
47.6
47.2
46.0
46.0
441
42.8
42.1
41.7
40.2
40.0
39.6
394
39.0
38.9
38.3
38.0
37.2
36.2
35.6
35.3

34.6

South Carolina
Alabama
Indiana
Hawaii
Pennsylvania
lllinois
Kentucky
Arkansas
West Virginia
Arizona
Michigan
Louisiana
Vermont
New Mexico
Mississippi
North Dakota
New Hampshire
Tennessee
Alaska
Florida
Nevada
South Dakota
Texas
Washington
Wyoming

35.1
324
32.2
315
31.1
30.7
29.3
28.7
28.5
27.4
26.3
25.9
225
22.0
20.9
17.0

3.9

Rockefeller Institute of Government
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Tax increases will be larger than last crisis (and
larger than initially proposed) [NASBO

Enacted State Revenue Changes, Fiscal 1979 to
Fiscal 2009; and Proposed State Revenue Actions,

Fiscal 2010
Revenue Change
Fiscal Year (Billion s)
2010 $239
2009 1.5
2008 45
2007 -21
2006 24
2005 35
2004 9.6
2003 83
2002 0.3
2001 -5.8
2000 -5.2
1999 -7.0
1998 -4.6
1997 -41
1986 -38
1995 -26
1984 3.0
1993 30
1992 150
1981 10.3
1990 4.9
1989 0.8
1988 6.0
1987 0.6
1886 -11
1985 09
1984 10.1
1983 35
1982 38
1881 04
1980 =20
1979 -2.3

SOURCES: Advisory Commission on Intergovernmental Relations,
Significant Features of Fiscal Federalism, 1985-86 edition, page 77.
based on data from the Tax Foundation and the National
Conference of State Legislatures. Fiscal 1888-2010 data provided
by the National Association pf State Budgst Officers.

Rockefeller Institute of Government 23



Which taxes are most volatile?

Standard deviation of annual percent-
change in real per-capita tax revenue

1980 to 2006, state and local governments in U.S.
as awhole, no legislative adjustments

Corporate income tax 9.2
Income tax 4.6
Sales tax 2.7
Property tax 1.9
All other taxes 1.8

Source: Rockefeller Institute analysis of data from
Census Bureau, BEA

Rockefeller Institute of Government
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A stylized view of policy response

« Extreme tax revenue volatility, coupled with

stable to rising spending pressures in recession
requirement to strive for annual budget balance

relatively few rules about "quality” of balance (does not need to be sustainable, or
reflect GAAP concepts, etc.)

generally no legal requirement to strive for budget balance in the year after the
budget year

short electoral cycles

e Leadto

view that “the world ends in 13 months” (e.g., if negotiating budget in June for
year ending next June)

anything that closes the current budget gap can be acceptable, even if it simply
shifts resources from the future (e.g., securitize tobacco or lottery revenue)

hierarchy of pain - drawing down reserves first, and taking other temporary and
easy actions first (hiring freezes), with deep spending cuts and tax increases often
deferred until later in the crisis

hard to make structural reforms if fiscal benefits come after the budget year but
political costs come at time of enactment

« Natural response: states push large parts of fiscal problems into later years.
Fiscal crises are rarely “solved” in the first year - it can take 3 or 4 years
before finances recover, even if economic recovery comes sooner

o 2001 crisis went much like this
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“Automatic” spending responses to recession: Less
significant than revenue, longer lags

Medicaid — mostly financed by state governments
— About two thirds of Medicaid spending is for elderly and disabled

— 1 percentage point rise in the national unemployment rate would increase
Medicaid and SCHIP enrollment by 1 million (600,000 children and 400,000 non-
elderly adults) and cause the number of uninsured to grow by 1.1 million. That
would increase Medicaid and SCHIP costs by $3.4 billion, including $1.4 billion in
state spending. This represents a 1 percent increase in total Medicaid and
SCHIP expenditures.” (Dorn, et al.)

— That’s about $5.6b for 4 pt. unemployment rise, compared with state budget
gaps exceeding $160 billion

K-12 education — mostly financed by state gov'ts and local gov'ts; largely
driven by policy choices (some aid partly driven by economic factors)
Higher education — financed primarily by state gov't

— Jobs harder to get, good time to stay in school and build skills

— Noticeable increases in community college enrollment during recessions
Cash and other assistance — less than 2% of state-funded expenditures,
very little paid by locals. Much of this is now block-grant funded.
Pension contributions — small budget share, but swings are large enough to
be meaningful

— 1-1.5% of SG expenditures on average (guess); 3-3.5% of LG on average

— Subject to LARGE LAGGED swings, great variation across states

— Small share of budget, but huge swings mean still can have meaningful impact
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