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Overview

 Near-term outlook (1-2 years) is troubling

Continued revenue weakness, service 

cuts, shifting of costs to the future

 Long-term term outlook (3-10 years and 

beyond) is even worse

Gaps 2-4x the size of todayôs

 Revenue increases are under way ïbut 

spending problems may be harder to solve
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A look at the current picture

 State tax revenues the weakest on record

Q1 2009: 11.7% drop, worst in 50+ years

Further collapse in Q2: Down 16.6%

Q3: Still more decline, around 10% 

Worst drop since the Depression

 Revenue collapse drives current gaps 

Tax collections for 2009 same as 2006!

But spending increases contribute, too
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Statesõ responses to recent gaps

 Reductions, and reductions of expected 

increases, in spending

Many of these ill-planned and disruptive

 Larger tax increases than in last recession

Several major PIT increases

 Some job reductions; pay/benefits still up

 Very little real restructuring on either the 

revenue or spending side of the budget
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Long-term: Revenues up stronglyé

Change in state/local revenues, 1977-2007

Adjusted for inflation and population

Increase, %

Increase, 

billions of  $

General revenue 74% $989

Taxes 55% 450

Federal aid 59% 173

Charges/misc. 167% 366
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ébut spending & debt are up too

Change in state/local expenditures, 1977-2007

Adjusted for inflation and population

Increase, %

Increase, 

billions of  $

General expenditures 75% $963

Health/welfare 105% 292

Education 61% 299

Debt outstanding 98% 1,196
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Whatõs driving spending higher?

Growing Medicaid commitments

Vendor paymentsé1977 1992 2007

é as % of state/local

tax revenue 8.4% 16.7% 21.6%

é as % of direct

general expenditures

5.4% 9.6% 12.3%
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Whatõs driving spending? (Part II)

Education remains the largest ócost centerô 

for state and local governments

 $777 billion in FY2007 expenditures

 1/3 larger than health/welfare ($570 billion)

 And state/local taxes pay a much larger 

share of education costs

 Payroll: 1 in every 3 dollars spent in 2007

That doesnôt count benefits 
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One long-term look ahead

 GAO model of S/L fiscal balance shows 

sharp declining conditions within a decade

 Recession may speed that up

 Medicaid, employee/retiree health benefits 

drive major increases in costs

 Closing these gaps would require 15% 

overall tax increase, or 13% cut in 

expected spending, GAO says  
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Outlook: operating balances, 1980-2055
(State/local balance as % of GDP; GAO calculations) 

Rockefeller Institute of Government 10

-6.0

-4.0

-2.0

0.0

2.0

1980 1985 1990 1995 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050 2055

P
e
rc

e
n

ta
g
e
 o

f 
G

D
P

Operating Balance Fall 2008 Operating Balance Jan 2009



What do those gaps mean?

 Midpoint of the predicted decline is around 

2.5% of GDP

 In 2009, that would be around $350 billion

Thatôs equivalent to all state/local sales tax 

and corporate income tax collections

 Or, 55% of K-12 spending

 If gap rises to 5%+, those figures rise too
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What could states do?

 On the revenue side, states are finding 

some answers already (PIT, business tax)

 On the spending side, you have to go 

where the money is:

Medicaid/health care generally

Education

Employee costs
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Medicaid/health care

First: ódo no harm,ô Washington!

 Health-care reform could have varying 

impacts on states depending on how 

implemented -- avoid new costs here

 Long-term care is fast-growing cost

 Provide more options to nursing homes

 Improve public-private, individual mix of 

funding, rather than óMedicaid fits allô
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Change the ôproduction functionõ

Moynihan wrote of óBaumolôs disease,ô aka 

cost disease -- workforce costs make 

health care and education hard to control

 Can we reduce number of jobs required?

Schools: Technology-based learning

And, ómasterô teacher-assistant model

Long-term care: To what extent can 

technology replace staff?

Can/should families help? 
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Elephant in the room: Compensation

 Issue of pension funding is recognized --

relative level of benefits/cost mostly isnôt

 Same with retiree health benefits

In this yearôs fiscal crisis, some states cut 

pay (e.g. CA), others give raises (e.g. NY)

 How much is extra job security worth (how 

much can it offset $ costs?)
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Questions of fiscal federalism

 Some call for permanent increase for 

federal role in state/local finance.   Will 

that encourage:

more spending without offsetting tax 

revenue (thus more budget gaps), or 

new efficiencies?

 Should future federal assistance 

encourage program restructuring, e.g. 

through block grants?
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