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Dedicated to Donald D. Kummerfeld

With the deepest sadness and appreciation we dedicate this report to our friend and colleague, Donald
Kummerfeld, who passed away on July 5, 2012. Don'’s career spanned public service, investment banking,
and publishing. As New York's Budget Director, First Deputy Mayor, and Executive Director of the Emergency
Financial Control Board, Don played a critical role in rescuing the city from the fiscal crisis that threatened it
in the 1970s, a period during which he worked closely with board co-chair Richard Ravitch. Don understood
the real world of government decision making and helped in many ways to make it more effective. He brought
insight, rigor, passion, and a life's wealth of experience to all aspects of this project, which is immeasurably
better for his contribution. We will miss him greatly.

More information is available at
www.statebudgetcrisis.org
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A Statement From the Task Force Co-Chairs

July 17,2012

Our purpose in assembling the State Budget Crisis Task Force has been to understand the
extent of the fiscal problems faced by the states of this nation in the aftermath of the global
financial crisis. While the extent of the challenge varies significantly state by state, there can
be no doubt that the magnitude of the problem is great and extends beyond the impact of the
financial crisis and the lingering recession. The ability of the states to meet their obligations
to public employees, to creditors and most critically to the education and well-being of their
citizens is threatened.

The United States Constitution leaves to states the responsibility for most domestic
governmental functions: states and their localities largely finance and build public infrastructure,
educate our children, maintain public safety, and implement the social safety net. State

and local governments spend $2.5 trillion annually and employ over 19 million workers—

15 percent of the national total and 6 times as many workers as the federal government.

State governments are coping with unprecedented challenges in attempting to provide
established levels of service with uncertain and constrained resources.

Within the limits of time and resources, we have examined the financial condition of six heavily
populated states—California, lllinois, New Jersey, New York, Texas and Virginia. While each
state varies in detail, a common thread runs through the analysis, supported by information
available for states generally.

What we found will not be surprising to many knowledgeable observers, but the facts have
never been assembled in a way that reflects the totality of the problems.

Certain large expenditures are growing at rates that exceed reasonable expectations for
revenues:

* Medicaid programs are growing rapidly because of increasing enrollments, escalating
health care costs and difficulty in implementing cost reduction proposals. At recent rates
of growth, state Medicaid costs will outstrip revenue growth by a wide margin, and the gap
will continue to expand.

* Pension funds for state and local government workers are underfunded by approximately
a trillion dollars according to their actuaries and by as much as $3 trillion or more if more
conservative investment assumptions are used.

610 Fifth Avenue | Suite 420 | New York, NY 10020 | phone 646.396.9382
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+ Unfunded liabilities for health care benefits for state and local government retirees amount to
more than $1 trillion.

The capacity to raise revenues is increasingly impaired:

* Untaxed transactions are eroding the sales tax base. Gasoline taxes are eroding as well, making it more
difficult for states to finance roads, highways, and bridges.

* Income taxes have become increasingly volatile, particularly during and after the recent economic crisis.

The federal budget crisis will have serious spillover effects on state and local governments, and state actions
will have spillover effects on local governments:

¢ Cuts in federal grant dollars, lower spending on federal installations, procurement, and infrastructure, and
potential changes to the federal tax code all threaten states’ fiscal stability.

* Pressures on local governments, caused by the weak economy and cuts in state aid, are constraining
education spending, law enforcement, aid to the needy, and the institutions that make up the
culture of our cities. Local government cuts pose a significant risk to the overall economic and social
fabric of states.

State budget practices make achieving fiscal stability and sustainability difficult:

* While almost all states have constitutional or statutory balanced budget requirements, “revenue” and
“expenditure” are not defined terms. The use of borrowed funds, off-budget agencies, and the proceeds of
asset sales are not uncommon practices, often rendering balanced budgets illusory.

* The lack of financial transparency makes it more difficult for the public to understand the critical nature of
problems such as pensions and other payment obligations. Temporary “one-shot” measures to avoid or delay
hard fiscal decisions mask these underlying problems.

* Opaque and untimely reporting, coupled with nonexistent multiyear planning, severely hampers efforts to
address these problems in a serious manner.

The Task Force is not in a position to propose changes in programmatic priorities, tax rates or structures to deal
with budgetary problems. Such decisions are properly subject to the values and politics of a democratic society.
Our essential goal is to inform the public of the gravity of the issues and the consequences of continuing to
postpone actions to achieve structural balance. We do, however, believe that certain basic procedural approaches
should be introduced and followed by all states and urge that prompt attention be given to financial relationships
among all levels of government.

* The public needs transparent, accountable government. Individual states, existing associations of states, and
advisory and standard-setting bodies should develop and adopt best practices to improve the quality and
utility of financial reporting.

610 Fifth Avenue | Suite 420 | New York, NY 10020 | phone 646.396.9382
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* Multiyear planning and budgeting approaches should be a normal part of fiscal planning.

+ States need better tools for managing over the business cycle. A priority for states should be better use of
their existing counter-cyclical tools, including “rainy day” funds and repayment of debts in prosperous periods.

* Pension plans need to account clearly for the obligations they assume and disclose the potential shortfalls
and risks they face. Legislators, administrators, and beneficiaries alike need to develop and adopt rules for
the responsible management of pension plans and mechanisms to ensure that required contributions are
paid. States should recognize and account for post-employment benefits, such as healthcare, that they
intend to continue.

+ Prompt attention is needed to the effects that federal deficit reduction and major changes in the
federal tax system will have on states and localities.

» States that do not have suitable mechanisms to monitor and assist local governments experiencing
fiscal distress should develop them.

* Looking ahead more broadly, the recurrent problems of state finances and the growing state fiscal imbalance
suggest that more fundamental approaches require attention. Tax reform at the state level may be needed
to achieve revenue systems that are adequate and predictable and that minimize volatility.

* The apparent growing gap between states’ spending obligations and their available financial resources
points toward a need to reexamine the relationship between the federal government and the states.

The threats and risks vary considerably from state to state, but the storm warnings are very serious. Only an
informed public can demand that the political systems, federal, state and local, recognize these problems and
take effective action. The costs, whether in service reductions or higher revenues, will be large. Deferring action
can only make the ultimate costs even greater.

The conclusion of the Task Force is unambiguous. The existing trajectory of state spending, taxation, and
administrative practices cannot be sustained. The basic problem is not cyclical. It is structural.
The time to act is now.

Respectfully submitted,

Richard Ravitch Paul Volcker
S B (e
Chairmen

610 Fifth Avenue | Suite 420 | New York, NY 10020 | phone 646.396.9382
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Foreword

Former New York Lieutenant Governor Richard Ravitch and former Federal Reserve Board Chair

Paul Volcker created the State Budget Crisis Task Force because of their growing concern about the

long-term fiscal sustainability of the states and the persistent structural imbalance in state budgets, which was
accelerated by the financial collapse of 2008.

After extensive planning and fundraising in 2010 and early 2011, Messrs. Ravitch and Volcker recruited
a board of individuals with extensive and varied careers in public service and public policy. The Task Force was
officially launched in April, 2011.

In addition to the co-chairs, the board of the State Budget Crisis Task Force includes these members:

Nicholas F. Brady Joseph A. Califano, Jr.
Phillip L. Clay David Crane

Peter Goldmark Richard P. Nathan
Alice M. Rivlin Marc V. Shaw

George P. Shultz

The executive director of the Task Force is Donald Boyd, on leave from his responsibilities as senior fellow at the
Rockefeller Institute of Government. Ravitch and Boyd worked together to assemble a core team of experts with
budget and financial planning experience at the national, state, and local levels and practical experience derived from
the management of previous fiscal crises. The names of the full project team can be found on the Acknowledgements
page at the end of this report.

The Task Force decided to focus on the major threats to states’ fiscal sustainability. Since it was not feasible to study
each of the 50 states in depth, we decided to target six states—California, lllinois, New Jersey, New York, Texas and
Virginia—for in-depth, onsite analysis. In each state, the core team worked closely with experts who were deeply
familiar with the substance, structure, procedures, documents, and politics of the state’s budget. The names of budget
experts consulted in each state can be found on the Acknowledgements page at the end of this report. The core team
and state experts conducted detailed inquiries into major issue areas including Medicaid, pensions, tax revenues,
debt, the fiscal problems of local governments, and state budgeting and planning procedures. In doing so, the core
team and state experts reviewed budget documents and data from the respective states and interviewed key budget
officials.

Report of the State Budget Crisis Task Force FULL REPORT



T

Introduction

Our federal system gives state governments responsibility for providing most domestic governmental functions such
as public education, health and welfare services, public safety and corrections and essential infrastructure for
transportation, water supply, sanitation and environment. States oversee the elementary and secondary school
systems that educate the nation’s future voters, jurors, and workforce and, together with localities, pay more than 90
percent of the cost of this education. State and local public colleges and universities educate more than 70 percent of
the students enrolled in this country’s degree-granting institutions. States spend more than $200 billion annually for
health care for the poor and medically needy. States and their localities finance nearly three-quarters of all public
infrastructure — schools, highways and transit systems, drinking water, and other projects crucial to economic growth
and public health and safety. They employ 19 million workers - 15 percent of the nation’s workforce and six times as
many workers as the federal government employs. In total, state and local governments combined spent $2.5 trillion
in 2009, which is more than the federal government spent on direct implementation of domestic policy.

States have been grappling with their most serious fiscal crises since the Great Depression. Even before the 2008
financial collapse, many states faced long-term structural problems, and now they face additional threats.t

To understand the threats to fiscal sustainability, we examined six states - California, lllinois, New Jersey, New York,
Texas, and Virginia—in depth. While all states are different, these states reflect important geographical and political
differences within our country. They account for more than a third of the nation’s population and almost 40 cents of
every dollar spent by state and local governments. All six states face major threats to their ability to provide basic
services to the public, invest for the future, and care for the needy at a cost taxpayers will support.

While the study states differ along many dimensions, including politics, policies, economies, and demographics, they
share many problems, including these six major fiscal threats:

* Medicaid Spending Growth Is Crowding Out Other Needs

* Federal Deficit Reduction Threatens State Economies and Budgets

¢ Underfunded Retirement Promises Create Risks for Future Budgets

* Narrow, Eroding Tax Bases and Volatile Tax Revenues Undermine State Finances
* Local Government Fiscal Stress Poses Challenges for States

e State Budget Laws and Practices Hinder Fiscal Stability and Mask Imbalances

These threats to fiscal sustainability create risks to essential state functions such as investments in education and
infrastructure, and they affect the ways in which states are likely to issue debt. Addressing these threats will not be
easy. States must address these threats through the budget process, which reflects each state’s own culture,
institutions, and politics. The effort to achieve an annual or biennial balanced budget is a major political and governing
event in the states, made by elected officials in an environment that breeds caution, encourages short-term budget-
balancing contrivances, and discourages investment for the future.

Report of the State Budget Crisis Task Force FULL REPORT
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We examine each of these threats and risks after an introductory section on the ways in which the 2008 financial

collapse impacted state finances and exposed pre-existing structural budget problems. Separate appendices provide

reviews of the politics of budgeting and of the structure of the federal-state-local fiscal system.

State Structural Deficits Worsened by the Recession and

Financial Crisis

Slow Recovery Expected

The sharp deterioration in state finances as a result of the 2008 financial collapse and associated recession is well

known. State government tax revenues were hit much harder than the overall economy. Although real gross domestic

product declined by 5.1 percent during
the recession, the components of
personal income typically taxed by state
governments declined by 10 percent;
and consumption of items typically
subject to state sales taxes declined by
11 percent.2 Many economists believe
that the economy will grow sluggishly
for years as it works off the excesses of
the credit and real estate bubbles and
endures slow employment growth.3

State tax revenues are recovering
slowly and remain below their pre-crisis
levels: The weak economy is generating
less revenue than it did before. (See
Figure 1.) Some states have not
brought spending in line with this new
reality, nor have they raised taxes to
support current levels of spending.
Instead, their budgets remain based
partly on nonrecurring resources.

Figure 1 | States are limping up from the bottom of a cliff

State government tax revenue

1,000 qpoq’

Billions of 2011 $$

500
1994 1996 1998 2000 2002 2004 2006 2008 2010 2012

Notes: Data have been seasonally adjusted by the Task Force and converted to annual rates.
Sources: U. S. Bureau of the Census and Bureau of Economic Analysis.

The six study states all suffered considerably after the 2008 financial collapse. Employment is an important broad-

based measure of the economy, and state employment figures are available on a relatively timely basis. California

employment fell by nine percent from its peak, the largest decline among states in the Task Force study. This drop was

followed by the declines in lllinois and New Jersey, at 6.9 percent and 6.4 percent, respectively. The declines in New

York, Texas, and Virginia were less sharp but still in the range of four to five percent.
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Tax revenues fell much further than employment, reflecting the significant declines in the stock market gains, retail
sales, and corporate profits. In New York, overall adjusted gross income fell by 18 percent between 2007 and 2009,
and capital gains subject to income tax fell by 75 percent.# Texas does not have an income tax, but its sales tax
revenue fell by nine percent between 2008 and 2010; and other revenue sources fell substantially as well.>

Table 1 shows, for the United States as a whole and for each study state, the peak-to-trough decline in tax revenues,
the increase from the trough to its 2011 level, and the net change from the prior peak to 2011, all adjusted for
inflation. Because of data limitations, the numbers have not been adjusted for legislative changes. Both California and
New York enacted significant tax increases early in the crisis; if tax revenues were adjusted to remove the impact of
these increases, the peak-to-trough declines would be larger than those shown in the table.®

Table 1 | In most study states, tax revenue fell sharply, is now recovering, but remains

below the prior peak

Percent change in inflation-adjusted state tax revenue

Peak to trough

Trough to 2011

Peak to 2011

United States -12.0% 5.7% -7.0%
California -14.9 11.9 -4.8
lllinois -18.7 12.9 -8.2
New Jersey -17.2 2.7 -15.0
New York -4.3 4.3 -0.2
Texas -15.4 7.4 -9.2
Virginia -15.9 3.9 -12.6

Notes: Data are not adjusted for legislative changes.
Source: Task Force analysis of data from the U.S. Bureau of the Census.

Revenues have resumed growing in the six states, but in 2011 they remained below their prior inflation-adjusted

peaks. lllinois, which increased its income tax rate by two-thirds late in fiscal year 2011, will show considerable
revenue growth in 2012.

States also have been hit by rising entitlement costs, as unemployed workers and their families exhaust health
insurance health benefits and resort to safety net services. According to the National Association of State Budget
Officers, Medicaid enrollment rose by 8.1 percent in fiscal year 2010 and by an estimated 5.4 percent in fiscal year
2011; states project a further increase of 3.8 percent in fiscal year 2012.7 These and other types of required
expenditures cause further stress in the day-to-day operations of state and local governments.

In addition, states are contending with the loss of temporary federal stimulus aid provided under the American

Recovery and Reinvestment Act (ARRA), as well as losses from expiration of temporary revenue increases adopted in
response to the recession.

Report of the State Budget Crisis Task Force FULL REPORT
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States’ cyclical adjustments in spending and revenue are not yet complete. Three years after the recession ended,
they faced gaps for fiscal year 2012-13 that their state budget and legislative offices estimated at approximately $55
billion.8 The longer-term challenges that states face are larger than these numbers suggest, because the reported

gaps do not reflect the underfunding of pensions and retiree health care liabilities and because the reported gaps

have sometimes been reduced temporarily by nonrecurring resources.

Governments Have Used Reserves, Federal Aid, and Gimmicks and Have Cut Spending and

Employment Significantly
Nonrecurring Resources

States responded rapidly to severe revenue declines by drawing on reserves, decreasing their aggregate reserve

balances from 11.5 percent of general fund expenditures in 2006 to five percent in 2010. Balances have begun rising

again but remain low, at an estimated 6.5 percent of general fund expenditures in fiscal year 2012 (and only 3.8

percent, excluding balances in Texas and Alaska, which account for more than half of all state fund balances).® In

addition, states received more than $150 billion of nonrecurring budgetary relief from the federal stimulus package,

primarily in the form of higher Medicaid reimbursement rates and a State Fiscal Stabilization Fund that provided

funding for education.0 (The stimulus package also included substantial aid for infrastructure spending and other

activities that did not provide direct budget relief.) States, including those in this study, also employed many other

nonrecurring resources and gimmicks, such as shifts in the timing of revenues and expenditures and borrowing to

fund current spending, many of which were in use before the recession.

Tax Increases

States enacted $23.9 billion in tax
increases for fiscal year 2010, but
these increases were small when
compared with the decline in tax
collections and the tax increases
enacted in the recessions of 1980-
82 and 1991. (See Figure 2.)
Furthermore, many tax increases in
this recession were temporary and
had expired by 2012.11

In addition to tax rate increases,
states reduced tax deductions and
credits, accelerated collections
through tax amnesty programs, and
increased compliance efforts. A total
of 40 states raised taxes or fees
between fiscal years 2009 and
2011. California and New York
enacted the largest increases,

Figure 2 | Enacted tax increases were small compared to revenue
declines and to 1980s and 1990s recessions

Percent

Tax collection declines and enacted tax increases, recent recessions

(Adjusted for inflation)

Hl Cumulative tax increases
as % of annual revenue

12 Il Peak to trough revenue decline
10
8
6
4
© — -—
1980-81 1990+ 2001+ 2007+

Notes: Enacted increases are for the 4 largest consecutive years after start of recession.

Sources: Census Bureau (tax collections); NASBO/NGA Fiscal Survey of the states (enacted increases);

Bureau of Economic Analysis (GDP price index).
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accounting for about half of the national total. However, Wisconsin, Rhode Island, lllinois, and Delaware also raised
revenues considerably.

State and Local Government Employment

States have relied more heavily on expenditure cuts than in past recessions. It is difficult to measure the impact of
spending cuts on state and local programs, but one proxy - changes in state and local government employment - can
be tracked quite well.

Historically, state and local governments have cut employment in recessions later than, and by much less than, the
private sector.12 When the private sector economy declines, state tax revenue usually falls as well; but the revenue
decline can take several months to be felt, depending on the revenue’s source and the way it is collected. It takes time
for government officials to come to grips with the size of a fiscal problem and develop proposed solutions.

State and local government officials welcomed substantial temporary relief under the federal stimulus program, one
purpose of which was to “stabilize State and local government budgets, in order to minimize and avoid reductions in
essential services and counterproductive state and local tax increases.”13 This relief allowed states to delay decisions
that they must make now, in light of the slow economic recovery.

Although private sector employment fell sharply from the beginning of the recession, state and local government
employment continued to rise modestly for about a year, then plateaued for another half-year before cuts began. After
June, 2009, the month the recession ended, state and local government employment began to decline in earnest.14
Since then, states and localities have cut employment aggressively. Local government employment is now about three
percent below its peak; state government employment is just over two percent below its peak. All of the study states
except Virginia have reduced state and local government employment substantially, as Table 2 shows.15

Report of the State Budget Crisis Task Force FULL REPORT



Table 2 | Employment change since start of the 2007-2009 recession

Change in number of jobs (000)

Percentage change

Dec 2007 to June 2009 to Dec 2007 to June 2009 to
June 2009 May 2012 June 2009(%) | May 2012 (%)
United States ‘
Private employment (7,673.0) 3,107.0 -6.6% 2.9%
State & local government 135.0 (605.0) 0.7 -3.1
California
Private employment (1,094.3) 314.4 -8.6 2.7
State & local government (9.8) (125.8) -0.4 -5.6
lllinois
Private employment (353.5) 78.7 -6.9 1.6
State & local government 9.5 (23.3) 1.2 -3.0
New Jersey
Private employment (198.1) 44.3 -5.8 1.4
State & local government 5.0 (21.6) 0.8 -3.6
New York
Private employment (261.8) 306.8 -3.6 4.4
State & local government 11.4 (23.3) 0.8 -1.7
Texas
Private employment (312.5) 529.0 -3.6 6.3
State & local government 54.9 (42.7) 3.5 -2.6
Virginia
Private employment (146.6) 71.3 -4.8 2.4
State & local government 8.4 3.5 1.6 0.7

Note: Employment numbers are seasonally adjusted.

Source: Task Force analysis of data from Bureau of Labor Statistics.

State Government Employment

State government employment in the area of education has continued to rise, but states have cut other employment

sharply. This “other employment” includes functions like prisons, hospitals, public health, highways, the judicial and

legal system, social safety net workers, and administrators in state agencies.
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State government education
Figure 3 | State government employment trends during

employment in most states is related .
and after the 2007 recession

primarily to public higher education -
community colleges, four-year colleges,
and universities - where employment State government employment changes relative to December 2007

has continued to rise significantly

== State government
4 == State government education
== State government excluding education

throughout the recession and recovery,
reflecting in part the increased
demand for higher education that
usually comes with recessions. 16 (See
Figure 3.) Between fall 2007 and fall
2010, community college enrollment 5
rose by 21 percent before leveling off
in 2011.17Although state government

education employment has been rising,

-4

Percent difference from December 2007
o
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this employment. They have cut back LA
substantially on appropriations for Source: U.S. Bureau of Labor Statistics (CES, seasonally adjusted).

higher education, and public colleges
and universities have responded by
raising tuition.

By contrast, states have cut non-education employment sharply - in prisons, hospitals, institutions, courts, and state
agencies. This employment is now down by more than six percent from its mid-2008 peak.18 In fact, state government
non-education employment is further below its peak than private sector employment is below its own peak.19 In
contrast, in each of the nine previous recessions, state government non-education employment either did not decline
at all or declined by much less than private sector employment.

This is a fundamental shift in the way governments have responded to recessions and appears to signal a willingness
to “unbuild” state government in a way that has not been done before. Though it is hard to measure the service
impact of these cuts, it has clearly been substantial. For example, court systems around the country have been cut
severely and are experiencing backlogs and delays. According to the National Center on State Courts, 40 out of 50
states cut court funding in 2010 (the latest year for which data were available). Six states now close their courthouses
at least one day a week because of inadequate funding; and 15 states have reduced court operating hours.20 In
California it now takes six months to settle an uncontested divorce.2! In Georgia, the courts’ budget has been cut by
25 percent in the last two years; criminal cases now routinely take more than a year to come to trial.

Local Government Employment

Local governments have cut back significantly: Both education and non-education employment are down more than
3.5 percent from their respective peaks, for a combined loss of 528,000 jobs. (See Figure 4.) As with state
government employment cuts, the local cuts are far deeper than those in previous recessions.
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Local governments appear to be
protecting public safety positions from
cuts, particularly police and fire, more
than most other activities;
nonetheless, the cuts have been
broad-based.22

The Recession Has Exposed
Longer-Term Structural Gaps
The recession has exposed fiscal
problems that states were able to
avoid or defer during periods of rapid
revenue growth. Even before the
recession, Medicaid spending was
growing more rapidly than tax
revenue; that trend is now
exacerbated by the weak
economic recovery, which means

Percent difference from December 2007

Figure 4 | Local governments have been cutting back

Local government employment changes relative to December 2007

== |ocal government
1 == Local government education
== |ocal government excluding education

-3
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Source: U.S. Bureau of Labor Statistics (CES, seasonally adjusted).

higher caseloads. Moreover, even after the cyclical effects on the states have disappeared, aging populations and

increasing medical costs will put upward pressure on state Medicaid and retiree health care costs, potentially

crowding out other spending. Figure 5 shows the growth rates forecast by the Social Security Administration for the

age 65+ population for the next four
decades: Growth in the current
decade and the next will be about
30-35 percent in each decade, up
from the approximately 13 percent
average for the last two decades.

In addition, states need to raise
pension contributions, pay for rising
annual costs of retiree health
insurance, contend with eroding tax
revenue, and make up for years of
infrastructure neglect. All these
subjects are discussed in more
detail below.

Figure 5 | As Baby Boomers age, the elderly population

will grow more than 30% in both the current decade
and the next decade

Population age 65+ percent change from decade earlier
40

35

| I II

1970 1980 1990 2000 2010 2020 2030 2040 2050

Percent
= s ©
[ o o o

o

Source: Social Security Administration, 2011 Annual Report of the Board of Trustees of the
Federal Old Age and Survivors Insurance and Federal Disability Insurance Trust Funds.
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The U.S. Governmental Accountability
Office (GAO) periodically prepares 50-
year projections of expenditures and
revenue for the state and local
government sector as a whole.23 They
are projections, not forecasts. That is,
they reflect what might happen if state
and local governments do not change
course. The GAO concludes that health-
related expenditures will rise much
faster than non-health expenditures and
will consume a rapidly rising share of
state expenditures. According to these
projections, state and local government
health expenditures will rise from
approximately four percent of gross
domestic product in 2012 to more than
six percent by 2035 and seven percent
by 2050.24 (See Figure 6.)

Two percent of GDP - roughly the rise

Figure 6 | Rising health care costs will place increasing
pressure on state and local governments

Projected health & non-health expenditures of state & local governments,
as a percentage of gross domestic product

12

== Health care

Percent of GDP
(o))

== Non-health care
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Source: U.S. Government Accountability Office, State and Local Governments’ Fiscal Outlook,
April 2012 Update, GAO-12-523SP, April 5, 2012

from 2012 to 2035, as shown in Figure 6 - is approximately $300 billion annually, given current GDP of approximately
$15 trillion. That is more than the state and local government sector spends on higher education, about half of what it

spends on elementary and secondary education, and roughly equivalent to what the sector raises from either the

income tax or the general sales tax.

GAO’s numbers for the nation as a whole are consistent with the Task Force findings: Many states and localities are on

a course that is not sustainable over the longer term.
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Six Major Threats to Fiscal Sustainability

Medicaid Spending Growth is
Crowding Out Other Needs
Medicaid costs have been growing
faster than the economy since the
program’s inception and generally
have grown faster than state revenue
as well. (See Figure 7 and Figure 8.)
When the program was only a small
part of state spending, states were
able to fund this imbalance in growth.
But Medicaid is now such a large part
of state spending — 24 percent of total
funds and 16 percent of state general
funds — that the imbalance (or
structural budget gap) can no longer
be absorbed without significant cuts to
other essential state programs like
education or unpopular tax increases
or both. This trend is likely to continue,
since health care costs are projected
to keep growing faster than the overall
economy and Medicaid caseloads will

Figure 7 | Medicaid spending has grown dramatically

Historical and projected Medicaid expenditures and annual growth rates,

1,000

900

800

700

600

500

400

300

Expenditures (in $ billions)

200

100

0

0 @ A0 AV AX A A2 o0 &L o> o0 o® oP o ok 00 o® O ¥ o™ © R A0 AY AX AC A® o0
RS FCRCICINC \‘g\\g%\g%\g%\g‘b\g%\gg\Q%\Qg\Qg\Qg O RN LN N o O

FYs 1966-2020
40
Actual | Projected

35
== Medicaid expenditures

== Annual growth

30

25

20

Annual growth rate (percent)

5

97097 97 97 90 90 97 90 97 97 @

Source: Centers for Medicare and Medicaid Services.

be fueled in part by aging baby boomers. If state Medicaid spending and state tax revenues continue the trends of the
past decade, with a 7.2 percent average annual growth in Medicaid and a 3.9 percent rate for revenues, the gap

between Medicaid and state tax revenue growth, expressed in dollars, will increase by at least $23 billion annually

within five years and will grow even larger thereafter.

Medicaid recently surpassed K-12 education as the largest area of state spending when all funds, including federal

funds, are considered; and Medicaid appears likely to continue to claim a growing share of state resources. (See
Figure 9.) During the deepest part of the recent fiscal crisis, states cut education aid, adjusted for inflation and
enrollment growth, while Medicaid spending continued to grow.25 There is budgetary logic behind this: K-12 education

is the largest program funded by state taxes, so that a relatively small percentage cut in spending for this purpose can

provide enough funds to support a large growth in Medicaid. In contrast, cuts in all other state programs would have to

be very large to provide the same budgetary resources.
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In the past decade, the problem has Figure 8 | Medicaid expenditures have grown faster
been exacerbated in two ways. First, than tax revenue in most years

Medicaid cost growth has been driven

primarily by growth in enroliment (See Year-over-year percent change in total Medicaid expenditures

Figure 10); other cost drivers, like vs. state taxes, 1968-2010
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and Reinvestment Act (AR RA), federal Accounts, Centers for Medicare and Medicaid Services.

funding, by design, allowed states to

reduce their state budget support for the
growing Medicaid program in fiscal years Figure 9 | Total state spending on Medicaid now surpasses
2009, 2010 and in some cases 2011, at K-12 education

the very time when caseloads and
resulting costs were growing at an

Medicaid and K-12 spending

increased rate. This aid kept states from
having to raise taxes or cut spending, at g 2 Medicaid
least temporarily. However, the expiration % »s
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and continues to grow, ranging from two
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to five percent of Medicaid baseline state
spending.

The Office of the Actuary of the Centers for
Medicare and Medicaid Services (CMS)
issues annual reports on Medicaid’s
financial outlook. The most recent report,
issued in March, 2012, estimates that total
spending for Medicaid in the current
decade (2011-2020) will increase by an
average of 8.1 percent per year assuming
full implementation of the Affordable Care
Act as it now exists and by 6.6 percent if
ACA is repealed.2” The 8.1 percent rate of
growth could slow if general inflation in
health care costs and the number of
persons below the poverty level decline or if
states refuse to implement enlargement of
the Medicaid enrollment base as they are
allowed to do under the recent Supreme

T

Figure 10 | Enroliment growth is a major driver

of Medicaid spending

Percent change in total Medicaid spending and enrollment, FY 1998-2012
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Source: Medicaid Enrollment June 2010 Data Snapshot, KCMU, February 2011. Spending Data from
KCMU Analysis of CMS Form 64 Data for Historic Medicaid Growth Rates. FY 2011 and FY 2012 data
based on KCMU survey of Medicaid officials in 50 states and DC conducted by Health Management

Associates, September 2011.
Court ruling. However, even the 6.6 percent

projected growth rate without Medicaid
expansion is considerably higher than historical growth rates for recurring state revenue, so the structural Medicaid
gap will persist with or without Medicaid expansion.

Impediments to Containing Growth in Medicaid Spending

Since the loss of ARRA funds in fiscal year 2011, states have tried urgently to cut or at least contain the growth in their
Medicaid spending. These efforts are described in detail below for the six states studied by the Task Force. While the
aggressiveness and inventiveness of savings programs have varied from state to state, all states have been limited by
the need to obtain federal approval for virtually any change they want to make that would reduce costs significantly. As
a result, states typically end up implementing only a portion of the savings included in their budgets.

Moreover, entrenched provider groups in each state resist reductions in Medicaid provider rates and changes in fee-
for-service delivery systems. Thus, even when CMS approves provider payment cuts, provider groups can use litigation
to prevent or delay implementation. Finally, because the federal government gets at least half the savings from any
cost reduction, states must find roughly two dollars in federally approved cost savings to produce a dollar of benefit to
their budgets.

The Maintenance of Effort (MOE) provisions of ACA, which forbid any change that could reduce access to a state
program as it existed when ACA was enacted, place an additional limitation on state cost reductions. These MOE
restrictions will expire in 2014 for adults and in 2019 for children; but, with or without MOE requirements, the need for
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CMS approval and the power of state providers will remain significant impediments to state efforts to implement major
reductions in their program costs.

Medicaid in the Study States

California, the most populous state in the country, has the largest number of Medicaid enrollees, 7.5 million. Among
the six study states, it also has the highest percentage of its population enrolled in Medicaid, 29 percent. California
has been able to roll a number of its state-funded health care programs into Medicaid, thereby gaining federal
participation in funding of these programs. Even with the addition of federal funds, however, the state’s annual
spending per enrollee, $3,364, is the lowest among the six study states and well below the national average of
$5,337; its Medicaid spending as a percent of state General Fund spending, 11.8 percent, is also well below the
national average of 15.8 percent. The state attributes this low spending level to low provider payment rates, efficient
management of medical services, and a very large general fund budget for other services, such as education.

Confronted with severe budget imbalances in the past several years, California has pursued an aggressive program to
reduce or at least contain Medicaid costs. Its fiscal year 2012 budget included $2 billion in proposed Medicaid cuts
and savings. But most of these cuts and savings required federal approval, and many of the proposals were rejected
by CMS. The largest item that was approved, a 10 percent reduction in provider payments, has not been implemented
because of a lawsuit brought by providers. Thus, little of the $2 billion in savings has been realized. The Governor's
fiscal year 2013 budget proposal includes a smaller Medicaid savings program totaling $842 million-which may stand
a better chance of being realized, since it appears to conform more closely to federal policy guidelines.

Illinois has a reasonably generous Medicaid program in terms of optional services, but it covers few individuals that it
is not required to cover under federal rules, or “optional enrollees.” As with California, lllinois’ spending per enrollee is
below average, at $4,711; but, in contrast to California, lllinois has an approximately average number of Medicaid
enrollees as a percentage of its population-21 percent, which is close to the national average of 20 percent.

After years of underfunding state Medicaid spending and failing to reduce costs significantly, lllinois has accumulated
unpaid Medicaid bills from providers that are estimated to total $1.9 billion as of the end of the current fiscal year. The
bills will be paid out of funds raised in ensuing fiscal years.

A year ago, lllinois’ Governor Quinn proposed significant Medicaid cuts and savings for the fiscal year 2012 budget.
They were largely ignored or watered down by the legislature before the budget’s enactment. This year the Governor
formed a working group, including members from all four legislative caucuses, which developed an ambitious $2.3
billion “saving Medicaid plan.” In announcing the plan, the Governor said, “We must act quickly to save the entire
Medicaid system in lllinois from collapse.” The plan has been endorsed warmly by the business community and the
legislature has largely enacted the cost reduction and cigarette tax increases in the plan; but major elements must still
be approved by the federal government. If the plan can be implemented, there will be no growth in unpaid Medicaid
bills at year’s end; but, unless state revenues grow by more than six percent, a structural gap will remain between
Medicaid spending and the revenue growth needed to support it.

New Jersey, like lllinois, has a relatively generous Medicaid program in terms of optional benefits but few optional
enrollees. Medicaid enrollees constitute only 11 percent of the state population. Spending on optional services, at 65
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percent of the whole program, is slightly above the national average of 60 percent; but spending per enrollee, $7,982
per year, is well above the national average of $5,337 and the second highest among the six states studied by the
Task Force. The high spending per enrollee in New Jersey reflects spending for the elderly and disabled, who account
for 76 percent of total Medicaid spending in the state, and greater-than-average reliance on expensive institutional
long term care. The state has a very low provider payment rate - 37 percent of the federal Medicare rate, compared
with a national average of 72 percent. The low reimbursement rate is causing a physician shortage in the program:
Because of it, according to Dr. Poonan Alaigh, former Commissioner of the New Jersey Department of Health and
Senior Citizens, “half the physicians [in New Jersey] don’t take Medicaid patients.”28

Like most other states, New Jersey is trying to cut Medicaid costs and has proposed some 52 Medicaid cost
containment initiatives for the four fiscal years 2009-2012 - totaling $1.0 billion in state funds, only a portion of which
have been approved by CMS and implemented. However, the state reports that it has contained Medicaid growth over
the past six years to an average of four percent annually, primarily by moving clients into managed care, which now
covers about 95 percent of enroliment. A new $300 million cost reduction plan submitted early in fiscal year 2012 is,
as of now, still waiting for federal approval.

New York has by far the most extensive and expensive Medicaid program in the country. The state spends more of its
own funds on Medicaid than Florida, Texas, and Pennsylvania combined. In 2009 its spending per enrollee, $9,056,

was 69 percent higher than the national average. New York has had great success in the past at creating a very large
Medicaid program through the use of federal dollars, and 72 percent of its Medicaid spending is for optional services.

New York is now tackling the difficult task of reforming its sprawling Medicaid edifice, characterized by former
Lieutenant Governor and Task Force co-chair Richard Ravitch as “an unwieldy and overly decentralized structure that
serves contradictory goals and provides perverse incentives.”29 Governor Andrew Cuomo has made the job of
controlling state spending on Medicaid a major priority in his budget for fiscal years 2012 and 2013. Despite the usual
problems in securing quick federal approval for its proposed cost control efforts, the state reports that it has achieved
its savings target of $973 million for fiscal year 2012 and is working to achieve its target of $1.1 billion for fiscal year
2013. The state is also in discussions with federal officials about the state’s proposal to assume administrative and
fiscal responsibility for an integrated managed care program covering the state’s 700,000 “dual eligibles,” individuals
eligible for both Medicare and Medicaid. Under the proposal, the state would assume the risk entailed in its
calculation that its costs will be less than the capitated federal payments it will receive from the federal government. If
the state’s calculation is correct, it will keep the difference - a form of “entrepreneurial federalism.”

Texas is widely viewed as a state with a high level of health care need and a low level of health care state spending.3°
The reality is more complicated. On the one hand, Texas Medicaid is not very generous when it comes to either
optional enroliment eligibility or optional benefits. Spending for optional services is only 43 percent of total Medicaid
spending. The state has very low income limits for eligible parents and no eligibility for childless adults. On the other
hand, the state has a large and growing Medicaid enrollment of 4.5 million—which, at 18 percent of the population, is
only slightly below the national average and well above New Jersey and Virginia's level of 11 percent. Spending per
enrollee is $4,665, about the same as in lllinois and higher than in California. State spending for Medicaid is 17
percent of general fund spending, compared with a national average of 15.8 percent. Because of its lower-than-
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average per capita personal income, Texas is the only state among the six states studied by the Task Force that has a
higher federal reimbursement rate - 61 percent of total program costs - than the federally provided minimum
reimbursement rate of 50 percent.

As in other states across the nation, Texas reduced state Medicaid spending in 2009 and 2010 when ARRA funds
increased its federal reimbursement level. But in fiscal year 2011, as ARRA funds vanished and a substantial three-
year growth in the program had to be absorbed, Texas was confronted with a large spending increase. The response
was a 15 percent across-the-board budget cut and substantial cuts to education. In the 2012-2013 biennial budget,
the state openly underfunded Medicaid by an estimated $4.8 billion in order to bring the budget into technical short-
term balance. The state will have to make up this shortfall before the end of the budget term in September, 2013.

As in Texas, Virginia's Medicaid program is conservative regarding eligibility, basically limiting coverage to the
minimum federal requirements. As a result, the state ranks 48t in Medicaid enrollees as percentage of the state
population, at 11 percent. However, optional benefits to enrollees are quite generous; 62 percent of the Medicaid
spending in the state is for optional services, above the national average of 60 percent. Also, payment rates to
providers are unusually high - 90 percent of Medicare’s rates, compared with a national average of 72 percent. As a
result, the average cost per enrollee in Virginia, $5,758, is higher than the national average and higher than that of
California, Texas, or lllinois though lower than that of New Jersey or New York.

Unlike many other states experiencing fiscal pressures in recent years, Virginia has not attempted to reduce rising
costs by eliminating optional benefits and services. However, it has implemented several provider-based cost saving
policies, freezing or reducing various components of delivery and expanding managed care. The most recent biennial
budget proposed by Virginia Governor Robert McDonnell includes proposed Medicaid savings of $260 million in fiscal
year 2013 and $438 million in fiscal year 2014. If achieved, these proposals would reduce Medicaid costs by three
percent in 2013 and five percentin 2014.

Implementation of the Affordable Care Act (ACA)

The ACA, as validated in most respects by the Supreme Court, could have a huge impact on state Medicaid programs if
states choose to participate in the law’s enlargement of eligibility. The federal government initially will pay 100 percent
of the costs of newly eligible enrollees, and states may find it difficult to refuse such federal largess benefiting their
citizens. States with currently low eligibility levels and high uninsured populations, like Texas, Virginia, and lllinois,
could have a substantial increase in their Medicaid caseloads if they participate, putting great pressure on provider
capacity - already strained in these states - and increasing pressure for increased rates of payment to providers.

For states that want to increase coverage for the uninsured, ACA is a bargain: The federal government will pay 100
percent of the cost of covering the newly eligible enrollees beginning in 2014, phasing down to 90 percent in 2019.
Since ACA’s enactment, there has been significant research on the estimated additional cost to states of its
implementation. The Kaiser Commission on Medicaid and the Uninsured has projected average additional state
spending over the pre-ACA baseline of 1.4 percent by 2019, while a study by the Lewin Group estimated increased
state spending of 1.1 percent. The same studies showed federal cost increases of 22.1 percent and 19.1 percent,
respectively.
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With respect to the six study states, the Kaiser study showed increases above baseline ranging from three percent for
Texas to zero percent for New York; Lewin projected a range from a four percent increase for Texas to a net benefit of
5.3 percent for New York. Since Texas has one of the highest percentages of uninsured citizens of any state in the
country, at 26 percent, it expects a huge - 51 percent - increase in Medicaid enrollment if it participates in the
enlargement under ACA. Although the federal government will pay most of the increased costs of the new enrollees,
Texas will have a moderate but greater-than-average increase in state spending over baseline, from three to five
percent.

New York expects to be held harmless or actually to gain from ACA implementation, since the state already covers
many of the individuals who will be eligible under ACA for the higher reimbursement rate. New York is currently
reimbursed by the federal government for the costs of these individuals at a rate of 50 percent. Virginia expects
increased Medicaid enroliment under ACA, ranging from 270,000 to 425,000, depending on assumptions about the
rate of enrollment by newly and currently eligible individuals. The state estimates increased annual state costs ranging
from $1.5 billion to $2.2 billion by 2019.

Above and beyond increased coverage of the uninsured, ACA includes a number of features that will affect the states.
The legislation’s Health Insurance Exchanges could make private health insurance more affordable and, thereby,
could actually result in decreased Medicaid enrollment by those whose incomes place them at the margins of
eligibility. Furthermore, the act’s restriction on insurance companies’ ability to restrict provision of insurance to people
with pre-existing medical conditions will, as a budget matter, undoubtedly be welcomed by all states. But at least half
of the states have opposed ACA implementation - some on ideological grounds, others because they worry about the
federal government’s future willingness to fund the increase in federal costs that will result from the newly eligible
individuals. If the states greatly increase their Medicaid caseloads under ACA and the federal government later caps or
block-grants Medicaid, the states could be left on their own with a very expensive program or could be forced to deal
with the political problem of withdrawing benefits from many of their own citizens.

Medicaid Outlook

Federal health care reform, as upheld by the Supreme Court, will not change the fundamental imbalance between
rising Medicaid costs and state revenues. The longer term cost pressures resulting from dramatic increases in the
elderly population and the inexorable growth in health care costs continue to build. As the CMS Actuary puts it, “The
increased Medicaid costs associated with growing caseloads and the pressures on government revenues are likely to
add to the financial stress of States’ Medicaid programs.”31

Many state officials desire greater flexibility to design more-affordable Medicaid systems with restricted eligibility and
benefits, but there is a wide divergence of opinion on this issue among federal officials. Some plans, such as the block
grant plan proposed by Republican Congressman Paul Ryan, would offer states flexibility in exchange for funding caps,
while other legislators and the current administration want to maintain and improve Medicaid as a major component
of ACA-based health care reform. Most states cannot control Medicaid costs without the cooperation and assistance of
the federal government; and the federal government needs to find ways to control its own share of Medicaid funding,
which under ACA is far larger than the state share. Reaching agreement on how to control federal and state costs,
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while assuring the basic goals of enlarging and improving health care for persons who cannot now afford private
insurance, is a major political and economic challenge that should be addressed sooner rather than later.

Federal Deficit Reduction Threatens State Economies and Budgets

Federalism has been at the core of our nation’s political system since the ratification of the Constitution in 1788.
There have always been tensions between the states and the federal government, and these tensions have
manifested themselves in many ways.

The relationships that make up today’s federalism are perhaps best described as fractured. Many states resent rules
and regulations imposed by the federal government as a condition of federal aid, while many in the federal
government fear that without such rules, states will enact laws and initiate programs that run counter to the national
interest. The legal and political challenges to ACA present a vivid example of these issues and tensions.

Economist and Task Force Advisory Board Member Alice Rivlin has summarized such challenges this way:32

The American federal system is under extraordinary fiscal pressure as both the national government and the
states struggle to recover from the deep recession that followed the Financial Crisis of 2008. Unfortunately,
these pressures are not all temporary. Even when the economy returns to stronger growth and unemployment
recedes, serious structural funding gaps loom ahead for the federal government and beset most states as
well. Both levels of government are stressed by the need to provide services to a rapidly aging population and
deal with rising demand for increasingly costly health care.

These tensions are likely to increase as the federal government seeks to lessen its budget deficits, which have existed
for the past decade and shot up sharply in recent years. Though the tensions will affect both state and local
governments, the states will feel them most directly, through federal spending cuts and tax changes. Expenditure
reductions will have two types of effects. First, direct grants to states, under both entitlement programs like Medicaid
and discretionary programs like education assistance and infrastructure funding, are likely to be cut back.

In addition, direct federal expenditures on goods and services to support the federal government’s own activities -
items like salaries and contracts - are likely to shrink. The effect of the decline in direct expenditures will be uneven:
Among this study’s sample states, Virginia, California, and Texas are likely to feel the most significant effects.

In addition, as discussed below, potential changes in federal tax policy could have positive as well as negative effects
on state and local governments. Substantial changes in these areas, even if they do not occur in the next year or two,
are virtually inevitable in the longer run; and the federal government currently has very little in place in the way of
structures and processes for consulting with states and localities about the likely effects.

Potential Reductions in Grants

Even if Congress and the President do not cut the federal budget drastically this year or next, significant cuts are
almost certain over the longer term. We may assume that areas such as defense, Social Security, Medicare, and net
interest will not be cut as deeply as other programs. If this is the case, federal grants to state and local governments
will be a primary target of federal budget cuts: Although such grants account for only 16 percent of federal outlays as a
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whole, they make up more than 40 percent of the discretionary portion of the budget likely to be targeted for deeper
cuts. (See Table 3 below.)

Table 3 | Grants are a significant share of federal spending likely to be cut

Federal outlays in FFY 2012 (estimated)

Federal Outlays

($ billions)

Total $3,795.5
Subtract: Federal spending that may be cut less deeply

Defense 709.0
Social Security 772.7
Medicare 484.5
Veterans benefits and services 129.6
Subtotal 2,320.6
Remaining federal spending 1,474.9
Grants to state & local governments 612.4
Grant share of total outlays 16.1%
Grant share of remaining spending 41.5%

Sources: Federal Budget for FFY 2013, Historical Tables 8.1, 8.5, 8.7, & 12.1.

Of federal grants to the states, Medicaid is the largest category by far: Combined grants for Medicaid and the related
Child Health Insurance Program (CHIP), estimated at $265 billion in 2012, account for nearly 45 percent of all grants.

Other public and social assistance payments for individuals account for an additional 17 percent, education and

training grants make up another 17 percent, and infrastructure and physical capital grants account for 16 percent.

(See Table 4.)
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Table 4 | Medicaid is by far the single largest category of federal grants to states

Federal outlays in FFY 2012 (estimated)

Federal Outlays

($ billions)
Grants to state & local governments $612.4 100%
Payments for individuals 368.5 60.2
Medicaid & Child Health Insurance Program (CHIP) 265.0 43.3
Public assistance, nutrition, & other payments for individuals 103.5 16.9
Grants for education & training 105.2 17.2
Elementary, secondary, & vocational education 85.1 13.9
Other grants for education & training 20.1 3.3
Grant for physical capital investment 96.4 15.7
Highway capital grants 41.7 6.8
Transit, airports, & other transportation capital grants 23.8 3.9
Community & regional development capital grants 11.5 1.9
Housing assistance capital grants 6.3 1.0
Pollution control & other capital grants 13.1 2.1
All other grants to state & local governments 42.2 6.9

Sources: Federal Budget for FFY 2013, Historical Tables 8.1, 8.5, 8.7, 9.6, 11.3, 12.1 and Public Budget
Database outlays spreadsheet.

Though cuts in federal grants will generally have a larger direct impact on state governments than on local
governments, some local governments will suffer acutely from cuts in federal aid. For one thing, some federal grants,
particularly for education, are channeled through state governments but ultimately benefit local school districts. In
addition, some federal grants go directly to local governments. The largest such grants include education “impact aid”
(to local school districts that lose property tax revenues because of tax-exempt federal property, such as military
bases), urban transportation aid, and some community development block grants.

Overall, cuts in federal grants, when they come, will have a profound impact. If these grants were cut by 10 percent,
the loss to state and local government budgets would be more than $60 billion annually. That is nearly twice the size
of the combined tax increases that states enacted for 2008 through 2011 in response to their deepest fiscal crisis in
more than 50 years.33 Cuts this large would certainly cause considerable fiscal stress.

The potential impact on each study state of a 10 percent cut in grants is shown in Table 5, in billions of dollars by
major grant category and in dollars per capita for the total.34 The programs shown below were chosen because they
are the largest grant programs that flow to states. Four of them provide services to needy individuals, while Highway
Trust funding is a major source of revenue for construction and maintenance of highways.
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Table 5 | Potential impact of a 10 percent reduction in Federal grants

Potential cuts

)

Medicaid Temporary
and assistance Title 1 Child Potential
Highway ) "
Total selected to needy education nutrition cuts
o Trust Fund .
($ millions) other CMS ($ milli ) families programs programs ($ per
millions
programs (TANF) ($ millions) | ($ millions) capita)
($ millions) ($ millions)
United
States $62,074 $27,804 $3,027 $1,987 $1,811 $1,628 $201
California 6,657 2,925 188 425 224 199 179
Illinois 2,319 984 86 73 83 62 181
New Jersey 1,631 684 62 61 35 33 186
New York 6,134 3,274 163 274 152 100 317
Texas 4,373 2,010 161 67 181 191 174
Virginia 1,065 422 85 17 2,824 24 133

Source: Task Force analysis of data from U.S. Bureau of the Census, Federal Aid to States 2010.

California and New York would Figure 11 | Per capita federal grants to states vary

each lose more than $6 billion, dramatically across the states

and Texas would lose more than
$4 billion. While some ) )

. ) Per capita federal aid to states, FFY 2010
adjustments could be made in
programs to reduce costs, overall
the loss of federal aid would mean
increased taxes or less service or
fewer dollars to invest in

infrastructure.

The extent to which states rely on
federal aid varies dramatically,
with per capita aid in 2010
ranging from $1,327 in Virginia to
$4,657 in Alaska.3® New York had
the highest federal aid among the

$$ per capita

[ ] >$1,700
[] $1,700 to $1,800
] $1,800 to $2,000
[l $2,000 to $2,650
Il > $2,650

study states, at $3,163 per capita.
It is hard to generalize about what

drives differences across states, Source: Federal Aid to States, U. S. Bureau of the Census.

Report of the State Budget Crisis Task Force FULL REPORT



To

but Medicaid and highway grants are two important factors in making per capita federal grants higher in Northeastern
and Mountain states. (See Figure 11.) Northeastern states, with their relatively generous and expensive Medicaid and
social assistance programs, tend to receive larger Medicaid grants per capita, despite the fact that the federal
government reimburses a lower percentage of their expenditures than it does in many other states. Mountain states,
with their vast driving distances and low reliance on mass transit, tend to generate substantial per capita federal gas
tax revenues, which are returned to these states through federal grants.

The President’s Budget for fiscal year 2013, as submitted to Congress, projects a substantial increase in grants to
states for what the federal government terms “mandatory” programs - driven primarily by rapid growth in the Medicaid
entitlement program, which will, in turn, be influenced by federal health care reform.36 The same budget projects a
decline in inflation-adjusted outlays

for discretionary grants and assumes Figure 12 | Mandatory grants are projected to rise substantially;

that such grants will stay within the discretionary grants are projected to fall

limits established by the Budget

Control Act of 2011, or BCA. Federal grant outlays to state and local governments
. as proposed in President’s FY 2013 budget
(See Figure 12.) 22 g

600
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Source: Public Budget Database, Federal Budget Fiscal Year 2013 and U.S. Bureau of Economic Analysis.

security programs, primarily those
benefiting children, will decline by 35 percent during the same period.

Conversely, CBO expects federal spending for Medicaid and CHIP to increase by 47 percent during the same period:

Enroliment is expected to rise rapidly over the coming decade as more people become eligible for Medicaid
under provisions of the Affordable Care Act (the 2010 health care legislation) and as the number of elderly
people rises. By 2022, about 94 million people—more than a quarter of the U.S. population—will be enrolled in
Medicaid at some point in the year, CBO estimates. For many of those new enrollees, the federal share of
their costs will be significantly larger than the share for individuals enrolled in Medicaid today.
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Of course, the actual trajectory of federal grants could vary dramatically from these projections. Medicaid, for instance,
was exempted from the “automatic” cuts provided by the BCA; but it is a significant driver of long-term federal budget
pressures and, therefore, is unlikely to remain untouched by policymakers over the longer term. In addition to the Ryan
plan, the Simpson-Bowles proposal would cap Medicaid’s growth rate; either change would substantially reduce future
federal grants for Medicaid relative to the CBO projections.

What is more certain is that the opposing views of ACA and Medicaid, reflecting divisions over the proper roles of the
federal and state governments in our federal system, are causing increased tensions that make it more difficult to
deal with the challenges of fiscal sustainability.

Potential Reductions in Procurement, Contracts, and Other Federal Spending

Reductions in federal spending for procurement, the federal workforce, and other activities will affect state and local
economies. This direct spending, like federal aid to states, varies widely (See Figure 13); and direct federal spending is
distributed quite differently from federal grant spending.

Thus, cuts in federal procurement, federal workforce, and other items of direct spending will affect some states’
economies more profoundly than others. For example, the study state of Virginia, with its dependence on defense

procurement and its cadre of federal

workers and retirees, is at particular Figure 13 | Direct per capita federal spending varies widely
risk. Even though Virginia’s per capita across states
federal aid grants rank lowest in the
nation, total direct federal spending Per capita federal spending in FFY 2010
per capita in Virginia - including
procurement, wages, retirement, and
other spending - is 60 percent above
the national average and accounts for
about 32 percent of Virginia’s gross
state product.3®8 Among the study
states, Virginia ranks first in federal
procurement, which makes up more
than 13 percent of its state GDP;
federal salaries and wages constitute
approximately five percent of state . & $8 per capita
GDP. (See Table 6.) i LA ' [] < $9,000

[[] $9,000 to $9,800
I $9,800 to $10,800
[l $10,800 to $11,800
Il > s11,800

Source: Consolidated Federal Funds Report, U. S. Bureau of the Census.
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Table 6 | Federal procurement, federal salaries and wages, 2010

Procurement ($ millions) Salaries & wages ($ millions)
Rank,
Rank . .
Procurement % of Salaries & salaries &
. procurement % of GDP
spending GDP wages ($) wages
(based on $)
(based on $)
United
States $474,204 3.3% - $316,368 2.2% -
California 57,537 3.0 2 24,585 1.3 2
lllinois 11,601 1.8 13 7,949 1.2 13
New Jersey 10,236 2.1 16 5,578 1.1 19
New York 13,883 1.2 8 13,936 1.2 7
Texas 40,594 3.4 3 29,926 2.5 1
Virginia 58,338 13.8 1 21,112 5.0 3

Source: Task Force analysis from U.S. Bureau of the Census and U.S. Bureau of Economic Analysis.

In 2011, in fact, Moody’s assigned Virginia a negative outlook on grounds that “what we are seeing now is a structural
shift, where now a great source of stability (Northern Virginia’s economy) is becoming a potential vulnerability, because
of federal downsizing.”39

Potential Impact of Federal Tax Reform

CBO analyzes the potential effects of federal tax policy changes as well as cuts in federal aid. Though no current laws
relating to tax policy changes have potential effects as clear as those of the BCA, CBO estimates that under current
law, selected tax expenditures affecting state and local governments, such as the deductibility of state and local taxes
for federal income tax purposes and the exclusion of interest on state and local bonds from federal income taxation,
will grow by 36 percent from 2012 to 2022; thus, they will be attractive targets for federal budget-cutters.

However, the potential effects of federal tax changes are indeterminate. The Federation of Tax Administrators notes
that of states that impose an income tax, only five do not use a “federal starting point” for calculating state income
taxes.40 Thus, changes to federal tax laws could have significant positive or negative ramifications for states. There will
also be significant consequences for localities within each state. For example, limiting the federal deductibility of
mortgage interest on primary residences could also increase individual income taxes payable to states. However, the
same change could lower the value of these residences for local property tax purposes.

The Congressional Research Service (CRS) recently gave this summary of the role that tax expenditures could play in
deficit reduction:41

There are over 200 separate tax expenditures, which are projected to total over $1.1 trillion in FY2014. The
revenue loss of all tax expenditures, however, is highly concentrated in a relatively small number—the largest
20 tax expenditures account for 90% of the total revenue loss of all tax expenditures. This amount is
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equivalent to 74% of the total FY2014 revenue from individual income taxes. If used for rate reduction alone,
eliminating these tax expenditures could allow tax rates to be reduced by around 43%: for example, the top
39.6% tax rate could be reduced to approximately 23%.

Of the $123.8 billion that CRS estimates as tax expenditures directly related to state and local governments for fiscal
year 2014, the major items are deductions or exclusions for the following:42

e Property taxes, $27.1 billion
e Other state and local taxes, $54.0 billion

e Interest on tax-exempt debt, $42.7 billion

If deductions for state and local taxes are scaled back, different states will be affected differently. Among other things,
the impact in a given state will depend on how extensively the state relies upon those taxes that are deductible for
federal purposes and on the extent to which the state’s taxpayers claim the deduction for federal income tax
purposes. The latter is particularly complicated because state and local taxes generally are not deductible for
taxpayers who pay the Alternative Minimum Tax (AMT). The AMT rules have changed over time and are likely to change
further. However, the available data suggest that changes to state and local tax deductibility could affect California,
New Jersey, and New York most heavily, because taxpayers in these states claim the largest deductions for state and
local taxes paid and the deductions are a larger share of income than in most states. (See Table 7.)

Table 7 | New York, New Jersey, and California appear to be most at risk if the deduction
for state and local taxes is scaled back

The Deduction for State and local Taxes on 2009 Federal Income Tax Returns

Average taxes-paid deduction per Taxes-paid deduction as % of adjusted
return claiming deduction gross income

Amount ($) Index to US=100 Percent (%) Index to US=100 ‘
United States $6,767 100 5.4% 100
California 12,486 185 7.6 141
Illinois 9,269 137 5.4 100
New Jersey 14,655 217 9.1 169
New York 16,897 250 9.3 172
Texas 6,704 99 3.0 56
Virginia 9,229 136 5.9 109

Source: Frank Sammartino. “Federal Support for State and Local Governments Through the Tax Code” presented at
the committee on Finance, United States Senate, April 25, 2012.

A decrease in this deductibility could affect states in two ways. First, the effective “tax cost” of state and local
government services to residents of those jurisdictions would rise, placing downward pressure on state and local
spending and taxes and increasing incentives for individuals and businesses to move to lower-tax locations. Second, in
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the 15 states that allow a federal itemized deduction for state and local taxes in whole or in part, increased taxable
income could mean increased taxes unless rates are adjusted.43

It is much more difficult to examine the potential impact of scaling back the exclusion for tax-exempt bond interest.
The impact will depend on debt issuance patterns in the states, the extent to which their taxpayers invest in tax-
exempt bonds, and how taxpayers rearrange their portfolios in response to any changes. The deductions for state and
local taxes and the exclusion of interest on tax-exempt debt, for instance, are disproportionately concentrated in high-
tax states in the Northeast and some of the coastal states. Generally, however, without a federal subsidy, the cost of
borrowing for states will rise.

Moreover, the effects of federal tax changes on state and local governments are not limited to these items alone: Any
change in the federal code can have an impact on state and local governments. For example, if the federal
government eventually moves toward a consumption or value-added tax, states would be affected enormously, with
possible benefits as well as risks.

The Absence of Formal Dialogue Between the Federal Government and the States

There are no standing structures and procedures within the federal government for analyzing the impacts on states
and localities of reduced federal spending or federal tax changes, and there is little dialogue about these issues
between the federal government and state and local governments. In a recent Senate Finance Committee hearing on
the potential implications of federal tax reform on state and local governments, ranking minority member Orrin Hatch
emphasized the need for careful analysis of such effects:44

The rush for new tax dollars that too often characterizes the federal legislative process, oftentimes leaves
issues involving federal-state tax coordination by the wayside. But we cannot forget that the policies being
discussed today touch on fundamental constitutional principles of federalism and separation of powers. And if
we are to do no harm it is important to hold hearings such as this one... Issues involving the federal impact on
state and local revenues impact both the Constitution’s separation of powers between the federal and state
governments and the separate identity of the sovereign states.

Senator Hatch’s recognition of the relationship between federal tax actions and state and local government finances
points to the need for continued formal dialogue among the levels of government. Beginning in 1959, the Advisory
Commission on Intergovernmental Relations sought to play this role; but it was criticized for failing to communicate
effectively across intergovernmental lines and was disbanded in 1996. At present, there is nothing to take its place.

If the federal government and state groups like the National Governors’ Association and the National Conference of
State Legislatures do not seek forums for joint modeling, discussion, and planning in this time of retrenchment and
realignment, they will miss a critical opportunity to reduce uncertainties and harmful consequences, intended and
unintended.

Underfunded Retirement Promises Create Risks for Future Budgets

Public pensions - deferred compensation that state and local governments promise to pay to workers after they retire -
should be substantially funded in advance. This helps ensure that funds are available when needed; it also fairly
distributes the costs of public services to the taxpayers who benefit from them. To prefund pensions, governments and
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most public employees contribute to retirement systems, which invest with the goal of accumulating assets to pay
benefits when due. Most retirement systems can pay pension benefits for many years out of existing funds, but this
does not mean they are sound. Increased contributions from governments and employees and, in some cases, benefit
cuts may be required in order to stave off a crisis. In practice, such prefunding has been dangerously inadequate.

The Legal Nature of the Pension Promise

In the private sector, defined benefit pension plans are disappearing rapidly. The commercial and legal systems
accommodate wholesale change to pension regimes through such vehicles as acquisitions, mergers, or buyouts and
Chapters 7 and 11 of the U.S. Bankruptcy Code. In the public sector no such structures exist to promote changes to
pension laws. Under certain conditions local governments (though not state governments) can apply for Chapter 9
bankruptcy; but the extent to which they can modify pension obligations in these proceedings, if at all, is unsettled.
Public pensions are created by legislation and enjoy legal protections that vary widely based on state constitutions,
statutes, and court decisions that often restrict subsequent modifications. Nevertheless, there is a steady advocacy
for changes in employee benefit programs in just about every state, with increasing awareness by taxpayers of the
burdens being placed upon them to fund pension and benefit programs of public employees. Often these taxpayers,
as private sector employees, no longer enjoy similar benefits themselves.

The degree of pension protections afforded to public employees varies by state and depends in part on whether
proposed modifications are substantial. The degree of protection also depends on the persons affected by proposed
modifications: new hires, unvested or vested current employees, or retirees. Legally and politically, legislation directed
at new hires is the easiest to achieve because new hires are invisible and, until hired, do not vote in union elections
(where unionized); but such modifications produce the smallest immediate savings and do not reduce unfunded
liabilities. Legislation directed to retirees, on whom most pension funds are expended, is the hardest to achieve
because retirees have fulfilled their employee obligations and earned the entitlements they were promised. Legislation
affecting current employees, who can generate the most political resistance, is of varying difficulty. In virtually no state
can changes in pension rules and benefits be achieved where rights have been vested or accrued. For rights yet to be
accrued, change may be possible.

In 43 states, pension statutes are deemed by constitution, explicit statutory language, or implication to have created a
binding legally enforceable contract between employer and employee, vesting either at the time of hire (California,
Illinois, New York), at a point during the employee’s tenure, or potentially at retirement.45 The significance of a
pension’s being deemed a contract is that it thereby enjoys protection under Article One, Section Ten of the U. S.
Constitution, which provides that no state may pass any law that diminishes or impairs a contract. Usually state
constitutions also provide, in words or substance, a similar non-impairment protection for contracts. Of the non-
contract states, which include New Jersey, only two - Texas and Indiana - retain the theory that a pension is a gratuity
not entitled to any specific protection. Other non-contract states, such as Minnesota, consider a pension a property
right or treat it as subject to promissory estoppel (i.e., as a promise that is relied upon).

Therefore, legal protections for pensions are strong, but they vary among states. Contracts may be modified by proper
exercises of a state’s police power but proper exercise requires such modification to be the least drastic solution
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needed to solve the problem being addressed. In addition, such change may be effected only to solve an important

public purpose; this criterion is very narrowly defined and has seldom been found to exist in such cases.

Many states are pursuing pension legislative change - seeking to raise retirement ages, require additional years of

service, increase employee contributions, offer section 401(k) options, and reduce or eliminate cost-of-living increases

(COLAs). The general effort is to shift both costs and risks from the employer to the employee.

The Structure of Pension Systems
There are more than 3,400 state and local retirement systems in the United States. These retirement systems

generally are governed by trustees who are independent of the government and have a fiduciary responsibility to the

beneficiaries. Only 222 systems are administered on a statewide basis; but, with a few exceptions the statewide

systems are far larger than those administered at the local level, holding 83 percent of investible pension assets.46 47
(See Tables 8 and 9.)

Table 8 | States vary greatly in how they organize retirement systems

Number of retirement systems in 2010 by level of administration

New United

California Illinois Jersey New York Texas Virginia States
State 5 6 7 2 7 1 222
Local 57 451 8 68 17 3,196
Total 62 457 10 10 75 18 3,418

Source: U.S Bureau of the Census, Survey of Public retirement systems.

Table 9 | State-level retirement systems hold 83 percent of assets

Total investible assets in $ billions in 2010 by level of administration

New United

California Illinois Jersey New York Texas Virginia States
State $373.7 $76.4 $66.5 $208.1 $151.5 $46.5 $2,221.3
Local 142.3 36.6 0.1 94.2 23.2 9.7 453.5
Total 516.1 113.0 66.5 302.3 174.7 56.3 2,674.8
State % 72.4 67.6 99.9 68.9 86.7 82.7 83

Source: U.S Bureau of the Census, Survey of Public retirement systems.

The six study states vary greatly in the ways they organize their pension systems. Essentially all the assets in public

systems in New Jersey are administered at the state level, while California and lllinois have a few large state-level

systems plus many local systems; several of these local systems are very large, but many are small. New York is

unusual in having just two large state-level systems - a system for general state and local government employees and
the state Teachers Retirement System, to which teachers outside New York City belong. New York City administers its
own retirement systems, which are larger than most state retirement systems.
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The government that employs a worker is not necessarily the government that contributes to his or her pension plan.
For example, in lllinois the state government is responsible for funding the lllinois Teachers Retirement System on
behalf of school districts outside of Chicago, although Governor Quinn has proposed shifting costs to school districts.
In New York, local governments and school districts contribute to statewide plans. (In the case of school districts, the
state withholds the districts’ contributions from the state aid otherwise payable to the districts.) Both California and
Illinois have many locally administered systems that are essentially on their own; in both states, many of these
systems are severely underfunded. lllinois has hundreds of small municipal police and fire retirement systems that in
the aggregate were only 51 percent funded in 2009.48 In many states, a statewide retirement system includes some
or many local government employees.4° Depending on the state and the system, the state government may contribute
on behalf of local employees or local governments may contribute.

Understanding which governments contribute to which systems is important to understanding the likely fiscal stress if
required contributions rise significantly. Often there is pressure to shift fiscal stress to other governments. For
example, the California State Teachers Retirement System (CalSTRS, the second-largest system in the country) is
underfunded by $64 billion because of investment income shortfalls and statutory contribution rates that are lower
than annual required contributions.50 Contribution rates are set by the state legislature. If and when the legislature
approves higher rates, this could create stress for school districts. But because much school funding comes from the
state and because the state could bear ultimate legal responsibility for benefit payments, California will face pressure
to increase aid to school districts—either by explicitly helping districts make pension contributions or otherwise
relieving their fiscal stress. According to its latest actuarial valuation, the legislature would need to approve
contribution increase to CalSTRS of approximately $3.5 billion annually to get onto a path toward eventual full
funding.51

Valuing Pension Liabilities

One of the actuary’s critical jobs is estimating the liability that a pension system has to its beneficiaries. This requires
projecting benefits that will be paid in the future and “discounting” those benefits to the present. The choice of
discount rate is critical. For example, the estimated liability today for a single-year’s pension benefit of $31,700,
payable 15 years hence, is approximately $10,000 using an 8 percent discount rate, but more than $15,000 using a
5 percent rate.52 Put differently, using a 5 percent rate increases the estimated liability by about 50 percent relative to
an 8 percent rate.53

The impact on unfunded liabilities can be dramatic. In the example above, if a pension plan had $8,000 in assets set
aside for the future benefit it would have unfunded liabilities of $2,000 at an 8 percent discount rate (given the
liability of $10,000). But with a 5 percent rate the plan would have $7,000 in unfunded liabilities (given the liability of
$15,000) - the unfunded liability would be more than three times as large.

Under standard actuarial practice and accounting guidance from GASB, actuaries use a discount rate based on the
expected return on assets held in the pension fund.54 That is, the rate they use to discount liabilities is by definition
the same as their investment earnings assumption, even though in concept they need not be the same. The vast
majority of pension plans currently assume they will earn 8 percent. Economists and others have noted that the size of
the liability has nothing to do with how much the funds will earn. As researchers Jeffrey Brown and David Wilcox noted,
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“This practice contrasts sharply with finance theory, which is unambiguous that the appropriate discount rate is one
that reflects the riskiness of the liabilities, not the assets.”% The economics profession is virtually unanimous in this
view.56

There is no unanimity on what discount rate (or rates) would reflect the riskiness of pension liabilities, but given strong
legal protections most researchers believe the risk of nonpayment is low, and some even believe benefits should be
treated as risk free. This means that in current market conditions the discount rate would be far lower than 8 percent.
The Center for Retirement Research at Boston College frequently uses 5 percent in its analyses.57 Other researchers
have used lower rates, which lead to even higher estimates of liabilities.>8 There is no definitive answer, and discount
rates will vary with market conditions. There have been periods, particularly during the early 1980s, when risk-free or
low-risk interests rates actually were higher than pension fund earnings assumptions.

Using a higher-than-appropriate discount rate can have at least three effects. First, pension plans will appear healthier
than they otherwise would, potentially creating incentives to reduce contributions to plans or to enhance benefits.
Second, it can create pressures for pension systems to invest in risky assets in an effort to achieve higher investment
returns. A recent research paper on this topic concluded, “In the past two decades, U.S. public funds uniquely
increased their allocation to riskier investment strategies in order to maintain high discount rates and present lower
liabilities...”>° Third, it can keep employer contributions artificially low, until and unless pension systems suffer
investment shortfalls. Because these shortfalls often are associated with economic downturns and contribution
increases follow shortly thereafter, the contribution increases can occur at the times governments are least able to
afford them. Many governments in the six study states have not kept up with annual required contributions in recent
years.

After several years of research and deliberation reflecting on these and other concerns and after hearing comments
from stakeholders, in June 2012 GASB adopted new rules governing reporting of public pension liabilities and
expenses.9 Among other things, the rules would require pension systems to calculate liabilities using a two-pronged
approach. The portion of benefits that can be supported by existing assets, investment income, and contributions
would be discounted using an interest earnings assumption, and the remaining “unfunded” portion would be
discounted using a high-grade municipal bond yield, which would typically be much lower. In determining expected
contributions, the plan would have to look to the history of governments making contribution and assess likely future
contributions, which would not be easy to do given the history some governments have of contributing less than the
annual required contribution. The effect generally would be to drive estimated liabilities upward for significantly
underfunded plans, although the extent to which this would occur is not easy to estimate because it will depend on
market interest rates, the details of each plan’s cash flow, and the extent to which retirement plans adjust their
behavior in response. Many analysts have argued that this two-pronged approach has no theoretical basis and is
subject to potential gaming; others have welcomed it as an imperfect improvement.61

The Center for Retirement Research estimated that funded ratios for the plans in their database, which account for
roughly 85 percent of assets, would fall from 76 percent to 57 percent if the then-proposed rules had been in place in
2010. The impact would vary dramatically from plan to plan, depending on its specific circumstances and contribution
behavior. For example, the funded ratio of the main CalPERS fund was estimated to be unchanged at 65.4 percent,
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while the funded ratio of CalSTRS was estimated to drop from 59.7 percent to 41.2 percent. (CalSTRS may be the
exception in California. According to the CalPERS actuary, the ‘*“vast majority” of California public pension systems will
not reach the crossover point’ at which they would have to use a lower discount rate.62) The lllinois Municipal
Retirement Fund’s funded ratio was estimated to stay unchanged at 86.3 percent, while the lllinois State Teachers
Retirement System’s funded ratio was estimated to drop from 40.5 percent to 18.8 percent. 63

While declines in funded ratios could be quite significant, they pale in comparison to what would be reported if risk-
free or low-risk discounting were used. For example, one recent analysis estimated that CalPERS’s funded ratio would
be 45.1 percent at a 4.5 percent discount rate.64

The use of lower-risk discount rates does not mean that pension funds should or will use earnings assumptions as low
as the discount rate, or that they will eliminate risky assets from their portfolios. For several reasons, pension funds
will continue to have investments in risky assets. Expected returns from those assets typically will be higher than the
rate used to value liabilities.

The new GASB standards make many important changes in addition to those relating to discount rates. Among other
things, they would make pension liabilities and expenses more visible and displayed on government statements of net
assets and in operating statements, particularly in cases of “multi-employer cost-sharing” plans - plans where more
than one employer participates and risks are pooled, so that there is not a separate account for each employer. Under
previous standards the liabilities related to these plans were not well disclosed.

How, precisely, the new rules will affect government and pension system reporting and, ultimately, whether and how
they will affect their behavior remains to be seen. The discount rate rules fall far short of what finance experts argue is
appropriate and reported unfunded liabilities will not increase anywhere near as much as they would under a pure
finance approach. On the other hand, in many ways, pension liabilities and expenses are likely to be far more visible
than before.

Pension System Underfunding

A pension system is underfunded if assets are less than estimated liabilities. Under current assumptions used by
actuaries to value liabilities, state and local government pensions are underfunded by approximately $1 trillion.65
Economists and financial analysts generally believe that liabilities should be valued using “low risk” discount rates,
which would lead to much higher liability estimates. Under this approach, estimated unfunded pension liabilities are
$3 trillion or more.66

Table 10 shows the aggregate percentage-funded status of 126 major state and local retirement plans for the most
recent available year. These plans account for approximately 85 to 90 percent of the assets of the nation’s 3,400
systems. The table also shows the percentage-funded status of the major plans summarized for each of the six study
states. The 126 major plans were underfunded by $892 billion, for a 74.1 percent-funded ratio, based on a
comparison of the market value of assets to actuarial liabilities.6”
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Table 10 | Major retirement systems funded status

State and local government retirement system funded status
Major state plans and local plans ($ billions except where indicated otherwise)

Unfunded Funded ratio
liability (surplus) using market
Actuarial Market value using market value of assets Unfunded liability
liabilities of assets value of assets per capita
United States $3,442.8 $2,551.2 $891.5 74.1% $2,882.1
totals, 126 plans
Totals for 6 study 1,542.2 1,156.0 386.2 75.0 3,459.2
states
California 597.4 461.6 135.8 77.3 3,635.9
lllinois 187.6 95.0 92.5 50.7 7,205.7
New Jersey 120.2 77.6 42.6 64.6 4,838.6
New York 348.0 301.2 46.8 86.6 2,411.8
Texas 214.0 167.7 46.3 78.3 1,835.2
Virginia 75.1 52.9 22.2 70.4 2,770.1

Source: Public Fund Survey (www.publicfundsurvey.org) for actuarial liabilities, accessed June 19, 2012; market value

of assets provided by National Association of State Retirement Administrators, June 19, 2012; Unfunded liabilities and
funded ratios calculated by Task Force.

As the table shows, retirement systems in all of the study states are underfunded, with those in lllinois the most poorly
funded by far, followed by those of New Jersey, then California. The only state that could be called well-funded on
average is New York, where the state-level plans are very well funded and the New York City plans are not. The New
York state-level plans use a different actuarial cost method than most plans, known as aggregate cost.68 In one sense,
the state’s high level of funding is an artifact of that choice; but the state plans are truly well funded because this
method tends to produce annual required contributions (ARCs) that, when compared with other methods tend to
produce higher contributions early in employees’ careers. In addition, the method as implemented in New York
responds sharply to investment income shortfalls, so that ARCs rise quickly in response. Finally, New York law requires
state and local governments to pay the full ARC. This combination leads to a high level of funding—and rapidly
changing contribution requirements, which provide strong protections to beneficiaries and also cause fiscal stress for
the governments required to contribute.

The most significant reason for pension underfunding is that investment earnings have fallen far short of previous
assumptions. Many view the vagaries of the markets as being both outside the control of these pension systems and a
short term event which, over the longer term, will be offset by gains. Most state and local government retirement
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systems use an earnings assumption that is at or near eight percent. A retirement system’s earnings may be
reasonable by some standards but if it falls short of its assumptions - if it earns less than what it assumes it will earn
— unfunded liabilities accumulate relentlessly and down markets may occur for a decade. Further, the looming
retirements of baby-boomers makes many argue for a shorter term focus on earnings. During the 2008 financial
market collapse, state and local government retirement funds lost nearly $1 trillion of market value. For example, the
funded status of the California Public Employees Retirement System (CalPERS), the largest system in the nation, fell
from 100.1 percent in 2007 to 60.1 percent in 2009 on a market-value-of-assets basis, reflecting investment losses
of 4.9 percent and 23.4 percent in 2008 and 2009, respectively.69

It does not take a dramatic downturn to create underfunding: if a retirement system earns five percent a year but
assumes eight percent, unfunded liabilities will grow. If the system adjusts its earnings assumption to a new, lower
outlook, its estimate of total liabilities will increase, and unfunded liabilities can increase significantly. Systems that
appeared well-funded prior to the 2008 collapse would not have appeared well-funded if they had used lower earnings
assumptions.

A very serious, non-market related, cause of pension underfunding is that some states and localities habitually have
skipped or underpaid their annual required contributions. These governments willfully underpaid and now find it
difficult to afford the contributions required to move toward full funding.

Underpayment of Annual Required Contributions

The actuarial funding system is designed to be self-correcting. It relies on assumptions about investment earnings,
longevity of workers and retirees, inflation, and other hard-to-predict factors. Most of those assumptions will prove
wrong to some degree. System actuaries or their outside consultants conduct periodic actuarial valuations in which
they evaluate assumptions and determine whether the system is under (or over) funded by actuarial rules. (The
retirement system board or, sometimes, the state legislature, sets assumptions, informed by actuarial analysis.)
Typically actuaries produce estimates known as annual required contributions, or ARCs, the actuary’s estimates of
amounts that must be paid to the system to fund benefits properly. If an employer’'s ARC is 17 percent, it means the
actuary has estimated that paying 17 percent of payroll into the pension fund each year would put the employer on a
path to full funding.70

Many governments pay their ARC routinely, either by law or custom, but others do not. Despite the name, there is
nothing “required” about the ARC unless a government’s own laws or rules require payment. In New York, a court
decision requires that the state pay the ARC to the New York State and Local Employees Retirement System, and it
does so; but, as described below, it has found other ways to achieve temporary cash savings. In California, CalPERS
has a guaranteed draw on state funds for state agency employees; in other words, it simply submits a bill that the
state must pay.”t CalSTRS, on the other hand, does not have an automatic draw; and contributions set by statute have
been well below the ARC for the last decade. lllinois, Texas, Virginia, and New Jersey (subject to changes described
below) set contributions by statute and have underpaid their ARCs.

Over the five years from 2007 through 2011, state and local governments underpaid their ARCs by more than $50
billion. California, lllinois, and New Jersey, with 19 percent of the nation’s population, accounted for more than half
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(58 percent) of the contribution shortfall during the sub-period for which we have comprehensive data, 2007 through
2010.72 Governments in these states underpaid pension contributions before the recession began, during the
recession, and after the recession officially ended.

In California over the past six years, the shortfalls in CalSTRS and in the Judges Retirement Fund component of
CalPERS—which, like CalSTRS, does not have an automatic draw—have amounted to approximately $15 billion. (See
Table 11.)

Table 11 | Governments in California underpaid ARCs by $15 billion from 2006
through 2011

Underpayment of ARCs in California
Amount in $ millions

Annual Required

Contribution Actual employer Overpayment or Percent of ARC
(ARC) contribution (underpayment) paid (%)
Fiscal Year Judges Retirement Fund (within CalPERS)
2006 $195 $121 ($74) 61.9 %
2007 561 131 (430) 23.4
2008 624 163 (460) 26.2
2009 791 191 (600) 24.1
2010 1,167 186 (981) 15.9
2011 1,262 168 (1,095) 13.3
Six-year total 4,600 959 (3,640) 20.9
California State Teachers Retirement System (CalSTRS)
2006 3,821 2,440 (1,381) 63.9
2007 3,980 2,649 (1,331) 66.6
2008 4,362 2,864 (1,498) 65.7
2009 4,547 2,867 (1,680) 63.1
2010 4,924 2,693 (2,231) 54.7
2011 5,985 2,796 (3,189) 46.7
Six-year total 27,619 16,309 (11,310) 59.0

Six-year total,
combined funds
Source: 2011 CAFRs for CalPERS and CalSTRS.

$32,219 $17,268

Illinois has underpaid its contributions for at least 15 years. Between 1996 and 2011, lllinois underpaid contributions
by $28 billion.”3 (See Figure 14.) Now, several lllinois pension plans are extremely underfunded; Governor Quinn has
proposed changes that would scale back benefits substantially.
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New Jersey, too, has
habitually underpaid its
pension contributions. Over
the last six years,
contribution shortfalls have
totaled about $14.5 billion.
(See Table 12.) In 2011,
New Jersey made major
changes to scale back
pension benefits,
suspending COLAs for
existing workers and retirees
and requiring increased
employee contributions. As a
result of these changes, the
state’s unfunded liability
was reduced by 30 percent
from $37.1 billion to $25.6
billion, increasing the
system’s funded ratio from

Figure 14
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[llinois’” underpayment of pension contributions
is a major cause of underfunding
Major causes of increased pension underfunding
lllinois state-run systems, 1996 to 2011
Between 1996 and 2011
unfunded liability increased
by $64.2 billion, from
$18.7 billion to $82.9 billion.
Employer Investment Adverse Benefit Changes in
contrlbutlons returns below actuarial increases actuarial
below actuarial ~expectations experience and assumptions
amounts related factors

Source: Commission on Government Forecasting & Accountability, A Report on the Financial
Condition of the IL State Retirement Systems, p.28, March 2012.

56.4 percent to 65.2 percent. New Jersey also established a seven-year “ramp” under which it would increase
contributions each year until, by 2018, it would be paying its full ARC.74 In 2012, the first year of the ramp, the state
paid $484 million, which was one-seventh of the annual required contribution of $3.4 billion - an underpayment of
$2.9 billion. In 2013, the state is budgeting a payment of $1.1 billion. While the actual ARC for 2018 will depend on
investment performance and other factors, the annual employer contribution probably will have to increase by at least
several billion dollars between 2013 and 2018 if New Jersey is to meet the requirements of this new legislation. This
will force the state to make difficult choices about spending priorities and taxes.
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Table 12 | New Jersey underpaid pension contributions for years, even before the
recession started

Aggregate state & local employer contributions to New Jersey pension plans
For Fiscal Years 2006 through 2012 ($ millions)

Actual/expected

Annual Required employer Overpayment or Percent of ARC
Fiscal Year Contribution (ARC) contribution (underpayment) paid (%)

State

2006 $1,451 $164 ($1,286) 11.3%
2007 1,779 1,023 (755) 57.5
2008 2,090 1,046 (1,044) 50.1
2009 2,231 106 (2,124) 4.8
2010 2,519 - (2,519) -
2011 3,061 - (3,061) -
2012 3,389 484 (2,905) 14.3
State subtotal 16,518 2,824 (13,694) 17.1
Local

2006 678 354 (324) 52.2
2007 843 606 (237) 71.9
2008 1,089 993 (96) 91.2
2009 1,169 1,044 (125) 89.3
2010 1,281 1,281 - 100.0
2011 1,611 1,611 - 100.0
2012 1,737 1,737 - 100.0
Local Subtotal 8,408 7,626 (782) 90.7
State & local total $24,926 $10,450 ($14,475) 41.9

Source: New Jersey Tax and Revenue Anticipation Notes Official Statement, December 2011, p.I-61.

New Jersey’s 2011 pension reforms also included a provision that could make it more difficult to underpay pension
contributions in the future, as described in a bond disclosure document:

Although no assurance can be given that the State Legislature will make such appropriations in accordance
with this law, the 2011 Pension and Health Benefit Reform Legislation contains a provision stating that
members of the Pension Plans now have a contractual right to the annual required contribution being made
by the State and local participating employers and failure by the State and local employers to make annual
required contributions is deemed an impairment of the contractual right of each member. This contractual
right could limit the State’s ability to reduce or limit pension contributions in response to future budgetary
constraints.’®
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Whether this provision will achieve the intended effect remains to be seen.

In New York, the state government and local governments outside New York City are required to pay the ARC.76
However, over many decades the state periodically has used “amortization” to delay a portion of annual payments to
state-run systems - in effect, borrowing from the pension fund itself while being credited for paying the ARC. The
state’s first use of the practice came during the Great Depression. 77

Under a new incarnation of amortization developed in the recent fiscal crisis, the state and its local governments can
amortize payments over 10 years, at an interest rate set by the state comptroller, who is the sole trustee of the
pension fund. Participating jurisdictions must establish reserve accounts, which will be used to reduce the budgetary
impact of future employer contribution rate increases. In fiscal year 2012, the state’s payments to its retirement
systems (including amortization payments) will total $1.5 billion, compared to the $2.1 billion that would have been
required without amortization.”® While the amortization scheme in New York effectively is borrowing, a gimmick, it is
small in size compared to many of the techniques other governments have used.

In Texas, contribution requirements for the main retirement systems are set by legislation, except for one plan of the
Judicial Retirement System under which the state contribution rate is actuarially determined every even-numbered
year for the next two-year budget period.”® Thus, contribution rates are subject, within limits set in the state
constitution, to the vagaries of the budgeting process. As of the August 31, 2010 actuarial valuations, contributions
are insufficient to amortize the current unfunded accrued liabilities of the employees retirement, law enforcement,
and teachers retirement systems over any period of time. As a result, unless the funds experience a resurgence of
investment returns, Texas will need to restructure benefits or increase contributions, or both.8°

In Virginia, the legislature in very recent years has overridden recommendations from the actuary of the Virginia
Retirement System, substituting its own assumptions to calculate a statutory contribution rate. As noted in a bond
disclosure document in fiscal year 2012, “The General Assembly is again funding less than the rate determined by the
actuary by extending the funding period for these groups from 20 years to 30 years, increasing the investment return
assumption from 7.50% to 8.00% and increasing the inflation assumption from 2.50% to 3.00%.”81 Further, in some
cases reductions in contributions that would have benefited funds outside the general fund have instead been
diverted to the general fund.82 During the recent fiscal crisis, such moves provided Virginia with cash savings of more
than $1 billion - savings that will come at the expense of future budgets.

Pension Benefit Enhancements

When a pension system appears well funded, governments face pressure from workers and retirees, and sometimes
from agencies recruiting workers with specialized skills to enhance benefits - benefits that, once granted, have strong
legal protections. After the rapid stock market growth of the 1990s, many funds reported actuarial surpluses and
increased benefits.83 If liabilities had been discounted using low-risk discount rates, systems would not have appeared
as well funded.

California is an extraordinary example. The state and local governments expanded employee benefits substantially in
1999 and in 2001. Senate Bill 400, sponsored and supported strongly by CalPERS and signed into law by Governor
Gray Davis, increased retirement benefits for state workers by lowering the full retirement age, increasing the benefit
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formula, or both. It also defined final compensation as the highest 12 months of salary, provided up to a six percent
increase in compensation to those who had already retired, and increased survivor benefits.

CalPERS stated that “no increase over current employer contributions is needed for these benefit improvements” and
that the state’s annual pension costs would remain below $766 million for “at least the next decade.”84 However,
since then, the pension system has earned an average annual rate of only 4.7% per year, far less than what was
assumed.85 The state has made up the difference, contributing $27 billion—which was $20 billion more than
projected.

The scale of the California increase appears extraordinary. Many other retroactive benefit increases appear to have
been less costly, applying to fewer retirees who receive relatively small pensions.86

Contribution Increases or Other Changes are Needed

The six states in this study need to increase contributions, in some cases quite significantly, to eliminate existing
unfunded liabilities. The amount varies from system to system, depending on how underfunded the system is, the
extent to which governments currently are paying their ARCs, and the actuarial methods and assumptions the systems
use.

For example, by 2015 contributions to CalSTRS would need to increase by more than $3 billion annually to amortize
unfunded liabilities, assuming that the fund earns 7.5 percent on its investments, or a further $7 billion annually if a
five percent earnings assumption were used.87

New York’s main pension fund increased employer contribution rates by 158 percent from 2010 to its scheduled
2013 payments, protecting pensions but rapidly stressing local governments. As a result of these changes, pension
contributions for this one plan are increasing by more than $3 billion annually; and other plans are raising
contributions as well.88 New Jersey is on the ramp described above and will face sharply increasing contributions for
the next seven years. Deeply stressed California and lllinois face hard trade-offs between funding pensions and
undoing promised benefits. If the current proposed tax increase in California were used to fund pensions, there would
be little left over for other needs. Texas and Virginia also face increases in employer contributions, but compared to
other study states these are not as large relative to the budget.

The extent of underfunding and required contribution increases varies dramatically around the country - there is no
easy generalization. However, in places where contribution increases are large, as with many of the California pension
systems and the lllinois systems, governments are under pressure to cut core services or raise taxes substantially.

Faced with hard choices as a result of contribution increases, governments have been making changes. Between
2009 and 2011, 43 states either increased employee contributions or cut benefits or both.8° Additional changes will
be needed.

Analysis conducted by the Center for Retirement Research for the Task Force indicates that, for most systems in the
study states, contribution increases related to the stock market declines in 2008 and 2009 will generally work their
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way through the system by about 2015 - for governments that pay their ARCs. In other words, if systems meet their
assumptions, particularly their investment earnings assumptions, there will be a new equilibrium.

If systems do not achieve currently assumed returns or increase contribution levels, the next generation of taxpayers
may bear the cost, in the form of still higher contributions while workers and retirees could suffer cuts in the pensions
that were promised to them.

Unfunded Retiree Health Care Promises

Most state and local governments have promised, in addition to pensions, substantial retirement health care benefits
to their workforces. These benefits have barely any funding. In addition to health care, sometimes there are other
benefits provided in retirement, such as life insurance; in combination all of these are known as “Other Post-
Employment Benefits” (OPEB). Until the Governmental Accounting Standards Board in 2004 issued standards
requiring disclosure, governments did not regularly make these liabilities public.90

Governments are not always eager to adopt accounting standards that highlight previously undisclosed liabilities.
Texas initially protested the new standards, arguing, correctly, that under state law it can eliminate post-retirement
benefits any time it chooses. The state even enacted legislation allowing governments to follow alternative rules.
Eventually, most governments and plans adopted the new standards although a few local governments remain
holdouts.91

State-administered OPEB plans have unfunded liabilities of more than $600 billion.92 Similar liabilities for locally
administered plans are likely even larger, since local workforces are almost three times as large as state workforces.93
The combined state and local government liabilities are likely to be well above $1 trillion. If the federal government
increases the eligibility age for Medicare, OPEB liabilities could increase further, because state and local government
retiree health plans generally provide substantial benefits for the transition period between retirement (usually under
age 65) and eligibility for Medicare.

Most governments fund these benefits on a pay-as-you-go basis rather than contributing to a funded plan. They
compute an ARC and report it in their financial statements but generally ignore it for budget purposes, simply paying
actual benefits for current retirees. Virginia is an important exception: It has a partially funded plan and until recently
contributed the ARC.

In the six study states, unfunded retiree health care promises in state-administered plans, including university plans,
exceed $300 billion; there are at least $200 billion of additional liabilities in these states’ locally administered plans.94
(See Table 13.) Annual costs are being driven rapidly upward by two of the same forces influencing Medicaid growth:
rising health care costs and a population quickly approaching retirement age. Funding these past promises and
current benefits on an actuarial basis in the six states would require an increase in spending by state and local
governments of at least $25 billion annually.5
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Table 13 | OPEB Unfunded liabilities in the six study states

OPEB plan liabilities ($ Billions)

New New Six-state

California lllinois Jersey York Texas Virginia sum

Unfunded Actuarial Accrued Liability (UAAL) of OPEB plans administered or participated in by:
State government-

. $62.14 | $54.22 $59.28 $61.99 | $58.21 $5.02 $300.86
administered plans

State university (if not

) . 15.98 - - 12.35 - - 28.33
included in state number)
Available local government
58.75 10.73 12.09 122.13 6.21 - 209.89

data
Minimum statewide total $136.87 | $64.95 | $71.37 | $196.47 | $64.41 $5.02 $539.08
Sources: State CAFRs, plan CAFRs and valuations, and published reports in individual states. Liabilities generally
are as of 2011.

Most governments are unlikely to do Figure 15 | It will be many years before PAYGO spending

this, and they have little incentive to for retiree health benefits exceeds ARC payments

do so. Pay-as-you-go costs are under a full-funding approach

currently much lower than ARCs: In

the table above, the pay-as-you-go Annual employer payments to Texas ERS for retiree health
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an actuarial basis, annual

contributions would rise almost Source: Analysis prepared for Task Force by Center for Retirement Research, Boston College.
immediately by more than $1

billion.%¢ If they continue on a pay-as-

you-go basis, it will be 10 years before payments rise to the level of the ARC. For governments focused on short-term

planning, there is little incentive to prefund OPEB obligations.
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Unlike pensions, which in most states have constitutional protections of varying degrees, post-employment benefits
such as those for retiree health care tend to be covered by the terms of collective bargaining agreements. While an
agreement is in place, none of the benefits provided pursuant to the agreement can be changed without mutual
consent and in exchange for valuable consideration. Nevertheless, the law of OPEB is not firmly settled.®” The prospect
of large cost increases would create considerable pressure to reduce benefits. Many states, including those in this
study, have scaled these benefits back. The most notable recent change occurred in West Virginia, which required
increased contributions by retirees, cutting its OPEB liability in half.98 Still, until economy-wide increases in health care
costs slow, these benefits will exert stress on governments and their workforces.

The Combined Impact of Pension and OPEB Underfunding is Large

Pension and OPEB liabilities place different types of potential claims on taxpayers, but it is useful to combine the two
in order to gain a sense of the total potential liability. Data are not yet available for this purpose for all six states, but

one analysis in lllinois recently estimated total unfunded liabilities of $203 billion, including liabilities associated with
pension obligation bonds. That works out to more than $15,800 per capita for the state as a whole.9

Building Incentives for Responsible Management and Funding of Retirement Liabilities

It is human nature to prefer the present to the future. Governments display that time preference by promising now and
paying later: if they can, they will underestimate liabilities, underfund annual costs, and take on substantial
investment risks to make it look like promises will be kept. Improved transparency and a greater understanding of the
assumptions underpinning the numbers would help to provide more responsible funding and management of state
and local government retirement liabilities.

There is a need for mechanisms to enforce payment of future liabilities. Interestingly, such a requirement to pay debt
service has an obvious enforcement mechanism - the threat of losing market access. Because that threat is seen as
major, there are prepayment mechanisms, sinking funds, state aid intercepts, and other techniques to minimize the
risks. There is no analogue in the pension funding sphere. But there are examples of effective rules. In California, the
state pays its ARC when legally required and does not where a legal requirement is absent. New York State, and its
local governments outside New York City, legally are required to pay the ARC and do so; and the state comptroller’s
ability to withhold school district funds provides a mechanism to enforce school district pension contributions. New
Jersey’s new mechanism, which gives pension plan members a contractual right to the ARC, has not been tested
legally but holds promise.

Mechanisms such as these could avert future crises for systems that are not already too far gone. For some systems,
such as several in lllinois, underfunding may be so severe that paying the full ARC now might require untenable cuts to
education and human services, as well as large tax increases. As a result, benefits cuts are more likely.

While the standards for recognizing pension and OPEB costs in financial statements evolve, states should pay at least
their annual required contributions for pensions and develop methods for funding the amounts they expect to need in
order to pay other post-employment benefits.
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Narrow, Eroding Tax Bases and Figure 16 | The sales tax base has been eroding, driven in part
Volatile Tax Revenues Undermine by I’ising Consumption of ||ght|y taxed services
State Finances

One main goal of tax policy - adequacy - Sales tax breadth relative to personal income and

. . service consumption as a percentage of total consumption
is to raise enough revenue to fund . . g &

services the population requires.100 ©

Adequacy has two elements: the ability 60
to fund service demands over the long 50
run and stability over the business cycle. = 0
Unfortunately, many states’ tax systems §
have been failing on both counts. The a %
20 == Sales tax base as percentage of personal income
tax revenues needed to fund state and == Service consumption as percentage of total consumption
local government services have been 10
eroding for decades and are increasingly 0
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Sta te Tax Revenue Has Been Source: John L. Mikesell. “The Disappearing Retail Sales Tax.” State Tax Notes, March 5, 2012.

Eroding

On average, sales taxes account for

about a third of state tax revenue. The sales tax base - that is, the value of taxed goods and services - declined from
55 percent of personal income in 1970 to 35 percent in 2010, because of consumer spending shifts toward lightly
taxed services, the difficulty of collecting taxes on Internet-related transactions (see Box: The Sales Tax and Goods
Sold Over the Internet), and state choices that narrow their tax bases.101 (See Figure 16.)

All six study states had double-digit declines in the breadth of their sales tax bases. (See Table 14.)102 |n response to
this erosion, many states have raised tax rates substantially. Between 1970 and 2000, the mean state sales tax rate
increased steadily from 3.5 percent to 5.5 percent.
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Table 14 | Sales tax base erosion in study states

Reliance on sales tax as % of tax Sales tax breadth (tax base as
revenue, 2009 percent of personal income)
Average breadth Percentage
State during 1970- Breadth in decline in sales

government Local government 2010 2010 tax breadth
United States 32.0 11.2 46.7 34.5 (26.2)
California 28.7 12.2 43.0 26.8 (37.6)
[llinois 31.9 5.2 32.8 25.6 (22.0)
New Jersey 30.1 - 28.6 25.3 (11.7)
New York 17.1 16.2 343 26.2 (23.7)
Texas 50.4 12.4 48.4 35.9 (25.8)
Virginia 20.3 6.9 40.5 26.9 (33.7)

Source: U.S. Bureau of the Census for sales tax as percent of tax revenue. Mikesell (2012) for breadth estimates.

Motor fuel taxes-like other excise taxes on specific goods, such as alcohol and tobacco have also eroded significantly.
These taxes are usually levied in fixed amounts on the quantity of goods sold (e.g., 10 cents per gallon) rather than as
a percentage of value; thus, they don’t keep pace with inflation as closely as sales taxes do. Motor fuel tax revenues,
in particular, have also declined in part because automobile gas mileage has improved.193 Between 1960 and 2010,
state and local motor fuel taxes declined relative to the economy by 60 percent.104 While motor fuel taxes make up
only five percent of state tax revenues, they are often dedicated to funding roads, highways, bridges, and transit; thus,
their decline has increased the challenges that states face in these areas. Increasing even this small portion of state
taxes - or linking it to inflation—has proved politically difficult in many states.

The federal excise tax on motor fuel tax has eroded, too, as Figure 17 shows. The decline has increased the
challenges the nation faces in funding transportation infrastructure, particularly highways and bridges.
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The Sales Tax and Goods Figure 17 | Motor fuel taxes have fallen as a share of the
Sold Over the Internet economy, exacerbating challenges in funding
States have limited authority to transportation infrastructure
require collection of taxes owed
on purchases made through the Motor fuel taxes as percent of GDP
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Sources: U.S. Department of Transportation, Federal Highway Administration;
losing in excess of an estimated $11 EtzeatloffEcononiciizalsicy
billion annually from their inability to
collect taxes on online transactions,
according to estimates by Donald Bruce, William Fox, and LeAnn Luna of the University of Tennessee.105 They would
not ever be able to collect all of that; but even if states and localities could collect annually only half of the taxes owed

under existing laws on online sales, that amount would be considerable.106

Likely current losses for the individual states in this study appear to be substantial.107 California estimated that
revenue losses in 2012 from online and mail order sales approximate $800 million for the state and $400 million for
localities. 108 |llinois estimated that state revenue losses in 2010 approximated $163 million. The New Jersey Treasury
Department spokesman cited an estimate of $200 million annually, which is consistent with the Tennessee
researchers’ estimate.109 New York’s state government does not appear to have released estimates of losses; the
Tennessee researchers’ estimate for state and local losses in 2012 in New York is $865 million, although the state is
reported to believe revenue losses are lower. 110 Texas estimated that state revenue losses from remote sellers
approximate $600 million annually. 111 The Tennessee group estimated that state and local governments in Virginia
will lose $207 million of sales tax revenue in 2012.

The Issue

In general, if a good or service is taxable when bought in a retail store it is taxable when bought online or by mail order.
The problem is how to collect that tax. Merchants are responsible for collecting the taxes on store sales and passing it
on to state revenue departments. Collecting for goods sold online or by mail order is trickier. Federal law requires that
states can only compel an out-of-state seller to collect a tax due on sales into their state if the seller has a physical
presence in the state.112 This issue remains the domain of Congress, which could loosen the rules to permit states to
require sellers to collect taxes, even without a physical presence in the state, but it has not done s0.113 As a result, the
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issue of equity (or equal treatment) among sellers of goods is obvious. Retail stores are at a competitive disadvantage
compared to online sellers with no physical presence in the state, with important differences in burdens depending on
the types of goods sold. In addition, state and local governments lose revenue as more and more transactions are
conducted over the Internet. Although most states impose a “use tax” on mail order and internet sales, it is virtually
never enforced and rarely paid.114

How States Are Reacting
States are attempting to address the issue in two ways. One is through interstate cooperation. The other is as lone
agents probing and pushing at the edges of the rules.

Twenty-four states (representing a third of the nation’s population) have conformed their sales taxes under the
Streamlined Sales and Use Tax Agreement (SSUTA).115 Co-ordinated efforts among sovereign states on tax matters are
not unprecedented, but they are rare and this effort is a serious one that is aimed at the Congress. According to the
governing board, “Now that these states have made tax collection simple and easy for retailers, Congress can adopt
legislation that applies to the products and services sold by remote sellers.” The effort has spawned three federal
proposals to grant states, under certain conditions, the authority to require online sellers to collect sales tax even if
they do not meet a physical presence test. None of the bills has had sufficient support to pass both houses.116

The states not participating either will not give up control over their tax policy, believe they are unable to, or believe
they have relatively little to gain owing to their own size and market power with vendors.217 Among the study states,
only New Jersey has conformed.

New York’s “Amazon law” demonstrates the other approach. The law deems an out-of-state seller to have physical
presence if it relies upon third parties with in-state presence to help “establish and maintain a market” in the state.118
Once a remote seller has sufficient connection to these in-state parties (often called associates), the seller is required
to collect sales tax on all its sales in the state, not only from those made through the in-state associates.11° Arkansas,
California, Connecticut, lllinois, North Carolina, and Rhode Island have since adopted such “Amazon laws.”120

A different go-it-alone approach that appears to require less-aggressive policy is when a state asserts that an online
seller must collect taxes because related businesses (as opposed to unrelated associates) have a physical presence in
the state. This often occurs when a seller has subsidiaries that own warehouses or distribution centers in the state.
Texas and Amazon recently reached an agreement on this basis, under which Amazon will begin to collect sales tax in
the state.121 This terrain remains in dispute; the policy arena is unsettled.

Outlook

The SSUTA and “Amazon” laws are partial approaches to stem the potential hemorrhaging of sales tax revenues that
technology has foisted on states and localities. It is neither practical nor wise for every state to negotiate agreements
with every major online vendor. Congress could solve this issue for all states by allowing states to require online sellers
to collect tax even if they do not meet a physical presence test, and it should set the conditions that states must
satisfy if they wish to do so. This issue belongs on the table as part of any grand bargain on federal deficit reduction.
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State Tax Revenue has Become Increasingly Volatile

Some tax collections tend to be more volatile than others, changing more erratically from year to year, usually due to
changes in the economy. Volatile revenues are by their nature hard for states to predict and collect in a timely way and
generate their own set of headaches in trying to achieve annual budget balance.

The personal income, sales, and corporate income taxes are states’ most economically sensitive and volatile revenues
and they have grown in importance in recent years. Together they accounted for only 38 percent of state tax revenues
in 1950, but had grown to 72 percent by 1990, contributing to increased overall volatility. 122 (See Table 15.) Since
1990, states’ reliance on income taxes has continued to increase and the tax itself has become more volatile.123
Recent research confirms that “state tax revenues have become far more sensitive to changing economic conditions
since 2000” and that “increasing responsiveness in the individual income tax has been an important source of this

increase.” 124

Table 15 | States now rely on highly economically sensitive taxes for more than 70% of
their tax revenue

Percentage of total state government tax revenue (%)
Highly economically sensitive taxes

Personal General Corporate
income tax sales tax income tax Sum Other taxes Total
1950 9.1 21.1 7.4 37.6 62.4 100.0
1960 12.3 23.9 6.5 42.6 57.4 100.0
1970 19.2 29.6 7.8 56.5 43.5 100.0
1980 27.1 31.5 9.7 68.3 31.7 100.0
1990 32.0 33.2 7.2 72.4 27.6 100.0
2000 36.1 32.3 6.0 74.4 25.6 100.0
2005 34.1 32.7 5.9 72.7 27.3 100.0
2010 33.6 31.9 5.2 70.8 29.2 100.0

Source: Holcombe & Sobel (1950-1990); Census Bureau (2000-2010).

Sales tax revenues are volatile for several reasons. First, they are based on spending, which fluctuates with income,
the economy and expectations of the future. Second, sales taxes often are based on a narrower mix of goods and
services than overall spending. For example, most states exclude grocery food purchases from the sales tax but tax
restaurant meals. Third, tax revenue volatility is not constant over time. It depends on what kind of recession or growth
period the economy is experiencing. For example, in the 2001 recession, consumer spending did not fall and the sales
tax held up quite well, but in the 2007 recession consumption plummeted and, along with it, state sales taxes. The
income tax clearly has been more volatile in the last two recessions. 125
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Income taxes are volatile for several reasons. Figure 18 | Capital gains have become exceedingly volatile
When the economy declines, fewer people

are working; often those working have fewer Capital gains as percent of GDP

hours, so earnings decline. 126 If income 8
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taxes have progressive rates, thenin a
downturn, people who lose income tend to
fall through the brackets. Not only do they
have less income, but it is taxed at lower

rates and in the upturn, climbing up through
the brackets is a powerful force driving tax
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are an important part of their compensation Sources: U.S. Department of the Treasury and U.S. Bureau of Economic Analysis.

and mirror the fluctuations in individual

company profits. Interest rates and the

earnings derived from them as well as dividends too, go up and down with the economy and with the markets, which
often experience even more dramatic swings. Adding to the volatility is the fact that income taxes have become
increasingly dependent on financial markets and on the highest earners. Capital gains are the most erratic as they
depend not only on stock market performance but also on taxpayers’ choices about whether and when to sell assets.
In the 1950s, capital gains were less than two percent of gross domestic product; in 2007 they peaked at around 6.5
percent of GDP. However, over the next two years they fell 72 percent.127 Figure 18 shows the increasing volatility of
capital gains.

Corporate income taxes are extremely variable for similar reasons. They have also been eroding, and are increasingly
volatile, because of tax preferences granted in pursuit of policy goals and factors such as legal tax avoidance.128
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Increased reliance on economically Figure 19 | State tax revenue is more volatile than the economy
sensitive taxes and the rising volatility
of revenues produced by those taxes Inflation-adjusted state tax revenue and GDP, percent change year-over-year
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costs and other structural factors. Notes: (1) Percentage changes averaged over 2 quarters; (2) recession periods are shaded.

Sources: U. S. Census Bureau (Quarterly tax collections) and U.S. Bureau of Economic Analysis

Revenue Erosion and Volatility (esicRy)

in the Study States131
All of the study states have felt the
effects of revenue erosion or volatility in one important way or another.

California’s personal income tax provides more than 60 percent of general fund revenues. A significant amount of this
tax comes from high-income earners, heavily reliant on capital gains and taxed at the highest tax rates. Since capital
gains are not included in measures of the economy - such as personal income - state revenues, by definition, are more
volatile than personal income; according to the state’s Legislative Analyst’s Office, they are also more volatile than in
the average state.132 The California sales tax base, like most states’, has also suffered from the shift of personal
consumption toward services and away from taxable goods. In addition, policy actions that dedicated taxes to specific
purposes or moved general fund revenue to special funds have resulted in the erosion of the general fund revenue
base. Over the past 20 years, the proportion of tax revenue going to the general fund has fallen from 82 percent to
less than 65 percent. Since 1991, no new permanent tax revenue has been approved by the legislature, or by the
voters’ initiative measures, to bolster the general financing capability of the state.

The lllinois income tax is a flat tax, as required by the state constitution, likely making its revenue less volatile than in
most states; but all pension income is exempted from the tax, so that the base is quite narrow. Like other states’ sales
tax bases, there has been a narrowing. Food and drug purchases carry a tax rate of only one percent, which is
distributed to local governments; there are also significant exemptions, which have increased over time. The state
taxes few services and, in national studies, is shown to have a narrow sales tax base relative to other states.

In New Jersey, all income tax receipts must be used for property tax relief (in essence, state aid to municipalities,
counties, and school districts). The income tax represents the largest source of volatility in the New Jersey tax
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structure and is concentrated on a small number of high income residents. Income tax revenue grew 32 percent from
fiscal year 2005 to 2008, and then declined by 16 percent from 2008 to 2011. In tax year 2007, the last year before
the Wall Street crisis, almost $72 billion in wage, business, and capital gains income (22 percent of the total) was
concentrated in the 1.2 percent of returns in the top bracket. In tax year 2009, total wages, business income, and
capital gains income declined by three percent, 18 percent, and 75 percent, respectively, from 2007 levels; but
among taxpayers in the highest New Jersey bracket, the declines were 26 percent, 28 percent, and 78 percent,
respectively.

New York’s largest budget revenue - the personal income tax - illustrates the trade-off between tax equity and
revenue volatility. In December, 2011, the governor and legislature created a longer and thinner “tail” to the top of the
state income tax. A new top rate of 8.82 percent now applies to individuals with taxable income above $1 million and
married couples above $2 million and does so in a more concentrated way than before.133 This “millionaires” bracket
brings increased dependence on a relatively small number of taxpayers (estimated at 31,000) -- roughly half of whom,
according to the state’s Budget Division, live outside the state and, therefore, pay only the state’s nonresident income
tax.134

Texas does not impose a personal income tax. And, the sales tax performance relative to the overall economy is
diminishing over time, as the base (essentially created before 1990) resembles the current state economy less and
less. Following national trends, the growth of service consumption relative to goods consumption has reduced the
revenue-generating potential of the tax. Since the sales tax is so central to the state revenue system, this erosion
generates an underperformance in the overall revenue system. Base erosion has meant that the estimated effect of a
one percent increase in personal income produces only an estimated 0.7 - 0.8 percent increase in sales tax revenue.
As a result, over time the revenue from this crucial tax is a decreasing share of income.135

Virginia depends on the individual income tax for two-thirds of general fund revenue and is subject to the volatility of
that tax. The state’s sales tax (producing 20 percent of general fund revenue) has not kept pace with changes in
consumer spending - from goods to services and, among goods, to purchases made over the Internet. Estimates place
Virginia’s revenue loss during the current fiscal year from untaxed Internet sales at $207 million, roughly one-quarter
of all of the state’s estimated retail sales and use taxes due on Internet sales.136 The state taxes only 18 of 168
potentially-taxable services, well below the average (48 services), across all states.-137 Importantly, Virginia’s main
revenue source for transportation is the gas tax, levied at 17.5 cents per gallon, which has not changed for 24 years.
The buying power of Virginia’s gas tax revenue has declined 45 percent in this period; it would take a 14.5 cent
increase to restore the real value of gas tax revenue - $580.3 million annually in current dollars.138

Local Government Fiscal Stress Poses Challenges for States

Local governments - cities, towns, counties, school districts, and special-purpose districts - are enormously diverse.
Yet, they are all creatures of states, deriving their legal existence and powers from state laws and constitutions. States
determine the taxes that local governments may impose and mandate many spending responsibilities. States have
often and increasingly imposed limits on the single largest local tax, the property tax. The ability of local governments
to respond to stress is constrained by state rules and may be eased by state legislatures.
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While fiscal stress in cities will not “bankrupt” a state, this fiscal stress is an indicator that action is needed to prevent
further damage to the overall condition of the state. Generally speaking, local governments suffer from many of the
same economic difficulties as are state governments - a gap between the rate of growth in revenues and the rate of
growth in spending required to maintain traditional services expected by the public. Local governments’ current fiscal
problems are caused primarily by slower-than-normal growth in their main sources of tax revenue - property taxes and
sales taxes - as well as continuing cuts in state aid and growth in employee related costs, particularly pensions and
employee health care.

One of the biggest uncertainties for some, though not all, local governments is the future of property tax revenues,
which make up more than two-thirds of total tax revenue for local governments as a whole and 100 percent of tax
revenue for many school districts and counties. Property tax collections typically lag declines in property values by
several years.139 Many local governments are able to increase property tax rates to offset declines in full value
assessments, turning potential stress for local governments into actual stress for property owners. But many states
place limits on property taxes. The type of limit influences how revenue will respond to the housing bust and will affect
overall fiscal stress. In some of these states, like California and Texas, local governments are severely limited by state
laws capping effective property tax rates throughout the state. Property tax revenue declines have been widespread
and significant in California. Both New Jersey and New York recently have adopted caps on the amount that may be
raised by the property tax levy. These caps generally limit annual growth in the tax levy to two percent, with certain
adjustments. The New Jersey cap allows more exclusions than the New York cap and generally appears more liberal.
Levy caps do not prevent local governments from raising rates to offset declines in property values: What is capped is
the levy, not tax rates. This is very different from the California limit. However, they can cause difficulties for local
governments nonetheless if levies cannot grow to keep pace with difficult-to-control spending, such as pension
contributions.

Where local governments are on the hook for a substantial share of unfunded pension promises, as in New York,
California, Illinois, and many large cities and counties throughout the nation, the resulting pressure is hitting them
hard.

Another important uncertainty is the extent to which state governments will continue to cut state aid to local
governments responsible for delivering K-12 education, as most states have done in the last two years, or whether
states will gradually restore the amounts of these cuts as their revenues improve. One recent analysis found that at
least 30 states reduced inflation-adjusted education aid between fiscal years 2008 and 2012.140 To the extent that
states restrict the ability of local governments to raise taxes, one can expect increasing pressure on states to increase
or at least stop cutting aid to local governments; and there were some efforts to restore aid in 2012.141

Like states, many local governments have used up or significantly reduced their fund balances and other temporary
budget solutions in the last three years. Most continuing budget gaps will have to be closed primarily with some
combination of reductions in traditional public services, privatization of services, and tax increases. Many local
governments have already made these difficult decisions and are adjusting to a “new normal” with a less-than-
historical growth in revenues and spending. Others have kicked the can down the road by delaying unpopular budget
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adjustments and are now experiencing severe fiscal distress as they run out of temporary solutions and are forced to

confront hard fiscal realities.

Table 16 | States with well-established local government oversight mechanisms

State Financial Oversight Systems

‘ Data Source

Budget & Budget &

Number Annual annual interim Early

of units financial  financial financial assistance to | Intervention

reviewed Budget report report report local units power
Florida 12 1,000 X No Weak
Kentucky 6 120 Yes Strong
Maryland 2 179 X No None
New
Hampshire 5 784 X No None
New Jersey 23 587 X Yes Strong
New Mexico 9 137 Yes Strong
North
Carolina 25 1,100 X Yes Strong
Ohio 23 1,325 X No Weak
Pennsylvania 30 2,631 X Yes Weak

Source: Coe, C.K. (2008), Preventing Local Government Fiscal Crises Emerging Best Practices Public Administrative

Review, 68 (4): 759-767.

States cannot file for bankruptcy, but their political subdivisions can file for debt restructuring under Chapter 9 of the

U.S. Bankruptcy Code as long as states authorize it. Currently, 28 states have statutes authorizing Chapter 9 filings.

Some of these authorizations are conditioned on the fulfillment of intervening steps, like California’s new 60-day

mediation requirement; but any state can enact a statute or otherwise grant permission on a one-off basis. A Chapter

9 filing requires proof of insolvency - i.e., the inability of a local government or political subdivision to pay its debts as

they come due, a test that is strictly construed. So far, Chapter 9 cases have been very rare. But there have been a

few notable filings since 2009, some of which reflected deep local government fiscal distress as a result of the recent

recession, and others that reflected deeper management problems.

Because the law of municipal restructuring in Chapter 9 is not developed, a filing can be an expensive venture into the

unknown. In addition to defaults due to unwise debt incurrence for failed, uneconomic projects, the most worrisome

reasons for a municipality’s considering Chapter 9 are unfunded pension obligations and collective bargaining

agreements that require the unwelcome choice between paying for benefits and dramatically reducing services.
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There has been only one case in which a bankruptcy court has impaired a pension obligation and very few instances in
which executory collective bargaining agreements have been abrogated.

The law is very unclear and uncertain. Nevertheless, some local governments may employ the threat of filing as a
means of creating bargaining leverage with their creditors, including general obligation bond holders, employees and
retirees: Because of fear of contagion with respect to other debt issuers in a state, including the state itself, and
possible political repercussions as a result of a filing, which could include labor upheaval, states may be forced to
address local government failures directly by imposing such measures as receiverships, fiscal management oversight
boards, provision of liquidity, and debt assumptions or guarantees.

Recently, the number of municipal bond downgrades for governments has outnumbered upgrades.142 States are
finding it difficult to ignore their local governments’ increasing fiscal distress. A few states, including North Carolina,
New Jersey, and Pennsylvania, have well-established, effective procedures for monitoring and assisting local
governments before they encounter acute fiscal distress (see Table 16 for a more complete list).143 More recently,
Michigan has established significantly expanded oversight procedures. But most states wait until local governments
approach fiscal insolvency or seek aid from the state before intervening. There appears to be growing recognition in
the financial community and the states themselves that state monitoring, supervision, and early state involvement in
solving local government fiscal problems is sound policy for both levels of government. But it will require skilled
political leadership at the state level to overcome local government resistance to what localities often regard as
intrusions on their right to self-government.

State Budget Laws and Practices Hinder Fiscal Stability and Mask Imbalances

Greater volatility in revenues and increased spending on entitlements and other hard-to-control items have made
states more vulnerable to business cycles. When recessions hit, state revenues plunge; soon thereafter, pressures
increase for spending on Medicaid, the social safety net, and higher education. Just when the federal government’s
automatic counter-cyclical stabilizers, such as unemployment compensation, kick in against recession, state budgets
become pro-cyclical. In the last recession, even with the grants in aid from the federal stimulus law, states cut their
spending significantly; some also raised taxes. In effect, state budgets act as a headwind against the national push
toward economic recovery.

This outcome is undesirable as politics and as policy.

States Lack Adequate Fiscal Stabilization Funds

States can dampen these effects through well-designed and well-stocked reserve funds (commonly called rainy day
funds), intended to help stabilize finances. States have increased their reserve funds over the last three decades; but
these funds remain too small and inflexible to cushion state budgets against outsized fiscal crises. At the beginning of
each of the last two recessions, state fund balances were larger than in previous recessions; but severe revenue
declines led most states to reduce these balances sharply and quickly.144 The funds’ effectiveness as a stabilizing tool
proved limited in the past two economic downturns.

While it is difficult to specify how large and how flexible rainy day funds should be, two of the study states, Texas and
Virginia, have reasonably effective rainy day funds. Both have automatic contributions to the fund - Texas from 75
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percent of oil and gas revenues when oil prices exceed 1987 levels and Virginia from general revenues when such
revenues exceed the past six-year trend. The Texas rainy day fund has a cap of 10 percent of general revenues in the
previous biennium, and Virginia raised its cap to 15 percent in 2010. Excluding the Texas and Alaska funds, which
account for almost half of total state rainy day funds, for the nation as a whole the average state fund in fiscal year
2012 is only 3.8 percent of general fund spending, well below the target adopted by Virginia. In mid-2012, California
has a negative fund balance of two percent, lllinois a one percent balance, New Jersey a zero balance, New York a 2.3
percent balance, Texas a 14 percent balance (which is expected to be used to balance the second year of the biennial
budget in fiscal year 2013), and Virginia a 1.8 percent balance.

Richard Mattoon, an economist at the Federal Reserve Bank of Chicago, has proposed an interstate compact
establishing a national rainy day fund for states, 