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DuAL DEriciTs AND FEDERAL RECOVERY ASSISTANCE: PROSPECTS FOR STATE BUDGET BALANCE

In Brief

Although the U.S. economy officially slipped into a
recession in December 2007, Michigan’s economy has
been under significant stress since the early part of the
decade, losing nearly 750,000 jobs since peak employ-
ment levels were recorded in June 2000. State and
local government finances have been directly affected
by Michigan’s economic erosion and the state’s nation-
leading unemployment rate since the start of the last
economic downturn in March 2001. The failure to ad-
just Michigan’s state budget to the new economic re-
alities has resulted in on-going structural imbalance,
characterized by on-going spending exceeding on-
going revenues. Annual budget balance has been
achieved through the use of over $8 billion in non-
recurring resources over the past eight fiscal years.

The CRC documented the sizable and growing struc-
tural budget deficits in June of 2008 (See Michigan’s
Fiscal Future, CRC Report #349, www.crcmich.org/
PUBLICAT/2000s/2008/rpt349.pdf), projecting prob-
lems for the foreseeable future. As aresult of the cur-
rent business cycle contraction, Michigan policymakers
must now address a cyclical deficitin tandem with the
on-going structural problem (See Michigan’s Weak-
ened Financial Position and The Problem of Dual
Deficits, CRC State Budget Note 2009-0l,
www.crcmich.org/PUBLICAT/2000s/2009/
sbn20090Lhtml).

At the national level, a massive recovery package was
crafted to keep the recession from deepening and to
minimize the effect the recession would have on a va-
riety of public programs run by state and local gov-
ernments. For most state governments, the stimulus
package is the proper prescription for addressing the
cyclical budget deficits caused by the economic
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downturn without raising taxes or slashing spending.
In Michigan, however, the fiscal resources provided by
the federal government:

e  Will not be sufficient to prevent spending cuts.

e Will mask the size of the requisite cuts to deal with
the structural budget problems.

e Will not be available long enough to see the state
budget through the full period of reduced state
tax revenues caused by the recession.

e  Will cause a budgetary revenue “cliff” when the
additional level of federal spending expires.

The Michigan Legislature’s immediate attention is fo-
cused on the development of the Fiscal Year 2010
(FY 10) budget; however, the more pressing issue and
difficult task is crafting a solution for the state budget
that will take effect in 18 months, the FY Il budget.
While the new federal money does not provide fiscal
resources for addressing the structural deficit, it does
provide policymakers with additional time to tackle
the very difficult task of developing a menu of struc-
tural changes required to achieve lasting harmony be-
tween annual state spending and revenue.
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Governor Granholm’s Fiscal Year
2010 (FY 10) budget recommenda-
tion, released on February I2th,
identified an imbalance between
revenues and spending in the two
major state funds, General Fund/
General Purpose and the School
Aid Fund, totaling $14 billion, al-
though current estimates peg the
deficit at closer to $2 billion. The
shortfall is born from two princi-
pal causes; first, a structural imbal-
ance between on-going spending
and revenues, and second, the fis-
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cal effects of the current eco-
nomic downturn. The proposed
FY 10 budget was released before
the enactment of the American
Recovery and Reinvestment Act of
2009 (ARRA), which will provide
direct fiscal relief to state and lo-
cal governments.

Nearly all of this federal funding
will be temporary, making the task
of balancing the annual state bud-
get easier in FY09 and FY 0. Bud-
get makers will use the federal re-

sources to address the cyclical
deficit caused by the current down-
turn; however, they will be unable
to use the dollars to address the
underlying structural problem. In
the near-term, the structural defi-
cit will be masked by efforts to ad-
dress the cyclical problem in FY09
and FY10. Further, certain restric-
tions accompanying the new fed-
eral money (e.g., minimum spend-
ing levels) may worsen the depth
and scope of the structural prob-
lem that presents itself in FY II.

One-Time ARRA Funds and State Budget Impacts

The State of Michigan budget is
supported by a variety of revenue
sources, including funding that is
received from the federal govern-
ment. The enacted FY09 spend-
ing plan relies upon $15 billion in
federal funds, one-third of the $44
billion total state budget.
Whereas these federal dollars are
on-going and long-termin nature,
ARRA funding will be quite differ-
entin scope and longevity.

Two-thirds ($500 billion) of the
total $787billion package will be in
the form of increased governmen-
tal spending, the majority of which
will be carried out by state and lo-
cal governments. Of the spend-
ing provisions, state budgets will
directly benefit in various ways, in-
cluding $87 billion for atemporary
increase in the federal share of
Medicaid costs; $54 billion in a
State Fiscal Stabilization Fund to
mitigate cuts in public education
and other programs; and various
other funding streams including
educational, human services,
workforce training, and general
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state assistance programs. State
budgets will also see an infusion
of dollars for capital projects, in-
cluding roads, bridges, and build-
ings. The Senate Fiscal Agency
estimates that $7 billion of the
federal funding available under the
ARRA legislation will flow through
the state budget for state govern-
ment and/or local government
programs in Michigan.'

Objectives of ARRA

The nature of the $500 billion in
increased governmental spending
is different than current federal
resources flowing through
Michigan’s budget. Whereas nearly
all current sources of federal
spending continue from year-to-
year for established programs, the

! Senate Fiscal Agency, Overview of
Governor Granholm’s FY |0 Budget,
February 20009.
www.senate.michigan.gov/sfa/Publi-
cations/BudUpdates/
OverviewGovsRecFY 10.pdf
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new ARRA funds are designed to
be temporary and serve specific
purposes. The temporary spend-
ing endeavors to achieve three
objectives. First, it is intended to
help states avoid cuts to public
programs that may be sensitive to
economic conditions (e.g., health
care and income/food support
programs for the poor). Similarly,
the funding is being provided to
avoid programmatic cuts that may
be required as a result of declines
in state tax revenues. Nearly all
state governments, unlike the fed-
eral government, are legally re-
quired constitutionally or statuto-
rily to maintain balanced budgets
and cannot engage in deficit fi-
nancing to pay for on-going pro-
grams. State actions to constrict
spending in the face of the reces-
sion would undermine the federal
government’s attempt to use its
fiscal resources to “jump start” the
economy.

Second, the federal funds are in-
tended to be stimulative and help
“jump start” an economic expan-



sion. The funding will be provided
through various state-administered
programs to get money into the
hands of consumers, through both
public and private employers. The
“pump priming” aspect of the
ARRA spending is intentionally
temporary. Specifically, most of the
funding must be spent by the states
within specific time periods in or-
der to capitalize on their potential
to stimulate economic activity.

Finally, some of the new federal
spending is designed to strengthen
long-term economic competitive-
ness through spending on univer-
sity research, teacher preparation,
and emerging technologies.

Achieving Budget Balance

The enhanced level of federal
funding receivedin FY09 and FY 10
can be used both directly and in-
directly to achieve annual budget
balance. In terms of direct meth-
ods, budget writers will use the
Llimited discretionary resources to
fill holes in the state budget re-
sulting from lower-than-expected
state revenues. Of the $500 bil-
lion in new governmental spend-
ing, only $8.8 billion contains “no
strings” and is completely discre-
tionary. The Michigan state bud-
get will receive a one-time infu-
sion of $300 million from this
provision of the ARRA legislation.?
This amounts to 3 percent of the
planned FY09 General Fund
spending and less than .5 percent
of total General Fund spending for

? Senate Fiscal Agency, American
Recovery and Reinvestment Act of
2009, March 2009.

www.senate.michigan.gov/sfa/main/

FY09 and FY 10 combined. Based
on the relatively small amount of
discretionary resources available
in total and to Michigan specifi-
cally, itis clear that the ARRAis not
designed to provide general,
untargeted fiscal relief to the
states. Instead, state budget sup-
port is much more focused.

Nearly all of the ARRA funding
that will flow through the state
budget will be restricted as to its
use, either because it will be pro-
vided via an existing federal pro-
gram (e.g., Medicaid, Federal-Aid
Highway, Food Stamps) or because
the dollars not tied to an existing
program are earmarked to support
specific services (e.g., education).
These restrictions effectively Limit
the potential for the approxi-
mately $7 billion in new federal aid
to directly help maintain overall
state budget balance.

The increased federal support, in
many cases, requires states to
maintain spending at current lev-
els and is intended to avert state
spending cuts for targeted services
that otherwise would be neces-
sary owing to the economic down-
turn. Two areas, education and
Medicaid, stand outas examplesin
this regard. First, Title XIV of the
legislation provides $54 billion in
a new State Fiscal Stabilization
Fund, primarily for baseline educa-
tion services at the K-12 and post
secondary levels. Michigan will
receive $1.3 billion from this Fund
to ensure that state formulaic edu-
cation funding in FY09, FY 10, and
FY Il is at least equal to FY08 lev-
els. Second, Michigan will receive
an additional $2 billion over the
next three years in additional
Medicaid dollars through a tem-
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porary 6.2 percentage point in-
crease in the matching rate.

Michigan will be able to use ARRA
funding indirectly to achieve
short-term budget balance. As-
suming all federal requirements
are attended to, the ARRA funds
can replace discretionary state
funds in those programs sched-
uled to benefit from the new fed-
eral dollars. Thisis most likely to
occur in the Medicaid program. A
portion of the discretionary Gen-
eral Fund resources budgeted for
this program can be re-directed to
address budget imbalance else-
where in the budget. The result-
ant gap can be filled, at least tem-
porarily, by the increased federal
matching dollars without reducing
service levels. The proposed FY |0
budget includes $500 million in
additional federal Medicaid
matching funds to replace an
equal amount of General Fund re-
sources.

Such budget adjustments are pru-
dent tools for maintaining service
levelsin specific programs such as
Medicaid and achieving short-
term balance in the broader state
budget. However, such adjust-
ments will have to be reversed
relatively soon thereafter to avoid
service cuts when the ARRA funds
are exhausted. It is unlikely that
state tax revenue performance will
have improved sufficiently to
make up for the loss of the tem-
porary fiscal relief available, di-
rectly or indirectly, from the fed-
eral government.

Budget Revenue CIliff

A direct objective of the ARRA
fundingis to help states meet their
balanced budget requirements
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without having to slash spending
or raise taxes in the midst of the
recession; however, a potential in-
direct consequence of the new
money is the creation of arevenue
“cliff” for state budgets. Such a
“cliff” is the result of the tempo-
rary nature of the federal money
and the fact that the money is in-
tended to be integrated into the
economy inarelatively short time
period. The ARRA spending pro-
visions are “front-loaded” as nearly
all of the federal spending will
have to be appropriated in FYQ9,
with a much smaller amount in
FY 10. When the federal funding is
no longer available for budgetary
purposes, Michigan will have to
decide what to do about the “void”
that remains. This is likely to oc-
curin FY 0.

Of the approximately $7 billion in
direct budgetary resources from
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the ARRA legislation, the Senate
Fiscal Agency estimates that al-
most $5.7 billion will be available
forappropriationin FY09, $I billion
(almost all of it tied to the in-
creased federal share of Medicaid)
in FY'10, and the remaining $300
million for the Medicaid program
inFY11.? Chart | illustrates the fis-
cal effect of the revenue cliff in
FY 10 by comparing the historical
level of on-going federal funding
appropriated with the projected
level of ARRA resources that will
flow through the state budget for
state and local government pro-
grams over the next three years.

It is hoped that the economic re-
covery will have taken root by the
time that the revenue cliff ap-

* Senate Fiscal Agency, February 2009.
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pears. The recovery will aid state
revenue growth to some degree
and will help mitigate the size of
such a “void”. However, it is un-
likely that the full rebound will
have been realized by the time
the federal dollars are no longer
available, as evidenced by
Michigan’s experience coming out
of the last two recessions (1990
and 2001). Thus, itis unlikely that
state revenue will have grown suf-
ficient enough to make up for the
“lost” federal dollars.

When the federal dollars are no
longer available to support cur-
rent programs and policies, Michi-
gan will have to take steps to en-
sure budget balance. The
prescription for this problem is
exquisitely simple in terms of its
scope; cut spending and/or raise
taxes.



Michigan’s experiences in recent
national recessions suggest that
state tax revenues will continue
their decline for two or more years
before beginning a very modest
and gradual ascent. State revenue
growth performed differently
coming out of the three most re-
cent economic downturns. Ap-
plying the growth patterns from
these scenarios to the current
economic period reveals that ad-
justed baseline revenues will not
approach their pre-recessionary
levels until FY I3 at the earliest,
even under the most robust
growth assumptions.

Past Recessions

State government tax revenue is di-
rectly affected by economic slow-
downs. Chart 2 compares Michigan

State Revenue Recovery

baseline revenue growth in the
three most recent recessions (1980,
1990, and 2001 ), adjusted for popu-
lation and inflation.* Baseline rev-
enue, tracked by the Senate Fiscal
Agency since FY80, isolates the ef-
fects of economic factors on rev-
enue performance and filters out
non-economic factors (e.g., tax
policy and balance sheet adjust-
ments such as transfers) on tax col-
lections. The adjusted tax revenue
data is indexed to equal 100 at the

* Adjusting for the effects of popu-
lation changes and inflation allows
us to further isolate the economic
effects on baseline revenues during
the business cycle, specifically from
the beginning of a downturn and
over the next eight years.

approximate start of each economic
contraction. Chart 2 highlights
baseline revenue changes over an
eight-year period for eachrecession.

The strength and depth of the
980 recessionis clearly illustrated
in a decline of almost 25 percent
by the end of the third year, before
beginning a recovery in the fourth
year. By the end of the eighth year
(FY87) revenue had clawed its way
back to pre-recessionary levels
and surpassed the initial level by
[.5 percent. The “U”-shaped pat-
tern of the 1980 recession is em-
blematic of the traditional state
revenue response to a recession.

The reaction of state revenues to
the 1990 recession was typical of
most economic slowdowns that

Chart 2
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preceded it, but on a milder scale.
Adjusted revenue dipped initially,
falling for two years by a total of
[l percent, followed by a no
growth year. During the next five
years, adjusted revenue levels in-
creased each year, forming a shal-
low “U”-shaped pattern for the
period. It took seven years for real
per capita tax revenue to return to
the level it was at during the be-
ginning of the mild recession of
1990.

State revenue behaved quite dif-
ferently under the 2001 recession,
breaking with the experience of
the previous downturns. The ef-
fects of the 2001 recession on ad-
justed baseline revenues can be
seen in three straight years of de-
clines, totaling 12 percent.
Whereas the depth of the revenue
decline was similar to that of the
990 recession, it took three years

to reach this level. In short, the
revenue decline was more gradual,
but more prolonged. Revenue re-
mained basically flat during the
fourth year, before experiencing a
minor uptick in the fifth year. Atra-
ditional revenue rebound did not
follow the decline. Adjusted rev-
enue levels saw a very small (Less
than 2 percentage points) increase
in the fifth year before stagnating.
The atypical state revenue re-
sponse to the 200l recession can
be explained, in part, by the con-
tinued erosion of Michigan’s eco-
nomic base during the beginning
of the decade.

Three Scenarios

To illustrate potential revenue
performance under different sce-
narios and the prospects for a re-
covery to pre-recessionary levels,
the CRC adjusted baseline rev-
enues for the effects of population

and inflationary changes. Again,
revenues are indexed to 100 to
show growth under various sce-
narios, based on the experiences
from the last three recessions.
Baseline state revenue estimates
for FY09 and FY 10 from the Janu-
ary consensus revenue conference
arereflectedin Chart 3, along with
actual figures for FY07 and FY08.°
Chart 3 builds upon current rev-
enue estimates and projects rev-
enue performance, based upon
growth ratesin the three years that
followed the “bottom” of each of
the last three recessions.

> The FY09 and FY 10 estimates will
be reviewed in May and could be
adjusted downward further based on
the performance of the U.S. and
Michigan economies since January
and the outlook over the next 18
months.

Chart 3
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The chart shows the very robust
economic expansion that Michi-
gan experienced following the
980 recession. Revenue growth
is small in FY Il (I percent) and
very robust in FY 12 (10 percent)
and FY 13 (9 percent). By the end
of FY I3, adjusted baseline revenue
isnearly 10 percentabove the pre-
recessionary level.

Under the 1990 scenario, adjusted
baseline revenue growth stag-

nates in FY I, before increasing
moderately FY |2 (4 percent) and
FYI3 (5 percent). However,
baseline revenues do not return
to their pre-recessionary level at
the end of FY [3.

Under a 200I-like recovery sce-
nario, adjusted baseline revenue
growth is negligible to non-exis-
tent. Baseline revenues do not
approach the pre-recessionary
level even after six years, the end

of FY13. The recovery from the
2001 recession coincided with a
major restructuring of Michigan’s
economic base, which certainly
contributed to state tax revenue
performance during the six-year
period. Continued or further eco-
nomic erosion over the next three
years will constrain revenue
growth through FY (3, similar to
the experience under the 200
scenario.

Writing the FY10 Budget with an Eye on the Structural Deficit in FY11

The Michigan Legislature currently
is tasked with developing an FY |0
budget that takes effect on Octo-
ber [, 2009, which is estimated to
face nearly a $2 billion shortfall.
The job of achieving balance will
be made easier because of the
availability of nearly $7 billion in
federal funds. These funds should
be used for their intended pur-
pose, to balance the cyclical defi-
cits in Michigan’s major budgets
that will developin FY09 and FY 0.
These funds will not directly help
legislators craft solutions to the
longer-term structural deficits
that have plagued Michigan since
FYOl. An enhanced level of fed-
eral resources can assist in the
transition towards achieving struc-
tural balance by providing
policymakers with additional time
to craft solutions and prepare for
the revenue cliff that appears in
the FY |0 budget. Addressing the
structural deficit will be made
easier the more time policymakers
have to develop, analyze, and ul-
timately decide upon the neces-

sary fiscal steps to address
Michigan’s structural budget defi-
cits that resurface for FY [l. Wait-
ing until February 2010, after the
Governor presents her FY Il bud-
get recommendation will make
this task very difficult, if not im-
possible to accomplish.

Michigan is not going to grow its
way out of the structural deficits
affecting the General and School
Aid Fund budgets; therefore, state
officials must direct policy
changes at specific components of
the state revenue and spending
structure that contribute most to
the deficits. Changes in the tax
structure to permit baseline rev-
enues to grow in concert with the
broader economy should be an
objective of any tax reform efforts.
Modifications can be made from a
“revenue neutral” starting point
with the intent that collections
from Michigan’s two largest taxes
(Personal Income and Sales/Use)
grow more at increased rates.
Graduating income tax rates and

adding services to the base of con-
sumption taxes would increase
the growth rates.

On the spending side, the two
largest and fastest growing por-
tions of the General and School
Aid Fund budgets are Corrections
and health care. Containing the
future growth in these two areas
offer the greatest potential for re-
ducing the overall spending pres-
sures facing the two budgets. Sig-
nificant structural reforms
impacting corrections spending
have been put forward by both the
governor and various outside or-
ganizations and await review in the
legislative arena. The immediate
savings in some cases (e.g., $120
million under Governor
Granholm’s proposal) are small
relative to the overall size of the
corrections budget ($2 billion);
however, such policy interven-
tions have long-lasting effects on
spending pressure growth rates in
the out years.



