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MINUTES OF THE SENATE WAYS AND MEANS COMMITTEE

The meeting was called to order by Vice-Chairman John Vratil at 10:30 a.m. on February 23, 2010, in
Room 548-S of the Capitol.

All members were present except:
Senator Jay Emler - excused
Senator Carolyn McGinn - excused

Committee staff present:
Alan Conroy, Kansas Legislative Research Department
J. G. Scott, Kansas Legislative Research Department
Michael Steiner, Kansas Legislative Research Department
Dylan Dear, Kansas Legislative Research Department
Jonathan Tang, Kansas Legislative Research Department
Jill Wolters, Office of the Revisor of Statutes
Daniel Yoza, Office of the Revisor of Statutes
Melinda Gaul, Chief of Staff
Shirley Jepson, Committee Assistant
James Fisher, Intern

Conferees appearing before the Committee:
Dennis McKinney, State Treasurer

Kent Eckles, The Kansas Chamber

Others attending:
See attached list.

Introduction of Proposed Legislation

Senator Teichman moved to introduce legislation concerning autism (9rs1853). The motion was seconded by

Senator Kelly. Motion carried on a voice vote.

Senator Teichman moved to introduce legislation concerning natural gés storage (9rs1818). The motion was

seconded by Senator Schodorf, Motion carried on a voice vote.

Senator Kelly moved to introduce two pieces of legislation:
(1) Governor’s Capital Improvements for FY 2011 (9rs1911);
(2) Governor’s Budget for FY 2011 (9rs1912).
The motion was seconded by Senator Lee. Motion carried on a voice vote.

Approval of Minutes

Senator Schodorf moved to approve the minutes of February 8. February 9, February 10, February 11,
February 12. February 15 and February 16, as written. The motion was seconded by Senator Umbarger.
Motion carried on a voice vote.

Hearing on SCR 1627 - Constitutional amendment creating the budget stabilization fund; certain
increases in state general fund revenues would be deposited in the fund; only withdrawn by act of the

legislature and only under defined circumstances.

1. G. Scott, Legislative Research Department, briefed the Committee on SCR 1627 with following highlights

(Attachment 1):

. Fund would be established on July 1, 2011, and maintained in the state treasury.

. Legislation states that when the State General Fund (SGF) revenues increase by more than 3 percent
over SGF revenues for the preceding fiscal year, up to 1 percent of revenues in excess of the 3 percent
shall be transferred from the SGF and deposited in the budget stabilization fund.

. When the balance in the budget stabilization fund reaches a 7.5 percent balance of the current fiscal
year’s SGF budget, no more funds would be transferred.
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. The legislature may transfer money from the budget stabilization fund to the SGF when the current
fiscal year’s estimated SGF revenues are less than the amount of actual SGF estimate from the
preceding fiscal year, unless the reduction is a result of a tax reduction.

. It is the responsibility of the Attorney General to certify that the shortfall in the SGF is not a result of
a tax reduction.

. Transfers from the budget stabilization fund to the SGF must be done in a bill dedicated for that
purpose.

. The fund can earn interest and retain any interest earned.

. The constitutional amendment would be voted on in the next general election.

. Only the amount of money to cover the gap in the SGF can be transferred at any one time.

Dennis McKinney, State Treasurer, presented testimony in support of SCR 1627 (Attachment 2). Mr.
McKinney suggested that the limit on the stabilization fund be raised from 7.5 percent to 15 percent, noting
that states with larger stabilization funds have been much better equipped to deal with typical recessions.

Mr. McKinney stated that the constitutional amendment provides for a long-term solution, not tied to election
years, to put away funds for difficult periods in the economy, noting that the use of the funds is restricted to
use when revenues are below prior year. Mr. McKinney noted that the budget stabilization fund would also
allow for additional bonding authority in difficult times.

Responding to a question from the Committee regarding the responsibilities of the attorney general in
certifying tax reduction legislation, Mr. McKinney noted that some tax reductions are tied ta federal income
tax reductions, consequently when federal income tax reduction law is changed, the changes are adopted by
the state. These federal tax reductions, if they did not require state action, would not be subject to the
certification by the attorney general.

Kent Eckles, Vice-President of Government Affairs, The Kansas Chamber, presented testimony in support
of SCR 1627 (Attachment 3). Mr. Eckles stated that the constitutional amendment allows for a more stable
fiscal structure.

Responding to a question from the Committee, Mr. Eckles stated that the legislation is part of the Chamber’s
priority for the upcoming election; however, any changes or amendments to the resolution as currently written,
would need to be analyzed by the Chamber Board before further comment could be made.

The Committee expressed concern with the spending equation in Mr. Eckles’ testimony which states that the
state’s budget has grown by 250 percent since 1993. The Committee felt that the testimony did not look at
the overall picture, indicating that a number of factors have affected this increase, including entitlements and

the Legislature’s shift of a number of issues from local funding to state funding, such as more funding for
education.

4 The Committee requested additional information on entitlements since 1993.
There were no other conferees, proponents, opponents or neutrals, to come before the Committee.

Information from the Center on Budget and Policy Priorities concerning states who currently have rainy day
funds was distributed to the Committee (Attachment 4).

The hearing on SCR 1627 was closed.

Adjournment

The next meeting is scheduled for February 24, 2010.

The meeting was adjourned at 11:40 a.m.
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Kansas Legislative Research Department

State General Fund Actual Receipts
FY 1991 - FY 2009

Change Amount Greater than Three Percent, But No More Than 4.0 Percent
(Amounts in millions)

December 31, 2009

Actual Change Amount of
State General Greater 1.0 Percent *
Fund Change Than Excess Above
Fiscal Year Receipts Dollar Percent 3.0 Percent 3.0 Percent
1991 2,382.3 S 81.8 3.6% Yes S 13.6
1992 2,465.8 83.5 3.5 Yes 11.9
1993 2,932.0 466.2 18.9 Yes 24.6
1994 ST/ 243.7 8.3 Yes 26.2
1995 3,218.8 43.1 13.6 No -
1996 3,448.3 2295 7/l Yes 3215
1997 3,683.8 235.5 6.8 Yes 34.6
1998 4,023.7 339.9 9.2 Yes 36.9
1999 3,978.4 (45.3) (1.1) No -
2000 4,203.1 224.7 5.6 Yes 40.1
2001 4,415.0 211.9 5.0 Yes 42.4
2002 4,108.9 (306.1) (6.9) No -
2003 4,245.6 136.7 3.3 Yes 12.4
2004 4,518.7 273.1 6.4 Yes 42.7
2005 4,841.3 322.6 7.1 Yes 455
2006 5,394.4 553.1 114 Yes 48.5
2007 5,809.0 4146 7.7 Yes 53.8
2008 5,694.9 (114.1) (2.0) No -
2009 5,587.4 (107.5) (1.9) No -
S 465.7 **

* Amount up to 1.0 percent, as long as actual State General Fund receipts exceeded the prior year by more
than a positve 3.0 percent.

** $465.7 million is 7.7 percent of FY 2009 actual expenditures.

H:\02clerical\ANALYSTS\ADC\50252.xIsx

/

2-23-20/0

' Attachment

)

Senate Ways & Means Cmte

Date




STATE OF KANSAS

900 SW JACKSON ST, STE 201 Dennls Mcmnn@y PHONE: 785-296-3171
TOPEKA, KANSAS 66612-1235 TREASURER FAX: 785-296-7950

February 23, 2010

Thank you Mr. Chairman for the opportunity to testify on SCR 1627,

If | were to ask you what are the three largest industries in Kansas you may answer: agriculture,
aviation, oil & gas. If | were then to ask you what are three of the most cyclical industries in the
nation you could also easily answer: agriculture, aviation, oil & gas.

The point is that Kansas is a state that is very likely to have pronounced economic cycles. Logic,
therefore would tell us that it makes sense to use the abundance of good times to prepare for
revenue shortfalls in recessions.

This is particularly true as we have learned that our primary revenue sources, especially income
tax, are elastic in nature. They tend to grow a little faster than the economy in times of growth
and fall faster than the economy in times of recession. Our situation brings to mind the
scriptural story of Joseph’s prophecy.

On several occasions in 1998 when we had revenues more than $300 million in excess of
projections | brought forward proposals to pay down some of our debt early. That seemed a
good way to improve our financial position in anticipation of a future recession. It also took
money off the table to keep it from being used for increased spending or tax cuts. From the
feedback | received | realized that paying down debt early was a policy easily understood by
depression era voters.

However, the idea did not get traction. Perhaps, in part, because | did not do a good enough
job selling the idea. Perhaps also because, in our election cycles, we have trouble thinking long
term. It is politically more expedient to cut taxes or fund programs.

This is why | think you are headed in the right direction with SCR 1627. | think voters
understand it well enough, especially in the current economy, to value the idea of saving and
preparing. And as a constitutional amendment it would force a long term policy framework
into our financial management,

My suggestion would be that you consider raising the 7.5% limit on the stabilization fund to
15%. The Center on Budget and Policy Priorities points out that states with larger stabilization

Senate Ways & Means Cmte
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funds have been much better equipped to deal with typical recessions; downturns much less
severe than the current one. To achieve this target you should also consider capturing 1.5% of
revenue growth rather than the 1% required in 1627.

Consider that bonds issued by the State of Kansas are revenue bonds rather than general
obligation bonds. The presence of a stabilization fund would support our bond ratings and
thereby help us achieve the lowest possible interest rates when financing construction.

After making budget cuts in 2002 | remember a home health nurse in Harper County asking me
how we could cut low income seniors off of in-home services for frail elderly. She-then asked,
“do you all (legislators) really know what you are doing?” This message remains clear in my
memory. ’

This year we may jeapordize our gains in educating at-risk children, we may force the closure of
nursing homes and lose the valuable health care jobs they provide, and we may hurt the
disabled and mentally ill, those least able to help themselves.

In the midst of all of this aviation leaders have told the Governor that it is imperative to
maintain our research and development and our workforce training investment. They tell us
that we are at the bottom of a recession but in the next two to five years there will be a
growing demand for highly skilled, well educated workers. For Kansas to be competitive we
must be able to meet the high tech workforce and research needs of the industry.

Surely the lessons now should cause us to create policy that will spare future leaders the
difficulties we face. Clearly, the creation of a rainy day fund during good times will help to
protect future governors and legislators from the moral and economic dilemmas we face. Like
Joseph we will store up in the seven years of abundance to be prepared for the seven years of

drouth.

In Kansas we have a proud tradition of not leaving anyone behind. Leaders like the Menningers
taught us that when we tend to the needs of the disabled and mentally ill it does not cost us
jobs but instead it makes the state a richer, better place to live. To create a long term funding
system that helps us to always protect those in the greatest need and continue our investment
in creation of jobs, even in economic downturns, is a continuation of that tradition we sum up
in the motto: ad astra per aspera.
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Testimony before the Senate Ways & Means Committee ‘ ¢
SCR 1627 — Establishing a Constitutional Budget Stabilization Fund

Presented by J. Kent Eckles, Vice President of Government Affairs
Tuesday, February 23, 2010

The Kansas Chamber of Commerce appreciates the opportunity to present testimony in favor of
SCR 1627, which would establish a constitutional budget stabilization fund.

Kansas is one of only three states without any type of budget stabilization or “rainy day” fund.
While each of the other 47 states’ budget stabilization funds differ in structure, their underlying
functions all possess a common denominator: when capacity to generate revenue is strong, the
state saves all or some of the surplus in a permanent fund for use when revenue generation is
weak (economic downturns).

With our ending balance law often being waived via proviso in appropriations bills, SCR 1627
allows the citizens of Kansas to decide whether our Constitution should provide for a rainy day
fund to help taxpayers and government leaders better withstand shortfalls in tax receipts.

With a constitutional budget stabilization fund, Kansas would have a third option when dealing
with painful budget deficits — as opposed to only two, which are cutting spending or increasing
taxes. States that have the luxury of drawing down rainy day funds during economic downturns
are sure to have a more stable fiscal structure over time because they can balance budgets
without having to constantly change their tax structure and shift spending priorities, both of which
Kansas is currently considering through tax increases, allotments and sweeps of fee funded
agencies.

We believe SCR 1627 is an improvement over SCR 1614 as passed by the Senate last session
because it ties deposits into the budget stabilization fund to a certain percentage of state revenue
growth (3%). We do not believe it is wise for the state to be forced to make deposits into the
budget stabilization fund when it cannot afford to — as is the present case with Kansas’ budget
deficit.

The only issues we have with the resolution as currently written are the references to tax cuts
enacted in previous years. We are not in this budget mess because we have cut taxes over the
last several years. According to the Legislative Research Department and the Governor’'s 2009
budget report on tax elasticity, between 2001 and 2008, tax receipts increased dramatically at the
same time the legislature was enacting various tax cuts.

Cumulatively, business tax receipts increased 83% over that period:

Corporate income tax receipts rose 104%.
Corporate franchise tax receipts rose 176%.
Insurance premiums to the state rose 74%.
Oil and gas severance tax receipts rose 46%.

With regard to individual tax receipts, cumulative increases were 47% Senate Ways & Means Cmte
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e Cigarette tax receipts rose 131%.
e Alcoholic beverage taxes rose 34%.

Source: http://budaet.ks.gov/files/FY2009/2009 Elasticity Report.pdf

As you can see, tax receipts have steadily risen since 2001 with various tax cuts being enacted
over the same period. Granted, tax receipts from all sources are off due to the economic
downturn, but to insinuate the state has a budget gap due to recently enacted tax cuts in simply
wrong.

We are in the budget mess because the state’s budget has grown a whopping 250% since 1993,
while inflation over the same period has been 43%. That kind of budget and spending growth is
simply unsustainable on Kansas residents and businesses.

We urge the Committee to pass favorably SCR 1627 if it is amended to delete the tax reduction
references.

The Kansas Chamber, with headquarters in Topeka, Kansas, is the leading statewide pro-
business advocacy group moving Kansas towards becoming the best state in America to live and
work. The Chamber represents small, medium, and large employers all across Kansas. Please
contact me directly if you have any questions regarding this testimony.

HDIGHD 835 SW Topeka Blvd. Topeka, KS 66612 785.357.6321



Qent €I on
- " 820 First Street NE, Suvite 510
=Err‘i«=== %t /E (j é ;et Waghington, DC 20002

- i Y Tel: 202-408-1080

ck -408-108
B (EMRE A11C E ] 7 , log0
B (e » Fax: 202-408-1056
B REENE O .E(X

§ 'E” ‘ (} r ‘(_,! { center@ebpp.org

www.chpp.org

Revised, April 17, 2007

RAINY DAY FUNDS: OPPORTUNITIES FOR REFORM

By Elizabeth McNichol and Brian Fﬂipowich1
Summary

States are in considerably better fiscal shape than they have been since 2001. State revenues have
grown rapidly over the last few yeats, in matked contrast to the sluggish growth or declines in
revenues between 2001 and 2004. This is good news. However, a return to budget deficits is
inevitable at some point. In general, states have used the better times to prepare for this eventuality
by rebuilding their reserves. But many states could do more.

The state expetience coping with the fiscal crisis of the early part of the decade showed the
importance of reserve funds but also highlighted the need for larger reserves than most states have
traditionally kept on hand and for more flexible policies governing their use. Between 2001 and
2004 states struggled to close cumulative deficits of over $250 billion. The first place they turned to
close these gaps were rainy day funds and budget reserves. At the end of 2000, state balances stood
at $49 billion — 10.4 percent of spending. This was more than double the size of the reserves on
hand prior to the last recession of the early 1990s. But even these significant reserves represented
| Jess than one-fifth of the cumulative deficits that states faced.

This expetience reinforced the conclusions of a 1999 study by the Center on Budget and Policy
Priorities as well as recommendations from the Government Finance Officer’s Association that an
adequate level of total reserves is 15 percent of a year’s expenditures — or more.

Over the last few years, states have replenished their reserves more rapidly than they did after the
downturn of the early 1990s. In aggregate, state budget reserves totaled more than 10 percent by the
end of fiscal year 2006 — just two years after the end of the fiscal crisis. However, there are
indications that rather than continuing to grow, this level may represent the peak for this expansion.
In some states, the amount that can be deposited into a Rainy Day Fund is capped. Other states are
considering or have adopted tax cuts or are considering new spending initiatives without ongoing
funding. And there ate some signs that state tax growth rates are leveling off. The combination of
these factors are likely to reduce rather than increase state reserve levels at a time when reserves in
many states are still well below the amount suggested by the Centet’s earlier paper. Only nine states
— Alaska, Wyoming, North Dakota, Nebraska, Montana, Delawate, Louisiana, Alabama, and Idaho

! Former Center on Budget and Policy Priorities staff member Robert Zahradnik wrote an 1 Senate Ways & Means Cmte
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— ended fiscal year 2006 with reserves greater than the 18 percent that the Center’s report
determined was necessary on average to maintain services during a moderate recession.

Both the level of resetves and the policies states use to manage rainy day funds determine the
effectiveness of these budget “cushions.” In addition to increasing the level of their reserves, state
policymakers can adopt some critical pohcy changes to improve their reserve policies so that they
are better prepared for the next fiscal crisis. These steps include the following,

. Create rainy day funds. Arkansas, Colorado, Illinois, I ansas and Montana do not have
separate rainy day funds. These states should create separate funds dedicated to saving
resources during good times to cushion the blow of a recession.

. Increase or remove rainy day fund caps. Rainy day fund caps place a limit on how large the
fund can grow, typically measured as a petcent of the budget. If rainy day funds are statutorily
or constitutionally capped at an inadequate level, such as 10 percent of the budget or less, then
states are gomg to have chfﬁculty accumulamng adequate reserve balances. The first step states
could take to improve their ramy day funds is either to remove the cap — perhaps substituting
targets for a fixed cap — or to increase it to a more adequate level such as 15 percent of the

budget.

+ Improve rainy day fund deposit rules. Most states place a low priotity on saving by only
depositing year-end surpluses into their rainy day funds. States could develop a process to
integrate rainy day fund transfers into the budget as part of an overall reserve policy that places
a high priority on saving,

« Eliminate onerous replenishment rules. Six states — Alabama, Florida, Missouri, New
York, Rhode Island and South Carolina — and the District of Columbia have created rules that
require rainy day funds, after they ate used, to be quickly replenished even if economic
conditions have not lmploved These replemshment rules both create a disincentive for using
the fund and place the rainy day fund in competition with other programs for scarce resources
during an economic downturn. These replenishment rules can be removed.

. Remove limits on legitimate use. Some states have reduced the effectiveness of rainy day
funds in addressing budget deficits by requiting a supet-majority of legislators to release the
fund or by placing an atbitrary limit on how much of the fund can be released at any one time.
These restrictions can be repealed.

Rainy Day Funds and other Reserves Helped States Weather the Recent Fiscal Crisis but
Larger Funds Could Have Been More Effective

The experiences of the states during the severe fiscal crisis triggered by the 2001 recession shows
that reserves in many states ate inadequate. Between 2001 and 2004 states struggled to close
cumulative deficits of over $250 billion. The first place they turned to close these gaps were rainy
day funds and budget reserves. States had done a better job of saving duting the yeats leading up
the fiscal crisis than in the years leading up to the previous economic downturns. At the end of
2000, state balances stood at $49 billion — 10.4 percent of spending, Prior to the last recession of
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the eatly 1990s, states had total balances of only 4.8 percent of expenditures. But even these
significant reserves represented less than one-fifth of the cumulative deficits that states faced.

The reserves nevertheless were critically important during the eatly part of the fiscal ctisis.
Roughly $30 billion in state resetve funds were used to help close state budget deficits and prevent
the need for additional spending cuts or tax increases. States wete able to use reserves to close the
unexpected deficits — particularly mid-year deficits — that occurred in the first years of the fiscal
crisis, giving states needed time to develop longer-term tax increase and spending reduction
proposals. Reserves closed about one-quarter of the deficits that developed through fiscal yeat
2003.

The state expetience in the ealy part of the decade shows the need for latger reserves than most
states have traditionally kept on hand. States have replenished their reserves more rapidly than they
did in the 1990s. In aggregate, state budget reserves again totaled close to 11 petcent at the end of
fiscal year 2006 — just three yeats after the end of the fiscal crisis. However, there are indications
that this level may represent the peak for this expansion.

Some states have reached or ate approaching statutory caps placed on the amount that can be
deposited into their Rainy Day Fund. Other states are consideting or have adopted tax cuts or are
considering new spending initiatives without the ongoing funding to support the tax cuts and
expenditures. In addition, thete are some signs that state tax growth rates are leveling off. The
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Most States Have Inadequate Reserves
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combination of these factors are likely to reduce rather than increase state reserve levels — budget
balances plus rainy day funds — at a time when reserves in many states ate still well below the level
that research and expetience suggest is adequate. The National Association of State Budget Officets
projects that state reserves in aggregate will decline from 10.6 percent of budgets to 7.9 percent by
the end of fiscal year 2007 based on the budgets adopted last year. (See graphs.) Even if states
simply maintain the higher levels of fiscal year 20006, state reserves will fall short of the amounts

needed.

+ The amount of reserves on hand differs widely by state from less than one percent in resetves
in Atkansas, Michigan, Mississippi, and Wisconsin to more than 70 petcent in Wyoming and
Alaska.

+ Only nine states — Alaska, Wyoming, Notth Dakota, Nebraska, Montana, Delaware, Louisiana,
Alabama, and Idaho — ended fiscal year 2006 with reserves greater than the 18 percent that the
earlier Center report suggested was necessaty on average to maintain services during a moderate

recession. (See Tables 1 and 2.)

+ Ten states — Vermont, Pennsylvania, Rhode Island, Colorado, Illinois, Maine, Michigan,
Mississippi, Wisconsin, and Arkansas ended fiscal year 2006 with reserves of less five percent.
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State ind:Balance | :
Alabama 419 1,325

Alaska 2,396 2,396 73.8%
Arizona 650 1,665 17.5%
Arkansas - - 0.0%
California

IHlinois

Indiana 328 411

Marylar
Massachusetts

Michigan 2

Minnesota 1,095

Mississippi

Missouri

New:derse

New Mexico a

New York a

North Carolina 629

North Dakota 100

Ohio 1,011 632

South Dakota 137 0 137 13.0%
Tennessee 325 311 636 6.4%
Texas 405 5,078 5,483 17.0%
Utah 255 460 715 16.9%
Vermont 52 0 52 4.6%

Total 16,655 47,345 )

Source: National Association of State Budget Officers, Fiscal Survey of the States, December 2006.

Notes:

a. In these states the Rainy Day Fund is inciuded in the ending balance. Amount identified as RDF in millions: CA ($9,009), DE
(3161), GA ($904), MA ($2,160), NJ ($430), NM ($781), NY ($944), SC ($154)

b. In Connecticut the General Fund balance of $446 million is included in the Rainy Day Fund.

¢. An additional $436 million balance in Colorado’s General Fund was allocated by statute for transportation and capital
construction,

d. The Texas ending balance wouid be $1.4 billion less if it took into account some large payments for education and health care
that have been delayed by a few days or weeks into the 2007 fiscal year.
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What are Sufficient Reserves?

Now that states have emerged from the fiscal ctisis and are developing fiscal policies to deal with
the next downturn the focal question is, how much saving is enough? In 1999, the Center on
Budget and Policy Priorities released an analysis that simulated a FY 2000-2003 recession. That
analysis suggested that states on average would need reserves equal to 18 percent of spending to
weather a simulated recession without substantially cutting spending or raising taxes. At the time —
when many policymakers used a benchmark of five percent for an adequate reserve level — the
estitates in the study seemed high to many state policymakers. However, given the severity of the
recent downturn, these previous estimates now appear quite consetvative.?

The Government Finance Officers Association (GFOA) has also questioned the five percent
reserve benchmark. In a statement of recommended practices released in 2002, GFOA stated that:

The adequacy of unreserved fund balance [which includes rainy day funds] in the general fund
should be assessed based upon a government’s own specific circumstances. Nevertheless,
GFOA recommends, at a minimum, that general-putpose governments, regardless of size,
maintain unreserved fund balance in their general fund of #o less than five to 15 pervent of regular
general fund operating revenues, or of no less than one to two months [that is, eight to 16 percent] of
regular general fund operating expenditures. A government’s particular situation may require
levels of unresetved fund balance in the general fund significantly in excess of these
tecommended minimum levels.” [italics added]

Clearly the experience of the last several years indicates that in the future states should plan on
targeting the upper bound of GFOA’s recommendation — reserves of 15 percent or more of
operating expenditures.

Building a rainy day fund of 15 percent of spending or more requires both strong reserve policies,
to be discussed next and sufficient time. If a state were set aside between 1.5 and 2.5 percent of
revenue a year in a rainy day fund, it would take between 6 and 10 yeats to build a rainy day fund
that equals 15 percent of spending. If states wait too long to begin saving, they will likely not build
adequate reserves before the next economic downturn begins.

Policies to Improve the Adequacy of Reserves

Policymakers have an opportunity to enact some critical policy changes now to improve their
reserve policies, these changes could make states better prepared for the next fiscal crisis.

Establish and Maintain a Rainy Day Fund

The most important element of an effective reserve policy is a separate rainy day fund designed to
accumulate funds during good economic times that can be used to address budget deficits duting an

2 Iris Lav and Alan Berube, When It Rains It Pours, March 11, 1999, htp://www.chpp.org/3-11-99sfp.htm.

3 http://ww\v.szfoa.orsz/services/m/budgct.shtml#10.




economic downturn. Up to this point, this paper has focused on total state reserves which include
both rainy day fund balances and general fund balances, because total state reserves provide the
broadest measure of the resoutces available to help states weather fiscal difficulties. However, in
many cases relying solely on general fund balances does not constitute an adequate reserve policy
because there may not be rules governing the accumulation of the balances and there are often a
number of other claims on the funds.

Currently, all but five states — Arkansas, Colorado, Illinois, IKKansas and Montana — have some
type of rainy day fund. Otregon is the most recent state to establish a Rainy Day Fund.! Among the
five states without Rainy Day Funds, ‘

. Colorado does not have a separate rainy day fund but does have a four percent annual budget
reserve requitement that functions in a manner similar to a rainy day fund. Colorado’s situation
is complicated by a series of restrictive revenue and spending limits embedded in the
constitution known collectively as TABOR (Taxpayers Bill of Rights) which make the
development of a rainy day fund difficult because all revenue in excess of the limits is returned
to taxpayers through rebates, tax credits and other mechanisms. Colorado is cutrently operating
under a five year time out from some of its constitutional fiscal policy constraints and the
legislature is considering a measure to increase the size of the statutory reserve as a way to
protect spending during recessions.

« Illinois has a Budget Stabilization fund that does not serve as a rainy day fund because the
entite fund must be paid back before the end of the fiscal year.

. Kansas has a 7.5 percent general fund balance requirement, but does not have a separate rainy
day fund.

. Arkansas has a histoty of inadequate savings. In 2000, when total reserve balances among the
states were at their peak, Arkansas had no reserves.

. Montana has accumulated significant general fund reserves in the past, but does not have a
sepatate rainy day fund.

Each of these states would benefit from a creating a well-designed rainy day fund. The features of
a well-designed fund are described below. They include: a savings target at 15 percent of spending,
apptopriations to the rainy day fund in the annual budget, access to the funds duting an economic
downturn through a simple majority vote of the legislature, and rules that do not require the fund to
be teplenished before the economy has begun to recover.

Raise or Eliminate Caps

Rainy day fund caps place a limit on how large the fund can grow, typically measured as a percent
of the budget. If rainy day funds are statutorily or constitutionally capped at an inadequate level,
such as 10 percent of the budget or less, then states are going to have difficulty accumulating
adequate reserve balances. While this may seem like an obvious point, low caps are the norm in
about 67 percent of the states with rainy day funds. Specifically, 31 states have capped their rainy

4 Oregon’s new Budget Reserve Fund is in addition to an existing reserve fund that was limited to education spending,
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day funds at 10 percent or less and 15 states have capped their rainy day funds at 5 petcent or less of
spending. These states ate virtually guaranteed to find their rainy day funds inadequate. (See Table
2 which summarizes features of rainy day funds that states need to address.)

See notes

Alébama

Alaska See notes
Arizona X See notes X
Arkansas X . -

California Year-end Surpius*

& Pplis
X Year-end Surplus
Hawalii Tobacco funds X
idaho X See notes X
lilinois X
indiana X See Notes X

Ppers

Maryland Year-end Surplus*
Massachusetls Year-end Surplus*
Michigan See notes X
Minnesota Year-end Surplus
Mississippi X Year-end Surplus

New Jersey X Year-end Surplus
New Mexico Year-end Surplus
New York X Year-end Surplus X
North Carolina X Year-end Surplus
orth Dakota X Year-end Surplus

Year-end Surplus
South Dakota Year-end Surplus
Tennessee See notes X
Texas Year-end Surplus X
Utah Year-end Surplu
§ earsend:

Total 5 31 33 use Year-end Surplus | 7 7 12 | 13

* State uses more than one method to determine deposits. See notes.



ABLE2: SUMMARY :OF RAINY DAY FUND FEATURES TO BE:REFORMED (Cont'd)

‘ tes:
NA: - Not applicable because state does not have rainy day fund.

AK: Mineral litigation settlements are deposited in the Rainy Day Fund.

AL: The constitutional RDF was fully funded at establishment, so the only revenues flowing into that fund would be repayment for
transfers from the RDF 1o the Education Trust Fund during years in which anticipated revenues are projected to fail below
appropriations. The statutory fund requires that at ieast 20% of unanticipated revenues from the ETF are transferred into the fund,
although the legislature may choose to transfer funds in excess of the 20% (in the current budget year, they transferred 75% of the
previous year's unanticipated balance).

AZ & MI: Personal income growth formula determines amount to be transferred fo the rainy day fund. Legislature has discretion in
determining actual transfer amount,

CA: Staie has two funds operating as rainy day accounts, one which is funded through year-end surpluses and one which is funded
as a percent of estimated general fund revenues. Fifty percent of the funds in the most recently created account (in effect in 2007)
are to retire deficit recovery bonds.

FL: State has two funds -- Working Capital and Budget Stabilization Fund.

IA: 60% approval is needed if an appropriation will reduce the fund below 3.75% of adjusted revenue estimate.

1D: Contribution is automatic when revenue growth exceeds 4%.

IN: Contribution is automatic based on personal income growth formuia.

LA: Federal money (largely from Hurricane Katrina relief) is not included in calculation of surplus.

Year-end surpluses and oil and gas revenue above a certain amount constitute rainy day fund deposits.

MA: In addition to year-end surpluses, MA also deposils ¥ of 1 per cent of the total revenue from taxes in the preceding fiscal year.

MD: State has two methods for depositing money into the rainy day fund: the total general fund surpius amount over $10 million
plus a $50 million appropriation if the rainy day fund balance is below 7.5% estimated general fund revenues, or $100 million if
below 3.0%.

Mi: See AZ note above.
MO: Deposit required only when fund falis below required balance.
ND: State has the only state-owned bank in the nation and uses its profits, along with the Rainy Day fund, to stabilize the budget.

NY: State has 3 rainy day funds, 2 official, and one unofficial. The unofficial fund was developed in response to the impractical
rigidity of the official funds. The unofficial fund, which functions the most like a real RDF, has no cap. The two official funds (one
was most recently created in 2007) have a cumulative cap of 5%.

OR: In 2007 Oregon established an additional Rainy Day Fund for general budget purposes. Initially corporate tax revenues that
exceed initial estimates will be deposited in this fund. In the future one percent of year-end surpluses will be deposited in the fund.

PA: State requires supermajoriy to use the rainy day fund but has, in the past, just abolished the fund with a simple majority vote.
This action diveried the funds back to the general fund which the legislature used with a majority.

RI: 3% of revenue each year must be deposited, up to cap of 5% of revenue.
TN: Appropriation is automatic based on 10% of revenue growth.

UT: State has 2 reserve accounts, one rainy day fund and one education reserve. The combined total of the two cannot exceed 6%
of the total general fund appropriation amount plus the Uniform School Fund appropriation amount for the fiscal year in which the
surplus occurred.

VA: Appropriation is automatic based on formula using prior six-years of revenue growth.

WV: State added “part b* fo its rainy day fund in June '06 which cannot be tapped uniess the original fund is dry.
WY: State recently created an extra legislative stabilization account to offset volatile mineral reserve funds.

This fund is not included in statute.

Rainy day fund caps cleatly restricted rainy day fund growth. The rainy day funds in states with
caps of five percent or less grew from an average of 2.8 percent of expenditures at the end of 2002
to only 4.4 percent of expenditures at the end of 2006. The rainy day funds in states without caps or
with caps of 10 percent or greater grew by more than 5 petcentage points from an average of 5.9
petcent of expenditures at the end of 2002 to 11.1 percent of expenditure at the end of 2006. The
same pattern was evident in the 1990s.> ‘This indicates that raising rainy day fund caps is a critical
policy option that states should pursue.

5 The rainy day funds in states with caps of five percent or less grew from an average of 1.0 percent of expenditures at
the end of 1993 to only 3.7 percent of expenditures at the end of 2000. The rainy day funds in states without caps or
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The first step states should take to improve their rainy day funds is either remove the cap or
increase it to a more adequate level, such as 15 percent of the budget. Even bettet, states could
replace caps with target levels. For example, a state could set a target level for its rainy day fund of
15 percent of the budget. Once that target is met, policymakers could weigh their citcumstances and
options and decide whether to make additional deposits into the fund above the 15 percent level.

Tmprove Deposit Rules

The rules most states have set for contributions to rainy day funds do not give them much
encouragement to save. The most common conttibution rule — used in 33 out of 46 states with a
rainy day fund — is that a portion of the state’s year-end surplus 74y be placed in the rainy day
fund.® This rule has the advantage of ensuting that that the deposited funds are truly surplus, and
that the state does not need the funds for some other purpose. The disadvantage is that the rainy
day fund is last in line for receiving state resources.

For example, if a state is projecting a surplus during the period of budget deliberations, it may
choose to increase expenditures or cut taxes; the rainy day fund would receive funding only if the
actual surplus exceeds the projected surplus that already was allocated. This is largely what
happened duting the 1990s, when states increased spending modestly and cut taxes extensively when
they enacted their budgets. In states with a year-end surplus deposit rule, rainy day fund deposits
were made at the end of the fiscal year, long after the decisions to boost spending ot cut taxes were

made.

Other types of deposit rules can have the opposite effect; they may lead to required deposits when
the state cannot afford to make them. California’, Hawaii, Maryland, Missouti, and Rhode Island
have rules that require annual contributions to their rainy day fund without regard to the state's fiscal
conditions, which can lead to deposits being required during an economic downturn when the state
is struggling to balance its budget.

Other states have rules intended to assure that rainy day fund contributions will be made when
fiscal conditions are healthy. Six states — Arizona, Idaho, Indiana, Michigan, Tennessee, and
Virginia — use formulas based on growth in tax revenues or state economic growth to determine
rainy day fund contributions.

The rules in these seven states have both positive and negative aspects. On the positive side, in
four of these six states the deposit is made automatically at some point duting the fiscal year. Unlike
yeat-end surplus deposit rules, an automatic deposit assures that a deposit will be made.

But the rules in some of the seven states have other aspects that are less workable. In Florida,
Idaho and Tennessee, the deposit formulas can require states to make contributions when state
finances are not particulatly strong, In Tennessee, for example, 10 percent of any revenue increase

with caps of 10 percent or greater grew from an average of 2.3 percent of expenditures at the end of 1993 to 9.0 percent
of expenditure at the end of 2000.

6 The 46 states with a rainy day fund include DC.

7 California has two funds that act as rainy day funds. A fixed percentage of revenues must be deposited in one of these
funds.
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from one year to the next must be placed in the rainy day fund, which means that a deposit would
be required even if revenue growth is modest.

In other states the formula tries to estimate whether there is sufficient economic growth to
suppott a rainy day fund deposit. Arizona, Indiana and Michigan have formulas based on personal
income growth. In Indiana, deposits must be made when personal income growth exceeds a
particular standard. In Arizona and Michigan, the contribution calculation is used essentially as a
guideline for determining the amount of rainy day fund contribution. In Vitginia, the formula is
based on compating current revenue growth to the average growth rate in revenue collections over
the previous six years.

There is now over two decades of experience duting which states have experimented with
different rules for rainy day deposits. Considering the range of outcomes of these experiments, it is
possible to design a deposit rule that might better meet the needs of states. Such a rule would
balance the competing needs of ensuring sufficient annual funding for public services while building
an adequate reserve. The following suggests how this might be accomplished.

+ During the budget development process, the state budget office could compare projected
revenue (prior to any tax changes) to projected spending needs for the upcoming budget yeat.
Ideally, the estimate of projected spending needs would utilize a baseline or cutrent services
approach that takes into account inflation, caseload increases, wotkload changes, and statutory
requirements. Some states alteady prepare these types of estimates and include them in the
proposed budget document, but many do not. However, most states that do not prepare 2
formal baseline projection should be able to produce an estimate of the required spending
needs for the next fiscal year.

. If projected revenues exceed projected expenditure needs, a portion of that surplus (25 percent
to 50 percent) could be appropriated as a transfer to the rainy day fund.

+ Only the remaining portion of the surplus would be available for other uses. The actual
transfer to the rainy day fund would occur at the end of the fiscal yeat, assutning revenues and
spending hold to projections.

« A portion of any additional year-end surplus could also be deposited in the rainy day fund.

This process would ensure that all necessary spending needs are being met, that funds are being

deposited into the rainy day fund and that funds are available to meet additional needs.

Policies to Ensure that Rainy Day Funds Can be Accessed When Needed

Thete are three types of policies that may result in states not being able to effectively tap rainy day
funds when needed. They are replenishment rules, super-majority requitements and litits on use.

Eliminate Replenishment Ratles

Six states — Alabama, Flotrida, Missouri, New York, Rhode Island and South Carolina — as well
as the District of Columbia require that withdrawals from their rainy day funds be replenished over a
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specified period of time after a withdrawal has been made. Replenishment rules can be problematic
for two teasons. First, in some cases they provide a disincentive to using the fund for fear monies
will not be available to meet the replenishment requirements. Second, when replenishment must
occur soon after the drawdown, rainy day deposits may compete with critical government programs
and services for scatce resources during a time of fiscal strain.

Of the states that require replenishment of withdrawals from their rainy day funds, two —
Alabama, and Flotida — allow replenishment to occur over a petiod of five years or more. This
lengthy petiod helps increase the likelihood, although does not insure, that most of the
replenishment will occur after the fiscal crisis is"over. Historically, state fiscal ctises have lasted two
to three years. The most recent one lasted five years.

In Missouri, New York, and South Carolina, withdrawals from the rainy day fund are repaid ovet
a three year period, in Rhode Island, the replenishment period is two yeats, and in the District of
Columbia the fund must be paid bacl in one year. These onerous replenishment rules have created
a batrier that has prevented these funds from being used for their intended putrpose. Despite
significant deficits throughout the fiscal crisis, the District of Columbia, Missouri and Rhode Island

did not use their rainy day funds.
Remove Super-Majority Reguirements

Thirteen states have supet-majority tequirements govetning the release of rainy day fund
resources to address budget deficits.® Super-majority rules create an unnecessary political hurdle to
accessing the funds. These rules allow a minority of lawmakers to block the sensible use of rainy
day funds in times of fiscal ctisis.

Remove Limits on Use of Funds

Some 12 states set a limit on the amount of the rainy day fund that can be used at one time.’
These limits are a problem because they reduce the flexibility of state policymakets to address
budget shortfalls in an effective manner. In addition, it may make sense for a state to use a large
pottion of the rainy day fund in the first year of the fiscal crisis because other budget balancing
options, such as revenue increases ot targeted budget cuts, may take mote time to analyze and
implement and are more appropriate for addressing the second or third year of the downturn.

In some cases these limits exist to minimize the use of the fund during petiods of economic
growth, a reasonable goal. But it is difficult to craft a restriction on the amount of funds that may
be used that applies only to periods of growth and that does not also limit flexibility during a
downturn. A better mechanism for ensuring that the funds are used for the intended purpose is to
restrict the use of the funds to addressing a budget deficit."

8 Alabama, Alaska, Delaware, Hawaii, lowa, Louisiana, Missouti, New Hampshire, Oklahoma, Otegon, Pennsylvania,
Texas and Washington.

9 Arizona, the District of Columbia, Idaho, Indiana, Louisiana, Michigan, Missout, New Hampshire, Oklahoma,
Oregon, Tennessee, and Virginia.

10 For example New Mexico’s rainy day fund statute indicates that the fund may be used: “In the event that the general

fund revenues, including all transfers to.the general fund authotized by law, are projected by the governor to be
insufficient either to meet the level of appropriations authorized by law from the general fund for the curtent year or to
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