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Highlights

% The federal stimulus package will provide fiscal relief to state governments ex-
ceeding $150 billion over the 2008-09, 2009-10, and 2010-11 state fiscal years.

% Although the aid is massive, it is temporary. In the best of worlds, as the stimu-
lus aid wanes, the economic recovery will take hold and state tax revenue will
rise sharply, as it has after past recessions.
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But even under optimistic assumptions, the revenue recovery will not be sharp
enough or soon enough to avoid the need for significant budget cuts or tax in-
creases. If the tax revenue falloff and recovery are much like that of the 1990 fiscal
crisis, as the stimulus aid goes away in 2011-12, states could face a fiscal gap of 4
percent of general expenditures, roughly comparable to annual gaps of $70 billion.

< Under alternative assumptions that lead to pre-stimulus budget gaps of nearly
$370 billion over the next 2.5 years — not a worst-case scenario — states could
face a 2011-12 fiscal gap of more than 6 percent of state general expenditures,
or more than $100 billion. Under any likely scenario, states will face signifi-
cant budget problems when the new federal aid runs out.
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States should use the breathing room provided by the stimulus package to mute
and spread out baseline spending cuts and/or tax increases they will need to
make, to restructure programs, and to allow for orderly decisionmaking. But
they cannot count on it to substitute for these difficult decisions.




Introduction

tate governments face budget gaps that will exceed $100 billion in the 2009-10 fiscal year and
by some estimates could exceed $350 billion over the 2.5-year period through the end of the
2010-11 state fiscal year.'

Fortunately for states, the federal stimulus package (the “American Recovery and Reinvest-
ment Act of 2009”) contains significant aid for states, including $87 billion for a temporary in-
crease in the federal share of Medicaid costs; $54 billion in a State Fiscal Stabilization Fund to help
stave off cuts states might otherwise make to public education and other programs; a myriad of
smaller funding streams that will benefit state needy populations and/or state finances; plus grants
for transportation, clean water, and other construction projects.”

Unfortunately for states, most if not all of this aid will be temporary. Will it tide states over un-
til the recovery comes? How significantly will it curtail the need for states to cut spending or raise
taxes? What will happen when the money runs out?

To investigate these questions, we examined the impact of the fiscal stimulus package on state
government finances under two scenarios: (1) a “low-gap” scenario under which the current fiscal
crisis is a bit less severe than the sharp 2001 fiscal crisis, but lasts longer,’ and (2) a “high-gap” sce-
nario under which fiscal gaps approach $370 billion over the next 2.5 years.* We assume that states
are able to use most of the federal stimulus package for budget relief rather than for new spending
programs.

Tax Revenue Will Decline for Two or More Years Before Recovery

Figure 1 compares state government tax revenue under these scenarios to tax revenue in the
three most recent recessions, adjusted for inflation, population growth, and legislative changes to
make the numbers as comparable as possible.” Tax revenue as adjusted is indexed to equal 100 at
the approximate start of a fiscal crisis (Year 0 on the graph).® The graph then tracks the progress of
tax revenue for five years after each recession. For example, two years after the start of the 2001 fis-
cal crisis, adjusted tax revenue had fallen to 91.0 (9 percent below its 2001 value) whereas two
years after the start of the 1981 crisis revenue it had fallen to 96.8 (3.2 percent below the 1981
Value)7. The tax revenue falloff in the 2001 fiscal crisis was far sharper than in the two earlier reces-
sions.

As the figure shows, tax revenue generally follows a U-shaped pattern after a recession, falling
sharply for two or possibly more years before beginning to recover. The 2001 recession is notable
both for the depth of the decline and the sharpness of the recovery, for reasons we have written
about elsewhere.® In the last two recessions it has taken at least five years for tax revenue (as ad-
justed here) to re-attain its pre-crisis peak.

The low-gap scenario begins less sharply than the 2001 fiscal crisis, which itself was the worst
fiscal crisis in a generation. Although the 2001 recession was mild, capital gains fell by 48 percent
in 2001, contributing to a year-over-year income tax decline of 15 percent in the January-March
2002 quarter that was followed by a 22 percent decline in the April-June quarter. The low-gap sce-
nario assumes that the income tax declines by 10 percent in January-March 2009 and by 15 percent




in April-June 2009. These would be the second-worst declines over the 40 years for which we have
quarterly data, second only to the 2002 declines. They are far worse than the declines during the
great bear market of 1973-74 and are well within the range of what estimators might consider rea-
sonable, particularly given that the worst of the 2008 stock market decline occurred late in the year
and capital gains realized earlier in the year may offset some of the later declines. The sales tax is
assumed to decline by three percent on average in the final two quarters of 2008-9 and by another
three percent in 2009-10. In subsequent years, tax revenue is assumed to recover more slowly than
in the 2001 crisis because of the deeper and longer recession. The low-gap scenario is roughly
consistent with annual budget gaps of $80 billion or more.

The high-gap scenario assumes the fiscal downturn will be worse than the 2001 downturn and
will last longer. It is designed to be roughly consistent with cumulative budget gaps of $370 billion
over the next 2.5 years. The income tax is assumed to decline by 20 percent year-over-year in the
current quarter and by 25 percent in the April-June quarter, suggesting the worst declines in capital
gains in the 50 years of recorded history. The sales tax declines of the fourth quarter of 2008 worsen
in the first two quarters of 2009, averaging 10 percent year over year. Income and sales taxes then
decline further in 2009-10, making this the worst two-year period by far in over 50 years. Tax reve-
nue finally begins to recover in 2010-11 as the recovery takes hold, but sales taxes in particular
grow relatively slowly during the recovery as consumers work to restore savings and assets after
massive losses in their stock market holdings and home values. This is not a worst-case scenario.’

Figure 1. State Tax Revenue Takes Several Years to Recover After a Recession

Taxes Adjusted for Population Growth, Inflation, and Legislative Changes
By Fiscal Year, Indexed to Approximate Start of Each Fiscal Crisis (Year 0)
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Resulting Fiscal Gaps, Before and After Stimulus Aid

This analysis combines the projections of tax revenue under these scenarios with projections of
baseline spending and the impact of the federal stimulus package.'® We use Census Bureau data on
state government general revenue and general expenditure, which is a more comprehensive defini-
tion of state finances than the general fund usually discussed in the press.'' Baseline Medicaid ex-
penditures and related federal reimbursements are assumed to grow between 7 and 8 percent each
year, consistent with federal Medicaid projections and with information from states, while other
spending is assumed to grow more slowly than the economy.'?

In both the low-gap and high-gap scenarios, nominal tax revenue declines in both 2008-09 and
2009-10, albeit more severely in the high-gap scenario. However, other sources of revenue such as
fees, miscellaneous revenue, and federal reimbursements for Medicaid and other activities continue
to grow, so that total revenue grows slightly in the low-gap scenario (about 1.5 percent in each year)
and is essentially flat for two years in the high-gap scenario. But baseline spending — before any cuts
states choose to make in response to the crisis — grows in both years. The scenarios assume that base-
line spending grows slightly faster than population growth plus economy-wide inflation, consistent
with historical trends. Resulting growth in baseline spending ranges from 4 to 4.8 percent annually in
the two scenarios, which is faster than nominal economic growth in 2009-10 and 2010-11, but slower
than nominal economic growth in 2011-12 and 2012-13. The combination of flat or declining revenue
plus growing baseline spending leads to fiscal gaps under both scenarios.

The federal stimulus package is assumed to be used by the states almost entirely for fiscal relief
rather than to support new programs — all of the Medicaid enhancement, all of the State Fiscal Sta-
bilization Fund, and one-half of construction funds are assumed to substitute for spending cuts or
tax increases that the states would otherwise implement.'* (If states use more of the aid for new pro-
grams, larger cuts in other spending or greater tax increases would be needed after the money runs
out than implied below.) Under these assumptions, the package provides about $34 billion of fiscal
relief to states in state fiscal year 2008-09, $71 billion in 2009-10, and $45 billion in 2010-11, fol-
lowed by much smaller amounts for several years.'*

Figure 2 shows the net fiscal impact of these assumptions for state governments for the nation
as a whole under the low-gap scenario. The solid line shows the baseline fiscal gap without the
stimulus package, and the dashed line shows the remaining fiscal gap after aid is used for fiscal re-
lief. Under the assumption of a fiscal crisis that falls between the 1990 and 2001 crises in severity,
the fiscal stimulus package comes close to filling the state fiscal gaps in 2008-09 and 2009-10 and
reduces the 2010-11 gap from 4.9 percent of expenditures to a more manageable 2.2 percent."” But
after that, even in this low-gap scenario, state fiscal problems grow significantly in 2011-12 after
the stimulus package wanes, with a fiscal gap of 4 percent of general expenditures despite the re-
covering economy and state tax revenue. This is roughly comparable to annual gaps of $70 billion.
If states adopt recurring expenditure cuts or recurring tax increases over the next two years these
outyear gaps would be smaller.

Figure 3 shows the net fiscal impact for state governments under the high-gap scenario — con-
siderably more severe than the 2001 crisis, but by no means a worst-case scenario. The stimulus
package reduces the state fiscal gaps significantly for three years, although the 2010-11 gap still ex-




Figure 2. After Stimulus Wanes, Gaps Could Approximate 4 Percent of Spending,
or $70 Billion, Even Under the Low-Gap Scenario

"Low-Gap" Scenario:
State General Revenue Minus Expenditures With and Without Federal Stimulus
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Figure 3. After Stimulus Wanes, Gaps Could Approach 7 Percent of Spending,
Or $120 Billion, Under the “High-Gap” Scenario
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ceeds $60 billion. In 2011-12, as the stimulus relief nearly disappears, the fiscal gap balloons to
more than 6 percent of state general expenditures, and exceeds $100 billion.

Conclusions

While the federal stimulus package is a huge boon to the finances of state governments, even
under optimistic assumptions it is not large enough or sustained enough to eliminate the need for
significant state spending cuts or tax increases. Tax revenue is unlikely to recover sharply enough
or significantly enough — based on analysis of the last three recessions — to replace the stimulus
funds that disappear.

Under a low-gap scenario that assumes a fiscal crisis that is milder but longer than the last one,
states would face gaps in three years of about 4 percent of general expenditures — $70 billion or
more — and would need to cut spending or raise taxes by this much to bring budgets into balance.

Under a high-gap scenario, with a crisis that is both deeper and longer than the severe 2001 fis-
cal crisis and is consistent with budget gaps of nearly $370 billion over the next 2.5 years, states
could face budget gaps exceeding $120 billion in three years.

States should use stimulus aid to help them make orderly decisions about how to trim spending
and/or raise taxes, but cannot count on the stimulus package as a substitute for these actions. The
economic and revenue picture for states is uncertain. Estimates of new funding available for bud-
get-balancing purposes are imprecise at this point. Under any likely scenario, however, major fiscal
problems for states will return when the new aid from Washington runs out. Budget gaps in fiscal
2012 will likely rival the critical shortfalls that states faced before enactment of the new stimulus
package. Cuts or reductions in growth of spending on education, health care, and other programs,
and/or major tax and other revenue increases, will almost certainly be on the table once again.
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Federal Reserve Bank of Chicago, Third Quarter 1999.
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States have a history of reducing or deferring capital spend-
ing in recessions, although the extent of this varies from re-
cession to recession. For a recent discussion see Allison
Armour-Garb and Thomas Gais, “Stimulus Could Boost
School Construction,” The Nelson A. Rockefeller Institute
of Government, February 2009. For an earlier analysis see
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The year-by-year amounts are based on CBO-estimated
amounts for federal fiscal years, adjusted by the author to a
state fiscal year basis. See Douglas Elmendorf, Letter to
Honorable Nancy Pelosi, February 13, 2009.

This analysis is for the nation as a whole. Even in this
low-gap scenario, many states are likely to find themselves
with significant budget gaps remaining after the federal
stimulus aid, while some other states might find that they
have additional funds available.
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