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2003 Budget: Major Accomplishmentsin Closing Gap,
But 2004 Promises Further Painful Choices

With afind vote just after midnight
on July 31, state lawmakers brought
at least temporary closure to the most
chdlenging budget processin a
decade. For nearly afull year, the
date's fisca leaders had struggled to
fill ahuge gap in 2002 finances and
craft abalanced 2003 budget.
Although their effortsfdl short for
2002, the combination of spending
cuts and tax increases adopted for
2003 represent real progressin
erasing the disparity between state
revenues and spending. Despite
these gains, however, the Common-
wedlth till faces a serious Structurd
deficit in 2004.

The crissin the ate's finances was
precipitated by the dmost 15 percent
plungein fiscal 2002 tax receipts, a
sunning reversd of the double-digit
annud revenue growth of the

previous Six years. The dragtic drop

in tax revenues opened a$2.3 hillion
hole in the budget that threatened to grow
to dmost $3 hillion in 2003.

Whiledmogt dl sates are grappling with
large revenue declines, Massachuseits
shortfdl has been among the most severe,
with a 26 percent drop in the fourth
quarter of fisca 2002 that was the worst

Tablel
State Response to
Fiscal Crisis
($, Millions)
Fiscal 02 Fiscal 03
Revenues $20,712  $21,062
Spending before cuts 23,017 24,049
Problem -2,305 -2,987
Solutions,
Resarves & one-time 1,741 844
revenues
Tax increases -- 1,140
Spending cuts 210 724
Tobacco dollars* 60 150
Penson funding cuts 134 129
Reversons & other 160 --
* Amountsin excess of 50 percent of annual settlement
payment.

inthe nation. Measured as a percent of
sate spending, the 2002 budget shortfal
even exceeded the fiscal 1990 deficit in
the depths of the state's last fiscd crigs.

1 | arge Declinein April-June 2002 Quarter
Caps Terrible Fiscal Y ear for States," State Fiscal
News, Vol. 2, No. 10.



The collapse in capital gains receipts --
combined with Question 4 and other tax
cuts -- are largely responsble for the
state's current budgetary problems.
Unlike the deep recession of a decade
ago, the recent economic downturn has
resulted in only a moderate loss of jobs.
At the same time, in marked contrast to
the years leading up to the last fiscdl
crigs, spending growth during the recent
boom years was mostly held in check.
From 1995 through 2001, annua
spending grew 5.8 percent on average,
roughly hdf the rate of increasein the
second hdf of the 1980s.

Againg this backdrop the state's leaders
deserve recognition for their efforts to
resolvethe crigs. Given the sze of the
problem -- and the certainty that the lost
capitd gainswill not be replaced for
many years -- additiona taxes and
reduced spending represent the only
redistic ways to address such an
enormous structura mismatch between
revenues and expenditures (see Table 1).
Although the efforts to address this
mismatch largely fdl short for 2002, the
combination of new revenues and
spending cuts that were adopted for 2003
condtitutes a mgjor accomplishment.

Sgnificantly, those who have argued
againg tax increases have failed to
present any credible dternative plan to
permanently fill a$3 billion budget
deficit. They have dso faled to
acknowledge that Question 4'srigid
three-year timetable for implementing the
cut in theincome tax to 5 percent has
mede the crigs much more difficult to
manage.

Other states have resorted to desperate
measures to ded with their budget
problems, including relying on the short-
sghted and irrespongble financid

gimmick of "tobacco securitization,” the
borrowing againgt 30 or even 40 years of
annua tobacco settlement payments to
addressasingle year's shortfal. Far from
sarving as examples of cregtive solutions
to the state's fisca emergency, such
measures would only delay the inevitable
day of reckoning. In that context, the
Legidature deserves sgnificant credit for
itswillingness to make tough decisonsto
bring the state's revenues and expend-
ituresinto closer dignment. Likewise,
the Governor's vetoes of over $350
million of gppropriations made a mgor
contribution to reducing the budget's
gpending base and itsreliance on
reserves.

Despite these positive efforts, however,
the gtate's response to the current fiscal
crigsfdls short in two important

repects. While the impending financid
problems were recognized as eaxly as last
fdl, very little action was teken in fiscd
2002 to shore up revenues or cut
spending. Asaresult, the state has drawn
much too heavily on its reserves,

reducing a$2.3 billion "rainy day"

baance to goproximately $300 millionin
less than two years.

Apart from the additiona taxes and
spending cuts, the Sateisrelying on
amog $850 million of reserves and one-
time revenuesto "baance' the 2003
budget, a dependence that spells trouble
for 2004. Even with an economic
recovery, the expected growth in tax
revenues next year will amost certainly
be inadequate to both finance the
expenditures being supported with
reservesin 2003 and pay for inevitable
increasesin the costs of hedth care and
other mgjor programs. Asaresult, the
dateislikely to face afurther structurd
deficit of $1 billion or more in 2004.



The state has dso missed amgjor
opportunity presented by the fisca crisis
to attack along list of "sacred cows' and
eliminate spending abuses and
inefficiencies® While no one with any
clear understanding of the state budget
argues that rooting out wasteful spending
would solve the Commonwed th's fiscal
problems, the state had both the occasion
-- and the respongbility -- to take on
longstanding abuses. To namejust one
egregious example, it is difficult to justify
gpending more on the scandal-ridden
police incentive pay program (the "Quinn
bill") when 50,000 long-term
unemployed individuds are being
dropped from the Medicad ralls.

Total Spending

After taking into account vetoes and
overrides, spending in the recently
enacted budget for fiscal 2003 totals
$23.1 hillion, up $1.1 hillion or 5 percent
from 2001, the year before the fiscal
crissbegan. Thistwo-year growth figure
includes a$700 million increase in 2002
and an amost $400 million increesein
2003.

Behind the overdl growth liesa
combination of large increases in some
programs -- hedth carein particular --
and reductionsin other areas that only
partidly offset those increases. Over the
last two years, expendituresin roughly a
dozen mgjor programs -- induding
Medicaid, employee hedth benefits, K-12
education, school building aid, and

casel oad- driven human services -- have
risen $2.1 hillion, or 15.6 percent, from
2001 to 2003 (see Table 2). While much
of this growth occurred in 2002, dmost

2 Seethe Foundation's May 29, 2002 Bulletin,
The Commonwealth's Fiscal Crisis. Important
Opportunities for Spending Reform.

$900 million of the increase will take
placein 2003.

Offsdtting these increases are
approximatey $725 millionin
adminidirative and program reductions
below the 2001 spending leve, including
mgor cutsin other aid to schools, public
hedlth, higher education, housing,
economic development, parks and
recreation, tax administration and the
courts.

The spending change from 2001 to 2003
a0 reflects dmost $320 million of
budget-bdancing gimmicks, induding an
unwise reduction in annua pension
goppropriations that only shifts costs onto
future taxpayers and the transfer of some
adminigrative expenses to the capita
budget.

While other dubious financid ploys --
such as deficit borrowing againg future
tobacco settlement payments -- were
wisely reected, serious spending reforms
of the kind previoudy identified by the
Foundation were either not considered or
rejected out of hand. Asaresult, a
number of cogt-saving changes, including
revamping the inequities in the Chapter
70 education formula, greater employee
health cost-sharing, "Quinn bill" reforms,
consolidation of court management, and
privetization initiatives, reman
unaddressed.

The Medicad digibility changesin the
budget, expected to save $40 millionin
2003 and more than $200 million when
fully annudized, recognize thet
expansonsin this huge program snce
1997 have added tremendoudly to its
coss. However, theill-conceived attempt
to generate savings by reducing
prescription reimbursement rates below
costs -- which would jeopardize the



Table?2
Spending Changesin State Fiscal Crisis

Actual Estimated Budget Change Pct. Chg.
($, Millions) 2001 2002 2003 from2001  from 2001
Program Increases
Medicaid $4,783.1 $5,411.€ $5,984.2 $1,201.1 25.1
Chapter 70 K-12 school aid 2,989.5 3,213.2 3,259.0 269.5 9.0
Employee health benefits 659.6 734.8 812.9 153.3 232
Cash assistance 621.2 719.€ 7275 106.3 171
Social services 579.3 629.C 671.3 92.0 15.9
Debt service 1,431.8 1,398.1 1,506.4 4.7 5.2
Mental retardation 916.1 964.4 987.3 71.2 7.8
School building aid 316.5 361.5 381.9 65.4 20.7
Senior pharmacy 48.8 80.1 97.6 48.8 100.0
Police 205.3 246.2 231.8 26.4 12.9
Corrections 799.3 828.C 815.9 16.5 21
Day care 368.7 389.1 378.0 94 25
Subtotal 13,719.3 14,976.C 15,853.7 2,134.4 15.6
Cog Shifting/Underfunding
Pension costs 1,035.7 797.€ 814.0 -221.6 214
Snow and ice control 72.5 24.2 15.0 -575 -79.3
Highway admin. 82.9 77.C 485 -34.4 -41.5
Capital asset management 5.8 1C 0.0 -5.8 -100.0
Subtotal 1,196.9 899.7 877.6 -319.3 -26.7
Program Decreases
K-12 school aid other than Ch. 70 416.0 379.7 299.7 -116.3 -28.0
Public health 534.5 495.1 429.7 -104.8 -19.6
University of Massachusetts 515.7 492.8 453.7 -62.0 -12.0
Chapter 81 gastax aid 435 10.€ 0.0 -43.5 -100.0
Housing assistance 158.4 143.2 122.3 -36.1 -22.8
Conservation and recreation 137.2 120.3 105.4 -31.8 -23.2
Additional assistance 477.6 477.€ 446.6 -31.0 -6.5
Board of Higher Education 140.8 142.7 110.2 -30.6 -21.7
Judiciary 588.7 583.7 563.0 -25.7 -44
Community colleges 250.4 233.7 227.0 -235 -94
Capital needs investment trust 45.0 22.C 23.0 -22.0 -48.9
Econ. devel. and tourism 43.3 34.7 251 -18.2 -42.0
Environmental protection 107.9 101.7 91.3 -16.6 -15.4
Welfare administration 133.8 129.5 121.4 -12.4 -9.3
Tax administration 1245 116.2 118.1 -6.5 -5.2
State colleges 202.2 1884 200.2 -2.0 -10
Other net reductions 3,170.6 3,155.C 3,030.1 -140.5 -44
Subtotal 7,090.1 6,827.2 6,366.9 -723.3 -10.2
Totals $22,006.3 $22,703.C $23,098.2 $1,091.9 5.0

Note: Excludes RMV fees dedicated to Central Artery and contingency payments for revenue and debt collection.



ability of both large and smdl pharmacies
to continue to fill prescriptions for the
roughly one million Medicaid recipients
in the state -- only underscoresthe overdl
need for a more thoughtful gpproach to
spending reform.

Revenues

The 2003 budget relies on atax estimate
of $15.253 hillion, a$974 million or 6.8
percent increase over 2002 (see Table 3)
that reflects a revised consensus
agreement by the state's fiscal leadership
aswell asthe package of tax increases
adopted by the Legidature.

This estimate presumes basdline tax
growth (before law changes) of 2.4
percent, or about $350 million. With a
duggish economy, the forecast
underlying the estimate assumes
essentialy no growth in basdine tax
receiptsin the first three months of fisca
2003 and agradud accelerationin the
rate of increase through the end of the
fiscd year.

The recently enacted tax package will add
an estimated $925 millior? to fiscal 2003
revenues, through the combination of
lower persond exemptions, eimination

of the charitable deduction, and increases
in capital gains and tobacco taxes. At the
same time, however, previoudy enacted
tax cuts, primarily the cut in theincome
tax rate from 5.6 to 5.3 percent in January
2002, will reduce fiscal 2003 revenues by
amost $300 million.

3 The generally reported estimate of the value of
the tax package, $1.14 hillion, includes the impact
of not implementing the previously scheduled cut
in the income tax rate to 5.0 percent on January 1,
2003. While this provision negates $215 million

of planned tax cuts, it does not generate additional
2003 revenues.

Table3
Fiscal 2003 Tax Revenues
($, Millions)

Fisca 2002 estimated taxes $14,280
Basdine growth of 2.4 percent 348
Tax increases 925
Phase-in of prior tax cuts -300

Fiscal 2003 total taxes 15,253
Change from 2002 973
Percent change 6.8

Thetax package will dso generate
another $120 million of one-time
revenues -- not counted in the figures
above -- largely because of the January 1,
2002 effective date of the reduction in
persond exemptions. Although the
budget presented to the Governor did not
rely on these nonrecurring receipts to
finance 2003 spending, the adminigration
believes that the revenues will be needed
because lawmakers overestimated the
amount of non-tax revenues that will be
collected thisyear. Both the Governor
and the Legidature are dso counting on
the collection of about $42 million of tax
arrearages in 2003 through a one-time
amnesty program authorized in the new
budget.

Reserves

At the beginning of fisca 2002,

M assachusetts seemed idedlly positioned
to westher any likely downturn in the
gate's economy and revenues, with fiscal
sabilizetion or “rainy day" reserves
totaing $2.3 billion, about ten percent of
annua spending. However, asthe year
progressed -- and revenues continued to
plummet -- the state consumed an
increasngly large share of these funds,
ultimately amost $1.5 hillion of the




Table4
Fiscal 2002 and 2003 Reliance on Reserves
and Other One-Time Resour ces

($, Millions)
Bdance Bdance
Beginning of Fiscd Fisca End of
Fisca 2002 2002 Uses 2003 Uses  Fisca 2003
Sabilization fund $2,293 $1,452 $550 $291
Other balances 446 289 132 25
One-time revenues
Retroactive tax increase -- -- 120 --
Tax amnesty revenues -- -- 42 --
Grand total 2,739 1,741 844 316

Note: The stabilization fund balances shown here exclude an estimated $50 million of interest earned
over the two fiscal years; the "other balances" total does not include the balance in the trust fund for

future health care needs, approximately $515 million at the end of fiscal 2002, which reflects prior

deposits of tobacco dollarsinto the fund.

origina $2.3 billion tota (see Table 4).
To make ends meet in 2003, the ate has
aready committed to using another $550
million of the gabilization reserves,
leaving less than $300 million in the

fund, ameager cushion in the event of
further revenue shortfalls or unexpected
deficiencies in mgor accounts such as
Medicaid.

Thisfocus on the rainy day fund actudly
undergtates the state's reliance on reserves
and other one-time resources. In 2002,
the state also tapped $289 million of

ba ances that were originally set aside for
other purposes, including $138 million of
capital reserves. The 2003 budget uses
$132 million of baances in other funds
and dso relies on $42 million of one-time
revenues from the tax amnesty program.
If the adminigration's lower estimate of
non-tax revenuesis correct, the $120
million of one-time revenues due to
retroactive provisions of the tax package
will aso be needed in 2003.

Fortunately, the state has so far been able
to resist the temptation to tap the trust
fund established to meet future hedth
care needs, which totaled $515 million &
the end of 2002. However, fiscal 2003
marks the firgt year in which the state will
use 100 percent of the annua payment by
tobacco companies, about $300 million,
to meet the current costs of hedlth care,
leaving none to st aside for future needs.

Despite the marathon efforts of sate
leaders to erase the shortfalsin the 2002
and 2003 budgets, the structura
mismatch between revenue and
expenditures has not been fully closed.
More tough decisions lie ahead.




