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State Budget '02: Heading For A Crash

Overview

Despite the angst surrounding debate on the
fiscal 2002 budget, the state's fisca problems
have just begun. Annud revenues are faling o
far short of spending that the Commonwedth
will confront billion dollar budget gapsin 2003
and a lesst the following two fiscd years --
even if the economy turns around in 2002.

A year ago, in MTF sannua report on state
gpending (entitled The Perfect Storm), the
Foundation warned of the convergence of three
mgor trends which were dramaticaly changing
the state's fiscal landscape:

- an gpproaching economic recesson
with asharp drop in the rate of growth
of tax revenues,

- the phasing in of the Governor's $1.2
billion tax cut gpproved by the voters,
aswdl as severd hundred million
dollars of previoudy enacted tax
reductions,

- rapidly escdating and largdy
uncontrollable hedlth care codts,
which account for one-quarter of the
state budget.

Unfortunatdy, the "perfect sorm™ metgphor
has turned out to be on the mark. Driven by
adramatic declinein tax revenues, the state
is heading for a crash Smilar to the fisca
crigs of the late 1980s.

After growing an average of 10 percent a
year for the past Six years, basdine tax
revenues (before adjusting for tax cuts) have

12.0% 7

actually dropped dmost five percent through
the first sx months of fiscal 2002 (see Figure
1). Thisrate of dedinerivasthefreefdl that
created the last fiscd crigs, and like ther
counterparts a decade ago, state leaders have
been unable to cope adequately with the
dramaticaly changing fiscal circumstances.

Both the adminigtration and Legidature have
failed to propose sufficient spending reductions
based on the new redlities. To be sure, the
Legidature cut severa hundred million dollars
from larger budgets passed earlier by the House
and Senate. But the Foundation’s anaysis
shows that spending will actudly grow by 4.1
percent in fisca 2002, and perhaps till be out
of balance by up to $500 million by the end of
the year. Budget makers avoided larger cuts by
drawing too heavily on rainy day funds -- $800
million of the $2.3 hillion -- and are likdly to
deplete the Commonwesdlth's reserves even
further to cover expected year-end shortfals.

Looking to fiscal 2003, the Situation is even
more ominous. In ahighly contentious election
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year, the state's leaders must struggle with a
larger budget gap than in fiscd 2002. This
analysis concludes that the 2003 budget

shortfall will be between $1.2 and $1.6 billion,
even after usng another $500 million in reserves
and holding discretionary accounts to the same
funding leve as 2002.

The driking conclusion isthat the state will
confront a budget gap of this magnitude even if
the economy recoversin 2002.

Thisis the case because the state will enter
fiscd 2003 with a"dtructurd deficit” of
approximately $1 billion, that is revenues are $1
billion less than the rate of spending, which is
driven by hedth care and other non+
discretionary codts. In addition, the phasing in
of the voter-gpproved income tax cut will
reduce revenues by dmost $500 millionin
2003.

Given thelikdihood of aggnificant deficit this
fiscd year and the Sze of the 2003 shortfall,
thereis seriousrisk that the Commonwedth will
deplete dl its reserves by the end of fiscal
2003. State |leaders should do everything
possible to avoid this outcome. Otherwise, the
gaewill beinfor amgor crigsfallowing the
2002 elections.

State Budget ' 02: Heading for a Crash
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Fiscal 2002

While fiscal 2002 is now more than haf over,
the combination of plummeting tax revenues and
balooning hedlth care codsis threatening to
drive the aready- out- of- balance budget further
into the red. Of even more concern for thelong
term, the spending plan reflects an inability of
the state’ s leadership to come to grips with the
Commonwedth’s dramatically worsened fisca
gtuation.

2002 Revenues

Even with a$1.1 billion downward revison in
the 2002 tax estimate in November, collections
continue to fal serioudy short of expectations.
Tax receipts through December -- thefirg 9x

Tablel
State Tax Revenues
($, Millions)

Actud for 2001 $16,075
Edimate for 2002 budget 14,930
Shortfal through 189
December*

Shortfdl extrapolated 277
through June

* Relative to the midpoint of DOR's benchmark range.

months of fisca 2002 -- were $189 million
below the Department of Revenue's revised
benchmark, reflecting an underlying declinein
basdine revenues (before tax cuts) of dmost
five percent. If current trends persist, revenues
for the fiscd year will missthe officia $14.93
billion estimate by roughly $275 million and
quite possibly more (see Table 1).

In the last Sx months, the Commonwedlth has
experienced a dramatic decline in its revenue
fortunesfollowing Sx years of dramatic growth
initstax base. With the economy infull
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recess on, weekness in income tax withholding
and flat saes taxes have been compounded by
acollgpse in corporate tax receipts, whichis
showing the worst performance in decades.

On top of these recession-driven declines,
previoudy enacted tax cuts are reducing 2002
revenues by dmost $700 million. The Question
4 income tax cut alone will reduce taxes by
aoproximatdy $425 million, with an additiona
impact of about $475 million in 2003.

Asaresult of these factors, the officid $14.93
billion estimate of tax receiptsfor 2002 isa
huge 7.1 percent below 2001 tax revenues.
This decline could easily baloon to nine percent
or more if the shortfdlsin collections through
December continue until the end of the fiscdl
year.

2002 Spending

Authorized spending for 2002 is expected to
total $23.02 hillion, an increase of $911 million
or 4.1 percent from 2001. This sum includes
$22.2 hillion in the 2002 budget adopted in late
November, $323 million in other spending
authorizations," and $495 million of expected
further supplementd goppropriations, including
amost $300 million for Medicaid.

The 4.1 percent rate of spending growth in
2002 is about haf of theincreases of 8.3
percent in 2001 and 7.2 percent in 2000 (see
Figure 2). With just two program aress --
Medicaid and loca education aid -- accounting
for over 90 percent of the new spending, most

! Including $60 million of motor vehicle fees dedicated
to Central Artery costs, $45 million of income tax
receiptsto be transferred for capital and affordable
housing investments, $14 million of SSI revenues
retained for expenditure in the welfare program, and
$204 million in supplemental appropriationsto date.
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Figure 2

Annual Spending Growth

$, Billions
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In attempting to close the 2002
budget shortfdl, the Legidature
avoided the need to make more
subgtantia spending cuts by relying
heavily -- too heavily -- on reserves.

96 97 98 99 00

Fiscal Year

areas of government faced a zero-sum gamein
which increasesin one program were offset by
decreasesin another. Asaresult, for the first
time since the early 1990s, several aress,
including higher education, public hedth and
environmenta programs, experienced cuts from
the prior year's spending level (see Budget
Summary on page 6).

In spite of the extraordinary lateness of the
budget and the need to trim spending levels
from the amounts gpproved by the two
legidative branches, sgnificant additiona
gppropriaions remain to be authorized before
the end of the fiscal year. The Governor has
requested $297 million to pay unavoidable
additionad cogts for Medicaid, afigure which
could increase by $100 million given current
growth trends in this program; lawmeakers have
authorized up to $30 million of further
expenditures for socid service and welfare
programs, and as much as $125 million more of
non-discretionary and other priority
appropriations are likely to be approved in the
coming months, including $30 million for snow
and ice removal, $27 million for collective
bargaining, and $24 million for state and local
police costs in the aftermath of September 11.

01

Despite announcing alegidative
agreement to draw only $700
million from the sate€ srainy day
funds, the final budget passed just a
few days later actudly taps $806
million of reserves. The budget dso
reflects a reasonable agreement to
02 spend 50 percent of the tate’'s
annua tobacco settlement payments
in 2002 and the next two years, $60
million more than the earlier commitment to
spend 30 percent and set aside 70 percent for
future hedlth care needs. Together, these
actions allowed budget makersto cut only
about $500 million from the House and Senate
pending plans after accounting for funding

Table2
2002 Balance Sheet
($, Millions)
Resources
Revenues 22,086
Reserves 806
Tota Resources 22,892
Spending
Appropriaionsto date 22,522
Unavoidable deficiencies
and other supplementas 495
Totd Spending 23,017
Surplug/(Deficit) (125)
Further Risksto Bdance
Potentid tax shortfal 277
Further Medicaid 50
deficiency*
Surplug/(deficit) with Risks (452)
* Net of federal reimbursements
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restored following adoption of the budget.
2002 Balance

As shown in Table 2, despite spending cuts and
the planned use of over $300 million of the
state's reserves, the 2002 budget is
approximately $125 million out of baance,
before taking into account the most recent
revenue performance and the risk of even
higher deficiency spending in Medicaid and
other non-discretionary accounts.

Based upon the Foundation's andys's, these
further risks could push the 2002 deficit to as
much as $450 million. While this figure does
not take into account reversons -- ungpent
agency appropriations at the end of the year
which could reduce total spending by $200
million or more -- it also does not factor in
other potentia uncertainties in the coming
months, such asthe possbility of further
reductionsin capita gains recepts, which will
not be known until the fourth quarter of the
fiscd year, and as-yet-unidentified deficiencies
in other accounts.

State Budget ' 02: Heading for a Crash
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BUDGET SUMMARY 2002
Avg.
Annual
Estimated Percent
Appro- Expected Total Percent  Change
1999 2000 2001 priations Additional  Appro- Change Since
(millions) Actual Actual Actual ToDate’ Spending® priations from 2001 1999
Investment in Children $5.010.0 $5.527.6 $6,005.5 $6.222.3 $94.8 $6,317.1 5.2% 8.0%
Education Local Aid 3,186.8 3,534.4 3,830.1 4,091.7 0.5 4,092.2 6.8% 8.7%
Higher Education 935.4 1,006.3 1,109.1 1,040.7 334 1,074.1 -3.2% 4.7%
Services to Children 491.0 537.6 579.3 572.9 61.0 633.9 9.4% 8.9%
Youth Services 105.8 111.9 118.3 123.9 0.0 123.9 4.7% 5.4%
Child Care Services 291.0 3375 368.7 393.1 0.0 393.1 6.6% 10.5%
Criminal Justice and
Law Enforcement $1,527.1 $1,586.4 $1,708.6 $1,752.5 $31.7 $1,784.2 4.4% 5.3%
Corrections 710.0 745.5 799.3 823.8 1.3 825.0 3.2% 5.1%
Judiciary 508.5 545.8 588.7 575.8 6.4 582.2 -1.1% 4.6%
Police 212.2 195.0 205.3 239.4 24.0 263.4 28.2% 7.5%
DAs 69.8 72.1 81.4 79.7 0.0 79.7 -2.2% 4.5%
Attorney General 26.6 28.0 33.8 33.9 0.0 33.9 0.4% 8.4%
Local Government $1,410.3 $1,553.7 $1,541.0 $1,526.7 $0.0 $1,526.7 -0.9% 2.7%
Assistance to the Poor $5,006.0 $5,374.6  $5,811.3 $6,185.0 $324.6  $6,509.5 12.0% 9.1%
Medicaid 3,975.2 4,390.4 4,764.2 5,078.4 297.4 5,375.8 12.8% 10.6%
Cash Assistance 702.4 637.5 640.1 685.4 27.2 712.6 11.3% 0.5%
Housing Assistance 158.0 156.9 158.4 144.4 0.0 144.4 -8.8% -3.0%
Elderly 170.4 189.8 248.6 276.8 0.0 276.8 11.3% 17.5%
Assistance to the Sick $1,820.9 $1,946.8 $2,068.3 $2,088.3 $0.0 $2,088.3 1.0% 4.7%
Mental Retardation 821.8 868.3 916.1 964.4 0.0 964.4 5.3% 5.5%
Mental Health 557.2 571.7 602.3 607.6 0.0 607.6 0.9% 2.9%
Public Health 441.9 506.8 549.9 516.3 0.0 516.3 -6.1% 5.3%
Transportation $712.4 $764.6 $260.8 $201.0 $29.7 $230.7 -11.5% -31.3%
Regional Transit Auth? 537.7 591.5 41.2 42.2 0.0 42.2 2.5% -57.2%
MDHighways 118.5 116.2 155.4 90.6 29.7 120.2 -22.6% 0.5%
Registry 56.3 56.9 64.2 68.2 0.0 68.2 6.2% 6.6%
Economy/Environment $360.3 $356.8 $403.5 $366.5 $3.2 $369.7 -8.4% 0.9%
Business and Labor 146.1 137.8 158.4 145.5 25 148.0 -6.6% 0.4%
Environment 214.2 219.0 245.1 221.0 0.6 221.7 -9.5% 1.1%
Central Costs $2,783.1 $2,835.4  $3,127.0 $3,084.8 $6.8  $3,091.6 -1.1% 3.6%
Employee Benefits* 1,567.8 1,588.6 1,695.3 1,656.9 34 1,660.3 -2.1% 1.9%
Debt Service 1,215.3 1,246.8 1,431.8 1,427.9 3.4 1,431.3 -0.0% 5.6%
Other $976.5 $1,073.3 $1,180.5 $1,095.3 $4.0 $1,099.3 -6.9% 4.0%
General Government 632.2 677.0 688.4 664.4 13 665.7 -3.3% 1.7%
Residual 344.3 396.3 492.1 430.9 2.7 433.6 -11.9% 8.0%
Total Budget $19,606.8 $21,019.2 $22,106.5 $22,522.4 $494.8 $23,017.2 4.1% 5.5%
Adjusted for MBTA® $22,761.1 $23,688.2 6.5%

1. Appropriations to date include amounts authorized in chapters 177 (the general appropriation act for 2002), 183-199 and 203, Acts of
2001, adjusted to include transfers to the Capital Needs Investment Trust and Registry revenues dedicated to the Central Artery.
2. Additional expected appropriations includes amounts needed for unavoidable expenditures in Medicaid and other non-discretionary

accounts, as well as other anticipated supplemental authorizations.

3. In 2001, expenditures (and supporting sales tax revenues) for contract assistance to the MBTA were moved off-budget.

4. Does not include workers' compensation and unemployment insurance which are budgeted in agency accounts.
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Fiscal 2003

Aschdlenging asfiscd 2002 finances are, the
outlook for 2003 is even more blesk. Based
on the Foundation's anadyss, in 2003 the state
will face an enormous budgetary gep of over
$1.2 billion, even after tapping $500 million of
the state's reserves and leve funding
discretionary accounts. This shortfdl comes
despite an expected turnaround in the economy
and recent efforts to pare the state's spending
base, including some $500 million of cutsin the
2002 budget and workforce reductions due to
the recently adopted early retirement program
for state employees.

If 2002 tax revenuesfail to reach the officid
edimate -- as seemsincreasingly likely given the
shortfalsin collections in November and
December -- the 2003 deficit will get much
worse, rising to dmost $1.6 billion.

The 2003 budget gap is largdly attributable to
an underlying structurd imbaance -- the
shortfall between expected revenues and
expenses. The Commonwedth will end 2002
with an operating deficit of more than $800
million that is being largdy offset by the use of
the state's reserves. Unavoidable spending
growth in non-discretionary accounts will widen
that gap in 2003. To complicate matters
further, any revenue growth in 2003 will be
offset by the continuing impact of Question 4
and other previoudy enacted tax cuts. Given
the sze of the structura imbaance, the ate
faces multi- billion dollar shortfdls through fisca
2005.

2 Asreported in the Foundation’s November 8, 2001
News Release, “MTF Analysis: State Faces
Escalating Multi-Billion Dollar Budget Deficits; Major
Spending Reductions Required.”

State Budget ' 02: Heading for a Crash

2003 Revenues

This updated analysis assumes that basdine tax
revenue growth will improve subgantialy from
aprojected three percent decline in 2002 to a
three percent increase in 2003, the result of
gradua economic recovery beginning in the
middle of cendar 2002. Thissx percentage
point swing will generate approximately $450
million in additiond basdine tax recaipts (before
cuts) in 2003 (see Table 3).

However, this growth would be more than
offset by the dmost $500 million estimated
impact of Question 4 in 2003, which cut the
income tax rate from 5.6 percent in 2001 to 5.3
percent in January 2002 and 5.0 percent in
January 2003. In addition, other cutsto be
phased in will reduce 2003 revenues by another
$90 million, including the scheduled increasesin
the dependent under 12 deduction and the
senior property tax credit for lower-income
senior citizens, as well as Sate revenue losses
dueto the federa estate tax changes. Taking
the cuts into account, 2003 taxes will be
approximately $120 million lower than

estimated 2002 tax receipts.
Table3
Fiscal 2003 Revenues
($, Millions)

Tax estimate for 2002 budget $14,930
Basdline growth at 3 percent 448
Tax cuts

Question 4 (476)

Other (93)
Tota estimated 2003 taxes 14,809
Change from 2002 (121)

Annudized impact of expected (285)
tax shortfdl in 2002

Adjusted change from 2002 (406)
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While this decline is substantid,
2003 revenueswill be even
lower if 2002 taxes do not meet
the current estimate, as now
seemslikdy. The shortfdls
through December --
extrapolated to 2003 -- would
result in afurther reduction of

Table4
Fiscal 2003 Spending
($, Millions)
Change
from Percent

Fy02 Change

Unavoidable obligations and other

@ ~ T commitments

$285 million, bringing the totdl Medicaid* and employee health $623 10.2

tax revenue declinein 2003 to - . ,
more then million Schoal aid, incl. specid education 154 4.7
] Debt service and contract as<t. 111 5.7
2003 Spending Human services 102 3.0
Collective bargaining 103 --
On the expenditure sSide, this Cash assistance 50 7.0
andysis identifies the amount of Pensons 14 15
additiona spending required to Subtotal for these accounts 1,156 7.1
meet contract_ud and o'Fher_ Early retirement savings (124) -

while mantaining funding & the

2002 levd for al other sate * 50% reimbursed by the federal government.

programs. Based on estimates

and reasonable assumptions about the likely
growth in a set of key accounts, the andysis
finds that 2003 spending would need to grow
by amost $1.1 hillion, or 4.5 percent, even
after taking into account an estimated $125
million of savings from thisyear's early
retirement program (see Table 4).

The largest of the obligations driving 2003
spending growth is hedth care, which is
climbing & double-digit rates. Medicaid and
employee hedth benefits done will require
$623 million of additiond funding in 2003
($354 miillion net of federd reimbursements).
The gate's commitment to maintaining locd

school funding in poorer digtricts at adequate
levelswill cogt another $84 miillion -- afigure
that would dlow little or no additiond ad for
many better-off digtricts -- and implementing
specid education funding reforms adopted in
2001 will require as much as $70 million.

Other increases include debt service and
contract assistance on capital borrowing ($111
million), collective bargaining ($203 million
based on recent trends), cash assistance ($50
million), and pensons ($14 million). Risng
casel oads and the costs of consent decrees and
other legd obligations are likely to add at least
$102 million to expenditures for human services
other than Medicaid and cash assstance.
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2003 Balance Table5
2003 Fiscal Analysis

Looking in combination at the ($, Millions)
revenue and spending sides of Diff.
2003 (see Table 5), the from
anaysis projects a deficit of Amount FY 02
$1.23 billion, despitetheuse | Resources
of $500 million of the state's Taxes $14.808 (121)
reserves and $60 million of Nontax revenues® 7,448 352
additi onalltoba.cco receipts Use of resarves 500 (306)
f)aus da;ttf;orl zed in the 2002 Additional tobacco receipts 60 0

o= Total Resources 22,816 (75)
Even worse, this gap is Spending
amog certain to grow dueto Unavoidable obligations and other

. 17,4 11
the recent shortfalsin tax commitments 488 156
callections (which would Early retirement savings (124) (124)
reduce the base of revenues All other expenditures 6,686 0
for 2003) and the prospect of Tota spending 24,049 1,032
in 2002, Taking these plus(ceia) (1,233)
additiond factorsinto Impact of additiond FY 02 problems:
account, next year's deficit Taxshortfdl todate (285)
could approach $1.6 billion. Higher net Mediicaid deficiency _ (59
Adjusted surplug/(deficit) (1,568)

The C_Uts needed to imingte * Theincrease in nontax revenues is due almost entirely to higher levels of
aprojected gap of $1.23 federally reimbursable Medicaid expenditures and assumed increasesin lottery
billion would require that recei pts earmarked for distribution to cities and towns.

overdl 2003 spending be

$200 million, or dmost one

percent, less than 2002 levels; a$1.57 hillion
gap would necesstate a declinein total
spending of over $500 million, or 2.3 percent
(see Table 6). Inthe previousfiscd crigs,
spending fell below the prior year'slevelsin
only asingle year (1992), and then by only 1.5
percent.

These percentages, however, Sgnificantly
undergtate the impact of the cuts. Much of the

date's oending is concentrated in entitlements
such as Medicaid and legd obligations like debt
service. Other spending, such as education aid
to the neediest schoal digtricts and funding to
eiminate the huge, unfunded pension ligbility on
schedule, reflects longstanding policy priorities
and financid commitments. Asaresult, the
cuts would fal heavily on human sarvices,
higher education and generd aid to citiesand
towns.
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Use of Reserves

The Foundation’s projections of the 2003
budget gap assume that the House and Senate
will live up to their agreement to limit use of the
Commonwedth’srainy day fund to $500
million per year in 2003 and 2004, which would
leave about $500 million for potentid deficitsin
2005 or beyond. Given the enormity of the
budget shortfal facing lavmakers, the
temptation to rely more heavily on reserves will
be difficult to ress, especidly in an dection
year. Asprevioudy noted, the agreement to
draw on only $700 million in 2002 held up for
just afew days.

Draining the rainy fund would leave the gaeill-
prepared to westher the multi-yeer fiscd
problem it faces, necessitating deep spending
cutsin 2004. The run on the reserves will be
compounded if the Commonwedth endsfiscd
2002 severd hundred million dallarsin the red,
as the Foundation's andlyss suggests. With no
time to achieve savings late in the year, drawing
down the reserves to make up the shortfdl
would be inevitable.

State Budget ' 02: Heading for a Crash

Table6
State Spending Growth
Fiscal 2001-2003

Percent

Growth

Fiscal 2001 8.3

Fisca 2002 4.1

Fiscal 2003

Before cuts to offset deficit 45
After cuts:

To offsat $1.2B deficit (0.9

To offset $1.6B deficit (2.3

10
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Major Spending Categories

Tackling the date’ sfiscal problems will be
complicated by the need to address major
policy issues involving the programs thet
account for most of the spending -- and nearly
al of the growth -- in the state budget. None of
these cogt centersis easly controlled.
Medicaid, employee hedth benefits, debt
service, cash assstance and some human
savices are largely non-discretionary legd
obligations of the Commonwesdlth, while K-12
education, the senior pharmacy program and
pensions represent expengive, long-term
commitments with broad support from the
dtate' s leadership.

The policy questions take different forms but all
relate to the level of funding required in 2003
and beyond. Hedth care'slargely
uncontrollable cost growth is akey source of
the budgetary shortfals. Economy-driven
casdoads in cash assistance and human service
programs are pushing up spending. The need
to address the state’ s excessive backlog of
capitd projects, induding finishing the Centrd
Artery, threatens to accelerate the growth in
debt service and contract assstance. Together,
these challenges make it far more
difficult to sustain the
Commonwedth’s pledges to
support education reform,
provide prescription drug benefits

and diminate the state’ s unfunded 12.0% 1

pension liability in the upcoming 9.0%
round of budget cuts.

6.0%
Health Care
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employees and the new senior pharmacy
program. With expenses for these programs
rising ten percent or more each of the past three
years -- and double-digit growth expected in
2003 and 2004 -- ganing financid control over
hedlth care cogisis crucid to the
Commonwedth’ sfisca gability.

While hedlth care has aways been amgor
budget item, throughout the mid- and late-
1990s Massachusetts hedlth care expenditures
were increasing at a much dower rate than the
overal growth in state spending. However, as
Figure 3 reveds, snce 2000 hedth care
gpending has climbed at a much faster pace
than the totdl state budget. If current patterns
hold, hedth care spending will grow from
dightly lessthan 25 percent of the state budget
in 2001 to 30 percent in 2004.

Medicaid

Medicaid, by far the largest of these programs,
finances hedlth care services for dmost one
million lon~income and disabled Massachusetts
residents, at acost that will likely exceed $5.4
billionin 2002. A recent surge in enrollment
aong with greater use of health care services by
recipients has caused expenditures to rise 22

Figure 3

Per centage Growth in Major Health Care
Programs and Total State Budget

Over one quarter of the state's
budget, a staggering $6.2 hillion,
is dedicated to hedlth care
programs, including Medicaid,
hedlth insurance for Sate

3-0% |u I 1 1 l
oo L L W
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Fiscal Year
B Medicaid and employees health insurance " State budget

01 02 03e
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percent since 2000, with every indication that
the program’s costs will reach $6 hillion in
2003. Even the ten percent growth rate
projected for next year underestimates the
program’s actud costs, since it assumes that the
date will continue its policy of granting only
margind increases in provider rembursement
rates, which are dready well below

the actud cost of delivering most

SEYVices.

Coindiding with the sumping 1000000
economy, Medicaid enrollment 950,000
grew dmost saven percent during

calendar 2001, as more than 900,000
60,000 individuals were added to

therolls. Thisincrease comes after 850,000 1
a 15-month period -- October 800,000

1999 through December 2000 --

when enrollment grew by lessthan

two percent, or fewer than 15,000

people (see Figure 4). A

prolonged recession may cause thousands more
to enrall in Medicaid, pushing costs even higher.

While therise in enrollment has been amagjor
cost driver, the average cost per Medicad
recipient has jumped from $4,700 in 2000 to
more than $5,100 in 2002, as recipients
increase their use of hedlth care services.
Elderly and disabled individuds are depending
on community-based long-term care to amuch
greater extent, with expensesrisng 35 percent
intwo years. Pharmaceutica expenditures have
grown more than $200 million, or 31 percent,
since 2000, due to alarge jump in the number
of prescriptions filled and the rising cost of
newer drugs. In addition, hospital inpatient and
outpatient use ison therise, with the sa€'s
Divison of Medicd Assstance expecting these
costs to increase 15 percent in 2002.

While expenditures are growing, Medicaid's
reimbursement rates to health care providers

State Budget ' 02: Heading for a Crash

reman woefully inadequate. Despite the fact
that this well-documented problem has caused
severe financid difficulties for providers across
the state, the Commonwealth continues to grant
only minimd rate increases

Payments to nursng homes -- which increased
Figure4

Changein Medicaid Enrollment
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less than three percent annudly from 1998
through 2001 -- are dated to grow by lessthan
two percent thisyear. Nursing home operators
are saeking an additiona $200 million from the
date to fully cover their costs.

Reimbursement rates for hospitals are among
the lowest in the nation, with last year’ s Sate-
funded study showing that M assachusetts
Medicaid payments cover about 70 percent of
hospitals costs, approximately $200 million
lessthan the cost of care. Yet ratesare
expected to rise only two percent this year.

Continuing this palicy of below-cost payments
will aggravate the fiscd problems of many
hedlth care providers. Although the state
provided atota of $70 million in supplementa
financia assstance to distressed providersin
2001 and 2002, a systematic change to the
Medicaid payment system -- induding higher
reimbursement rates for providers and greater
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use of lower-cost community hospitds --
should be a priority for the Commonwedth.

State Employees’ Health Insurance

Similar to Medicaid, the cost of Sate
employees hedth insurance has surged in
recent years, increasing nine percent in 2001
and ten percent in 2002, with 2003 costs
expected to jump at least 12 percent. Unless
changes are made, the state will spend close to
$800 million for employees hedth insurancein
2003.

Given theincrease in hedlth care codts, the
adminigtration’ s annua proposa to reduce the
date' s share of employees premiums from 85
percent to 75 percent deserves to be approved
by the Legidature. While thisinitiative would
save the state about $50 million if gpplied to
active employees, other cost containment
measures may aso be necessary. The Group
Insurance Commission, the agency responsible
for administering hedlth insurance for Sate
employees, may need to establish higher
deductibles and co-payments for dl date
workers and reduce the range of services
covered. The Commission should also consider
the costs and benefits of offering two-tiered
plans that would dlow employeesto sdect a
hedlth plan with gppreciably higher deductibles
and co-payments, offset by lower premiums.

Senior Pharmacy Program

Complicating matters further, the latest addition
to the state’ s hedlth care programs, the
comprehensve senior pharmacy program
unveled in April of 2001, will be even more
difficult to fund as enrollment grows and
prescription drug expenses climb 15 to 20
percent each year. The program’s annua costs
arelikely to exceed $200 million in just afew
years, compared to $100 million in 2002.
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Although envisoned as a short-term measure to
assgt seniors and the disabled pay for therising
cost of prescription drugs while the federa
government crafted a Medicare prescription
drug benefit, the return of federd deficits makes
it unlikely that Congress will gpprove adrug
benefit for Medicare beneficiaries any time
soon.

Education Aid

Under the education reform law adopted in
1993 -- partly in response to a court suit
chdlenging the Commonwed th's funding of
locd education -- the state has anongoing
obligation to ensure adequate spending in every
digtrict, with increased aid for communities
lacking the resources to support thisleve of
school spending on their own. Over the last
nine years, aid to schools has been the state's
foremogt fiscal priority, with double-digit annud
ad increases tha brought dl digtricts up to the
reform law's "foundation” standard of adequate
gpending in fisca 2000.

In fiscd 2003, the Department of Education
estimates that $84 million will be needed to
keep spending in dl didricts a the reform law's
"foundation” standard and maintain per pupil
expenditures in each school digtrict at the fisca
2002 level.

While this additiond funding will sustain the
date's core financia commitment under
education reform, it isafar cry from thisyear's
$224 million increase. It dso provideslittle
fiscd flexibility for potentid revisonsto the
education funding formula, which iswiddy
regarded as problematic because of its
complexity, poor gpproach to dedling with
rapid enrollment growth in better-off digtricts,
and inequities inherited from the pre-reform
digribution of aid. Unfortunady, these
disparities have only been compounded in fisca
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2002, with afina digtribution that reflected no
coherent approach to determining each digtrict's
funding need, but instead based aid upon the
highest amount calculated under three
competing formulas.

In addition, as much as $70 million of new
funding will be needed in 2003 to implement the
date's new "circuit breaker” reimbursement
program for extraordinary specia education
costs. Adopted in the 2001 budget, the
program will roughly double the amount of Sate
assistance for the local costs of educating
gpecid needs sudents. While the program is
scheduled to go into effect in July 2003, its
funding may not be indluded in the
adminigration's fiscal 2003 budget proposal:
Citing budget uncertainties, the commissioner of
education has advised didtricts not to assume
the higher levd of rembursement which the
circuit breaker would provide in preparing their
budgets for 2003, but instead to plan for a
continuation of the existing "50/50" specid
education cost sharing program.

Cash Assistance

After years of significant decline, cash
assstance costs are growing rapidly, driven by
risng casdloadsin arecessonary economy. An
increase in the welfare population and the
number of homeless families requiring
emergency housing has produced a nine percent
increase in cash assstance spending, from
$651° million in 2001 to $712 million in 2002,
following afive percent decreasein 2001. The
expected need for supplemental funding could
bring the 2002 growth to eleven percent. Cash

% Because of transfers of funds to other departments,
DTA’s 2001 spending figure of $640 million
understates the total spending from cash assistance
accounts, so 2001 budget figures are used as afairer
basis of comparison in this section.
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assigtance spending is likely to grow by closeto
this pacein 2003 aswell.

Transitional Aid to Families with Dependent
Children (TAFDC)

TAFDC, the largest cash assistance program,
replaced the former federal welfare program --
Aid to Familieswith Dependent Children -- in
1996, and provides benefits primarily to single
moathers with young children. The

M assachusetts welfare caseload declined more
than 60 percent from its peak in May 1993
(roughly 114,000) toitslow of 42,013 in July
2001 (see Figure 5). However, asthe
economy dipped into arecession, the caseload
began to risein August, increasing by nearly
4,000 casesto 45,979 in December.

The $305 million budget for TAFDC benefitsin
2002 is$17 million or sSix percent above 2001
appropriations, based on an expected average
monthly caseload of 45,000. However, if the
trend since July continues through the rest of the
year, the average caseload will approach
46,500, requiring an additiona $10 million and
driving TAFDC costs up dmost ten percent
over 2001.

Complicating the picture is the return of former
recipients to the welfarerolls. Massachusetts
limits welfare recipients to two years of benefits
within afive-year period. Thefirst group of
recipients reached their limit in December 1998
and can now return to the ralls if they meet
other digibility requirements. More than
15,000 recipients have lost benefits because
they reached the time limit, and each month a
new group of former recipients could begin
collecting benefits again.

Asthe economy begins to recover, the growth
in casdoadsislikely to dow later this year.
However, returning recipients meke it highly
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Figure5

TAFDC Caseloads FY 96-02
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Anincreasein caseloads or reduction
in federa funding could be partidly
offset by the state' s caseload mitigation
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unlikely that the casdoad will decline. The
Foundation conservatively projects TAFDC
expenditures to increase by close to ten percent
and gpproach the $350 million range in 2003.

Though much smdler than TAFDC, emergency
assigance for family sheltersisthe other cash
assigtance program that is growing rapidly,
partly because of more generous digibility
requirements. Expenditures jumped 63 percent
in 2002, from $41 million to $68 million. Costs
are likely to exceed $80 million in 2003.

Supplemental Security Income and other cash
assgtance programs are experiencing smaller
growth.

Federal Funding

To complicate the fiscal picture, Massachusetts
may face a cut in annua welfare assistance from
the federal government with the expirationin
2002 of the five-year Trangtiona Aid to Needy
Families (TANF) block grant. The state’s
annua TANF funding of $459 million is based
on the 1992-1994 period when casel oads were
more than double current levels. If
reauthorization is based on spending for the
now dragtically lower casdload, Massachusetts
could see adgnificant reduction in federd
monies.
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assistance and support services.
Human Services

While many human service programs have
enjoyed sgnificant funding growth during the
recent period of fiscd plenty, legd requirements
are mandating further increases in spending,
particularly in the Departments of Mentd
Retardation (DMR), Mental Hedlth (DMH) and
Socid Services (DSS). The Boulet lavsuit
settlement required $15 million in 2002 and an
additiond $25 million in each of the next four
yearsto diminate DMR'slong waiting list for
savices. Thethreat of asmilar lawauit is
behind more modest funding increases for
DMH.

DSSisrequired by statute to provide foster or
group care to children at risk of abuse or
neglect, and soaring casdloads are driving costs
up by $55 million or nine percent in 2002, with
continued growth expected in 2003. Collective
bargaining agreements to limit casd oads of
individua socia workers add to the cost.

Looking ahead, the demand for subsidized child
care will inevitably rise as wefare casdoads
grow during the economic downturn.
Regardiess of the duration of the recession,
budget makers will face continued pressure to
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more adequately fund sdaries a private
agenciesthat provide the bulk of human
services and stave off a breskdown in the
Commonwedth’s ability to care for its most
needy resdents.

State Employee Pensions

One of the greatest challenges confronting state
leadersis to maintain the Commonwesdlth's
effortsto pay off its huge unfunded pension
ligbility -- amost $6.4 billion according to the
most recent officid estimate -- by 2018. Given
the tremendous budgetary pressures, the
temptation will be enormousto find unwise
"savings' in the scheduled annud pension
payment in 2003 and future years.

Unfortunately, the adminigration has aready
advanced a plan to sharply reduce annud
pension funding in 2002 and extend the planned
repayment period by afull decade. Thiswould
reverse amgor gain of the 1990s -- the
decison in 1997 to take advantage of strong
stock market performance to accelerate the
repayment of the unfunded ligbility -- which
helped the state win an upgrade in its credit
rating. More importantly, it would irresponsibly
burden future taxpayers in order to avoid the
tough decisons required to implement Question
4's 15 percent income tax cut in the midst of a
recession.

In rgecting the Governor's pension proposd,
the Legidature committed to afunding leve of
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just over $900 million in 2002, with modest
increases in 2003 and 2004, after which the
payment schedule would be revised to reflect
changesin the vaue of pension assets and the
costs of future benefits dready earned by
current employees and retirees. It isimportant
to note that even this positive step fals short of
what will be needed to diminate the unfunded
ligbility by 2018, asthe law requires. Based on
the most recent estimate of the ligbility, which
takes into account stock market performance
through January 1, 2001, an additional $100 to
$200 million of annud pension funding is
needed to erase the unfunded ligbility on
schedule. Furthermore, the early retirement
program is estimated to add $35 million ayear
to penson costs. Againg this backdrop,
proposals to reduce annua appropriations
represent a serious retreat from the important
pension funding gains of the last decade.

Capital Investments and Debt Service

Nearly ten percent of the budget goesto
repaying the debt that finances the mgority of
the stat€’ s capitd spending, both directly
through debt service on the Commonwedlth’'s
bonds, and indirectly through contract
assgtance to authorities and loca governments
that undertake capitd projects with their own
bonds (see Table 6). The Foundation estimates
costs will increase by nearly six percent to $2.1
billion in 2003.
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In the 2002 budget, debt service on
Commonwesalth bonds and notes totaled $1.43
billion, risng by amodest $27 million or 1.9
percent.* Most of the increaseis the result of
payments on $1 hillion in bonds issued to help
cover $2.1 hillion in cost overruns on the
Centra Artery project.

Debt service cogts will climb more steeply in
fisca 2003 as the state continues to issue new
bonds faster than old bonds are retired. The
Foundation expects an increase of about $80
million or 5.7 percent, but interest rates and the
timing of bond issues could sgnificantly affect
thisprojection. The jump isentirey the result of
long-term generd obligation bonds issued under
the administration’ s bond cap; debt service on
other debt is expected to remain constant.

Infiscd 2002, the adminidration, with the
Foundation's support, raised the annud bond
cap from $1.0 billion to $1.2 hillion to help
address along backlog of capita needs
awaiting funding. Theincreasein the capwill
eventudly add amodest $16 million to the
gtate’ s annua debt
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Centra Artery. The specter of further cost
overruns on the $14.5 billion project requiring
additional Commonwesdlth contributions leaves
the state vulnerable to sharper increasesin debt
service costs in the future.

Capitd financing outside of the bond cap dso
takes the form of contract assstanceto a
variety of quas-independent authorities and
loca governments to help pay ther debt service
costs. Intotd, theseindirect debt service
payments rose by $63 million or 14 percent in
fisca 2002, primarily as aresult of greater
support for school building assstance and water
pollution projects (see Table 6). In addition to
these gppropriations, the Commonwedlth
supports MBTA debt by dedicating one-fifth of
itssdestax revenueto the T. 1n 2002, over
$300 million of the T subsidy will cover debt
service cogts”

School building assistance (debt service
subsidies for school construction bonds issued
by cities and towns) has been one of the sat€'s
fastest growing programs, with a $45 million or

service costs, but Table6
because of lagsin bond Major Investmentsin Capital
sdesand initial payments, ($, Millions)
most of the added cost FY 2001 FY 2002
will not be felt until 2004. Actual Budget
Much of the growth in the Debt service on Commonwealth capital bonds $1,404.3 $1,431.3
) School Building Assistance 3165 3615
Statpf S debt and deot MWRA sewer rgate relief 539 58.7
service costs over the last Water Pollution Abatement Trust 479 55.8
few yearsisthe result of Convention Center Authority debt assistance 246 204
the Regidtry fee-backed Mass. Devel opment Finance debt assistance 133 133
bonds and Grant Mass. Turnpike Authority operating subsidy 25 7.7
Anticipation Notesissued | Other 64 11
outside of the bond cap Total $1,869.4 $1,959.7
to hep finance the

* Including a yet-to-be passed supplemental request

from the Governor for $3.4 million for interest costs on

Grant Anticipation Notes.

®The MBTA subsidy istreated as off-budget and
therefore does not appear in the spending figuresin
thisreport.
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14 percent increasein 2002. 1n response to the
date stightening finances, the Board of
Education approved only $20 million in new
projectsin 2002, fewer than authorized in the
budget and less than haf of the $51 million
approved in 2001. Nevertheless, total costs
are dill expected to rise by $25 million or seven
percent in 2003, and the Commonwesalth will
be under enormous pressure to expand funding
even more rgpidly in the future to meet the
tremendous demand for school construction
and renovation.

In addition to debt service and contract
assistance, the Commonwesdlth also meets some
of its cagpital needs with pay-as-you-go
gpending in the operating budget. Asthe
budget grows tighter, such spending is often the
first to be cut. The Capital Needs Investment
Trust Fund -- afive-year plan to spend $225
million on affordable housing, education
technology and building repairs adopted in the
2001 budget -- survived intact in 2002 despite
severa proposas to reduce the state's
commitment, but islikely to be targeted again in
2003. The year-end budget surpluses enjoyed
by the state in recent years have aso been
mgjor funding sources for capitd projects such
asthe Centra Artery, statewide road and
bridge program, Chapter 90 local
transportation aid, and local water projects.
However, the end of such surpluseswill only
compound the capital funding shortfal and push
the state to rely even more heavily on debt
finanding.
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