
State budgets under stress: Paths to sustainability
by Richard H. Mattoon, senior economist and economic advisor

State governments have been noticeably absent in contributing to U.S. economic growth 
since the recession of 2008–09. Despite some recovery in tax revenues, many states 
are still reporting budget shortfalls and spending pressures for pensions and health care.
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Fiscalstressatthestatelevelisfiltering
downtolocalgovernmentsintheform
ofreducedaid,andthisinturnisre-
flectedinthelossof539,000stateand
localgovernmentjobssinceAugust2008.
Arethesebudgetwoesprimarilydueto
thefalloutfromaparticularlyharshre-
cessionoraretheytheresultofunder-
lyingstructuralproblemsinthestate
governmentsectorthatrequirenew
policyresponses?

OnJune23–24,theFederalReserve
BanksofChicago,NewYork,and
Philadelphia,inconjunctionwiththe
JohnD.andCatherineT.MacArthur
FoundationandtheNationalAssociation
ofStateBudgetOfficers,convenedacon-
ferencetoexaminehowstatesaredealing
withimmediatefiscalpressuresand
whethernewpoliciesandgovernance
structuresareneededtoimprovethefiscal
sustainabilityofthesectorinthefuture.

FormerNewYorkLieutenantGovernor
RichardRavitchprovidedtheopening
keynoteaddress.Ravitchstressedthe
importanceofstateandlocalgovern-
mentsasprovidersofcriticalpublic
servicessuchashealthcare,education,
andinfrastructureandarguedthatmany
membersofthepublicseemunawareof
theimportanceofthesector.Recently,
manystates’programcommitmentshave
beenoutdistancingtheirresources.
Therefore,improvingbudgetingperfor-
manceiscriticaltosustainabilityinthe
sector.Ravitchsaidthatbetterbudgeting

transparencyandaccountabilitywould
improvetheframeworkformakingfiscal
adjustmentsinthesector.Inthecurrent
environment,itisofteneasiesttobal-
ancebudgetsthroughexpedientcuts
tospendingineducationandinfra-
structure,wherethecostsofunderin-
vestmentwillnotshowupforyears.
Thesecutsareoftenmadeintheab-
senceofcomprehensiveinformation
aboutthenatureofstatespending.To
createaframeworkforimprovingbud-
getingandfiscaltransparency,Ravitch
announcedtheformationofastudy
commission,chairedbyhimselfand
formerFedchairmanPaulVolcker,that
willexamineagroupoffivelargestates
todevelopsystematicbudgetingtoolsfor
monitoringfiscalbehavior,whiledevel-
opingpossibleoptionsfordealingwith
longer-termfiscalpressuressuchasthe
risingcostsofpensionsandhealthcare.

Budget pressures in Illinois, Wisconsin, 
and New York

LaurenceMsalloftheCivicFederation
describedIllinois’songoingbudgetdi-
lemmaasaproductofpoorbudgeting
practicesandalackofpreparationfor
dealingwiththeeconomicdownturn.
HecharacterizedFY09,FY10,andFY11
budgetsashavingbeenbalancedwith
pensionborrowing,delayingbillpay-
ments,andfiscalgimmicks.Thishas
ledtoIllinoishavingsignificantpension
underfunding—thestateisrankedthe
worstinthenation,withjust45%ofits
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In the current environment, it is often easiest to balance 
budgets through expedient cuts to spending in education 
and infrastructure, where the costs of underinvestment will 
not show up for years.

pensionobligationsfunded.Inaddition,
Illinoishasthesecond-lowest-quality
bondratinginthenation.Thestatehas
borrowedheavily,particularlyforpen-
sions,andhastripleditslevelofindebt-
ednesstoover$30billionsince2002.

TheFY12generalfundbudgetof
$33.2billion,whilebalancedonpaper,
stillincorporateshiddenliabilitiesinthe
formofcoststhatthestatewillincurthat
willnotbecoveredinthebudget.This
includesabacklogofunpaidbillsap-
proaching$4.6billion—despitethestate’s

significantincreaseinpersonalandbusi-
nessincometaxratesinJanuary2011.
Whiletheseincreasesarescheduledto
largelyphaseoutby2025,thenewrev-
enueisstillnotsufficientforthestateto
escapefuturedeficits.Msallconcluded
bysuggestingthatmuchunfinished
businessliesaheadforIllinois,including
potentialeffortstoreformcurrentem-
ployeehealthcareandpensioncosts.

Wisconsin’sFY11–13budgetdevelopment
hasfollowedadifferentpathfromthat
ofneighboringIllinois,accordingto
ToddBerryoftheWisconsinTaxpayers
Alliance.Wisconsin’sfiscalproblems
hadtheirrootsinthe1990s,whena
relativeboominrevenuesledtoaseries
ofovercommitmentsinfundingfor
schools,prisons,welfare,andMedicaid.
Inaddition,Wisconsincuttaxesrepeat-
edly,leadingtowhatBerrydescribedas
15yearsofstructuralimbalance.Bythe
timeofthelatestrecession,thestatewas
woefullyunpreparedandwasableto
avoidfiscalcalamityprimarilythanks
to$2.2billioninfederalstimulusaid.

WiththearrivalofGovernorScottWalker
inJanuary2011,Wisconsinhadapprox-
imatelya$3.6billiondeficit,comprising
unpaidbillsandnewMedicaiddemands.
Giventhatthenewgovernorhadcam-
paignedonaplatformoflimitingtax
increases,budgetaryausteritybecame
themechanismforbalancingthenew

budget.Thisincludedreducingtherate
ofgrowthforMedicaid,cuttingallother
majorappropriations,includingschool
andmunicipalaidandhighereducation.
Employeebenefitsweretrimmedand
collectivebargainingrightswererevoked
forallunionizedstateworkers,except
publicsafetyworkers.Whilethesecuts
havebeenfarfrompopular,Berrysug-
gestedthattheyhaveputthestateona
moresustainablefiscalfooting.

InJanuary,thestateofNewYorkalso
founditselfwithanewgovernor,Andrew

Cuomo,whohadvowedtoputthestate’s
fiscalhousebackinorder.DonaldBoyd
oftheRockefellerInstitutereportedthat
whileNewYorkhadavoidedmuchof
theworstofthelatestrecessioninterms
ofemploymentandhousingdeclines,
statetaxrevenueshadnotfaredsowell.
BoydsaidthisisbecauseNewYork’sstate
incometaxishighlyreliantonthehigh-
wageearners,whoseincomesdidfalter
intherecession.Inresponsetothisbud-
getarystrain,thestate’sFY09–10budget
hadintroducedathree-yearpersonal
incometaxrateincreaseonhighin-
comesandothertemporarytaxincreases,
whilecuttingMedicaidandschoolaid.
Inaddition,thestatereceivedover$6bil-
lioninfederalstimulusfunds.Boyd
characterizedbudgetspriortoFY11–12
asheavilyreliantontemporaryresources.

GovernorCuomofacedanestimatedbud-
getgapof$10billion.Heannounced
thathewouldnotextendthetemporary
incometaxincreaseonhighincomesand
wouldfreezewagesforstateemployees
andsupportataxcaponlocalproperty
taxes.Healsoannouncedaseriesof
commissionstoredesignvariousaspects
ofstategovernment.Whilemostofthese
commissionsarechargedwithidentifying
significantcostsavings,itisnotclearhow
thesesavingswillactuallyshowupinthe
budget.Thegovernorhasalsoaskedthe
statelegislaturetohelphimenforce
budgetdisciplinethroughaseriesof

mechanisms,includingnear-termtargets
andmultiyearappropriations.Inall,
spendingcutscomprise85%ofthestate’s
balancedbudgetplan.Whilethenew
budgetshowsthatagovernorcanen-
couragemorelong-termfiscalthink-
ing,Boydsaid,theseeffortsmaynot
persistwithoutinstitutionsinplaceto
supportthem.

The view from Wall Street

Twocreditanalysts,GailSussmanfrom
Moody’sandMattFabianfromMunicipal
MarketAdvisors,providedaperspective
onhowinvestorsarerespondingtostate
budgetpressures.Sussmanfocusedon
thespillovertothemunicipalbondmar-
ket.Moody’shashadanegativeoutlook
forstateandlocalgovernmentsforthree
yearsandhasseencreditratingdown-
gradesoutpacingupgradesfornine
straightquarters.Despitethistrend,
Sussmannotedthatdefaultsofrated
municipalbondshavebeeninfrequent
(from1970to2009,only54ofMoody’s
ratedissuersdefaultedandnearly80%of
thesewereinthenonprofithospitaland
housingsectors).Inaddition,theaverage
recoveryonthesedefaultedbondshas
beenalmost60%ofpar,comparedwith
37%fordefaultedcorporatebonds.How-
ever,Sussmansaidshedoesexpectmuni
defaultratestoincreasein2011—possibly
totwoorthreetimesthe2008level.

Sussmansuggestedthattheextentof
futuredebtproblemswilldependonthe
willingnessofstatestofacetoughdeci-
sions.Issuessuchaspensionsdonotpose
animmediatethreatformoststatesbut
dopresentalong-termchallenge.She
concludedbysayingthatstatescurrently
facearevenueandspendingcrisis,not
adebtcrisis.

Fabiansaidthatthemunicipaldebtmar-
ketisbattlingseveralperformanceissues.
Theseincludeadeclineinbondinsur-
ance,whichhasreducedthesupplyof
highlyratedmunicipalbonds;delaysin
goingtomarketbyissuersdealingwith
budgetcrises;andmediascaresthat
haveconflatedbudgetanddefaultrisk,
promptinginvestorstofleethemarket.
FabianagreedwithSussmanthatrecent
defaultshavebeenconcentratedinnon-
rated,relativelyriskysectors,particularly
inrealestate.
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Longer-term issues 

Federalaid,pensions,bankruptcy,and
structuraladjustmentwerethefocusof
anacademicpanel.JohnKarlScholz,
UniversityofWisconsin,asked,“Canthe
federalgovernmentsolveoratleasthelp
solvestatebudgetproblems?”Hesaid
thatwhiletheanswerinthenearterm
islikelytobe“no,”inthelongerrunit
changesto“possibly.”Tobeginwith,the
federalfiscalsituationisdire.Workby
AuerbachandGale(2011)1suggeststhat
thefederaldebtwillbebetween4.1%

VAT,creatinganefficienttaxsourcefor
thestates.Still,Scholznotedthatforpolit-
icalreasons,theintroductionofsucha
taxnationwideisaremotepossibility.

RandalPicker,UniversityofChicago,
discussedwhetherbankruptcyisanop-
tionforfinanciallydistressedstates.
Pickerreviewedthehistoryoffederal
bankruptcylawsandtheirpotentialex-
tensiontostategovernments.While
municipalitieswereeventuallypermitted
tofileforbankruptcyprotectionunder
Chapter9ofthebankruptcycode(with

education,healthcare,elderlyanddis-
abledcare,andemployeecompensation.
Inaddition,anumberoffiscalgimmicks
havebeenused,includingassetsales,
delayingbillpayments,borrowingfrom
specialfunds,increasingincometax
withholding,andtaxamnesties.

Gordonidentifiedsomestructuraland
institutionalissuesforthelongerterm.
Whilevirtuallyallstates(49)havebal-
ancedbudgetrequirements,many(30)
alsohavetaxandexpenditurelimits,
requirementsforeithersupermajorities
orvoterapprovalfortaxincreases(16),
anddebtlimitations(46).Structurally,
statesarefacingmorevolatilerevenues
overthebusinesscycle,increasesin
countercyclicalspendingpressure,and
projectionsthatshowhealthcareexpen-
dituresexceedingallnon-health-care
expendituresby2049.

Toimprovestates’fiscalperformance
forthefuture,Gordonsuggestedthat
thedevelopmentofanearlywarning
systemthatfocusesonkeybudgetdrivers
mightbehelpful.Inparticular,better
budgetingsystemsmightaddressprob-
lemsrelatedtoboththeflowofstate
governmentfundsandthestockofgov-
ernmentassetsandliabilities.Including

To close current budget gaps, states have enacted tax  
increases that peaked at $22.5 billion in 2010. However, most 
of the budget balancing has occurred on the spending side.

and5.5%ofgrossdomesticproduct
(GDP)in2015andbetween4.9%and
6.5%ofGDPby2021,evenafterassuming
manyyearsofnearlyfullemployment.
Thissituationcoulddeteriorateeven
fasterafter2021asbabyboomerretire-
mentsdrivehealthcarecosts.

However,Scholzsuggestedthatthere
maybeuntappedrevenuecapacityin
thefederaltaxbase.Federaltaxesasa
shareofGDPareattheirlowestlevels
since1950.Atthesametime,theaver-
agetaxratesofaffluenthouseholds
(whohavehadlargeincomegains)have
fallen.Scholzarguedthatthefederal
governmenthastheabilitytoraisemore
revenuewithoutsubstantiallyjeopardiz-
ingeconomicperformanceandthatsome
ofthisincreasedrevenuecouldbechan-
neledtothestates.Thiscouldbeaccom-
plishedspecificallybytaxbasebroadening
orbytrimmingtaxexpenditures—e.g.,
bylimitingthevalueofvarioustax
preferencesto28%ratherthanthe
taxpayer’smarginalrate.Inaddition,
taxrateincreasescouldbeconsidered,
suchasrestoringratestothoseinexis-
tenceduringtheClintonadministration.

Anotherveryinterestingidea,Scholz
said,istheintroductionofavalue-added
tax(VAT)atthefederallevel.AllOECD
countrieshavesuchatax.Itisadminis-
trativelyefficient,headded,andasa
consumptiontaxitencouragessavings.
Thestatescouldpiggybackonthefederal

significantstaterestrictionsinmany
cases),stateswereexcludedassovereign
governments.Chapter9filingshave
beeninfrequentandmanystateshave
intermediaryprocessestodiscourage
orpreventsuchafiling.

Incaseswherebankruptcymaybecon-
sideredforlocalgovernments,Picker
saidtherearethreekeyissuestoevalu-
ate.First,thetermsinexistingcollective
bargainingagreements;second,pension
solvency;andthird,assetsalesandtax
increasesandtheirroleinpromoting
fiscalbalance.Allthreeofthesefactors
willhaveadirecteffectonthefiscalflex-
ibilitythatalocalitywillhaveinmeeting
itsfinancialobligations.Inparticular,
PickernotedthatstatessuchasIllinois
thathaveconstitutionalprotections
againstchangestopensionbenefitsfor
employeesfaceuncertainwatersasthey
attempttoreduceorrestructurebenefits
forcurrentworkers,regardlessof
whetherthisactionisseenasanecessary
componentoffuturefiscalsolvency.

TracyGordon,UniversityofMaryland/
TheBrookingsInstitution,focusedon
thebudgettrade-offsstatesaremaking.
Toclosecurrentbudgetgaps,stateshave
enactedtaxincreasesthatpeakedat
$22.5billionin2010.However,mostof
thebudgetbalancinghasoccurredon
thespendingside.Spendingcutshave
beenimplementedacrossallgovernment
services,includingK–12education,higher
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stockmeasureswouldprovideabetter
senseofoutstandingcommitments.

A better way to monitor state and  
local budgets 

RobertInman,UniversityofPennsylvania,
concludedtheconferencewithakey-
noteaddressonconstructingabetter
monitoringsystemforassessingstateand
localbudgetperformance.2Inmanbegan
bysuggestingthattheperformanceof
stateandlocalfinancesisimportant
becausethesector:1)isanimportant
providerofpublicgoodsandservices;
2)isasignificantholderofhousehold
wealthintheformofpublicassetsand
liabilities;and3)isapotentialsourceof
financialinstability.Thekeyquestionfor
analystsis:Whatdotheyneedtoknow
toseeadefaultcoming?Tohelpanswer
thisquestion,Inmandescribedthe
MonitoringProjectthatwasdeveloped
in1976toexaminethePhiladelphiacity
budget.Thegoalistodefinethestate
andlocalsurplusordeficit,wherethe
surplusordeficitequalscurrentrevenues
minuscurrentspending.However,the

componentsofrevenueandspending
intheprojectaremuchbroaderthan
inmanycommondefinitions,Inman
explained.Revenuesincludetaxes,fees,
aid,interestearnings,andprofits;spend-
ingincludeswagesandbenefits,trans-
fers,interest/principal,anddepreciation.

Inmansuggestedthisformoffinancial
accountingwouldenableaveragecitizens
toseehowmuchmoneyisbeingretained
inthegovernment’spublicpurse.The
problemisthatassemblingthesedata
iscomplicatedandexpensive,and
theprocesslikelyrequiresanoutside
monitor.InmansuggestedthatFederal
Reserveeconomicresearchdepartments
mightbeasuitablehomeforsuchafunc-
tion.Heconcludedwithapossible
projectoutlineforsuchaneffort.The
monitorwoulddevelopacontempora-
neoussurplus/deficitandpublicwealth
measureforallstatesandmajorcities
onaregularbasisusingtheprescribed
commonmethodology.Theseresults
wouldbeannouncedtothepublicand

wouldallowformoreaccurateassessment
ofthesector’sfinancialbehavior.

Conclusion

Statebudgetsappeartobefarfromout
ofthewoods.Fiscalstressisstillapparent,
evenwithrecentimprovementsinstate
revenues.However,pinpointingtheexact
depthoftheproblemisstilldifficultfor
analysts.Budgetslacktransparencyand
areoftendifficulttocompareacross
states.Toavoidfuturefiscalmischief,
systematicmonitoringofthestategov-
ernmentsector’sfinancesmaybeneeded.


