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December 4, 2009

House and Senate money committees 

See dismal revenue future

Shift and shaft may be in your future


In walking the thin line between telling state elected officials what they need to know versus what they want to hear, House Appropriations and Senate Finance staff both treaded lightly but ended in different places.

House and Senate Revenue Outlook

From the House Perspective


In a presentation chock full of facts and figures given in painstaking detail, House Appropriations Committee Staff Director Robert Vaughn pointed out how this recession differs from past ones and the difficulty facing the economy in terms of spurring job growth, consumer spending and a housing recovery.  For the current fiscal year, Vaughn said that economists expect Virginia to shed more jobs with the majority of losses concentrated in manufacturing, construction and financial employment.  Job growth during the next biennium is projected to perform at, or slightly below, the national trend.  Consumers will be less likely to spend because of fear of job loss, flat or falling incomes, lack of access to credit, and steep declines in housing values.  As for housing, although home sales are picking up in Northern Virginia, new housing starts remain at historic lows, foreclosures continue to increase, and housing prices continue to drop.


In analyzing year-to-date performance of major general fund revenue sources, Vaughn concluded that the FY10 revenue forecast will have to be reduced beyond the $1.2 billion identified by Gov. Tim Kaine in September.  He predicted reductions in the range of $250 - $300 million.  As for the 2010-2012 biennium, he projected revenue growth of 3.8 percent in FY11 and 5.3 percent in FY12.  The staff director said budget reductions in many areas will be needed next biennium to maintain fiscal balance while managing significant budget pressures.

From the Senate Perspective

Becky Covey, a legislative fiscal analyst with the Senate Finance Committee, presented a narrative of the revenue outlook drawn from federal and state sources.  Ms Covey stated that net new jobs are not expected to be added until the middle of 2010 and that a number of factors could slow job growth, including tight credit for small businesses, a higher proportion of workers in part-time jobs than the last time unemployment topped 10 percent, and the high concentration of job losses in construction, finance and retail where recovery will be slow.  Consumer spending will be constrained because the Federal Reserve Bank has used its horsepower to stop the economy’s freefall and there is little left for economic expansion.  In addition, unlike the recovery after the 2001 recession, personal debt will not serve as an economic engine, encouraging homeowners to spend home equity.


Like the conclusions drawn in the House report, Covey concluded that revenue collections through October confirm several areas of weakness, including job and income growth, in the FY10 revenue forecast.  She projected a negative adjustment of $209.7 million for the fiscal year.  With this adjustment, general fund revenue collections in FY10 will be $13.9 billion – an amount between FY05 and FY06 collections.  As for the next biennium, Covey is projecting growth rates of 3.3 percent in FY11 and 5.6 percent in FY12.  With this growth pattern, FY12 revenues would slightly exceed actual collections in FY06.

Paying for Services

Although the House and Senate staff differed slightly in their revenue projections for the new biennium, they are clearly in agreement regarding the economic fundamentals and the assumption that revenue growth cannot maintain the current level of services. 

Defining the Problem

The biennial base budget is the approximate cost of maintaining current services and caseloads.  One-time or partial-year spending is excluded from the base budget.  The purpose of the base budget is to determine the amount of revenue needed to continue current service levels.  Although it is a calculated number, the inputs used in the calculations are subject to interpretation and judgment.  


It is interesting to note that the House and Senate money committees calculated different base budgets for the 2010-2012 biennium.  The House base budget is $15,130.8 billion in FY11 and $15,123.5 billion in FY12.  Senate staff calculated the general fund base budget as $15,385.6 billion each year.  Why is there a difference of $516.9 million for the biennium?  The answer, in large part, focuses on cost savings proposed by Gov. Kaine in his September reduction plan.  The Senate projects the recurring savings from the governor’s reduction plan as $475 million each year while the House assumes on-going savings of $745.6 million each year.


Why is this piece of budget number crunching important?  The answer is simple.  The budget gap is defined as the difference between the base budget plus new spending and available revenue.  Senate Finance Committee Staff Director Betsey Daley explained this in her presentation to the Senators.  Based on Senate staff analysis, forecast revenues for FY 2010-12 are short of the biennial base budget by $619.6 million.  However, the $619.6 million makes only part of the budget gap.  Back-filling a portion of the expiring federal stimulus dollars, honoring existing statutory commitments, increasing workloads, and revised costs of providing services based on updated data are driving most of the budget gap.  According to Daley, such items will cost $2.9 billion next biennium, pushing the total budget gap to at least $3.5 billion.  The number could be even higher.


House Appropriations staff calculated the total budget gap as ranging from $2.6 billion to $2.7 billion for the 2010-2012 biennium.  The House assumed new spending of almost $2.6 billion as opposed to the Senate staff number of $2.9 billion.  The House and Senate staffs did not always identify the same items as “must do” new spending.  Also, staffs sometimes used different cost assumptions for those items identified by both.  For example, regarding the VRS rate increase for teachers, the Senate staff used the VRS cost assumptions, recognizing the need for an additional $271.2 million of general fund dollars.  The House staff used the actuarial assumptions approved by the 2009 Session of the General Assembly, effectively reducing the amount of new general fund dollars to $76 million.  Both staffs used identical numbers to estimate the new dollars required to replace the federal stimulus dollars for Medicaid and the new dollars needed for K-12 re-benchmarking.  (Both the House and Senate opted for the alternative re-benchmarking methodology which calls for $144.6 million.  The regular re-benchmarking methodology calls for $892.9 million.)  The remainder of the difference between the two staffs is the base budget calculation.

Options for Closing the Budget Gap
  
To close the budget shortfall, House staff suggested or inferred several budget strategies: 

· Alter the funding formulas of major state aid programs to reduce payments. 

· Eliminate new spending initiatives approved in the 2008 and 2009 sessions. 

· Consider changes to VRS, including raising the retirement age and requiring employees to pay a share of retirement costs. 

· Review the eligibility requirements for local aid programs and services for individuals like Medicaid. 

· Consider replacing general fund dollars for education in FY11 with $330 million in unallocated federal stimulus money. 

· Apply across-the-board cuts to areas of the state budget that were previously exempt. 


Senate staff noted that across-the-board spending cuts will not close the budget gap. Five options for closing the budget shortfall were offered, including:

· Reduce the state general fund budget of state agencies and state aid programs to localities and individuals; 

· Reduce cost of mandated or high-priority spending items by altering funding methodologies and postponing funding commitments; 

· Shift costs to non-general fund sources or to other payers; 

· Generate one-time revenues or savings; and 

· Increase revenues, either permanently or temporarily.

Lessons Learned

In two weeks time Gov. Kaine will present his final budget proposal, and state budget development begins the next phase.  The numbers presented at the two retreats will no longer be quite as relevant.  However, the policy choices and options discussed will remain important because they hint at the possible actions the legislature may take.  And, when those options include changing formulas or eligibility, postponing commitments, and shifting costs to other payers without altering mandates or offering new revenues, local governments should be alarmed.

Public education


The bad news: both the House and Senate presentations on the education budget for the next biennium included the cap on the number of support positions, which decreases state support for public education by about $750 million for the biennium.  This is equivalent to a 35 percent reduction in the number of support positions funded by the state.  As a result of the cap, the House and Senate estimate the preliminary cost of rebenchmarking at $145 million, significantly below the cost for rebenchmarking in past years. (The cost will likely go up once other factors - including teacher retirement contribution rates - are updated later this year and even early next year.)


Support positions include central school administration; finance, human resource and clerical positions; attendance, health, social workers and administrative positions related to guidance and homebound instruction; technology; professional development training and operations and maintenance.  The support cap applies to many positions defined as support positions but does not apply to the division superintendent, school board members, school nursing services or pupil transportation.  But it is important to understand that state dollars for support positions are flexible in that the money can be used for instructional purposes, including teacher salaries.  This is critical because state funding for teachers aims for a minimum level of quality.  For localities striving for achievement greater than the minimum, additional teachers are a necessity.


Sarah Herzog, legislative fiscal analyst for the Senate Finance Committee, presented a more complete analysis of the support cap issue, including these facts:

1.  A consultant to the Department of Education found that school divisions use state funding from the support category to pay for teacher positions.  This means that a permanent support cap will be felt in the classroom, despite the efforts by the administration and others to paint the support cap as affecting non-instructional spending.

2.  The Board of Education did not include the support cap in its revisions of the Standard of Quality. Instead the board supported studying the feasibility of establishing ratios for each major category of support services.

3.  A rationale cited by the administration and the House Appropriations Committee for using the support cap was that the number of support positions had grown faster than instructional positions from FY 2001 to FY 2010.  The Senate presentation points out that in the mid-1990s the state made an error in calculating rebenchmarking costs that resulted in the elimination of state funding for a number of administrative positions.  This error was finally corrected in 2005, as a result of the JLARC study on education funding.   Correcting this error contributed to the increase in the number of support positions funded in part by the state.  In other words, the increase was in the number of support positions recognized by the state, not necessarily an increase in the number of positions.  Further, the increase corrected an error that should have been corrected years earlier.  The Senate presentation points out that the number of support positions funded under the SOQ increased by a smaller number than the number of instructional positions during the period from FY2005 to FY 2010.  This information undercuts the argument that school divisions have been willy-nilly increasing the number of support positions.  It also points out that the support cap undoes a portion of the education funding initiative resulting from the 2004 increase in the sales tax rate. 

4.  The Joint Subcommittee on Elementary and Secondary Education Funding did not take a policy position on whether the support cap should be adopted, but instead stated that “it is unlikely that sufficient general funds will be available” to modify the cap.


Finally, neither the Senate nor the House suggested reductions in state accountability and policy standards to accompany the reductions in state funding for public education.  The Standards of Accreditation, Standards of Learning, regulations governing special education and other policy/accountability standards have been amended and increased over the last year, at the same time that the state had reduced its support for education.  The result will be that these additional costs will be passed on to local taxpayers, class sizes will increase, and schools and students will have an increasingly difficult time meeting the standards. 

Reacting to the revenue picture


Susan Hogge, legislative fiscal analyst for House Appropriations, presented data on approaches in other states to fund public education, including measures such as furloughs, formula changes, salary reductions and layoffs.  The Senate presentation points out that the options may result in “doing less” in education, but that some policy changes, such as the use of the support cap, are mostly a re-defining of the responsibility between the state and localities.  The Senate presentation lays out three broad options for responding to the cuts:

· Providing fewer services and / increased local flexibility

· For example, increasing pupil-teacher ratios, or delaying the new Board of Education requirement for academic and career plans for all 7th graders.

· Delivering services more efficiently

· For example, developing a statewide health insurance pool for teachers, eliminating the triennial census, or consolidating school and local government administrative functions.  The presentation points out that these actions would not produce large savings in the short term.

· Redefining responsibility for cost sharing between the state and localities.

· For example, changing the funding for the state’s share of health insurance costs for teachers, or redefining the state/local shares of responsibility for SOQ funding be changed from the current 55 state-45 local to 50 state-50 local.  Obviously local governments would be opposed to this move, which does nothing but shift additional costs to local taxpayers.

The end of stimulus funding  


The Senate presentation also points out that fewer dollars from the federal stimulus package will be available for public education in FY 2011 than in the current year, and that none will be available in FY 2012.  The current budget uses those federal stimulus dollars to partially make up for general fund reductions resulting from adoption of the support cap.

Transportation 


House Appropriations staff did not make a presentation on transportation.  The only reference to transportation funding was the $40 million general fund appropriation made each year to service the debt paying for Route 58 improvements.


Senate Finance staff (Jason Powell, legislative fiscal analyst) provided a complete picture of the crisis facing Virginia’s transportation system.  The demand for transportation (in terms of capacity, maintenance, and transit options) continues to increase with population growth and increased economic activity.  However, the decline in dedicated transportation revenue and the failure of the General Assembly and governors past and present to address the issue bodes ill for the Commonwealth.  Of particular concern for local governments is the collapse of new construction funding for secondary and local roads and the state’s underfunding of road maintenance of both the state- and local-maintained system.  At risk is maintenance funding for more than 125,000 lane miles.  Further, the number of lane miles is increasing by an average of 475 land miles each year.  Finally, in order to have a match for federal transportation dollars, the state is not fully funding the maintenance budget.    

Recent declines in transportation revenue – tied to the current economic climate – have only exacerbated the problem.  Funding for Virginia’s 6-year transportation plan has been reduced by $4.6 billion since the spring of 2008.  Further reductions, perhaps as much as another billion dollars, are expected in December when new transportation revenue forecasts are introduced as part of Gov. Tim Kaine’s budget.  These reductions will affect all transportation modes, including roads, transit and aviation.  

Senate staff concluded that “Continued deterioration of system capacity and infrastructure quality can be expected unless expectations are reduced or revenues are increased”.  In fact, staff pointed out that the state fuel tax of 17.5¢ per gallon would have to be doubled to equal the purchasing power from 1987 when the gas tax rate was last increased.  Some of the options presented by staff to address long-term funding needs included devolving (shifting) the responsibility for local roadways to local governments and allocating statewide transportation construction dollars through a competitive grant approach.

The question awaiting an answer is whether the 2010 General Assembly will put this issue off for another year.

Natural Resources

House Appropriations did not address natural resource issues, which instead were wrapped up in the staff director’s overall budget presentation.  He noted that an across-the-board 10 percent reduction would translate into an additional $934,044 annual reduction for state natural resources agencies.  While not sounding like a lot of money, Gov. Kaine reduced this year’s budget for state natural resources agencies by almost 10 percent just three months ago.  A 15 percent reduction scenario included in the House Appropriations presentation would cut annual general fund spending by almost another $5 million.  The House presentation did not include specific targets or strategies for achieving this across board reduction for the agencies within the natural resources secretariat.

By contrast, Clyde Cristman, legislative fiscal analyst for Senate Finance, gave a more robust presentation on the funding of natural resources, including details on specific programs with options for more fully funding needs.  Senate staff pointed out that the general fund budget for natural resources has consistently accounted for less than 1 percent of state spending.  These programs have received an uneven level of funding support over the last decade, ranging from below $100 million to over $300 million.  This is due to sporadic deposits of general fund money into the Water Quality Improvement Fund (WQIF), which has realized deposits of nearly $500 million since 1998, with 75 percent allocated to local governments for upgrading sewage treatment plants.  

Of critical importance to local governments, staff warned that the WQIF does not have enough money to pay for upgrades scheduled to be completed within the next two years, despite the fact that state payments are included in signed agreements between the Department of Environmental Quality (DEQ) and local governments.  Even with $250 million in bonds approved by the 2007 General Assembly, a $138 million dollar shortfall for the grant program is anticipated. This means starting July 1, 2010, DEQ will be forced to reduce its reimbursements to local governments. Barring any deposits into the WQIF made by the 2010 General Assembly, local governments with grant agreements will need to consider options for addressing this shortfall in state assistance. 

Senate Finance staff offered various non-general fund options for meeting the shortfall in natural resource funding.  These included increased permit fees, increased state park user fees, advance deposit fees on certain disposable materials (the existing waste tire fund as the model), and a tipping fee on municipal solid waste. Most of these mechanisms have been considered in the past and there is no indication to suggest that any of them would be given serious consideration in the 2010 legislature. 

Virginia Retirement System


Both House and Senate staff made presentations on retirement issues.  The Senate presentation examined retirement within the context of employee compensation, while the House presentation focused comparing VRS with other public retirement systems.  VRS Director Bob Schultze also made a presentation at the House retreat.

Searching for ways to shift additional costs to localities


The House staff presentation compared benefits under VRS (such as age of retirement, retirement multiplier, required employee contribution, etc.) to those of other states.  The presentation by Legislative Fiscal Analyst Michael Jay also identified these potential changes to VRS:

· Require new employees to pay the 5 percent employee contribution rate

· Modify the cost-of-living formula to reduce future COLAs

· Raise age/service requirements for receiving benefits

· Reduce the benefit multiplier


Members of the House Appropriations Committee again signaled that the committee likely will push for a change to teacher retirement contributions that shift even more costs onto local taxpayers.  Committee members continued to complain that local salary increases for teachers drive up retirement costs, and that the state should not have to be responsible for paying those higher retirement costs.


Committee Chairman Lacey Putney has floated at two meetings of the Joint Legislative Audit and Review Commission the concept that teachers are local, not state employees, and has questioned why the state shared in the cost of teacher retirements.


Over the last several budget cycles, the Appropriations Committee has attempted to decrease state support for education by capping the amount that the state would contribute to teacher retirement or by only recognizing state-funded salary increases for teachers when the costs of education are recalculated during the rebenchmarking process.  


The state currently pays only about 40 percent -- an estimated $226.6 million in FY10 --of teacher retirement costs.  Local governments pay the bulk of the remaining 60 percent.  


When the Standards of Quality were first adopted, the state paid all the costs of benefits for positions funded under the SOQ.  The General Assembly revised the funding mechanism for the SOQ in the 1980s; part of that change required that local governments pay a portion of the costs of the benefits, on the basis of the composite index of local ability to pay.  


What are some of the major problems with this approach, if in fact teachers are local employees?

· The General Assembly has the constitutional obligation “to seek to ensure that an educational program of high quality is established and continually maintained.”  A continual shifting of costs to localities does not seem to comport with that constitutional mandate.  Some localities have a greater ability to pay for these benefits than others.  Also, the General Assembly itself establishes the benefits that teachers must receive.  For example, the General Assembly requires participation in the Virginia Retirement System.  It also sets the multiplier, sets age and length of service requirements, and requires contributions for health insurance for retired teachers and group life insurance.  Ironically enough, Putney first championed the requirement that retired teachers receive health insurance credits.  When first enacted, the cost was paid entirely by the state but within just a few years of inception, the funding had been changed to require local participation. 

A view from the Senate


The Senate presentation by Legislative Fiscal Analyst Bill Echelberger showed that contributions to VRS have been lower than requested by the VRS Board of Trustees in 10 of the last 18 years. Further, Virginia ranks 46th out of 50 states in the average amount of contribution paid.  The presentation notes that had the state funded the rates certified by VRS, both the teacher and state employee funds would be in better financial shape than they are now. 


Senate staff identified two options for significant cost savings for the next biennium:  deferring employer contributions and requiring employees to pay a share of the retirement contribution.


Early retirement programs are often touted as a way to reduce payrolls without laying off employees.  The Senate presentation points out that early retirement programs increase the unfunded liability of retirement systems.  

Prison and Jails


Both the House and Senate staff made presentations on corrections issues, including jail and prison capacity as well as alternatives to incarceration. Both presentations put the quash on authorizing additional jail or prison construction, and say that jails have available capacity to house additional state inmates.  House Appropriations Legislative Fiscal Analyst Paul Van Lenten said that the General Assembly could also consider delaying projects that will not be operational until FY 2014 or defer operating costs for these projects until the next biennium.  Senate Finance Committee Deputy Director Dick Hickman said that no additional jail capacity has to be approved for the time being.

Shifting Costs to Localities


Hickman said the state Department of Corrections could not absorb additional budget cuts, and absorb the projected increases in the cost of inmate medical care, and continue to operate the current number of facilities.  The presentation predicts that another round of budget cuts for the department would result in the closing of more state facilities, which will mean a greater use of jails to hold state-responsible prisoners.  The number of out-of-compliance state prisoners held in local jails by June 2010 is expected to reach 4,000 inmates.  Out-of-compliance prisoners are those who should have been transferred from local to state facilities, but remain in local jails because of a lack of space in state prisons.  Hickman predicted an expected budget shortfall of another $20 million in FY11 for the Department of Corrections.  The presentation said that if additional facilities are closed by June 2010 to cover this shortfall, the number of out-of-compliance prisoners in local jails would near 5,000 inmates.  In this event, Hickman suggests considering adjusting the statutory definition of “state responsible” offenders to reflect felony sentences of 24 months or more (as opposed to the current definition of 12 months or more).  The presentation also notes that this action would shift costs to localities unless the current per diems were adjusted. Finally, Hickman noted that Virginia ranks second highest in the nation in per capita state expenditures for local and regional jail operations.


Van Lenten reviewed several options presented by a joint subcommittee studying ways to restrain prison and jail costs including:

· Eliminating jail funding except for salaries and per diem payments for a savings of about $1.8 million

· Decreasing per diem payments for out-of-compliance prisoners held in local jails for a savings of about $.7 million in FY11 and $.9 million in FY12

· Eliminating the Jail Contract Bed Program for a savings of about $2.5 million a year

· Revising state staffing standards for sheriffs to allow sheriffs to contract for security services for courthouses (such as metal detector operation) and to revise service of process requirements

· Closing older state field units (Cold Springs, Halifax, Haynesville, Rustburg and Wise) and using the funds to operate vacant beds at the newer, more efficient St. Brides Correctional Center.

· Expanding local use of home incarceration and electronic monitoring

· Expand the use of pretrial and community corrections programs to reduce jail populations (an approach also covered in the Senate presentation).
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