ISSUE BRIEF

SPECIAL POINTS
OF INTEREST

e The severe recession

has contributed to
nearly a 30 percent
drop in state reve-
nues and has com-
promised the state’s
ability to provide ef-
fective public ser-
vices.

e OK Policy forecasts
indicate that FY '10
revenues may be 14
percent below the
budgeted amount.

e Improved forecasting,
Rainy Day Fund ap-
propriations, and us-
ing new resources to
balance the budget
can ease the dam-
age in FY '10.

o It likely will be FY '13
before state revenues
rebound to pre-
downturn levels.

e The state should im-
prove forecasting,
plan for the fiscal
impacts of major
decisions, and create
better reserve poli-
cies to improve long-
term fiscal stability.
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How CAN OKLAHOMA WEATHER THE CRISIS?

The current national economic
recession is the longest and
deepest in at least 50 years.
While Oklahoma has not been
affected as drastically as many
other states, families and busi-
nesses are facing significant
hardships. The state’s unem-
ployment rate has reached its
highest level since 1988 and
food stamp caseloads shatter
new records each month.
Bankruptcies and foreclosures
are up, construction and other
investments are down.

State government is not im-
mune to the effects of the
downturn. Beginning at the
start of 2009, revenue began
to fall dramatically. Revenue in
the first nine months of calen-
dar year 2009 was down 21
percent from the previous
year. The state has responded
to shortfalls by cutting agency
budgets across the board for
four straight months.

While there are signs that the
national economy is beginning
to rebound, state revenues
may continue falling or remain
stagnant for some time. The

coming recovery is likely to
be slow and weak. It will be
impossible to endure this
recession without significant
hardship in the form of ser-
vice reductions, tax in-
creases, or both. At the same
time, however, the state
needs a strong fiscal plan to
mitigate the recession’s
worst effects and to better
prepare for the recovery and
for future economic cycles.

el
This brief describes the reve-

nue shortfall, including its
causes, depth, length, and
the state’s response. It then
reports on OK Policy revenue
forecasts for the remainder
of this fiscal year and for the
next three years. It recom-
mends a program for the
state to better understand
and prepare for the remain-

der of this budgetary
downturn. Finally, it rec-
ommends long-term im-
provements in Okla-
homa’s financial proc-
esses that can help us
better anticipate, plan for,
and manage future down-
turns.

I. Oklahoma’s Revenue
Performance

The growth in Oklahoma’s
economy and state
budget of the 1990s
ended in FY 02, when the
state and nation entered
a sharp economic down-
turn. In FY '02, state reve-
nues fell 12 percent be-
low the previous year.
Revenue did not return to
pre-downturn levels for
over three years. Begin-
ning in FY '04, revenue
grew 29 percent in four
years.!

Early in 2009, however,
revenue began to plum-
met, reflecting the down-
turn in the state’s econ-
omy. Overall, FY '09 reve-
nue was seven percent
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below both FY '08 actual revenue and
the original FY '09 estimate.2

The severity of the downturn is illus-
trated by Figure 1. Revenues have
fallen progressively more steeply in
each of the last three quarters. Reve-
nues for the first quarter of FY '10
were 29.5 percent below the previous
year. The graph also indicates how
much worse this shortfall is than the
last one. The worst quarterly revenue
decline during the FY ’02-'04 recession
was 12.1 percent, less than half the
decline of the most recent quarter.

As the recession hit, it became clear
that revenues available for FY '10
would fall far below prior year levels.
Legislators faced a limit on state ap-
propriations of $6.46 billion, which
was $612 million less than the previ-
ous year’s appropriations. The federal
stimulus (officially the American Recov-
ery and Reinvestment Act, or ARRA)
provided an additional $641 million
and minor revenue enhancements
added $160 million. These resources
helped support some state services,
notably education and health care. As
a result, the total budget from both
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Figure 1
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state appropriations and ARRA,
$7.23 billion, actually exceeded the
FY '09 budget by $106 million. It is
important to note, however, that
most agencies that did not receive
ARRA support received lower budg-
ets for FY '10 than for FY '09.3 Fig-
ure 2 shows how ARRA helped make
up for falling state revenue.

Most state agencies entered the
current downturn under consider-
able financial stress. For many agen-
cies and public school districts, ris-
ing costs combined with flat funding
had already led to hiring freezes,
unfilled vacancies, and reductions in

Figure 2
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service before the FY '10
budget was in place.

Even in the best of times,
spending for many services
was not adequate to meet
Oklahoma’s needs. The state
lags behind most states in
several key measures of gov-
ernment effectiveness, includ-
ing educational outcomes,
road condition, and overall
health of the population. The
revenue shortfall and resulting
budget reductions could only
make these shortcomings
greater.

Once the current fiscal year
began, it became clear that
revenues would not support
the $7.23 billion spending
level adopted by the Legisla-
ture. For the first quarter of FY
'10, General Revenue Fund
(GRF) revenues were $388
million, or 26 percent less
than the original estimate.#

The state’s response to short-
falls so far can best be charac-
terized as reactive and un-
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even. GRF allocations were cut by
five percent in each of the first
three months of FY '10. Many
agencies have announced hiring
freezes and reduced their work-
force through voluntary retirement,
which may hurt agencies’ ability to
perform their core missions. Sev-
eral agencies, including the de-
partments of Human Services,
Health, Mental Health and Correc-
tions and several public school
districts, have indicated they will
need to make significant reduc-
tions if monthly allocation cuts
continue. The resulting cuts in
public services are now having real
impacts on businesses and fami-
lies, including low-income seniors
and other vulnerable populations.5

In late October, Governor Brad
Henry and legislative leaders
warned state agencies to expect
allocation cuts of at least five per-
cent for the remainder of the fiscal
year. Governor Henry suggested it
may be necessary to appropriate
from the Rainy Day Fund but of-
fered no schedule or proposal.6
Agencies and their constituencies
are left uncertain as to how they
should plan for the rest of the fis-
cal year.

Il. Oklahoma’s Revenue Outlook

Dramatically falling revenue and
the continuing damage to state
services raise two obvious ques-
tions: First, where are we going,
and, second, what can we do
about it? This section addresses
the first question. The remainder

of the brief addresses the second
question.

Oklahoma'’s Board of Equalization,
composed of elected and ap-
pointed state leaders, updates
revenue estimates twice a year, in
December and February. This
means that the current year's
revenue forecast is not reviewed
until five months are completed
and that the only additional review
comes just two months later. The
review does not require any adjust-
ments or action. The Board also
prepares forecasts for the coming
fiscal year at this time; the Consti-
tution establishes the ceiling on
state appropriations at 95 percent
of the Board’s February estimate.

“Dramatically falling revenue and
the continuing damage to state
services raise two obvious
questions: First, where are we
going, and, second, what can we

do about it?

Decisions about agency budgets
and state services should not be
based on incomplete information.
It is possible and advisable to pre-
pare new revenue estimates for FY
’10 based on the results of the
first quarter and on expert opin-
ions about the near-term outlook
for the economy. It is equally pos-
sible and advisable to forecast
revenues for future years. This
helps make budget decisions to-
day that are sustainable for the
long period of recovery.
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OK Policy has developed several
state revenue forecasts in hopes of
expanding and informing the dis-
cussion of budget options. All fore-
casts require using what is known
to try to predict what is unknown.
Because a single forecast is rarely
correct, our estimates are based
on six different forecasts using four
different methods of forecasting.”

This brief reports the range of re-
sults from these six forecasts.

e Two of the forecasts use trend
analysis, examining recent reve-
nue trends and estimating a
likely future path. One of these
forecasts assumes the current
quarter is the deepest in the
revenue downturn, while another
assumes there is one more quar-
ter of downturn before revenues
start to rebound.

e One forecast assumes the cur-
rent downturn will look just like
the previous downturn, only
deeper.

e One forecast projects this year’s
revenue based on the revenue
collected in the first quarter of
the year.

e Two forecasts are based on re-
gression analysis, which seeks
relationships between state
revenues and underlying eco-
nomic indicators. In this case,
the forecasts determine how
past revenues have been af-
fected by natural gas prices and
the gross domestic product. Both
then predict revenue based on
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expert predictions of future gas
prices and GDP.

Figure 3 shows how revenues for
FY 10 vary under these six fore-
casts. For simplicity’s sake, only
the highest and lowest forecasts
are shown, along with a “middle
scenario” that represents the mid-
point of the six forecasts. All data
are for the General Revenue Fund
only, which comprises approxi-
mately 78 percent of state appro-
priations, excluding federal stimu-
lus funds.

The left-hand bar in Figure 3
shows the final Board of Equaliza-
tion estimate of $5.518 billion.
The next bar shows the amount
that was appropriated to state
agencies, $5.143 billion, which
represents 95 percent of the esti-
mate available for appropriation.
The dashed line extends this level
across the graph because reve-
nue must reach this amount to
avoid budget shortfalls for the
year as a whole. The low forecast
suggests that revenue could fall
over $1.2 billion short of that
point, while the high forecast sug-
gests it is still possible for reve-
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Figure 3
Comparison of FY '10 Original Estimates and
OK Policy Forecasts (GR Fund Only)
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nue to recover enough to fund all
state services for the year as a
whole. The middle scenario sug-
gests a shortfall of approximately
$700 million, or 14 percent of
appropriations.

The Rainy Day Fund (RDF) was
created to address revenue short-
falls like the one the state faces
today. The RDF now has approxi-
mately $600 million (the constitu-
tional maximum of 10 percent of
the General Revenue Fund). Up to
3/8ths of the Fund (approximately
$225 million) may be appropri-
ated when revenues for the forth-
coming year are projected to be

less than the current year. Up to
3/8ths may be appropriated when
revenue falls short of the year’s
original estimate. An additional
1/4th (approximately $150 mil-
lion) may be appropriated upon
declaration of an emergency. Ac-
cording to an advisory letter is-
sued in November by the Attorney
General’s Office, the conditions
are in place allowing all portions
of the Rainy Day Fund to be used
in FY ‘10.8

Table 1 shows the budget short-
falls resulting from the three dif-
ferent forecasts, depending on
how the RDF is employed.

BETTER INFORMATION, BETTER POLICY

Table 1
FY ‘10 Forecast Shortfalls and Rainy Day Fund Impacts ($ in millions)
Forecast FY ‘10 Forecast| General Reve- | % GR Shortfall | % GR Shortfall | % GR Shortfall | % GR Shortfall | % GR Shortfall
Revenue nue (GR) Short-| with no Rainy | with 3/8ths of | with 5/8ths of |with 3/4 of RDF| with all of RDF
fall Day Fund RDF ($224M) | RDF ($373M) ($448M) ($597M)

IAppropriated $5,143 - - - 4 | _
IAmount (GR)

Low $3,933 $1,210 23.5% 19.2% 16.3% 14.8%) 11.9%|
Middle $4,439 $704 13.7% 9.4% 6.4% 5.0% 2.1%]
High $5,293 -0 -0 -0 -0 -0 -0
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The table shows that the low fore-
cast would have devastating ef-
fects on budgets. Even using the
maximum allowable RDF would
result still in 16 percent budget
shortfalls. At the other end of the
scale, the high forecast would not
result in shortfalls at all and
would leave the RDF intact. The
middle scenario would create a
significant shortfall that would
require considerably more action
than the state has taken to date.
This scenario suggests a shortfall
of nearly 14 percent if none of the
Rainy Day Fund is used. Appropri-
ating 3/8th of the RDF would still
leave a significant 9 percent gap.
Even using 3/4 of the Rainy Day
Fund would result in shortfalls of
5 percent. State leaders should
give serious consideration to ap-
plying a plan that assumes the
middle scenario as the likely out-
come for the year. Such a plan
would logically include appropriat-
ing at least 3/8ths of the RDF.

Fortunately, budget cuts are not
the only tool available to address

the shortfalls. Other state re-
sources could be created by
sweeping cash from non-
appropriated funds or by delaying
tax cuts or revenue diversions.
ARRA should provide at least
$700 million more than the state
has used so far. While it may be
tempting and in some cases advis-
able to apply some ARRA money to
the current shortfall, this should
be done only if leaders are con-
vinced it will not result in a greater
shortfall in FY '11.

Extending these forecasts out for
three more years indicates that it
may be several years before we
return to pre-recession revenue
levels. Figure 4 shows the fore-
casted range of revenues over the
next three years, along with the
actual revenues for three prior
years.

The high forecast shows a rela-
tively brief downturn with a robust
recovery. In this scenario, revenue
would return to pre-downturn lev-
els in FY '12 and reach a relatively

Figure 4
Historical and Projected Revenue, FY'07-FY'13
General Revenue Fund
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healthy $6.45 billion in FY '13.
The low forecast shows a consid-
erably different picture, indicating
FY '13 revenue of $3.87 billion
that would still be well below pre-
recession levels. The low forecast
assumes a considerable delay
between economic recovery and
revenue upturns; that assumption
is based on Oklahoma'’s recent
revenue history. The middle sce-
nario is a composite of all five
forecasts, so it offers the best
picture of the most likely path. It
shows revenue beginning to re-
bound in FY '11 and yearly growth
rates of more than 10 percent in
FY '12 and FY '13. Even with this
strong recovery, however, revenue
in FY 13 would recover only to FY
‘08 levels. This scenario makes a
strong case that the revenue
downturn is a long-term issue that
should be met with long-term
planning.

Several factors make the long-
range forecasts more sobering.

e Under present law, ARRA

spending will be completed
during FY '11. That means
that over $600 million in state
education and health spend-
ing presently supported by
ARRA either must be paid
from state revenue or cut from
the budget. Under the middle
scenario, FY '12 revenue
growth of about $540 million
would not make up for all of
the lost ARRA funding, let
alone meet other state obliga-
tions.
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e Revenue growth will continue to
be hampered by policy changes
already in statute, as described
below.

¢ FY’11is the final year of
the increase in the income
tax standard deduction.

¢ FY’'12 s the last year of
revenue for the estate tax,
which is being phased out.

¢ Once revenues are certified
to be four percent higher
than the previous year’s
estimate, likely in FY "12,
the top income tax rate falls
from 5.5 to 5.25 percent.

¢ Current law also requires
that an additional $30 mil-
lion per year be placed in
the ROADS fund.

Assuming the top tax rate cut is trig-
gered in FY 12, tax cuts and reve-
nue diversions will cost the GRF
$140 million in FY '11, an additional
$88 million in FY '12, $90 million
more in FY "13.

At best, Oklahoma’s FY '13 budget

will be only slightly larger than FY '08

spending. At worst, it will be $2 bil-
lion lower. In any scenario, the FY
13 budget would not support the
same level of services the state pro-
vided in FY ’08. Inflation during that
five-year time frame would reduce
the value of FY 13 dollars by 15-20
percent compared to FY '08.

In a state that has already fallen
behind its peers in supporting edu-

BETTER INFORMATION, BETTER POLICY

cation, health care, infrastructure, and
economic growth, this revenue down-
turn sets the stage for a long and diffi-
cult climb back. We can, however, cre-
ate some tools to better understand
that climb and to make it a more even
one.

lll. A Fiscal Plan for FY '10

Oklahoma'’s response to the current
downturn has been a series of discon-
nected short-term reactions to monthly
revenue shortfalls. The state’s unan-
nounced but apparent plan is to con-
tinue to cut monthly allocations on an
across-the-board basis, borrowing as
necessary to limit the cuts to five per-
cent, and “getting through” to Febru-
ary, so the Legislature can develop a
plan to complete the fiscal year.

There are several drawbacks to the
state’s current approach, which are
discussed below.

e Many agencies can absorb a few
monthly cuts by using reserves,
eliminating travel and freezing hir-
ing, but few can save five or more
percent of the entire year’s budget
through these measures.

e Budget cuts to date are considera-
bly less than revenue shortfalls.
Each month where that trend con-
tinues “digs a deeper hole” by bor-
rowing from other funds. The bor-
rowing must be repaid this year,
adding to the obligations that must
be paid from under-performing
revenues.

e [f revenues continue falling short,
deeper budget cuts may be re-
quired as the year goes on. The
more of the year that is finished,
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however, the less flexibility
agencies have to cut.

There are several steps the state
can take to develop a genuine

plan of action that minimizes
these disadvantages of the current
approach.

The state should develop and pub-
licize revenue forecasts for the
remainder of the current fiscal
year. The forecasts described ear-
lier offer a glimpse into the uncer-
tain revenue outlook. The view
could be improved if the state de-
velops and shares official revenue
forecasts. Those forecasts should
be reviewed and updated quar-
terly, so leaders can identify and
allocate unanticipated revenues,
and so that budget cuts, if neces-
sary, can be made openly and co-
herently.

The Legislature should hold hear-
ings to determine the impact of
shortfalls on each agency budget
and the impact on services and
citizens. Cuts of five percent or
more will probably be necessary
for the rest of this fiscal year. After
forecasts are released, agencies
should have the opportunity to
describe how such cuts will affect
services and employees the rest of
the fiscal year.

State leadership should develop
and advance a plan for use of the
Rainy Day Fund and consideration
of other revenues and resources.
Unless revenues turn around
quickly, the state will have to ap-
propriate RDF monies to limit
budget cuts to acceptable levels.
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We also need to explore other reve-
nues. The sooner such a plan is com-
plete, the better we can manage the
shortfall and its impacts.

IV. A Fiscal Plan for the Long Term

The revenue downturn and resultant
service impact can best be managed
as a long-term problem. This section
discusses potential elements of a
long-term plan for surviving the re-
cession and recovery and for improv-
ing our response to the next down-
turn.

Oklahoma should develop a broad-
based and transparent process for
forecasting state revenues. The
state should estimate revenues for
several years in advance to facilitate
taxing and service-level decisions
that make sense for the long run,
not just the current year. State agen-
cies and citizens need this informa-
tion so they know how to plan and
what to expect in the coming years.
Oklahoma has a statutory require-
ment for long-term forecasting. The
forecast prepared under this require-
ment is a good start; it incorporates
economic modeling and considers
several different trends for future
growth. Unfortunately, it is not suffi-
ciently documented, widely circu-
lated, or used in budget planning.
Oklahoma should improve its fore-
casting process by executing this law
in a way that includes these key ele-
ments:

e The Board of Equalization may
be the appropriate body to over-
see this expanded revenue fore-
casting capability, but it needs

more technical support. Its cur-
rent, short-term forecasts rely
nearly exclusively on revenue esti-
mates from the Oklahoma Tax
Commission. Forecasts are usually
technically improved and better
understood when more experts
are involved. Oklahoma should
support the Board by creating a
forecasting body that includes the
Office of State Finance, legislative
staff, and academic and private
economists as well as the Tax
Commission.

““The state should estimate
revenues for several years in
advance to facilitate taxing and
service-level decisions that make
sense for the long run, not just the

current year.

The annual certification of revenue
should include revenue estimates
for at least two years beyond the
coming year. The “out year” esti-
mates need not be binding on fu-
ture budgets, but they should be
used by the Governor and Legisla-
ture and by state agencies in
adopting tax and service levels.

The Legislature should adopt scor-
ing and pay-as-you-go procedures
similar to those used successfully
at times by the federal govern-
ment. These procedures should
prevent changes in financial poli-
cies, including tax rates and ex-
emptions, creation of new special
funds, and changes in service lev-
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els, until the long-term fiscal
impact is estimated. These
procedures should require
that significant service ex-
pansions and tax cuts be
offset by other revenues or
other cost reductions.

The state should improve its
policies for reserve funds. Voters
approved changes in the Rainy
Day Fund rules after the 2002
recession to help the state
through future downturns. Re-
cent events suggest further im-
provements are needed. The
Fund’s cap—ten percent of one
year’'s GRF revenues—is not suf-
ficient to endure steep revenue
downturns. The restrictions on
the Fund’s use are too great.
The RDF should be restructured
so it may be appropriated at any
time until revenues return to pre
-downturn levels.

In addition to improving the RDF,
it's time for Oklahoma to exam-
ine the role of volatile revenues
like taxes on oil and natural gas
and consider removing at least a
portion of these taxes from the
stream of recurring revenues.
Among the options to explore
include placing a cap on the
amount of oil and gas gross pro-
ductions that can go to the GRF
and other operating funds, and
using some or all gross produc-
tion taxes to fund long-term obli-
gations and one-time spending
such as improvements to state
facilities and infrastructure.
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The state should thoroughly examine
its tax system. Oklahoma’s tax base
is threatened by the shift to a service
economy and by the ease at which
state taxes can be avoided in a
global economy. The state has fur-
ther eroded its funding capacity by
granting an ever-expanding array of
uncapped and poorly-evaluated tax
exemptions and incentives. The
state will need to modernize its tax
system in order to fund the level of
services that will help Oklahoma
families and communities prosper.

V. Conclusion
Oklahoma'’s current revenue short-
fall and service squeeze is harsh and
will continue for several more years.
State services will continue to dete-
riorate, causing harm to families and
restraining economic growth in Okla-
homa. It will be years before services
are restored and even longer before
we can invest in the public struc-
tures that will support greater pros-
perity.

The downturn is largely uncontrolla-
ble and so is its impact on state
revenues and services. These im-
pacts, however, can be better fore-
casted, understood, and managed.
The state should take steps to do so
by improving forecasting, planning,
and readiness and by working harder
to create the resources that will fund
public services Oklahoma needs in
order to recover and prosper.
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