CONNECTICUT

VOIGES | T4y

FOR CHILDREN

The Importance of Connecticut’s Budget Reserve Fund
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“This is no different from any family’s budget and no different from any family’s nest egg.- Anyone who
balances a checkbook knows that you need a long-term plan and you need to put money aside whenever
you can. That’s what I am doing and that’s what I will continue to do.” (Governor M. Jodi Rell,
September 2005)'

“States are in considerably better fiscal shape they have been since 2001....However, a return to budget
deficits is inevitable at some point. In general, states have used the better times to prepare for this
eventuality by rebuilding their reserves. But many states could do more.” (Center on Budget and Policy
Priorities, 2007)>

This Session, both the Governor and the Finance, Revenue, and Bonding Committee have proposed alternative
ways that our personal income tax can be used to raise additional revenues to fund new investments in public
services, while also addressing the state’s projected FY 08 current services deficit. The Governor originally
proposed an across-the-board increase in the top bracket rate (from 5% to 5.25% effective January 1, 2007, and
then to 5.5% effective January 1, 2008), while the revenue package approved by the Finance, Revenue, and Bonding
Committee proposed implementing a more progressive rate structure tax that would reduce the income taxes paid
by middle income earners, while increasing the income tax rate for Connecticut’s higher income earners (for joint
filers, applying to those with incomes over $190,000).’

Recently, the Governor and legislators on both sides of the aisle have suggested revisions to these proposals in
response to the continued projected growth in FY 08 revenues. Indeed, some even have questioned the need for
any increase in the personal income tax, given these projections and the increasing size of the FY 07 budget surplus.
In January, the State Comptroller projected a surplus of $532.2 million for the fiscal year ending June 30, 2007. By
May, that amount had grown to $627.3 million.

Despite these new projections, however, changes to our personal income tax remain important. Given the need for
increased state funding for K-12 education (to help reduce reliance on the property tax) and rising health care costs,
and given projections by both the Office of Fiscal Analysis and the Office of Policy and Management of structural
state budget deficits in Connecticut’s near future, the General Assembly and the Governor will need to come to
some agreement as to how to increase state revenues, even if they manage to sidestep the issue a bit during the first
year of the upcoming budget cycle.

I'M. Jodi Rell, “Governor Rell Says Deposit Into Rainy Day Fund Will Result in Two All-Time Highs”,
http://www.ct.gov/governorrell/cwp/view.asp?A=1761&Q=300908 September 2, 2005, Office of Governor M. Jodi Rell, Press Releases —
9/05.

2 Liz McNichol and Brian Filipowich, Rainy Day Funds: Opportunities for Reform, Center on Budget and Policy Priorities, January 2007.

3 For a compatison of the Governot’s and Finance Committee’s tax proposals, see Shelley Geballe, How Well Do the Governor’s and Finance
Committee’s Tax Proposals Ensure an Adequate and More Equitable Revenue System?, Connecticut Voices for Children, 2007.
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Increasing the income tax rate paid by our highest income taxpayers is one good way to help assure the continued
adequacy of state revenues. In addition, such a change should be made simply to make our state and local tax
system more equitable. Currently, Connecticut’s highest income taxpayers pay a much smaller share of their income
in state and local taxes than do its lower- and middle-income families.* Enacting income tax changes that make
Connecticut’s income tax structure more progressive — asking more of those who can afford to pay more — will
make Connecticut’s overall tax structure fairer.

A concern raised by some, however, is that an increased reliance on our personal income tax, and — in particular —
on a greater share of that tax being paid by our highest income taxpayers, would put the state at greater risk in times
of recession since income tax revenues are more volatile than, for example, property tax revenues.

Income Tax Volatility

Office of Policy and Management Secretary Robert Genuario correctly notes that a progressive income tax that
taxes higher income earners at a higher rate than lower income earners will experience greater volatility in revenues
than would a less progressive tax structure. Indeed, even Connecticut’s current income tax structure — which is
relatively “flat” for higher income taxpayers -- results in considerable flux in revenues related to the tides of fortune
experienced by the state’s wealthiest taxpayers. Figure 1 below shows (on the left axis), in billions, the total state
income taxes paid by taxpayers who reported a Connecticut Adjusted Gross Income (AGI) exceeding $200,000
(adjusted for inflation). It also shows (on the right axis), the share of total income tax revenues paid by those with
AGI exceeding $200,000. Were there little volatility in revenues from this source, both of these lines would be
relatively straight.
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Figure 1: Source: Connecticut Office of Fiscal Analysis, Connecticut Tax and Budget Data, 20006.

* See Robert Maclntyre, Who Pays? , Institute for Taxation and Economic Policy, 2002. Connecticut’s top 1% of income earners pay 4.4%
of their household income in combined state and local taxes (after the offset for federal taxes), less than half of the 10.2% of household
income required of Connecticut’s lowest twenty percent of income earners. See http://www.itepnet.org/whopays.htm.



The answer to the problem of revenue volatility is not, however, to avoid a more progressive income tax, but rather
to ensure that an adequate proportion of the additional revenues collected during ‘boom years’ are set aside for use
during years when income tax revenue growth is slow (or even negative). In Connecticut, as in other states, this
should be achieved by placing adequate funds into the state’s Budget Reserve Fund (also known as a Rainy Day
Fund). This Fund provides a fiscal “safety net” for the inevitable times when our economy weakens and tax
revenues decline.  Fortunately, Connecticut’s increasingly large FY 07 surplus provides the state with the fiscal
capacity to increase its Budget Reserve Fund again this year.

The Importance of a Budget Reserve/Rainy Day Fund

A bit of history illustrates why a well-funded Budget Reserve Fund is essential. Just prior to our most recent
recession, Connecticut’s Budget Reserve Fund was fully funded at the then-statutory level of 5% of net General
Fund appropriations — or $594.7 million. When state tax revenues plummeted in FY 02, the Budget Reserve Fund
was drained to address the FY 02 deficit. However, the Fund proved to be inadequate. Even after making deep
spending cuts,” Connecticut still had to borrow to bring the budget into balance in both FY 02 ($222 million) and
FY 03 ($97 million). This borrowing cost the state an additional $26 million in debt service payments. To try to
assure that the Budget Reserve Fund has sufficient funds to carry Connecticut through its next recession, the
statutory cap for the Fund was twice raised since FY 02 -- first to 7.5%, and then to 10% of net General Fund
appropriations.

Is Connecticut’s Budget Reserve/Rainy Day Fund Large Enough?

The Center on Budget and Policy Priorities’ recent study examining state rainy day funds recommends that states
maintain a budget reserve of az keast 15% of a year’s expenditures.” However, with a budget reserve of 8% of net
General Fund appropriations, Connecticut’s Rainy Day Fund stood well short of this target in 2006. Connecticut
ranked eighteenth in the country, behind neighboring Massachusetts (with a Budget Reserve Fund at 13%), but
ahead of New York (7%), New Jersey (5%), and Rhode Island (3.8%).

The state statute authorizing Connecticut’s Budget Reserve Fund [Conn. Gen. Stat. § 4-30a] sets a cap of 10% of
net General Fund appropriations for the Fund. This cap prevents the Fund from meeting even the national average
for state rainy day funds (11% in 20006), and puts Connecticut at risk of having inadequate reserves to weather
economic storms of the scale experienced in FY 2002 and FY2003. [See Figures 1 and 2].

Importantly, the Center on Budget and Policy Priorities recommends that the rules governing state rainy day funds
be changed so that caps are either removed or significantly increased: “The first step states could take to improve

their rainy day funds is either to remove the cap — perhaps substituting targets [i.e. a recommended level, rather than

a restrictive ceiling] for a fixed cap — or to increase it to a more adequate level such as 15 percent of the budget”.’

5> The fact that deep spending cuts had to be made because the Budget Reserve Fund was inadequate had multiple adverse effects. Most
obvious were the impacts of spending cuts on state-funded programs and services, some of which s#/ have not been fully restored.
Perhaps less obvious is the impact of the cuts on subsequent budget growth allowed under our state spending cap. The cap currently limits
growth in appropriations from one year to the next to an amount determined by applying an allowable growth rate (defined by the greater
of personal income growth or inflation) to the prior yeat’s “capped” appropriations. As a result, when there are deep spending cuts (as
occurred in FY 02 and FY 03) a smaller budget “base” results, and therefore less allowable growth in appropriations in all subsequent years.
The impact is a ratcheting down of public investment with each successive recession. An adequate Budget Reserve Fund would protect
against this effect.

¢ McNichol and Filipowich, 1.

7 McNichol and Filipowich, 2.
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Figure 2: Source: Center on Budget and Policy Priorities, 2007.

What Should Connecticut Do?

Like most other states, Connecticut’s fiscal capacity to augment its Budget Reserve Fund has improved considerably
in recent years. The Fund reached an all-time high of $1.1 billion in 2006 with the deposit of FY 04, FY 05, and FY
06 surplus funds into the Fund [See Figure 3].
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Figure 3 Source: M. Jodi Rell, Governor of Connecticut, FY2008-2009 Governor’s Budget Summary, 29.

Eatlier this Session, the Governor proposed placing $151.2 million of the projected FY 07 surplus into the Budget
Reserve Fund, which would bring its total to $1,263.5 million. This is more than double the size of the Budget
Reserve Fund when we entered the last recession. However, based on the Governor’s FY 08 proposed net General
Fund appropriations of $16.178 billion, the maximum that could be deposited in the Fund — at 10% of net General
Fund appropriations -- is $1,617.8 million. That is, even with the Governor’s proposed addition of FY 07 surplus,
the Fund would be funded at just 78% of the full 10% statutory rate. Full funding at 10% would require a $354.3
million contribution this year and funding to the recommended 15% level, even more.

Importantly, the Comptroller is now projecting a FY 07 surplus of $627.3 million, more than the Governor’s
proposed budget assumed. Whatever portion of this surplus that is not appropriated for other purposes by the
General Assembly could, and should, be added to the Fund. It is important that the addition to the Fund this year
be at least as great as additions in the previous three years,” because the projected structural deficit in Connecticut’s
budget in the years after FY 08 will eliminate our capacity to continue to add to the Fund. Indeed, revenues from the
Fund may be needed to fund current programs and services at that time, moving us farther from the current 10%
(or recommended 15%) Budget Reserve Fund goal with each passing year.

Conclusion
Connecticut needs to ensure that the incredible wealth of its citizens is used efficiently and wisely, in a manner that
provides not only adequate revenues to fund the services on which we collectively rely, but also in a manner that

ensures access to a steady and predictable income stream. Enacting a more progressive income tax structure, paired
with an adequate State Budget Reserve Fund, helps accomplish both of these objectives.

8 The deposit in FY 04 was $302.2 million, in FY 05 was $363.9 million and in FY 06 was $446.2 million.
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