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The state-federal unemployment insurance (UI) system is a critical support for the unemployed. Created in 1935,
the UI system is a form of social insurance — contributions are paid into the system on behalf of workers, who are
guaranteed partial and temporary replacement of wages (unemployment compensation, or UI benefits) if and when
they become unemployed.

The system acts as an economic buffer in periods of high unemployment, with UI dollars helping to sustain
consumer demand and supporting the economic security of working families when joblessness occurs.' In addition,
strong UI programs protect jobless workers and impacted communities, and support worker participation in the
economy by subsidizing employment searches during times of unemployment and reducing the risk of job loss.”

Today, with nearly 150,000 unemployed workers in Connecticut,” our state’s Ul system is an especially important
support for working families. Nearly 50 percent of Connecticut’s unemployed have been out of work for six
months or more — the 5" highest rate of long-term unemployment in the country; the outlook is far worse for
Latinos, African-Americans, and the least-educated." And as more and more families edge towards economic
insecurity, unemployment compensation is an increasingly important source of income. Indeed, in 2010, UI benefits
kept an estimated 45,000 people out of poverty in Connecticut.” However, the UI trust fund is increasingly unstable,
placing this crucial benefit in jeopardy at a time when working families can least afford it.

As Connecticut’s unemployment insurance trust fund faced unprecedented demand during the recession, it began
paying out benefits at a rate that far exceeded that at which employers were paying into the system — leading the
state Department of Labor to declare the fund insolvent in October of 2009. Since then, the state has had to
borrow over $800 million from the federal government just to stay current on legally-obligated Ul payments.
Although our situation is not unique — as many as 30 other states have had to borrow from the federal government
to fund their UI systems® — it is critically important that the state take steps to restore solvency to the system while
maintaining this critical work support for families across Connecticut.

This issue brief will be divided into three parts: First, it will provide an overview of how unemployment insurance is
funded in Connecticut. Second, the report will trace the stability and solvency of Connecticut’s Ul trust fund over
the course of the recession, and the costs of an insolvent system. Finally, after outlining two relevant solvency
reform efforts from other states, it will propose a series of common-sense modifications that could put
Connecticut’s Ul system on firmer footing in the years ahead.

Financing Unemployment Insurance in Connecticut

In Connecticut, as in much of the United States, the Ul system is normally funded by employers who pay taxes into
the Unemployment Compensation Trust Fund (hereafter, the “UI trust fund”). The amount a Connecticut
employer pays in Ul taxes consists of a percentage which is the sum of a) the individual employer’s Experience
Rate, calculated as a ratio of total benefit payments charged to the employer’s account during the past three years
relative to the total taxable wages paid by the employer during the same period, and b) the Fund Balance Tax Rate.

This rate varies yearly and is levied pursuant to a statutory requirement that the balance in the trust fund equal 0.8
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percent of the total wages paid to workers by contributing employers during the last fiscal year.” The Fund Balance
Tax Rate stood at 1.4 percent in FY 2011. Figure 1 illustrates the formula used to calculate employer contributions
in Connecticut.
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Fig. 1: Benefit-ratio Employer Contribution Formula

A key element of state Ul financing mechanisms is the “taxable wage base,” or the amount of each employee’s
wages that can be subjected to state unemployment taxes. In Connecticut, the taxable wage base is capped at
$15,000, and has been set at this amount since 1999.°  As a result, the percentage of total wages subject to Ul
taxation has dropped (see Fig. 2) while wages covered by UI in Connecticut continued to climb. The ratio of
taxable wages to total wages stood at 27.3 percent in the first quarter of 2001; by the first quarter of 2011, this ratio
stood at 20.1 percent — a 20.3 percent decline over ten years. Over the same time period, total wages zucreased by
nearly 25 percent.’
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Fig. 2. Source: CT Voices for Children analysis of U.S. Department of Labor state program data

Connecticut is one of 18 states in the country that utilize the “benefit-ratio” formula to determine employer
contribution rates, shown in Figure 1 above as the “experience tax rate.” The benefit-ratio formula can be put
simply as benefits charged divided by payroll. The benefit-ratio system rests on the assumption that if each
employer pays a rate which approximates his benefit ratio — or, how much he “costs” the Ul system relative to the
size of his payroll — the program will be adequately financed."



Measuring the Insolvency of Connecticut’s UI Trust Fund

When unemployment spiked in Connecticut from 5.7 to 8.1 percent between 2008 and 2009, Connecticut’s
unemployment compensation trust fund, placed under an unprecedented degree of stress, began to pay out
exponentially more in Ul benefits than employers were paying in. On October 13, 2009, the trust fund was officially

declared insolvent by the Connecticut Department of Labor."
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Fig. 3. Source: CT Voices for Children analysis of U.S. Department of Labor state program data

As illustrated in the above chart, revenues and benefits were in general equilibrium through 2006, 2007, and the
early part of 2008. Expenditures began to greatly outpace revenues in late 2008, leading to a draining of the trust
fund reserves and the October 2009 insolvency declaration. In order to stay current on its legally-required
unemployment compensation payments, Connecticut was forced to begin borrowing from the federal government

and is now one of 27 states doing so."
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Figure 4 more fully illustrates the critical role federal loans have played in shoring up Connecticut’s unemployment
compensation system. In the third quarter of 2011, Connecticut’s unemployment compensation loan balance stood
at $809,876,000."

Costs of an Insolvent Unemployment Trust Fund

The American Recovery and Reinvestment Act, known as ARRA, waived interest payments on Connecticut’s
federal loans until December 30, 2010, but since this date, interest has been accruing. According to the Connecticut
Department of Labor, interest costs that came due on October 1, 2011 totaled approximately $40 million. Starting
on August 1, 2011, all tax-paying employers were billed for a “special assessment” solely to pay the costs of interest
on federal borrowing (up to $25.50 per employee)."* In addition, Connecticut employers are subject to an increase in
their Federal Unemployment Tax (FUTA) payments. Because Connecticut has had a loan balance on two
consecutive January Ists and is still borrowing, employers paid an additional $21 per employee in FUTA taxes in
2011; employers will see this tax increase an additional $21 per year until there has been substantial progress made
towards restoring solvency."

The following table reflects the CT Department of Labor’s most recent projections for total interest costs and
additional FUTA taxes into 2015";

Year Annual Interest Costs | Annual FUTA Credit Total Costs to Total Cost per Covered
Reductions” Employers Employee®

2012 $31 million $30 million $61 million $39

2013 $25 million $60 million $85 million $54

2014 $10 million $90 million $100 million $64

2015 $0 $120 million $120 million $77

Turning Back the Clock: Trust Fund Solvency before the Recession

There’s little doubt that Connecticut’s unemployment compensation system currently finds itself on historically
shaky ground. However, in order to fully understand the root causes of the current crisis, it is necessary to take a
look at the health of the trust fund in the run-up to the recession.

First, a brief explanation of the main measure of historical trust-fund solvency that will be utilized in this report —
the “average high-cost multiple,” hereafter abbreviated as the AHCM. A commonly-used measure of solvency, the
AHCM uses past performance to assess the adequacy of current reserves by comparing trust-fund savings to
historically high UI benefit payment levels in previous recessions.

Federal labor officials generally recommend that state trust funds maintain an AHCM of 1.0."” Trust funds with this
level of savings that will ensure the state has enough money in the bank to pay one year of unemployment benefits
during a recession of historically-average severity.”’ Similarly, a state with an AHCM of 0.5 would be expected to be
able to pay Ul benefits for 6 months during the same recession; at 0.25, 3 months, and so forth.
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Fig. 5. Source: CT Voices for Children analysis of U.S. Department of Labor state program data

Figure 5 illustrates the fiscal outlook for the 50 state unemployment compensation trust funds in the 4™ quarter of
2007, just before the recession hit. All in all, only 17 states entered the recession with an average high-cost multiple
at or above 1.0. This marks a sharp downturn in states’ preparedness for this recession compared to past — and less
severe — downturns. In 2000, for instance, some 30 state trust funds had an AHCM of 1.0 or greater; in 1989, 32
did.*' On average, state trust funds had enough on hand to pay out about 9 months of Ul benefits — an AHCM of
0.77. However, 22 states had AHCM of 0.5 or below — among these states, the average AHCM was 0.29, enough
for only about 3 months of Ul payments.”” Of the 17 states that had an AHCM of 1.0 or greater during the 4®
quarter of 2007, all but four were debt-free in the third quarter of 2011. And of these four states, three — Florida,
Nevada, and Arizona — withstood the very worst of the foreclosure crisis.”” In contrast, of the 33 states that entered
the recession with less than a yeat’s savings accumulated, 24 — Connecticut among them — have had to borrow from
the federal government to stay current on UI payments.*

CT Trust Fund Solvency, 2001-2011

1.2 ~

0.4 -

0.2 -

Average High-Cost Multiple (AHCM)
=)
(o)}

1|2|3|41|2|3|41|2|3|41|2|3|41|2|3|41|2|3|41|2|3|41|2|3|41|2|3|41|2|3|41
2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 2011

Fig. 6. Source: CT Voices for Children analysis of U.S. Department of Labor state program data



On the eve of the Great Recession, Connecticut’s trust fund stood at the middle of the pack relative to the 50 states
— with an AHCM of 0.54 in the 4" quarter of 2007. However, since peaking at 0.96 AHCM in 2001, Connecticut’s
reserves steadily dwindled during the recession of the early 2000s and failed to return to this level even during the
mid-decade boom years of 2004-2007 (see Fig. 6), thanks to slow job growth and inadequate financing mechanisms.
The middle of the decade saw a sluggish labor market recovery in our state, with employment peaking in 2008 at a
level that only slightly exceeded the previous highs registered in 2000. By comparison, the country as a whole
entered the Great Recession having recovered three times the number of jobs lost in the early-decade downturn.”

Although the AHCM is a nationally-recognized and widely-used measure of trust fund solvency, the statutes
governing Connecticut’s UI system do not employ this metric. As mentioned above, the current goal for trust fund
solvency is a balance equal to or greater than 0.8 percent of total wages paid by taxable employers in a given year,”
and this ratio determines the fund balance tax rate component of the employer contribution (see Fig. 1 above).”
The fund balance tax rate, capped at 1.4% of taxable wages, was the primary method the state used to recoup the
trust fund balance and restore solvency during cyclical downturns through much of the previous decade (see Fig. 7)
— a method that proved inadequate during the most recent recession.
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Fig. 7. Source: CT Voices for Children analysis of U.S. Department of Labor state program data

Taken as a whole, the current approach to Ul financing in Connecticut ensured relative solvency from 2001 until
the recession began to clamp down on the state’s economy in 2008. However, it is also apparent that
Connecticut’s UI system was unprepared for a downturn of the depth, severity, and duration of the recession of
2007-2009, and the stagnant labor market conditions that persist to this day. Through much of the preceding 10
years, fluctuations in employment driven by the business cycle resulted in corresponding drops in the trust fund
balance. But as demonstrated above, a retrospective analysis of key solvency measures calls into question the ability
of Connecticut’s Ul system to withstand a large-scale, recession-related drawdown.



Two States, Two Approaches to Stability: Rhode Island and Colorado

As noted above, some 30 states have had to borrow from the federal government to stay current on Ul payments.
And as interest payments come due on the federal loans, putting even greater strain on fiscal resources that are
already stretched thin, policymakers in many of these states have placed a priority on system-wide reforms that are
geared towards more sustainable trust-fund projections in the medium to long run.

Two states — Rhode Island and Colorado — have taken significant steps to address the long-term solvency of their
UI trust funds through financing reforms. Like Connecticut, both states entered the recession unprepared to absorb
the demand on UI reserves spurred by the recession.

Colorado’s Ul solvency measure, H.B. 11-1288, was introduced in the state legislature with bipartisan co-
sponsorship. The law, based on a set of recommendations set forth by a working group convened by the state’s
Department of Labor, includes a series of adjustments and increases to employer premium rates, and importantly,
both raises and indexes the state taxable wage base to reflect wage growth beginning in 2014.” The bill passed
unanimously in both the House and Senate, and was backed by both the National Federation of Independent
Businesses (NFIB) and the AFL-CIO.”

Aside from increasing the taxable wage base and indexing it to averages wages in the state, the Colorado bill creates
a new fund balance tax rate schedule designed to generate more revenue during solvency and reduce the burden to
employers during insolvency and puts in place a “premium credit” designed to reward employers with positive
experience history (that is, those who have paid more into the system than they were charged in benefits). '

In Rhode Island, legislators paired a set of reforms to the state’s Ul financing mechanisms with a series of
adjustments to benefit calculation and eligibility determination. Amid unusually high unemployment, projected
fund insolvency until at least 2017, and a frozen taxable wage base, Article IV of the state’s FY 2012 budget reflects
the proposals of the Rhode Island Employment Security Advisory Council. Specifically, Article IV eliminates the
current taxable wage base and replaces it with an adjustment based on the average annual wage that is phased in
over three years. In addition, the bill raises the taxable wage base for the highest-rated employers to $3,000 above
the taxable wage base for all other employers™.

In addition, Rhode Island made a series of changes to benefit calculation and eligibility standards. However, unlike
Connecticut, Rhode Island’s UI benefits as compared to average wages are extremely generous — second-highest
nationally in the third quarter of 2011.”

Altogether, the revenue adjustments contained in Rhode Island’s solvency measure will result in about $7 million in
new annual revenue, and will put the state on track to repay all outstanding federal UI loans by 2015. Further, when

combined with the benefit and eligibility reforms also in the bill, these changes will create a UI trust fund reserve of
$443 million by 2020.™

Connecticut’s SB 988

In 2010, a trust-fund solvency measure (Senate Bill 988, An Act Concerning the Solvency of the Unemployment Compensation
Trust Fund) was introduced in the Connecticut General Assembly on behalf of the state Department of Labor. The
bill would have changed the statutory reserve goal from 0.8 percent of total wages paid by tax-paying employers to
an AHCM of 0.5, with this goal increasing by 0.1 percent each year from 2012 to 2018, when the goal AHCM
reaches 1.0. The bill received bipartisan support in the state Senate, but was never brought to a vote in the House.”
While this bill would have taken the important step of increasing the state’s fund solvency goal, it failed to increase
the capacity of the state to raise additional funds to meet this new standard — and therefore would have not
alleviated the structural inadequacy of the current Ul financing mechanism.



The Road to Solvency: An Action Plan for Connecticut

On the whole, it is clear that Connecticut’s Ul trust fund is in need of swift and meaningful reforms. Historic,
recession-driven unemployment drastically depleted the trust fund reserves, forcing the state to borrow from the
federal government and increasing taxes on employers. Moreover, Connecticut’s capacity to dig out of the current
hole — and to prepare for the next recession — is limited at best. Without adjustments to the way Ul is funded in
our state, we will be just as unprepared for future economic downturns as we were for the current one.

Before proceeding with a set of recommendations to move Connecticut closer to solvency while protecting this
critical work support, it is important to see where our system stands relative to the 50 states. By benchmarking our
state across a series of relevant national indicators, we will be better-equipped to assess the systems strengths and
weaknesses — and opportunities for improvement.

) ) } As illustrated in Fig. 7, Connecticut’s Ul-related taxes are
e middle-of-the-pack when stacked up against the 50 states.
$15,000 State taxable wage Lo \X/hile.Connecticut boasts the third-highest average weekly
base wage in the country, our taxable wage base — $15,000 per
G Employer tax rate s ergployee — ranks 19th nationally. At 0.96 percent, ?drnployer—
on total wages paid UI taxes as a percentage of total wages are 23" -highest.
Maximum And in Connecticut, the maximum employer contribution at
$1,020 contribution per 20% the taxable wage base — $1,020 per employee — is 26th-
employee highest nationally. By these measures, Connecticut’s
$1,161 A 3ud employers pay into the UI trust fund at an overwhelmingly

A ase average rate.”’

vg. weekly

28.1% percgz?:gitgf avg. 45 In contrast, benefit levels in our state are comparatively low.
weekly wage In Connecticut, the average UI recipient only sees a little
Source: CT Voices analysis of US Dept. of Labor state UL | more than 28 percent of their previous wages replaced in Ul
program data’ benefits. This percentage, also known as the “replacement

rate,” is strikingly low; Ul recipients in some 44 other states see their wages replaced at higher rates. In Rhode
Island, for instance, the average weekly benefit amount in the second quarter of 2011 stood at 44.3 percent of the
average weekly wage — second highest nationally.”

In this light, it is easy to see why Rhode Island enacted substantial benefit reforms as part of their UI solvency
efforts, with an unemployment rate and benefit payouts that both far outpace national averages. However, an
analysis of Connecticut’s UI system 2 the contexct of the 50 states leads us to the following conclusions:




Recommendations

Broadly speaking, policy actions regarding UI solvency should be twofold: First, immediate action should be taken
to bolster trust fund reserves in the short term and reduce or eliminate the special assessment on employers
currently needed to service the state’s outstanding federal loans. Second, the state taxable wage base should be
indexed to wages, bringing trust fund revenues into closer alignment with the state’s economic situation and
ensuring the trust fund is better prepared for future economic downturns.

Specifically, the state should consider the following changes to the UI system:

I. Establish a higher solvency goal of 1.0 AHCM, phased in over five years. If implemented immediately, the
AHCM would increase the state’s reserve balance goal from $600 million to about $1.2 billion.” In the long run,
the AHCM formula would better prepare the state for increased benefit payouts during future recessions.

II. Increase the taxable wage base, and in the first year after solvency, index the taxable wage base to average
annual wage. Last year, the Connecticut Department of Labor projected that increasing the taxable wage base to
$20,000 in 2012 and raising it in $1,000 annual increments until maxing out at $26,000 in 2018 would reduce interest
costs by about $40 million, and would eliminate some $210 million in federal unemployment tax increases.”’
Seventeen other states currently index the taxable wage base — and of the sixteen that did so before the recession,
more than two-thirds (eleven states in total) have avoided the need to borrow, and the associated costs to
employers."

I1I. For employers with the highest experience rating, establish a higher taxable wage base and increase the
fund balance tax rate. In Rhode Island, a similar proposal was expected to raise an additional $3.1 million in
annual revenue. "

In the early 1990s, Connecticut was faced with a similar UI insolvency crisis. The early-decade economic
contraction resulted in a spike in those claiming UI benefits, draining the trust fund and forcing the state to borrow
to cover payments to those out of work. In response to this crisis, Connecticut took steps to increase its taxable
wage base—then only $7,100—in increments, topping out in 1999 at the current $15,000 level. However, this
reform effort failed to make the permanent, structural changes to Ul financing that would have helped us withstand
the most severe economic crisis in a lifetime.

It is essential that Connecticut not fall short yet again. By linking employer contribution requirements to the rate of
wage growth in Connecticut—something seventeen other states, including Rhode Island and New Jersey, currently
do—the UI system would be funded at a rate that reflects the realities of our state’s economy. Moreover, these
common-sense reforms would reaffirm our commitment to a dependable, affordable UI system for all workers—
not just those currently out of a job. Employers and state government must be equal partners in restoring solvency
and stability to a work support that provides security to so many in Connecticut.
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