Executive Summary

The nation is watching closely as California
struggles to avoid going broke.

So far, the most-populous state—and eighth-
biggest economy in the world—has unsuccessfully
sought a $7 billion federal loan guarantee to pay
its bills, temporarily issued I0Us to state employees
and business contractors because it ran short of
cash, and started shutting state offices several
Fridays a month to close the largest state budget
gap in the country. The same housing-market bust
that triggered the national recession in December
2007 also set off the Golden State’s fiscal crisis.

But a challenging mix of economic, money-
management and political factors has pushed
California to the brink of insolvency.

California’s problems are in a league of their own.
But the same pressures that drove it toward fiscal
disaster are wreaking havoc in a number of states,
with potentially damaging consequences for the

entire country.

This examination by the Pew Center on the
States looks closely at nine states, in addition
to California, that are particularly affected. All
of California’s neighbors—Arizona, Nevada
and Oregon—and fellow Sun Belt member
Florida were severely hit by the bursting of the
housing bubble and landed on Pew’s top 10
list of recession-stricken states facing a similar
set of fiscal difficulties. A Midwestern cluster
comprising lllinois, Michigan and Wisconsin
emerged, too, as did the Northeastern states of
New Jersey and Rhode Island.

These states budget troubles can have dramatic
consequences for their residents: higher taxes,

layoffs or furloughs of state workers, longer waits
for public services, more crowded classroomes,
higher college tuition and less support for

the poor or unemployed. But they also pose
challenges for the country as a whole. The 10
states account for more than a third of America’s
population' and economic output.? And actions
taken by state governments to balance their
budgets—such as tax increases and drastic
spending cuts—can slow down the nation’s
economic recovery.

The Pew Center on the States compiled its list by
scoring all 50 states according to six factors that
contributed substantially to California’s ongoing
fiscal woes: (1) high foreclosure rates; (2) increasing
joblessness; (3) loss of state revenues; (4) the
relative size of budget gaps; (5) legal obstacles to
balanced budgets—specifically, a supermajority
requirement for some or all tax increases or budget
bills; and (6) poor money-management practices.

Pews’s list is based on the best available data

as of July 31, 2009. This snapshot captures an
important juncture: the first and second quarters
of 2009, the pressure point for governors and
legislatures in the throes of crafting their budgets
for fiscal year 2010 (which began on July 1, 2009,
in all but four states).? This examination relies on
economic and revenue numbers from that time
period, rather than on the latest statistics, so that
the Pew Center on the States could compare
states at a similar stage in their budget process.

While California’s fiscal problems are better
known, our study identifies states that were
impacted nearly as much or more by the

recession in terms of some key factors, and
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that at the same time exhibit some of the
management challenges experienced by
California policy makers. Our analysis is not

a comprehensive diagnosis of states'fiscal

health, which also is affected by issues such as
demographics, debt burden and public pension
liabilities. But each of the six factors we highlight
is a warning sign, and collectively they allow

one way of measuring how states are faring in
comparison with California (Exhibit 1). (For details
on how we chose the indicators and analyzed the
data, please see the Methodology section.)

Close behind the 10 states on our list were
states such as Colorado, Georgia, Kentucky, New
York and Hawaii. (The full 50-state scorecard
is included in the Appendix on page 65.)

New York's revenue decline, for example, was
steeper in the first quarter of 2009 than in all
but four states, and its fiscal year 2010 budget
gap was sixth-worst in the nation. In fact, all
but two states, Montana and North Dakota,
confronted budget shortfalls for fiscal year
2010, with some facing their largest deficits in
modern history—an indication of the breadth

of the recession.” States overall struggled to
close an estimated $162 billion in gaps for
fiscal year 2010; since July, that tally has grown
by nearly $16 billion.> Tax collections in all 50
states for the first quarter of 2009 were down a
record 11.7 percent from 2008.° Meanwhile, the
unemployment rate was 9.2 percent nationally
during the second quarter of 2009 (the latest
figure available at the time of our examination),
with 12 states suffering from double-digit
jobless rates. That rate was up from 4.8 percent
when the recession officially began in the
fourth quarter of 20077

States'fiscal situations are widely expected to
worsen even when the national economy starts
to recover. In fact, unemployment jumped
nationally in the third quarter to 9.6 percent.
Federal stimulus money that helped states cover
some expenses starts running out at the end

of 2010. Plus, states historically have their worst
years shortly after a national recession ends, as
they cope with higher Medicaid and other safety-
net expenses at the same time revenues lag
because of stubborn unemployment.

Exhibit 1. The California Scorecard: States in Fiscal Peril

Change in GPP

Change in Size of unemployment  Foreclosure Needs “Money”

revenue’ budget gap? rate? rate* supermajority? grade
United States -11.7% 17.7%° 1.37% 17 yes, 33 no
California -16.2% 49.3% 4.6 2.02% Yes D+ 30
Arizona -16.5% 41.1% 3.0 2.42% Yes C+ 28
Rhode Island -12.5% 19.2% 4.5 1.50% Yes D+ 28
Michigan -16.5% 12.0% 6.0 1.47% Yes C+ 27
Oregon -19.0% 14.5% 6.4 .86% Yes C+ 26
Nevada 1.5% 37.8% 5.2 3.12% Yes C+ 26
Florida -11.5% 22.8% 4.4 2.72% Yes B- 25
New Jersey -15.8% 29.9% 3.7 1.18% No G- 23
Illinois -10.9% 47.3% 3.5 1.44% No G 22
Wisconsin -11.2% 23.2% 44 .96% No C+ 22

'From first quarter 2008 to first quarter 2009
2For fiscal year 2010, as of July 2009

*From second quarter 2008 to second quarter 2009
“New foreclosures in first quarter 2009
SAverage of all 50 states

NOTE: Based on a highest possible score of 30

SOURCE: Pew Center on the States 2009, reflecting best available and most current data as of July 31, 2009.
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The Pew Center on the States is pursuing a series
of research studies that will take a closer look

at states under fiscal stress and policy options
that might be most effective in helping them
find their footing. For now, this report shows
California is not the only state whose fiscal health
hangs in the balance.

The California Story
A quick look at California’s troubles helps explain
why the factors used in Pew’s analysis are telling.

The state’s history of budget deficits precedes
the current recession. The Golden State had the
largest budget shortfall during the last recession
early this decade® This time, the state’s budget
troubles are even bigger.

The problems stem in part from the housing
market. Nationally, foreclosures on first
mortgages hit a record high at the beginning
of 2009.° During the first quarter, lenders began
foreclosures on 1.37 percent of first mortgages.
But California’s rate was even higher, at 2
percent, the fourth-highest rate of any state.
Unemployment surged as the housing market
collapsed. The state’s jobless rate increased 4.6
percentage points from 6.8 percent in midyear
2008 to 11.4 percent in midyear 2009, the eighth-
biggest uptick in the country.

The weakening economy took its toll on state
finances. Revenues fell sharply, by nearly a sixth
between the first quarters of 2008 and 2009."°
California topped all states for the magnitude
of its budget shortfall in fiscal year 2010, both
in total dollars and as a share—in this case,
nearly half—of its general funds, which pay for
most state operations. In July 2009, California

lawmakers plugged a $45.5 billion hole in the
fiscal 2010 budget,"" but by October 2009
another $1.1 billion gap had emerged.'

The ability of lawmakers in Sacramento to fix
budget problems is constrained by several voter-
imposed restrictions, including requirements
that all budgets and tax increases pass the
legislature by a two-thirds majority." Practically,
the supermajority requirement means that
Democrats, who firmly control the legislature,
must win some Republican support for those
proposals, creating a recipe for gridlock. In

2008, the constraints hampered efforts to pass

a budget, which was finally signed a record 85
days late." In 2009, the governor and legislators
were unable to agree on how to fix the budget
and turned to voters to try to pass $6 billion in
tax increases the lawmakers could not enact
themselves. When voters rejected those tax hikes,
it fell back to lawmakers to erase the last $26
billion of red ink.

California's record of poor fiscal practices left its
officials ill-equipped to handle the latest downturn
in the economy. In 2008, the Government
Performance Project (GPP), a Pew initiative,

gave the state a D+ for its money-management
practices, tied for the lowest grade among the 50
states. The GPP cited, in part, California’s persistent
structural deficit, which results when a state’s
expenses outstrip its revenues.'

Adding annually to the budget problems,
California lawmakers since the late 1990s have
increased spending by more than the rise in state
population or inflation.'® In the meantime, policy
makers rarely set aside in the rainy day fund the 5
percent of general funds permitted by law, giving
the state less of a cushion during lean times."”
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At Least Nine Other States
Worth Watching

While California takes the spotlight, at least nine
other states face hardships nearly as daunting
(Exhibit 2). They share important characteristics
with California, but they may not be destined

to follow in the Golden State’s footsteps. Some
states in this report already have responded
aggressively to their budget crisis, although it

is too soon to tell whether their actions will put
them on solid fiscal footing. And again, these are
hardly the only states at risk.

The state profiles in this report go beyond the
data in the scorecard to give a fuller picture of
the recession’s deep and pervasive effects on
states' financial and economic well-being. The
report makes clear that the recession severely
impacted states from different geographic
regions with different types of economies, tax
structures and political leanings.

Here are the major challenges facing each of the
nine states profiled in this report:

Arizona

As the economic news grew bleaker and state
revenues sank during the past two years,
Arizona's lawmakers relied on one-time fixes to
balance its budget instead of making long-term
changes. In part, they were hamstrung by voter-
imposed spending constraints, a tax structure
highly reliant on a growing economy and a series
of tax cuts, made in the 1990s, that has limited
revenue. At this writing, policy makers still had
not decided how to bridge a $1 billion gap in the
current fiscal year's budget.

Rhode Island
The country’s smallest state has big problems.
It was one of the first states to fall into the

Pew Center on the States

recession because of the housing crisis and

may be one of the last to emerge. Rhode Island
consistently ranks near the top of states with the
highest unemployment rates, and last year it had
the highest home foreclosure rates in all of New
England. State government has a poor record of
managing its finances, and its economic recovery
is hampered by high tax rates, persistent state
budget deficits and a lack of high-tech jobs.

Michigan

Michigan never climbed out of the recession
that started in 2001, and matters only became
worse during the Great Recession. Two of the Big
Three Detroit-based automakers went bankrupt
in 2009, sending shockwaves through a state
that is on track to lose a quarter of its jobs this
decade. The recession accelerated drops in state
revenues and has left Michigan's government
trying to deal with today’s problems on a
1960s-sized budget.

Nevada

Nevada's unique gaming-based economy is in
jeopardy, as is its state budget that relies on
gambling and sales taxes to provide 60 percent
of its revenues. Year-over-year revenue has fallen
for two consecutive years, a record. But changes
to the tax system are difficult to make because,
unlike most states, Nevada has written some

of its tax laws into the state constitution. So
increasing the sales tax or adding an income tax,
for example, would be nearly impossible because
it requires voters to amend the constitution.

Oregon

The downturn has severely affected some of
Oregon’s leading industries, such as timber and
computer-chip manufacturing, and exposed
the state’s reliance on volatile corporate and
personal income taxes—the result of voters
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rejecting a statewide sales tax nine times. State
revenues plummeted 19 percent between the
first quarter of 2008 and the first quarter of
2009, a reflection of Oregon’s heavy reliance on
income taxes. Lawmakers this year approved
more than $1 billion in new taxes to make sure
the state can pay its bills. But voters in January
2010 will have the final say on $733 million in
new income taxes that are part of that package,
and the electorate historically rejects tax hikes at
the polls.

Florida

For the first time since World War Il, Florida'’s
population is shrinking. This is a disturbing
revelation for a state that has built its economy—
and structured its budget—on the assumption

that throngs of new residents will move to its
sunny shores each year. Lawmakers tried to

head off trouble by agreeing in 2009 to raise $2
billion in new revenue, but it already appears that
legislators will face a similar-sized budget shortfall
next year.

New Jersey

New Jersey is playing catch-up after years of
fiscal mismanagement and a daunting structural
imbalance between what it collects and what it
spends. The woes of nearby Wall Street—which
supports approximately one-third of New Jersey's
economy—only made matters worse. Growing
debt payments and perennially underfunded
pension systems will make the Garden State’s
road to recovery even rougher.

Exhibit 2. At least nine states beyond California face fiscal peril

The Pew Center on the States chose six factors that have contributed to California’s fiscal crisis. All 50 states
were scored based on those factors, with California receiving 30 out of a possible 30 points. This report focuses

on the nine states with next-highest scores.

Oregon
26

California

Arizona
28

‘\Rhode Island
28

Illinois ’\New Jersey

22 23

SOURCE: Pew Center on the States, based on analysis of data from the Nelson A. Rockefeller Institute of Government, the Center on Budget and Policy Priorities,
the U.S. Department of Labor’s Bureau of Labor Statistics, the Mortgage Bankers Association, the Public Policy Institute of California and the Pew Center on the

States' Government Performance Project; best available data as of July 31, 2009.
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[llinois

lllinois entered the nation’s fiscal crisis in a
precarious position. Since the last recession earlier
this decade, the state piled up huge backlogs of
Medicaid bills and borrowed money to pay its
pension obligations. Its problems grew worse once
the Great Recession hit. The state’s current budget
still relies heavily on borrowing and paying bills
late. The budget shortfall lawmakers confronted for
fiscal year 2010 topped $13.2 billion, among the
worst budget gaps in the country.

Wisconsin

To most, Wisconsin does not seem to have the
same problems managing its money as California,
its dairy rival. But the recession has hit Wisconsin
harder than most state governments, especially
when it comes to lost tax revenues and the

size of the hole in its budget. On top of that,
unemployment is climbing as the state’s largest
sector—manufacturing—sputters. Wisconsin’s
history of budget shortfalls and pattern of
borrowing frequently to cover operating
expenses, among other measures, made it poorly
positioned to weather the most recent severe
economic downturn.

Key Takeaways

Each of these 10 states tells a unique story—
but what lessons can be drawn from looking at
them as a group? We observed four common
threads that could point to vulnerabilities in
others as they try to navigate their way out of
the fiscal crisis:

® Unbalanced economies. A number of states
in our top 10 list have struggled in part
because their economies have depended
on a particular industry hit heavily by this
recession. Michigan’'s overreliance on the

Pew Center on the States

auto industry is a well-known tale, but other
states have found themselves in a similar
boat—for example, Nevada and gambling,
Oregon and timber and silicon chips, and
Florida and tourism and population growth.
This emphasis on a sector may have paid
off in times past, but it put these states at
greater risk when the recession hit. (Two
that to date have been relatively unscathed
by the nation’s fiscal crisis, Montana and
North Dakota, rely more heavily on energy
and agriculture than most, and those
industries at the moment are doing better
than many other sectors.) States cannot
choose their natural resources, of course, but
they can budget and manage for additional
volatility that can result from dependence
on a particular sector. Increasingly, states are
seeking to diversify their economies.

Revenues and expenditures out of
alignment. The unusual severity of this
recession has led to states across the
country facing substantial gaps between
what they collect in revenue and what
they spend. But many of our top 10 states,
including California, Illinois, Michigan,

New Jersey, Rhode Island and Wisconsin,
have a history of persistent shortfalls.
Aligning revenues and expenditures is a key
component of fiscal health; both Oregon
and Florida took significant steps last spring
to try to achieve that goal.

Limited ability to act. In most of our top
10 states, lawmakers' latitude to respond
to the fiscal crisis by raising taxes or
cutting spending is especially limited.

In Arizona, voters earlier this decade
approved measures that, in essence, have
pre-programmed spending on Medicaid
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and education. In Florida, policy makers

are struggling to find the funds needed

to reduce class sizes to levels mandated

by a 2002 constitutional amendment.
Nevada lawmakers cannot raise the sales
tax unless voters agree to amend the state
constitution. Oregon has a revenue cap
that forces the state to deliver rebates to
taxpayers when times are good but that can
strip it of much-needed revenue when times
are bad. And in California, ballot measures
approved by voters during the past several
decades have bound policy makers on

both the revenue and expenditure sides of
the ledger, by directing funds to specific
purposes and capping property taxes.

Putting off tough decisions. Several states
on the top 10 list were unable to muster the
political resolve to make long-term fixes to
their fiscal problems. Virtually every state
had to make tough decisions this year about
where to cut and how to raise additional
revenues, including through taxes or fees.

But in some states, lawmakers punted

the responsibility—either by asking their
voters or governors to make the call, or by
relying heavily on borrowing or accounting
methods that put off harder decisions

until later. As noted above, lawmakers in
California asked voters to enact $6 billion

in tax increases, all of which were rejected.
In Illinois, the legislature passed a budget
significantly out of balance, leaving it to the
governor to make the cuts. The state also
has a history of deferring its bills, including
payments to cover its public-sector pension
liabilities; this year, Illinois borrowed money
to pay for its annual pension contribution.
And New Jersey has perennially borrowed
money to balance its budget, and its

total debt has soared as a result. With 37
governors' seats up for election and 46
states choosing legislators in November
2010, political leadership will be a potent
factor in shaping how states meet their fiscal
challenges going forward.
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