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Fiscal Federalism: The Looming Federal Fiscal Crisis and Its Effect on Tennessee

EXECUTIVE SUMMARY

When Tennessee faced a budgetary shortfall in 2003-2004, Governor
Phil Bredesen asked not only for across-the-board cuts of 9% in all
state programs, but also for cuts of 9% in state-shared revenues.
These revenues often make up a substantial part of local budgets
and their reduction caused local budgetary pain across the state:
cities were not prepared for the cuts. Tennessee could face similar
woes in the near future if federal funds to the states are cut. The
state and local governments need to begin to prepare for such an
eventuality so it can cushion the blow.

WARNING FROM THE U.S. COMPTROLLER GENERAL

Annual federal budget deficits, and the resulting accumulating federal
debt, are likely to lead to decreases in federal spending in the years
to come, while the tendency toward federal unfunded mandates
shows no sign of abating. The situation is sufficiently dire that the
Comptroller General of the United States, David Walker, has taken
to touring with the bipartisan Concord Coalition to spread the word.
Comptroller Walker and other Concord Coalition members presented
their warnings at the National Conference of State Legislatures’
annual meeting in Nashville in August 2006 at a session co-sponsored
by TACIR.

The message of this presentation was that, as bad as the national
budget numbers look, the reality is substantially worse. Official
budget deficit amounts do not include obligations that the federal
government has in the form of future entitlement payments. While
Congress’ habit of borrowing from Social Security surpluses over
the years has left our future payments under that program
inadequately funded, the truly frightening obligations will come from
Medicare and Medicaid. The nation has discussed this coming
financial burden for decades: the “baby boomers” start retiring in
2008 and the problem has not yet been addressed. People really
don’t want to hear bad news, and politicians certainly aren’t interested
in telling it, so the magnitude of the problem is often overlooked.

Message from the
Comptroller
General

As bad as the
national budget
numbers look, the
reality is
substantially worse.
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Foreign ownership of
U.S. marketable
public debt exceeded
50% for the first time
in 2004. Virtually all
new public debt is
being purchased by
foreign investors.

DEFICITS WILL CONTINUE TO GROW

Even under the exceptionally rosy assumptions currently made by
the federal government, federal spending is projected to grow to
28% of Gross Domestic Product (GDP) by 2040, with a deficit of
8% of GDP. The Government Accountability Office reports that the
federal budget deficit reported on a cash basis—$316 billion in 2005—
is grossly inaccurate. The federal deficit including accrued liabilities,
which include commitments such as future Social Security payments
and Medicare coverage, for 2005 is actually $760 billion. With
more realistic assumptions, projections show a federal budget that
takes up over 40% of GDP, with a deficit of almost 25% of GDP by
2040.

In addition to concerns about federal borrowing and spending
decisions, economists find declining household savings rates
problematic. During an economic downturn, individual households
use their savings to lessen the impact, often preventing widespread
bankruptcies and foreclosures. But individual household saving is
at its lowest point in several decades. The savings rate was a concern
in the 1980’s, when it was at roughly 10% of disposable income.
Since that time, it has declined steadily, reaching 5% in the mid-90’s
and holding at 2% through the early years of the new century. The
personal savings rate in 2005 was negative for the first time since
the Great Depression, and remains so in early 2007.

WHO OWNS AMERICA?

Increasing foreign ownership of U. S. debt is also a cause for concern.
Foreign ownership of U. S. marketable public debt exceeded 50%
for the first time in 2004. Virtually all new public debt is being
purchased by foreign investors. As we chart this new debt territory,
there is disagreement on what it means and how it will affect us.
Economists worry that such borrowing is unsustainable, that
increasing interest payments made to foreign investors will take
money out of the U. S. economy, and that our creditors may gain
leverage over our foreign policy.

At the same time that the United States has been racking up this
debt, the nation has little to show for it in terms of key national
indicators. While ranking at the top for health care expenditures,
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the United States is far from the top on various measures of national
good health indicators. Furthermore, debt has not been able to
fuel the U. S. economy enough for it to lead in GDP growth or
wage growth.

PROGRAM CUTS LIKELY

The federal budget crisis is likely to lead to cuts in funding for services
that states are either obligated to provide, like health care for the
poor, public education and corrections, or are wise to provide, like
funding for economic and community development and increases
in disaster preparedness. The federal government has also shown
some interest in closing off some avenues for state and local revenues
by moving to further deregulate interstate commerce.

¢ The Effect on Medicaid: Plans are already underway to
reduce federal Medicaid payments during fiscal year 2007,
partly as a continuing move to ensure the “fiscal integrity” of
the program. One of the more significant new costs to the
state is the “clawback” provision that is part of the new
Medicare Part D prescription drug plan. The state is required
to pay the federal government 90% of the federally estimated
cost of program benefits that go to Medicaid-eligible seniors
and disabled persons. The Kaiser Commission on Medicaid
and the Uninsured reports that Tennessee will pay $337 per
Medicaid-eligible recipient. Governor Bredesen reported in
his 2006-2007 budget that Tennessee will suffer a net loss of
$20 million in federal funds on this program.

¢ The Effect on Education/No Child Left Behind: In general,
Tennessee education officials are in favor of NCLB and
believe that its requirements are good ones, as evidenced
by the fact that Tennessee was already on the road to
implementing similar requirements. Tennessee’s existing
annual assessments give the state an advantage in
implementing NCLB. Though the federal program required
some changes to the assessment procedure, it resulted in
receiving federal funds for something that the state was
already doing. Nonetheless, as the costs of increasing
achievement among groups of students that require more
individual attention and resources kick in, federal funding

Plans are already
underway to reduce
federal Medicaid
payments during
fiscal year 2007.
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There have been
increasing efforts in
Congress to limit
states’ ability to tax
and regulate
business.

that proceeds as currently planned will not be adequate to
the task. Before NCLB, Tennessee was receiving a total of
$208,633,432 annually. In the current 2006-07 fiscal year,
the total is $326,231,378. It is difficult to separate NCLB-
required spending from other state spending to define exactly
what the costs of NCLB are to Tennessee. The non-partisan
National Priorities Project estimated that, for fiscal year 2006
Tennessee would require $533.8 million to fully implement
the requirements of NCLB, an estimate that is fully $190.5
million above the federal aid proposed for Tennessee of
$343.3 million. Ewven this lower amount, however, will not
actually be provided to Tennessee. The National Conference
of State Legislators estimated that the gap between authorized
funds and appropriated funds for all states combined would
be $10 billion, at a minimum, for fiscal year 2005. Tennessee
actually received $326.2 million, and may face similar gaps
between proposed and actual funding in the future.

The Effect on Community Development Block Grants:
These grants, begun in 1974, have been on the chopping
block each year. Proposed cuts have been reduced or
eliminated in years past, but the National Association of
Counties reports that the FY 2007 federal budget proposal
will slash CDBG funding by nearly $1 billion. According to
the Tennessee Department of Economic and Community
Development, Tennessee has received roughly $30 million
per year in CDBGs over the last several years.

The Effect on Business Taxation and Regulation Limits:
There have been increasing efforts in Congress in recent years
to limit states’” ability to tax and regulate business. Making
use of federal restrictions on state involvement in interstate
commerce, legislation limiting state taxation and regulation
of multi-state businesses has become a priority. The costs to
Tennessee cannot yet be estimated, but, if the changes that
have been suggested are made, revenue loss would be
substantial. The non-partisan Multi-state Tax Commission
made an estimate of $200 million lost to state and local
governments as a whole.

The Effect on Homeland Security: Homeland Security is a
potential problem area. While the eventual shape of programs
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and funding mechanisms for homeland security are still in
flux, there is potential for the need for large state and local
expenditures. The commitment of the federal government
to fund such expenditures is unclear. Both New York City
and Washington, DC faced large federal homeland security
funding cuts this year. Tennessee had a $13.7 million boost
to its Homeland Security grant funds in 2006, but there are
still concerns about how much federal funding will be made
available going forward for necessary security projects.

Tennessee is likely to have to shoulder an increasing amount of the
financial burden from these and other programs that are at least
partially federally funded. Many of these programs have federally
mandated components and/or service levels that are likely to remain,
and perhaps increase, even as federal funds cover less and less of
them. Tennessee must be prepared to meet its spending obligations
if federal funds begin to decline.

ILLEGAL IMMIGRATION

The strength of federal efforts to curtail illegal immigration can affect
the expenses of such immigration to states. Illegal immigration costs
states money in a variety of areas, especially in uninsured medical
services and education. An approximation based on the state
population in 2004 and the cost of state services as estimated by
the United States Census Bureau! fell between 1.7% and 3.4% of
total spending in affected categories. Expenses are figured for three
different estimates of the number of illegal immigrants in Tennessee.
The Pew Hispanic Center put the number at between 100,000 and
150,000;2 though, the Census Bureau'’s estimate was 154,000. With
very little hard data to rely on, these estimates are quite rough and
likely underestimate the true number of illegal immigrants in
Tennessee.

The costs estimates are also quite rough, assuming that the cost per
individual for each service is the same for undocumented residents
as it is for citizens. Anecdotally, this is not the case, with such
additional costs as interpreters incurred. For example, state
education costs related to English language learning (ELL) are
$32,189,794 in fiscal year 2007.2 This amount does not include
related local costs.

Tennessee is likely to
have to shoulder an
increasing amount
of the financial
burden from
programs that are at
least partially
federally funded.
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Table 1. Estimated Service Costs for Undocumented Immigrants in Tennessee

Cost for Cost for Cost for

Undocumented Undocumented Undocumented

Immigrants Based | Immigrants Based | Immigrants Based
Per on 100,000 on 150,000 on 200,000

Total State Capita Undocumented Undocumented Undocumented
Expenditure Category Expenditure Cost Immigrant Estimate | Immigrant Estimate | Immigrant Estimate
Education $6,477,758,000 $1,099 $109,923,000 $164,884,500 $219,846,000
Public welfare $8,357,217,000 $1,418 $141,816,000 $212,724,000 $283,632,000
Hospitals $342,944,000 $58 $5,820,000 $8,730,000 $11,640,000
Health $962,310,000 $163 $16,330,000 $24,495,000 $32,660,000
Highways $1,545,491,000 $262 $26,226,000 $39,339,000 $52,452,000
Police protection $142,127,000 $24 $2,412,000 $3,618,000 $4,824,000
Correction $596,095,000 $101 $10,115,000 $15,172,500 $20,230,000
Natural resources $224,643,000 $38 $3,812,000 $5,718,000 $7,624,000
Parks and recreation $119,821,000 $20 $2,033,000 $3,049,500 $4,066,000
Government administration $495,428,000 $84 $8,407,000 $12,610,500 $16,814,000
TOTAL $19,263,834,000 $3,269 $326,894,000 $490,341,000 $653,788,000

Sources:

These costs account
for 1.70% of total
expenditures

These costs account
for 2.55% of total
expenditures

These costs account
for 3.39% of total
expenditures

U.S. Census Bureau, State Government Finances 2004 for service cost data
Pew Hispanic Center for estimated number of undocumented immigrants in Tennessee

Notes:

*The 2004 population of Tennessee reported by the U.S. Census Bureau was 5,893,000.
*This table includes the undocumented immigrant population in that number.

*The service cost estimates in this table may be conservative, as they assume equal per capita spending for immigrants and natives. In
several service areas, education and hospitals for instance, undocumented immigrants may require higher per capita spending.

[llegal immigrants also pay many local taxes, including sales and property taxes. In a state like
Tennessee that has no income tax, illegal immigrants pay a significant portion of state and
local taxes. Our largest revenue producers, the sales tax and the property tax, are paid by all
residents, legal or not.

STATE BUDGET PROBLEMS BRING CHANGE

Several states in recent years have addressed budget problems using a budgeting process
known as “budgeting for outcomes.” This process begins by asking constituents how much
they are willing to spend and what services are their priorities. Budgets are created based on
the most efficient way to serve those priorities. Including community input and streamlining
service provision help governments regain trust and focus on needs rather than wants.
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INTRODUCTION

In its Consolidated Federal Funds Report for fiscal year 2004, the
United States Census Bureau reports that Tennessee received over
$53 billion in various forms of federal funds, including assistance to
individuals and businesses, salaries and wages paid to federal
employees, block grants to state and local governments,
procurement contracts, loans and loan guarantees, and insurance.*
That amount is a bit more than twice the total recommended budget
for the State of Tennessee for fiscal year 2006-2007. It is nearly
one fourth of the state’s total Gross Domestic Product (GDP) for
2005. Federal expenditures, both in aid to state and local
governments and in direct payments to individuals and businesses,
make up a big part of the state’s economy.

As evidenced in the most recent Tennessee budget, federal spending
and program cuts have led to a decrease in federal funding to both
state and local governments in Tennessee. In the 2006-2007 budget
presented to the legislature, Governor Bredesen estimated the
decline in federal funding from the previous year at $663 million.
In addition, he detailed the costs of federal mandates to Tennessee
since 1987. Various funding changes to and new requirements for
Medicaid make it by far the most affected. By 2005-2006, the
annualized cost to the state of these changes was $390.9 million.
At the same time, the annualized state cost of other federal mandates
has reached $84.5 million.®

At the National Conference of State Legislatures’ (NCSL) annual
meeting in Nashville (August 14-19, 2006), the Concord Coalition
made a presentation entitled The Federal Fiscal House is Falling.
The Coalition gives versions of this presentation at all types of
gatherings across the country.® The presentation is meant to serve
as a wake-up call to local and state officials, as well as to the citizenry
at large, warning of the fiscal crisis to come if the federal government
does not take steps to control debt. The Coalition’s presentation to

NCSL was co-sponsored by the TACIR.

By its own definition, the Concord Coalition is a nonpartisan
grassroots organization dedicated to informing the public about the
need for generationally responsible fiscal policy. Former U. S.
Senators Warren B. Rudman (R-New Hampshire) and Bob Kerrey
(D-Nebraska) serve as Co-Chairs of The Concord Coalition. Former

Federal spending
and program cuts
have led to a
decrease in federal
funding to both
state and local
governments in
Tennessee.
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Secretary of Commerce Peter G. Peterson serves as President. The Concord Coalition was
founded in 1992 by the late former Senator Paul Tsongas (D-Massachusetts), former Senator
Warren Rudman, and former U. S. Secretary of Commerce Peter Peterson.

The Concord Coalition speakers at the NCSL meeting were
¢ David Walker, Comptroller General of the United States,
¢ Robert Bixby, Executive Director, Concord Coalition,
¢ Brian Riedl, Lead Budget Analyst, The Heritage Foundation, and

¢ Diane Lim Rogers, Research Director of the Budgeting for National Priorities project,
The Brookings Institution.

The message of the presentation was simple and clear. The United States is on an unsustainable
budget path, and there will have to be both tax increases and entitlement restructuring in
order to change that fact. The combination of enormous federal entitlement obligations on
the horizon, increasing deficit and debt levels, the lowest household savings rate since the
Great Depression, and unprecedented foreign debt will soon force some very difficult decisions
at the federal level. As already seen with the Tennessee budget, these federal decisions will
undoubtedly have a major impact on Tennessee.

AN UNSUSTAINABLE PATH

INCREASING FEDERAL SPENDING OBLIGATIONS
The percent of the federal budget

dedicated to discretionary spending Percent of Federal Budget

has been steadily shrinking since the

inception of the two medical 70%1

entitlements, Medicare and Medicaid 60%

in 1965. Social Security’s obligations 50%- B Discretionary
have also continued to grow since that 40%1 Spending
time. Discretionary spending was 30%1 . .
66% of the federal budget in 1965, | o] vl
44% in 1985, and 39% in 2005. Medicaid

10% 1
Social Security represented 15% in 0%

1965, 20% in 1985, and 21% in 1965 1985 2005
2005. Medicare and Medicaid
represented 0% in 1965 (neither  source: U.S. Office of Management and Budget
program was yet in operation), 9% in

1985, and 19% in 2005.7
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PROJECTED SPENDING AND REVENUES

Even under the exceptionally rosy assumptions currently made by the federal government,
federal spending is projected to grow to 28% of GDP by 2040, with a deficit of 8% of GDP.
The Government Accountability Office reports that the federal budget deficit reported on a
cash basis—$316 billion in 2005—is grossly inaccurate. The federal deficit including accrued
liabilities (which include commitments such as future Social Security payments and Medicare
coverage) for 2005 is actually $760 billion. With more realistic assumptions, projections show
a federal budget that takes up over 40% of GDP, with a deficit of almost 25% of GDP by
2040.8

Supporting the “baby boom” generation, and paying for its health care, is a major concern.
Health care costs are rising faster than both inflation and GDP, and the portion of the population
using government funded health care will grow dramatically as the “baby boom” generation
signs on to Medicare. The first “baby boomer” will be eligible to retire on January 1, 2008.

As the following figure shows, continuing on our current path will lead to a situation where
Social Security, Medicare and Medicaid use all revenue by 2035. Meanwhile, the portion of
GDP dedicated to paying interest in the debt will be growing exponentially. By 2045,
government spending will amount to almost 50% of GDP, with interest in the debt making up
20%.°

Components of Revenue as a Percent of GDP -
Spending grows with GDP & all tax cuts extended

60.0%

50.0%

40.0%

Revenue
30.0% \
20.0% \ A
v
10.0% :
0.0°/o ’

2005 2015 2025 2035 2045

-

B Social Security dMedicare & Medicaid B Net Interest CIAll other spending

Source: U. S. Government Accounting Office August 2006 Analysis
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If the tax cuts are not extended, then the revenue line moves up a bit, but the situation is still
dire, as is seen in figure below. If we remain on our current fiscal path, balancing the budget
in 2045 could require such drastic actions as cutting federal spending by 60% and raising
federal taxes to twice today’s levels.!® Faster economic growth alone cannot solve the problem.
Making reasonable assumptions, closing the current long-term fiscal gap would require double-
digit real average annual economic growth for the next 75 years. During the 1990’s, the
economy grew at an average rate of 2.3% per year.

Components of Revenue as a Percent of GDP - Baseline Extended
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Source: U. S. Government Accounting Office August 2006 Analysis

The present federal situation of growing deficits and debt is unsustainable. The major programs
driving future deficits and debt are Social Security, Medicare and Medicaid — essentially
retirement and health care. The fiscal experts also believe that failing to rein in spending for
these domestic programs in an era of expansive military and national defense activity will
negatively impact federal-state grant programs in almost every category including health, welfare
and education and economic development. InJune of this year, the non-partisan Congressional
Research Service estimated the current cost of the war in Iraq alone at $8 billion per month,
an amount that breaks down to over $11.1 million per hour and nearly $100 billion annually. !

According to the Congressional Budget Office (CBO), the deficit for fiscal year 2005 was
$318 billion, while interest payments were $352 billion, more than the deficit for the year.'?
Some of these payments were made to Social Security and other government trust funds, so
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net interest was $184 billion, or 58% of the deficit. The CBO projects net interest will be
nearly 100% of the national deficit by 2008. This is fiscal behavior that cannot be sustained.

Since it cannot be sustained, one can expect that the nation’s budgetary behavior will change.
By recognizing and addressing the problems, lawmakers can ensure that changes are as painless
and smooth as possible and that revenue and spending changes are given proper consideration
and are decided upon carefully. If the federal government fails to address budget problems
before the nation can simply no longer afford the status quo, then changes will likely be more
drastic and disruptive, and priorities may not be able to be preserved.

DECLINING HOUSEHOLD SAVINGS

In addition to concerns about federal borrowing and spending decisions, economists find
declining household savings rates problematic. During an economic downturn, individual
households use their savings to lessen the impact, often preventing widespread bankruptcies
and foreclosures. But individual household saving is at its lowest point in several decades.
The savings rate was a concern in the 1980’s, when it was at roughly 10% of disposable
income. Since that time, it has declined steadily, reaching 5% in the mid-90’s and holding at
2% through the early years of the new century. The personal savings rate in 2005 was negative
for the first time since the Great Depression.’* Two factors have played a big role in this
savings reduction: the stock bubble of the late 1990’s and the slow growth of wages over the
last twenty years. !4

Personal Savings as a Percent of Disposable Personal Income

30 1

25 ~t
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Source: Bureau of Economic Analysis
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Between 1999 and
2005, real median
household income in

Tennessee fell by
8.7%.

Virtually all new
public debt is being
purchased by foreign
investors.

The exponential growth of stock values in the latter part of the 90’s
created an illusion of wealth that led millions of families to reduce
their savings and/or to borrow. Subsequent losses forced many of
them to remove their investments from the market before it could
recover its full value, a feat only just accomplished. Inflation over
the six years since the stock market was last at this level means stock
values still need to increase to keep wealth at just the same level as
in 2000 for those who have maintained their investments.

At the same time, wage growth has been weak for two decades,
especially at the lower end of the wage scale. United States Census
Bureau data show that, over the period of 1999 to 2005, real median
household income in Tennessee fell at the rate of 8.7%.> Over
time, if wages fail to keep pace with inflation, family financial situations
worsen. Many families are forced to take on debt just to pay for
necessities.

In addition, over the past several years, interest rates have been
held at low rates to boost economic growth. Since the vast majority
of home buyers face a price that is a combination of the house price
and the loan price, low interest rates have allowed housing prices to
inflate. As rates go back up, home prices will level out. In some
markets, where they have grown far too quickly, housing prices will
actually fall. As families have used this wealth, which was also
somewhat illusory, as a basis for home equity loans, they could find
themselves in ever more dire financial straits.®

These household saving trends mean that, during the next recession
or economic slump, many households will have little or no savings
to fall back on, and consumption will drop as a result. This could
extend what would have been a small recession into a much more
serious economic downturn.

BALLOONING FOREIGN DEBT

Increasing foreign ownership of U. S. debt is mentioned as one of
the problems facing the nation by the Concord Coalition in their
“Fiscal Wake Up Tour” presentations. Foreign ownership of U. S.
marketable public debt exceeded 50% for the first time in 2004.
Virtually all new public debt is being purchased by foreign investors.
As we charter this new debt territory, there is disagreement on what
it means and how it will affect us.
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Table 2. Portion of Debt Held by Foreign Investors
Billions of Dollars

Percentage of
Total Public Debt| Total Public Debt| Public Debt Held

Held by all Held by Foreign by Foreign

At End of Year| Private Investors Investors Investors
2004 $3,667.10 $1,890.70 51.60%
2003 $3,377.90 $1,537.60 45.50%
2002 $3,018.50 $1,200.80 39.80%
2001 $2,819.50 $1,051.20 37.30%
2000 $2,880.40 $1,034.20 35.90%

Source: Congressional Research Service

The United States has run a substantial and growing current account deficit for decades,
fueled primarily by the growing trade deficit. As a nation, we import more than we export,
and the difference is growing. We fund this deficit with the capital account. Foreign investors
accumulate U. S. assets and U. S. financial instruments. Such assets are valued in dollars.

Economic theory says that such a large trade deficit combined with the negative net accumulation
of foreign assets should lead to a drop in the dollar relative to other currencies, which will bring
the system back into balance by making the price of American goods fall relative to foreign
goods. By purchasing so many assets valued in dollars, foreign investors are propping up the
dollar and preventing that from happening. There is great disagreement as to whether or not
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The rapid growth of
foreign debt makes
many economists
nervous.

such investment in the dollar is simply a wise investment, and thus a
natural course, or an artificial overvaluation that is leaving the United
States vulnerable to a sudden change in economic position.

If, as many economists worry, a reckoning does arrive, the results
could be devastating. A sudden drop in the value of the dollar
would mean rapid inflation at home. The dollar would stop buying
what it used to buy. At the same time, wages would continue to
stagnate, causing a drop in the standard of living for anyone without
savings to carry them through the correction. And many Americans
have little or no savings.

Whether or not such corrections are coming is a matter of contention.
Some argue that the United States has shown itself to have a flexible
and profitable economy that grows reliably. Investments in dollars
are wise investments despite current debt levels. The rest of the
world is willing to lend to us because they get steady returns. This
would mean that we can go on borrowing until the market will bear
no more, and then the dollar will adjust slowly, with no sudden
crashes. The truth of the matter simply is not known. But the rapid
growth of foreign debt makes many economists nervous. There are
three general areas of concern.

¢ Interest Payments — As our debt grows, so do our interest
payments. Interest rates are currently at historical lows, but,
when they increase, the interest on our national debt will
become a steadily increasing percentage of our national
expenditures. When debt is held domestically, interest
payments go to domestic investors. They are a redistribution
of income from the middle class to the “investor class”, but
they remain within the U. S. economy. When debt is held by
foreign investors, interest payments will leave the U. S.
economy, decreasing the amount of money that can be spent
on investment and consumption in the United States, and,
thus, likely decreasing GDP.

¢ National Security — The threat of a crash in the value of the
dollar may be enough to influence U. S. foreign policy. One
of our creditors would only need to draw down their dollar
investments a bit to cause noticeable financial consequences.
Debt defenders argue that these nations would be hurt as
much by such activity as we would be, and are therefore
unlikely to engage in it. The potential political ramifications
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in the United States, however, might make our politicians
more open to foreign influence on policy decisions.

¢ Sustainability —A frequent argument against carrying the level
of external debt that the United States is currently amassing
is that it is not sustainable; the day that repayment must begin
is inevitable. There is a point of view that argues that this
simply is not so. The metaphor of family finances is often
used to describe our economy, and our borrowing is likened
to credit card debt. This analogy works to a point, but the
dynamic is different. A household is made up of individuals
who face aging and a decline in income. For most people,
peak earnings growth years occur in their 50’s, and then
earnings growth drops off through their 60’s, and earnings
begin to decline after retirement. People borrow until they
reach peak earnings growth, and then they begin debt
repayment and savings as they prepare for retirement. A
nation’s economy, on the other hand, can remain in the
earnings growth period forever, and so, the argument goes,
a nation need never pay down its debt.

UNITED STATES FALLING BEHIND IN
PERFORMANCE INDICATORS

On 11 key national indicators, among countries belonging to the
Organization for Economic Cooperation and Development (OECD),
the United States ranked 16" out of 28 nations. These indicators
are published and compared annually by the OECD for its member
countries. !’

Also, the United States lags other developed nations on several key
health indicators, despite far outpacing any other country in per
capita health care expenditures:

¢ In 2004, the United States spent 15.5% of GDP on health
care. The next nearest nation was Switzerland which spent
11.6% of GDP.,

¢ In 2004, the United States spent $6,102 per capita on health
care. The next nearest nation was Luxembourg at $5,089
per capita.

The United States
lags other developed
nations on several
key health indicators,
despite far outpacing
any other country in
per capita health
care expenditures.




Fiscal Federalism: The Looming Federal Fiscal Crisis and Its Effect on Tennessee

As the federal
budget gets tighter,
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undoubtedly feel the
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¢ In 2002, the United States ranked 48" in average longevity
among 227 nations and territories.

¢ In 2000, the United States ranked 27" among industrialized
nations, with an infant mortality rate of 6.9 per 1,000 live
births. Singapore led with only 2.5.

¢ In 2004, the United States ranked 18" out of 24 reporting
OECD nations in practicing physicians per capita.

¢ In 2001, the United States ranked 13" out of 28 reporting
OECD nations in practicing nurses per capita.

¢ In 2001, the United States ranked 15" out of 18 reporting
OECD nations in acute care beds per capita.

Additionally, over the last several years, the United States has ranked
near the middle of OECD countries in GDP growth and wage growth.

HOW DOES THE FEDERAL FISCAL
SITUATION AFFECT STATES?

The precise effect of the federal fiscal crisis on states is unclear and
is an area of interest for future TACIR research. As the federal budget
gets tighter, however, states will undoubtedly feel the crunch. Some
programs already show early signs of increased federal requirements
and/or reduced federal financial commitments.

MEDICAID

The possibility of reduced federal participation in the joint federal-
state Medicaid program is especially worrisome for state governments,
given the leveraged nature of the federal participation. The Medicaid
program is administered by states with federal financial participation
rates that vary from fifty to over seventy-five percent.’> The lower a
state’s per capita income, the higher the federal matching rate.
Tennessee’s TennCare Program had 1,183,721 enrollees at the end
of the second quarter of calendar year 2006. This represented almost
20% of Tennessee’s estimated July 1, 2005 total state population.
The number of TennCare enrollees exceeds both the number of
Old Age Survivor Disability Insurance (OASDI) and Medicare
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enrollees in Tennessee.? Therefore any cut in federal Medicaid

payments to Tennessee will impact more Tennesseans than a cut in
OASDI or Medicare benefits.

Any federal cuts in Medicaid payments to states will force some
combination of program cuts or increased state contributions. This
will be a difficult issue in all states but more so in those states in
which the federal participation rate is relatively high. During the
current fiscal year, the federal government’s share of the cost of the
medical assistance portion of the program in Tennessee is 63.65%.
Its share of the enhanced portion of the program (SCHIP) is 74.56%.
The federal standard participation rate in Tennessee in 2007 is the
16™ highest in the nation. Any federal reductions to the Medicaid
program will require a larger response in Tennessee than in states
with lower federal participation rates.?!

Plans are already underway to reduce federal Medicaid payments
during fiscal year 2007, partly as a continuing move to ensure the
“fiscal integrity” of the program.?? The planned reductions, primarily
through changes in Medicaid rules,? face strong opposition from
the National Governors Association and a majority of members of
Congress.

One of the more significant new costs to the state is the “clawback”
provision that is part of the new Medicare Part D prescription drug
plan. The state is required to pay the federal government 90% of
the federally estimated cost of program benefits that go to Medicaid-
eligible seniors and disabled persons. The Kaiser Commission on
Medicaid and the Uninsured reports that Tennessee will pay $337
per Medicaid-eligible recipient. Governor Bredesen reported in his
2006-2007 budget that Tennessee will suffer a net loss of $20 million
in federal funds on this program.

In addition to the President’s proposals, Senate Bill 3521, approved
by the Senate Budget Committee would establish new procedures
that would require dramatic expenditure cuts to both the Medicaid
and Medicare programs. If adopted and followed, the procedures
would eventually result in estimated cuts in federal Medicaid
expenditures of 15.6% by 2012. A 15.6% cut in federal Medicaid
funds to Tennessee in fiscal 2007 would amount to $706 million.?*
By 2012, assuming an annual 7% increase, the reduction would
amount to almost $1 billion per year. Given Tennessee’s lopsided

One of the
significant new costs
to the state is the
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federal funds on this
program.
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state tax system which is overly dependent on its already high 7%
state sales tax rate, there is no viable way for Tennessee to generate
an additional $1 billion in revenue by 2012 with its existing tax system.
The recent failure of both a state income tax and a state property tax
in attempts to restructure the Tennessee tax system suggest that the
result of federal cuts would likely be drastic reductions in the TennCare
program.

EDUCATION/NO CHILD LEFT BEHIND

The No Child Left Behind Act (NCLB) is not actually a new program,;
it is, instead, a reauthorization of the Elementary and Secondary
Education Act of 1965 (often referred to as “Title I,” the section that
provides most federal education funding). As was the case before
the passage of NCLB, state participation in Title [ is voluntary. Opting
out of Title I means that a state receives no Title I federal funds.

NCLB is not officially an unfunded mandate from the federal
government because states do not have to participate. Since 1965,
however, states have grown dependent upon federal Title I funds,
and few, if any, are really in a position to opt out of the program at
this late date. NCLB has been called an unfunded mandate because
it places ambitious new accountability requirements on states and,
while increasing federal funds to states, does not increase funding
enough to cover the cost of compliance with the new federal
requirements. The combination of these two factors leaves states in
the unenviable position of having to choose between losing sorely
needed traditional Title 1 funds or taking on the responsibility of
meeting new requirements that their current funding mechanisms
cannot support.

While NCLB has eight parts, it is the revised Title I and Title II that
represent new territory for the federal government. Title I now
requires states to create clear standards for performance and to test
grades three through eight annually to determine whether or not
those standards are met. If schools cannot demonstrate adequate
yearly progress toward these goals, for all elementary and secondary
students, sanctions may be applied. Progress must be shown for all
subgroups of students, including all racial/ethnic groups, all income
groups, students with disabilities, and students with limited English
proficiency.
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Schools that fail to meet the standards must allow students to transfer
to other public schools within the district, offer supplemental services
(like tutoring), and even submit to a school reorganization if all else
fails. Whole school districts, and even whole states, can also be
targeted for improvement based on aggregate scores.

Title II adds teacher training elements, setting out stringent
requirements for teachers to be called “highly qualified” and requiring
that all teachers be so qualified when the law has been fully
implemented.

Tennessee has an advantage in implementing NCLB because the
state was already doing annual assessments. Though the federal
program required some changes to the assessment procedure, it
resulted in receiving federal funds for something that the state was
already doing. Nonetheless, as the costs of increasing achievement
among groups of students that require more individual attention
and resources Kkick in, federal funding that proceeds as currently
planned will not be adequate to the task. Before NCLB, Tennessee
was receiving a total of $208,633,432 annually. In the current 2006-
07 fiscal year, the total is $326,231,378.2

In general, Tennessee education officials are in favor of NCLB and
believe that its requirements are good ones, as evidenced by the
fact that Tennessee was already on the road to implementing similar
requirements. Left to its own devices, however, Tennessee would
likely have moved a bit more slowly, mostly due to funding issues.
Also, there are some portions of the law that states think will be
impossible to achieve (primarily in the area of achievement
requirements for mentally handicapped children) and some portions
that states believe take an inadvisable approach that will require
greater expenses for less return.

It is difficult to separate NCLB-required spending from other state
spending to define exactly what the costs of NCLB are to Tennessee.
The non-partisan National Priorities Project estimated that, for fiscal
year 2006 Tennessee would require $533.8 million to fully implement
the requirements of NCLB.?° This estimate may overstate the cost,
as it may not consider the assessment process Tennessee already
had in place. Furthermore, states have asked for some adjustments
to the law which may be implemented, like a separate set of goals
and teaching requirements for mentally handicapped children and a
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change to a “growth” model of assessment. The latter would allow
states to show that subgroups are making progress toward overall
goals, and could reasonably be expected to reach the goals by the
8™ grade, rather than requiring that they meet annual goals. This
change would help reduce the number of times sanctions are applied
and so reduce some of the largest expected costs, which come from
applying sanctions and paying for the changes required for schools
under sanctions.?’

Nonetheless, the estimate is the best available and is figured on the
law’s current requirements. Itis fully $190.5 million above the federal
aid proposed for Tennessee of $343.3 million. Even this lower
amount, however, will not actually be provided to Tennessee. The
National Conference of State Legislators estimated that the gap
between authorized funds and appropriated funds for all states
combined would be $10 billion, at a minimum, for fiscal year 2005.28
Tennessee actually received $326.2 million, and may face similar
gaps between proposed and actual funding in the future.

COMMUNITY DEVELOPMENT BLOCK GRANTS

Community Development Block Grants (CDBGs) are federally
funded through the U. S. Department of Housing and Urban
Development. They benefit local governments and non-profit
organizations with projects that must meet one of three objectives:
principally benefit persons of low and moderate income; eliminate
or prevent slums and blight; or eliminate conditions detrimental to
health, safety, and/or public welfare. These grants, begun in 1974,
have been on the chopping block each year. Proposed cuts have
been reduced or eliminated in years past, but the National
Association of Counties reports that the FY 2007 federal budget
proposal will slash CDBG funding by nearly $1 billion. According
to the Tennessee Department of Economic and Community
Development, Tennessee has received roughly $30 million per year
in CDBGs over the last several years. These are funds that
Tennessee cannot rely on continuing to receive.

BUSINESS TAXATION AND REGULATION LIMITS

There have been increasing efforts in Congress in recent years to
limit states’ ability to tax and regulate business. Making use of federal
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restrictions on state involvement in interstate commerce and
legislation limiting state taxation and regulation of multi-state
businesses has become a priority. Two bills from Congress’ last
session illustrate the direction the federal government could take.

H.R. 1956 would have prevented state and local governments from
imposing nearly any tax on out-of-state business. The National
Governors’ Association estimated it could cost more than 11% of
revenues, and Tennessee would be one of the states hardest hit
with an estimated 16.1% reduction in business tax revenues.

H.R. 1369 would have required state and local governments to
provide the same favorable property tax treatment to pipeline
property as to airlines and railroads, in many cases slashing current
revenues in half. The Congressional Budget Office estimated that
fifteen states, including Tennessee, and their local governments would
be affected, as well as several tribal governments, for a total loss to
those state and local governments of about $250 million.

The Telecommunications Act is poised for a major overhaul. It has
been proposed that a federal moratorium on taxation of internet
access services be continued, as well as that state and local
governments lose their cable franchise rights and face a moratorium
on wireless telephone taxes. The specifics of these changes are not
yet known, as the update of this law has not yet taken place. The
costs to Tennessee cannot yet be estimated, but, if the changes that
have been suggested are made, revenue loss would be substantial.
The non-partisan Multi-state Tax Commission made an estimate of
$200 million lost to state and local governments as a whole.

HOMELAND SECURITY

Homeland Security is a potential problem area. While the eventual
shape of programs and funding mechanisms for homeland security
are still in flux, there is potential for the need for large state and local
expenditures. The commitment of the federal government to fund
such expenditures is unclear. Both New York City and Washington,
DC faced large federal homeland security funding cuts this year.

In its “Strategy for Tennessee” report, the Governor’s Office of
Homeland Security said the following on the subject of funding.

Congress has moved
to limit the ability of
states to tax and
regulate business by
making use of
interstate commerce
exceptions.
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The terrorist attacks conducted upon our nation,
coupled with the threat of future terrorist attacks,
have forced the State of Tennessee to allocate
significant funding that was not previously
forecasted. This allocation of resources is and
continues to be, necessary to protect all
Tennesseans and our critical infrastructure. The
federal government has acknowledged the financial
burden the Homeland Security mission imposes
on the states and has attempted to offset some of
the burden through federal funding. This federal
funding comes to Tennessee in the form of grants.
These grants are apportioned for specific purposes
and distribution determined by federal
requirements and the Tennessee Homeland
Security Council. The Department of Military will
normally administer the funds as directed by the
Homeland Security Council and periodically
provide progress reports. The intent of this
distribution is to provide the maximum amount of
funding to local jurisdictions through a district
capabilities based program.

It is critical that all funding is used wisely. We must
ensure that the State of Tennessee achieves the
maximum return on initiatives that support our
efforts to enhance prevention, detection, protection
and response investments. It is imperative that the
Governor’s Homeland Security Council make a
concerted effort to identify and aggressively acquire
any federal grants that may have Homeland
Security applications. The state must also ensure
that local leaders are made aware of additional
grants that may be applied for directly by local
jurisdictions.?’

ILLEGAL IMMIGRATION

The strength of federal efforts to curtail illegal immigration can affect
the expenses of such immigration to states. lllegal immigration costs
states money in a variety of areas, especially in uninsured medical
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services and education. An estimation was presented in the Executive
Summary of this report, which shows that illegal immigration could
account for up to 3.5% of total expenditures in these areas, or about
$653,788,000 in 2004. Expenses are figured for three different
estimates of the number of illegal immigrants in Tennessee. The
Pew Hispanic Center put the number at between 100,000 and
150,000;%° though, the Census Bureau’s estimate was 154,000. With
very little hard data to rely on, these estimates are quite rough and
likely underestimate the true number of illegal immigrants in
Tennessee and thus the true cost of state services to that population.

The costs estimates are also quite rough, assuming that the cost per
individual for each service is the same for undocumented residents
as it is for citizens. Anecdotally, this is not the case, with such
additional costs as interpreters more likely to be incurred when
providing services to illegal immigrants than when providing the same
services to American citizens. For example, state education costs
related to English language learning (ELL) are $32,189,794 in fiscal
year 2007.3! This amount does not include related local costs.

[llegal immigrants also pay many local taxes, including sales and
property taxes. In a state like Tennessee that has no income tax,
illegal immigrants pay a significant portion of state and local taxes.
Our largest revenue producers, the sales tax and the property tax,
are paid by all residents, legal or not.

lllegal immigration also increases federal expenditures, as the federal
government has historically been responsible for most immigration
enforcement activities, including identifying and detaining illegal
immigrants and patrolling the nation’s borders. As illegal immigration
becomes a more potent political issue, pressure is increasing on states
to devote state and local law enforcement resources to identifying
and arresting illegal immigrants. In addition, states have been asked
to supply National Guard troops to patrol the border.

SOLUTIONS

All of the Concord Coalition speakers at the NCSL conference
presentation, discussed at the beginning of this report, made it clear
that the changes necessary to prevent a fiscal disaster would require
courageous leaders who will be straight with the American people
about our fiscal situation and the changes it necessitates. Comptroller
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Comptroller Walker
said we must take a
hard look at our
health care system
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health care “wants”
and health care
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Walker made further suggestions about some structural changes that
could help move the process:

¢ Strengthen budget and legislative processes and controls
¢ Improve financial reporting and performance metrics

¢ Fundamental reexamination and transformation of federal
spending and revenue generation for the 21 century

The last point included a hard look at our health care system, and
an examination of health care “needs” as opposed to health care
“wants”. All of the speakers agreed that there were three parts to
any successful strategy:

¢ Stabilization of health care expenditures;
¢ Increased revenues; and
¢ Some restructuring of retirement benefits

None of the presentations offered suggestions on mitigating the
negative impact their suggested budgetary changes will have on state
and local finances. Tennessee’s own recent experience with revenue
shortfalls is telling, however, in that some funds historically shared
with local governments were held back to meet state fiscal obligations.
It is reasonable to expect that the federal government’s budget
situation will cause a reduction in federal intergovernmental aid to
state and local governments, while recent trends of mandating certain
programs and/or program standards for states, and changing laws
limiting state and local governments’ ability to raise certain kinds of
revenues will likely continue. States need to begin to prepare now.

David Osborne and Peter Hutchinson argue, in The Price of
Government, that across-the-board cuts are one of the worst ways
to approach budget shortages. If a government is unprepared for a
shortfall, though, it may be the only course of action available in the
short run. The authors argue that some preparation will help
government officials make choices in budget cuts and tax increases
that reflect what taxpayers want.3?

This preparation might include a dialogue with the public to find out
which services are priorities and how much the public is willing to
spend on them. A disconnect has arisen for taxpayers between the
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cost of a government service and its value to them. Ask them which
services they want, and they will choose them all. But if a price is
attached to those services, they become a bit more discriminating.
For far too long, politicians have promised both lower taxes and
better services, and the result is the fiscal crisis described in this
report.

Following the ideas of Osborne and Hutchinson, several states;
including Washington, Michigan, lowa and South Carolina; have
taken their budget problems to the people to find out which services
they want to pay for and which they would rather do without. In
the process, state governments have regained some trust with
constituents who had come to believe that their tax dollars were
being wasted or stolen and that government programs did not serve
them well.

This approach differs somewhat from performance based budgeting,
which essentially asked every department to justify its budget.
Instead, outcome based budgeting begins with the services that
taxpayers want, and works toward finding the most effective and
efficient way to provide that service at the levels required. There is
a shift in perspective between the two, away from a focus on
government and toward a focus on people and their needs.

While such a move is only one option, it does match up with one of
the points that David Walker made in his Nashville presentation in
discussing the spiraling costs of health care. “We’re going to have to
have a frank discussion about the difference between health care
wants and health care needs,” he suggested. As budgets get tighter,
determining the differences between wants and needs is going to be
key in all areas of government.

A disconnect has
arisen for taxpayers
between the cost of
a government
service and its value
to them.
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