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EXECUTIVE SUMMARY

The Government Accountability Office (GAO) recently issued an update in a series of reports detailing
the fiscal position of state and local governments. The report, State and Local Governments’ Fiscal
Outlook, once again warns that state and local governments are on an unsustainable fiscal path.

The report measures the fiscal position of state and local governments in terms of their ability to cover
their current expenditures using current revenues. GAO reports that to avoid growing fiscal imbalances
and to continue complying with balanced budget requirements, state and local governments will be
required to make “substantial policy changes.” The budgetary problems facing the states grow even
larger over time, according to GAO.

The GAO is an independent, nonpartisan agency that works for Congress. Often called the
"congressional watchdog," the GAO investigates how the federal government spends taxpayer dollars.
The GAO has published long-term fiscal simulations for state and local governments since 2007.

“ State and local governments will be unable to meet current obligations using
‘g current tax revenues without significant spending reductions and/or tax
hd increases.
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SOURCE: Government Accountability Office, State and Local Governments’ Fiscal Outlook: April 2011 Update. Data
available for download at http://www.gao.gov/special.pubs/longterm/state/longtermdata.html. Compiled by PGPF.
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KEY FINDINGS OF THE REPORT

* The major driver of the long-term fiscal imbalances of state and local governments is the growth
of spending for health care, specifically the growth in spending for Medicaid and post-
employment health insurance benefits for public sector retirees.

* To achieve long-term fiscal balance and comply with balanced budget requirements, state and
local governments would have to raise taxes by about 12.5 percent or cut spending by about the
same amount and maintain these policy changes permanently, GAO estimates.

* Despite regaining a large portion of fund asset value as the economy has recovered from the
recession, state and local pension funds have still not fully regained the lost asset values
experienced during the recession. This has raised GAO’s estimates of the size of required
contributions to these funds that state and local governments would need to make to maintain
balance between future obligations and current contributions.

HEALTH CARE COST GROWTH IS A MAJOR DRIVER OF THE STATE AND LOCAL FISCAL
IMBALANCE

Similar to the case of the federal budget, the rising cost of health care is the primary driver of the long-
term fiscal imbalance at the state and local level. State contributions to Medicaid and the growing cost
of providing post employment health insurance benefits for state and local retirees will almost double
over the next 50 years, rising from about 3.8 percent of GDP in 2011 to 8.4 percent of GDP in 2060. The
GAO projects that health care expenditures for state and local governments will continue to grow faster
than the rest of the economy, while other expenditures will grow slower than the economy. Revenues
also are projected to grow slower than the economy, compounding the projected strain on the fiscal
position of state and local governments. As the states implement the Patient Protection and Affordable
Care Act and expand Medicaid eligibility, costs associated with expansion of the program will rise,
though the federal government will cover most of those costs in the medium and long term.
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% Health care expenditures are projected to continue to grow and eventually
: outpace spending for all other state and local services and programs.
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SOURCE: Government Accountability Office, State and Local Governments’ Fiscal Outlook: April 2011 Update. Data
available for download at http://www.gao.gov/special.pubs/longterm/state/longtermdata.html. Compiled by PGPF.

STATE AND LOCAL PENSION FUNDS HAVE STILL NOT RECOVERED TO PRE-RECESSION
LEVELS

During the recession, state and local pension fund assets lost value, and the slow recovery of these
funds to pre-recession levels may place additional fiscal strain on state and local governments in the
long-term. The GAO reports that despite a 15.5 percent increase in the value of state and local pension
funds from $2.3 trillion at the end of 2008 to $2.7 trillion at the end of 2009 (the last time period for
which there is data), pension funds have still not recovered to their pre-recession level of about $3.2
trillion. The GAO estimates that this loss in fund value will require state and local governments to
increase annual contributions to about 11.8 percent of wages paid to public employees, which is two full
percentage points higher than the 9.8 percent of wages contributed in 2009.

CONCLUSION

As recent national conversations on the federal budget have illustrated, any future solutions to our fiscal
imbalances will involve difficult choices. This is also true for state and local governments. Spending cuts
result in decreased levels of public services, and revenue increases reduce household income. While the
fiscal challenges facing state and local governments are large, solutions are possible. Policy makers at
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the state and local government level can, and must, seek balanced solutions that preserve necessary
services without placing an undue tax burden on citizens.
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