Spending Projections

CHAPTER 11

trends and national comparisons have provided useful insights into state

and local government finance here in Minnesota and across the United
States. Itisalso important to consider how future spending trends may differ from
past trends and how future trends may be affected by demographic and economic
changes.

M ost of thisreport has focused on past spending trends. Analyses of

It is equally important to recognize that forecasting future trends is extremely diffi-
cult and subject to considerable uncertainty. The future always has surprises that
even the most astute analyst will not foresee. Few analystsin the late 1970s, for
example, projected the significant increase in higher education enrollment which
resulted from increased participation rates in higher education. Instead, most fo-
cused on the projected decreases in the number of high school graduates.

This chapter examines the future budget scenarios presented in two recent reports.
One of these scenarios was largely prepared by Minnesota Planning and appeared
in aJanuary 1995 report entitled Within Our Means. The second scenario ap-
peared in An Agenda for Reform, also known as the Brandl-Weber report.t The
latter scenario was prepared by the Department of Finance at the direction of the
report authors and with assistance from Minnesota Planning. In this chapter, we
focus on the following questions:

What arethefuture spending and revenue scenar ios devel oped for
Within Our Means and the Brandl-Weber report?

What future budget deficitsare projected in thesereports?

What rates of growth in spending are projected?

What factorsare expected to contributeto future budget gaps?
How much of the projected growth in spending must be avoided in

order to avoid budget gaps and to keep revenue growth consistent
with the Legidature's" price of government” resolution?

1 Minnesota Planning, Within Our Means: Tough Choices for Government Spending (January
1995); and John Brandl and Vin Weber,An Agenda for Reform:  Competition, Community, Concen -
tration (A Report to Governor Arne H. Carlson) (November 1995).
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We first present and compare the future scenarios which appeared in these two re-
ports. Second, we examine the sources of projected spending growth and the as-
sumptions used to project future spending. Finally, we compare projected
spending with revenue projections using the Legislature’ s targets for future reve-
nue growth.

FUTURE BUDGET SCENARIOS

Within Our Means

Table 11.1 shows the scenario presented by Minnesota Planning in Within Our
Means for the fiscal years 1996 through 2005. During the first biennium (1996-
97), projected state and local spending of $39.7 billion equals state and local reve-
nues.® Duri ng fiscal year 1998, spending is expected to increase from $20.3
billion to $21.6 hillion, while revenues grow to $21.3 billion. The scenario as-
sumes spending must be reduced to $21.3 billion in order to balance the budget.

In each subsequent year, the scenario similarly assumes the estimated budget short-
fall must be eliminated by reducing spending. Despite these reductions in spend-

ing:

In Within Our Means, Minnesota Planning projected that cumulative
budget deficits of $2.5 billion would occur over an eight-year period
from 1998 to 2005.

Table 11.1: Future State and Local Government
Budget Deficits (in Millions of Dollars) Estimated by
Minnesota Planning in January 1995

Fiscal Years Revenues? Spending Deficits?
1996 $19,400 $19,400 $ 0
1997 20,300 20,300 0
1998 21,300 21,600 300
1999 22,500 22,800 300
2000 23,600 23,700 200
2001 24,800 25,100 300
2002 26,100 26,300 200
2003 27,400 27,800 400
2004 28,900 29,200 300
2005 30,400 30,900 500
Cumulative Deficits $2,500

Source: Minnesota Planning.
#Assumes revenues are equal to 18.4 percent of personal income.

PAssumes that the deficit is eliminated each fiscal year by reducing spending.

2 Spending excludes expenditures financed by federal aid and expenditures from certain lag en-
terprise funds. Revenues exclude similar categories of revenues and thus may be charactered as
"own source" revenues.
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These deficits represent about 1.2 percent of the projected "own source” revenues
over the next four bienniums. Cumulatively, the deficits represent about a 10 per-
cent cut in state and local spending phased in over eight years.

Brandl-Weber Report

The scenarios presented in the Brandl-\Weber report are for a shorter period of
time and include the impact of possible federal budget cuts. These cutswere
passed by Congress but, for the most part, have been vetoed by the Pres dent.
Table 11.2 shows that:

TheBrandl-Weber report projected cumulative budget gaps of $5.1
billion through theyear 2001 without reductionsin federal aid and
$8.3 billion with federal aid reductions.

Table 11.2: Future State and Local Government
Budget Deficits (in Millions of Dollars) Estimated in
the Brandl-Weber Report in November 1995

With Federal Aid

Without Federal Aid Reductions Reductions

Fiscal Estimated

Year Revenues Spending Deficits® Aid Reductions Deficits
1996 $19,400 $19,400 $ 0 $100 $100
1997 20,100 20,200 100 300 400
1998 20,800 21,700 900 400 1,300
1999 21,600 22,800 1,200 600 1,800
2000 22,600 24,000 1,400 800 2,200
2001 23,700 25,200 1,500 1,000 2,500
Cumulative $5,100 $8,300

Deficits

Source: Department of Finance.

#Assumes that the deficit is not eliminated and continues to grow.

Even without federal budget cuts, this scenario projects substantial gaps between
expenditures and revenues for state and local governmentsin Minnesota. The pro-
jected deficit quickly grows from only $0.1 billion in 1997 to $0.9 billion in 1998.
By 2001, the annual budget deficiency is $1.5 billion, and the cumulative budget
gaps are $5.1 billion.

The difference in the two estimates in Table 11.2 reflects the projection that fed-
eral aid to state and local governments in Minnesota would be reduced by atotal
of $3.2 billion during the six-year period. Thisisnot an actual reduction in fed-
eral aid but rather areduction in the expected rate of growth in federal aid.
According to the projections used by the Department of Finance, federal aid

3 Planning did not include changesin federal aid in its scenario, since Congressional |egistéon
had not yet been passed when Planning made its projections.
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would still grow faster than state and local revenue from other sources. However,
the reduction in the rate of growth in federal aid contributes to the budget gap,
since spending on federally supported programs such as Medicaid is expected to
grow faster than spending on other state and local programs. The budget gap cre-
ated by federal budget cuts could be addressed with reduced spending on federally
supported programs, reduced spending on other programs, increased state and lo-
cal taxes or other revenues, or acombination of these options.

Comparison

The Brandl-Weber estimate of future budget gaps appears to be much larger than
Planning’s estimate. Through 2001, Minnesota Planning estimated a cumulative
budget "deficit" of $1.1 billion. The Brandl-Weber report showed a cumulative
budget "gap" of $5.1 billion, or amost five times as much as Planning’ s estimate,
assuming no federal aid reductions.

These estimates were calculated, however, in significantly different ways. In esti-
mating budget shortfalls, Minnesota Planning assumed that state and local budgets
must be balanced each year. To the extent that spending tended to exceed reve-
nues in any fiscal year, Planning assumed that spending would be reduced in order
to balance the budget. Planning’s estimate of budget shortfalls each year repre-
sents the amount of spending that state and local governments in Minnesota need
to eliminate that year in order to balance state and local budgets.

In contrast, the Brandl-Weber projections did not assume that budgets would be
balanced each fiscal year. Instead, it was assumed that spending would continue
to grow faster than revenue and not be reduced. The Brandl-Weber estimate of fu-
ture budget shortfalls represents the cumulative amount of deficit provided that
state and local governments never address the deficits. Asaresult, the budget
gaps calculated by Finance for the Brandl-Weber report grow much faster, and the
cumulative deficits are much higher than Planning’ s estimates.

Table 11.3 examines how the Brandl-Weber estimate of future budget shortfalls
would change, if we assumed, like Minnesota Planning, that budgets must be bal-
anced every year by reducing expenditures. The table shows that:

The Brandl-Weber estimate of future budget deficits would be closeto
Planning's estimate if the same method of calculating deficitswere
used.

This revised estimate shows cumulative deficits of $1.3 billion for the years 1996
through 2001, compared with the $1.1 billion estimate made by Minnesota Plan-
ning.” Thetable also indicates that revised estimates of budget shortfalls expected

4 Inderiving this estimate of cumulative deficits under the Brandl-Weber budget scenarioye had
to deviate from Planning’s methodology in one respect. Planning projected future spendignby func-
tional category, such as higher education and criminal justice, and made explicit assumptianabout
how much of the spending in each category was available for budget cuts when spending exceeded
revenues. In preparing the Brandl-Weber projections, the Department of Finance made spendig es-
timates by jurisdiction (state, local schools, and local non-school), not by function. As eesult, we
could not use Planning’ s specific assumptions and instead assumed that all spending was equly
subject to budget cuts.
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Table 11.3: Brandl-Weber Projections of Future State
and Local Government Budget Deficits (in Millions of
Dollars), Using Minnesota Planning’s Definition of
Cumulative Deficits

With Federal Aid

Without Federal Aid Reductions Reductions
Fiscal Overall
Year Revenues Spending Deficits® Federal Gap  Deficits
1996 $19,400 $19,400 $ 0 $100 $100
1997 20,100 20,200 100 300 400
1998 20,800 21,600 800 100 900
1999 21,600 21,800 300 200 400
2000 22,600 22,700 100 100 300
2001 23,700 23,800 100 200 200
Cumulative $1,300 $2,300

Deficits

Source: Department of Finance.
#Assumes that the deficit is eliminated each fiscal year by reducing spending.

®Some totals do not sum due to rounding.

in the 2000-01 biennium are quite small. A significant shortfall of $800 million is
expected in 1998, but the shortfallsin 2000 and 2001 are only expected to be
about $100 million, absent federal budget reductions.

The additional budget gaps created by federal aid reductions must also be recalcu-
lated, since state and local government budgets are balanced each year. Table 11.3
shows that the estimated cumulative deficit grows from $1.3 billion to $2.3 billion
using the Brandl-Weber budget scenario and $3.2 billion in federal aid reductions
over six years. Federal aid changes would account for about 42 percent of the pro-
jected shortfall.®

Table 11.4 compares the annual rates of growth in spending and revenues pro-
jected in the two reports over the next two bienni ums.® Both reports projected fu-
ture budget shortfalls, since they both estimated that spending would grow at a
faster rate than revenues. They differed, however, in how fast they expected
spending and revenues to grow. From 1997 to 2001, the Brandl-Weber report pro-
jected average annual growth rates of 5.7 percent for spending and 4.2 percent for
revenues. Planning estimated growth rates averaging 6.4 percent for spending and
5.1 percent for revenues.

5 At thetimewe prepared this report, the amount of federal aid reductions was not known, since
the President and Congress had not yet agreed on federal budget legislation.

6 The growth rate for spending is the average annual rate at which spending is expected to grow
absent any need to make budget cuts. If budgets are balanced each year, actual spending will gw
at the same rate as revenues.
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Table 11.4: Estimated Average Annual Growth Rates
in Future Revenues and Spending, 1996-2001

Revenues® Spending
Brandl-Weber  Within Our Brandl-Weber  Within Our
Fiscal Year Report Means Report Report Means Report
1998-99 3.6% 5.3% 6.1% 6.7%
2000-01 4.8 5.0 53 6.1

Sources: Minnesota Planning and Department of Finance.

#Assuming no federal aid reductions.

Itis clear why Planning’ s estimated growth rate for revenue is higher than the
Brandl-Weber estimate. Planning assumed that revenues would grow asfast as
personal income and would remain a constant 18.4 percent of the state' s personal
income. The Brandl-Weber report generally assumed a continuation of current tax
law and included inflationary increases for some categories of revenue. In addi-
tion to inflation, real growth was projected for certain types of revenue based on
historical trends. The Brandl-Weber projections of future revenues are lower than
those made by Planning and result in a declining share of persona income going
to state and local government own source revenues.

The source of differencesin spending growth islessclear. The two reports used
significantly different methods of projecting future spending. While Finance pro-
jected spending by jurisdiction for the Brandl-Weber report, Planning estimated fu-
ture spending by government function for Within Our Means. Asaresult, it isnot
possible to directly compare all of their assumptions. However, it does appear that
the Brandl-Weber assumptions about spending growth were more modest in sev-
eral areas. The Brandl-Weber report assumed no growth in higher education en-
rollment and no real growth in higher education spending per student, while
Planning assumed that inflation-adjusted spending on higher education would in-
crease about 1.6 percent per year. The Brandl-Weber report also assumed lower
rates of growth in elementary-secondary education expenditures. Planning as-
sumed that inflation-adjusted spending per student would increase about 1.5 per-
cent per year, while the Brandl-Weber report assumed no real growth in spending
per student. Finally, the Brandl-Weber report also appears to have used lower
rates of growth for spending on Medical Assistance.

It isimportant to recognize that the two overall spending and revenue estimates
are not much different from one another. Planning’s revenue and spending esti-
mates for 2001 are only about 5 percent higher than our revised estimates based
on the Brandl-Weber budget scenario. These arerelatively small differences,
given the difficulty of accurate forecasting even afew yearsinto the future. The
recent change in the state’ s budget forecast for the 1996-97 biennium is testimony
to the difficulty of projecting revenues and spending only ayear or two ahead.’

7 See Department of Finance,November Forecast, November 1995.
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SOURCES OF FUTURE BUDGET GAPS

The key factors behind these projected future budget gaps are that:

Thegrowth ratefor government revenuesis expected to dow, as

Revenu_e growth in personal income slows.

growth is

expected to - Pressureto increase spending will come from increased casgloadsin
dow, while M edical Assistance, growth in elementary-secondary education
spending enrollments, and population growth among those age gr oups most
pressures likely to bearrested.

]?SPJ:_gue In the Spending isexpected to continueto increase faster than inflation in

elementary-secondary education, higher education, transportation,
and someother areas.

Sentencing policy, if unchanged, will continueto result in increased
prison, jail, and probation populations.

Possible cutsin federal aid for M edical Assistance, education,
transportation, and other programswill create additional pressure on
state and local gover nment budgets.

Even using Minnesota Planning’ s higher revenue projections, revenue growth is
expected to low down. Planning used revenue projections showing an annual
rate of growth generally between about 4 percent and 5 percent. These rates of
growth were based on similar expected growth rates for personal income. The
rate of growth in personal income has typically been higher. The annual rate of
growth was 9.2 percent from 1974 to 1984 and 6.6 percent from 1984 to 1994.
Over thelast five years, persona income in Minnesota grew at an annual rate of
6.0 percent. The decline in income growth is expected in part because of chang-
ing demographics, including growth in the share of the state’ s population that is
elderly or in school.

Revenue growth in the next biennium may a so be affected by the "price of gov-
ernment” resolution passed during the 1995 legidlative session. Thisresolution
callsfor "own source" revenues of state and local governments to be reduced from
18.2 percent of personal income during the 1996-97 biennium to 17.8 percent dur-
ing the 1998-99 biennium.8

Continued strong growth in spending is projected for Medical Assistance and
criminal justice. The growth in Medical Assistance comesfrom several sources:

8 Neither of these reports used this "price of government” assumption. Planning’s revenue est
mate was completed before the 1995 legislative session and assumed that the percentage of grsonal
income going to own source revenue would remain constant at 18.4 percent. For the most parthe
Brandl-Weber report projected revenues using current tax law and fee structures adjusted famfla
tion, demographic changes, and economic growth. Projections using the price of government selu-
tion and the most current estimates of future personal income have revenues exceeding the Bandl-
Weber estimates for 1996-2001 by only about $650 million. These projections are about $2.85ib-
lion less than those used by Minnesota Planning.
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1) increased caseloads particularly for the disabled and elderly, 2) growth in the av-
erage amount of services provided to arecipient, and 3) medical care inflation in
excess of the general rate of inflation. The growth in corrections and police pro-
tection spending islikely to come from the continued impact of tougher sentenc-
ing policies and an increase in the number of Minnesotans between the ages of 10
and 24, the age group most likely to commit crimes.

Table 11.5 shows Minnesota Planning’ s assumptions about the growth rate for dif-
ferent types of spending from 2000 to 2005. Thereal growth rates represent thein-
crease in spending over and above the genera rate of inflation. The nominal
growth rates also include the generd rate of inflation. The fastest growth rates
were projected for health care spending, which was expected to grow about 13 to
14 percent annua Iy.9 Health care access funds such as MinnesotaCare were ex-
pected to increase about 7 percent annually. Planning also projected spending

Table 11.5: Assumed Growth Rates in State and Local Spending and
Revenues, 2000-05

Nominal Growth Rates? 2000 2001 2002 2003 2004 2005
Higher Education 4.72% 4.82% 4.92% 5.02% 5.02% 5.02%
Elementary-Secondary Education 5.12 4.99 5.09 5.08 4.84 4.83
Criminal Justice 4.57 13.53 5.37 13.45 6.08 13.23
Family Support 5.04 5.14 5.24 5.34 5.34 5.34
Health Care 13.42 13.53 13.64 13.75 13.75 13.75
Residential Health Facilities 3.10 3.20 3.30 3.40 3.40 3.40
Transportation 4.37 4.47 4.57 4.67 4.67 4.67
Health Care Access 6.71 6.81 6.92 7.02 7.02 7.02
Other Trust Funds 4.03 4.13 4.23 4.33 4.33 4.33
All Else 4.03 4.13 4.23 4.33 4.33 4.33
Revenues 4.98 5.08 5.18 5.28 5.28 5.28
Real Growth Rates® 2000 2001 2002 2003 2004 2005
Higher Education 1.57% 1.57% 1.57% 1.57% 1.57% 1.57%
Elementary-Secondary Education 1.96 1.73 1.73 1.62 1.39 1.38
Criminal Justice 1.43 10.01 2.00 9.72 2.59 9.51
Family Support 1.88 1.88 1.88 1.88 1.88 1.88
Health Care 10.01 10.01 10.01 10.01 10.01 10.01
Residential Health Facilities 0.00 0.00 0.00 0.00 0.00 0.00
Transportation 1.23 1.23 1.23 1.23 1.23 1.23
Health Care Access 3.50 3.50 3.50 3.50 3.50 3.50
Other Trust Funds 0.90 0.90 0.90 0.90 0.90 0.90
All Else 0.90 0.90 0.90 0.90 0.90 0.90
Revenues 1.82 1.82 1.82 1.82 1.82 1.82

Source: Minnesota Planning.
%Includes general inflation rate which grows from 3.1 percent in 2000 to 3.4 percent in 2003-05

®Does not include the general inflation rate.

9 Health careincludes Medical Assistance, Alternative Care, General Assistance Medical Car,
and the Chemical Assistance Medical Care Entitlement.
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increases averaging 9 to 10 percent annually for criminal justice activities, or
about 6 percent after adjusting for inflation.1°

Enrollment in elementary-secondary schools was forecast to increase modestly un-
til 2003 before declining dightly. In addition, Planning assumed that higher educa-
tion enrollments would increase about 0.8 percent per year from 1995 to 2005.
Most of thereal increase in e ementary-secondary education spending, and about
half of the increase in higher education spending, was expected to come from in-
creased spending per student. Planning assumed that inflation-adjusted spending
per student would grow about 1.5 percent annually in el ementary-secondary educa-
tion and 0.7 percent annually in higher education.

Growth in excess of inflation was al so projected for transportation, family support,
and other spending. Based on historical trends, Planning assumed transportation
spending would grow 1.2 percent annually in addition to an inflationary increase.
Spending on family support programs such as Aid to Families with Dependent
Children was expected to grow 1.9 percent annually in addition to inflation, based
on the projected increase in the number of single-parent families. Spending for
most other areas was expected to grow at the rate of inflation, plus an annual in-
crease of 0.9 percent, based on the expected growth in the number of Minnesota
households.

The growth in overall spending is coming from avariety of sources, including:
Growth in casdloads and enrollment,
Inflationary increases,
Increasesin spending beyond inflation, and
Medical inflation in excess of the general inflation rate.
It isdifficult, however, to be more explicit about the relative contribution of each

factor, since Planning’ s data are not specific enough about the relative contribution
of some spending areas such as health care. !t

ANALYS3S

In this section, we examine the sensitivity of the two budget scenarios to alterna-
tive assumptions. In particular, we consider what sorts of budget cuts would be
sufficient to eliminate any cumulative budget gapsin the foreseeable future. The

10 Within the criminal justice area, Planning assumed the following inflation-adjusted annualates
of growth: law enforcement (3.3 percent), judicial and legal (5.9 percent), local corredbns (4.7 per-
cent), and state corrections (11.1 percent). Specific alocations were also made for the cds of build-
ing facilities.

11 Itiseven moredifficult to sort out the factors contributing to spending growth in the Brauil-
Weber projections. The Department of Finance was not able to provide us with detailed enougdata
to permit such an analysis.
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current Department of Finance forecast indicates that no budget shortfall is ex-
pected for the 1996-97 biennium. Asaresult, we started our analysis with 1998
and examined the potential for budget deficits through 2003.

On the revenue side, we used Finance’' s most recent estimates of future personal
income. In addition, we used the "price of government” targets set by the 1995
Legidature. Thesetargets set the percentage of personal income which isto be
raised through taxes and other "own source revenue.” 12 our revenue projections
are consequently based on the expressed policy of the Legidature and estimates of
future growth in personal income.

On the expenditure side, we used assumptions similar to those used by Planning
and displayed earlier in Table 11.5. For example, like Planning, we assumed that
any budgets would be balanced each year by reducing spendi ng.13 Furthermore,
we used Planning’ s assumptions about the portion of each type of spending which
isavailable for budget reductions, when necessary. We used two different sets of
assumptions about inflation rates. First, we used the projected increases in the
PGSL, as provided to us by the Department of Finance. Using the PGSL resulted
in lower rates of growth in spending than assumed in either of the two reports.
However, since the PGSL isthe deflator for all state and local government spend-
ing, we felt it was a more appropriate measure than the Consumer Price Index to
use in projecting inflationary growth in Minnesota's state and local government
spending. Second, we used Planning’ s assumptions about inflation rates to gauge
the sensitivity of our results to different assumptions.

We examined three expenditure scenarios under each of the inflation rate assump-
tions. Inthefirst scenario, the inflation-adjusted rates of growth in various spend-
ing categories were similar to those used by Planning. For example, we assumed
health care spending would increase 10 percent annually in addition to the general
rate of inflation.’* We also used Planni ng' s assumptions about enrollment growth
in elementary-secondary education and higher education.

The second scenario was identical to the first scenario except for lower growth
ratesin health care and criminal justice spending. In this scenario, we assumed
that health care spending would grow 7.0 percent annually in addition to the gen-
eral rate of inflation. We used a 4.5 percent real growth rate for criminal justice
spending.

Thethird scenario is the same as the second scenario except for lower rates of
spending growth for e ementary-secondary education, higher education, and

12 Although the price of government resolution covers revenues through 1999, we assumed that &
price of government would remain unchanged in subsequent years from its level in 1998-99.

13 Unlike Planning, we also assumed that a budget surplus would be saved rather than spent.

14 We smoothed out the projected increasesin criminal justice spending from those used by Plan
ning. We assumed an annual growth rate of between 5.5 and 6.0 percent in addition to inflabn.
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transportation. Unlike Planning, in this scenario, we assumed no real growth in
spending per student in education and alower growth rate for transportation.15

The first budget scenario resultsin combined state and local government deficits
which are similar in magnitude to those forecast in the two reports examined ear-
lier in this chapter. Table 11.6 shows cumulative deficits of $1.3 billion from 1998
to 2001 using our first scenario and the expected growth in the PGSL as an indica-
tor of future inflation pressures affecting spending. These deficits are nearly iden-
tical to the estimated deficits we obtained when we adjusted the Brandl-\Weber
projectionsto reflect the assumption that budgets are balanced each year. Plan-
ning’ s estimate of future deficits was dighter lower primarily because, unlike the
other two projections presented in Table 11.6, it assumed that revenues would re-
main a constant percentage of personal income.

Table 11.6: Projected Deficits for Minnesota State and
Local Governments (in Millions), 1998-2001

Alternative Scenario
Based on "Price

Within Our Brandl-Weber of Government"
Year Means Report Report Revenue Targets
1998 $300 $800 $800
1999 300 300 300
2000 200 100 200
2001 300 100 100
Cumulative Deficits $1,100 $1,300 $1,300

Notes:
(1) These projections do not include the impact of any federal aid changes.
(2) Some totals do not add due to rounding.
(3) We adjusted the original projections in the Brandl-Weber report so that all three sets of proj ec-
tions assumed that budgets must be balanced each year.

Table 11.7 displays the results of our three budget scenarios under the two differ-
ent inflation assumptions. In general, we found that:

Even without federal aid reductions, eliminating future budget gaps
appearslikely to require significant constraints on state and local
gover nment spending and lower rates of spending growth than have
been experienced in the pagt.

Each of the scenarios would result in a substantial budget shortfall in 1998. The
shortfalls would range from about $550 million to alittle more than $800 million.
The deficit is mostly due to the effect of the price of government resolution on
revenues. From 1997 to 1998, the resolution suggests that state and local govern-
ment revenues should be lowered from 18.2 percent to 17.8 percent of personal

15 Welowered the annua growth rate for transportation from 1.23 percent to 0.9 percent plus #a
general rate of inflation. The lower rate represents the projected annual rate of increasmn the num-
ber of householdsin Minnesota.
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Table 11.7: Projected Average Annual Surplus/Deficit
in State and Local Governments (in Millions),
1999-2003%

General Inflation Rate

CPI-U Used
PGSL by Planning
Scenario 1: Real Growth Rates per $(-160) $(-290)
Minnesota Planning
Scenarios 2: Slower Growth in Health Care (-10) (-170)
and Criminal Justice Spending
Scenario 3: Slower Spending Growth in +200 (-10)

Education and Transportation
as well as Health Care and
Criminal Justice

Source: Office of the Legislative Auditor.

3There is a deficit of between $560 and $810 in 1998 for each scenario.

income. Thisisareduction of about $470 million in revenues and accounts for
more than half of the projected deficit for 1998.

The projected budget situation for subsequent years depends on spending and in-
flation assumptions. Using Planning’ s inflation assumptions, there are deficits un-
der any of the three scenarios. However, if significant constraints are placed on
spending growth (as under Scenario 3), the average annual deficit is only about
$10 million from 1999 through 2003. Using the PGSL as the inflation rate for
government spending resultsin amore optimistic outlook. The average deficitis
minimal from 1999 to 2003 under Scenario 2, and significant surpluses may be ex-
pected if spending is further constrained as under Scenario 3.

From 1977 to 1992, inflation-adjusted state and local expenditures grew at an an-
nual rate of 3.0 percent in Minnesota. As Table 11.8 shows, each of the three sce-
narios has alower projected growth rate for spending. The annual growth rate of

Table 11.8: Projected Annual Real Growth Rates in
Spending Compared with Past Experience

Annual Real Growth Rate

Projected
(1997-2003) Actual
Scenario 1 2.8% NA
Scenario 2 2.3 NA
Scenario 3 1.7 NA
1977-92 NA 3.0%

Source: Office of the Legislative Auditor.
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1.7 percent under Scenario 3 is significantly less than past experience. Only the
growth rate under Scenario 1 is close to the historical average.

Asaresult, in the absence of faster revenue increases, it appears that eliminating
future budget gaps will require aslowing of historical growth rates in spending.
In addition, eliminating future deficits will also probably require some constraints
on hedlth care and criminal justice spending, which are likely to increase the
fastest of all categories of spending over the next six years. Additional spending
constraints may also be necessary, depending on the general inflation rate.

Any reductions in expected federal aid will create additional budget problems be-
yond those outlined above. The extent of the budget problem created by federal
aid reductions will depend on the level of cuts eventually enacted into law. In ad-
dition, state and local governments will be affected by the degree to which the fed-
eral government gives them the freedom to make changes in federally supported
programs in response to reduced aid. We did not attempt to analyze the impact of
federal aid changesin detail, because the President and Congress had not agreed
upon the level and the nature of federal aid reductions at the time this report was
written.

SUMMARY

Two recent reports have projected future budget deficits for state and local govern-
mentsin Minnesota. The deficits arise, in large part, because of an expected slow-
ing of the growth in personal income and government revenues. Spending
pressures are also significant, particularly for health care and criminal justice pro-
grams, but projected spending increases are not higher than the historical rate of
growth.

In Within Our Means, Minnesota Planning projected a cumulative budget deficit
of $2.5 billion over aten-year period (1996-2005). The Brandl-Weber report
shows a$5.1 hillion budget gap over a six-year period (1996-2001), but the cumu-
lative deficit would only be $1.3 billion when calculated the same way as Plan-
ning’s projected deficit. This adjusted figure is similar to the cumulative deficit of
$1.1 billion projected by Planning over the same period.

We also made projections of future budget gaps based on the most recent esti-
mates of future persona income and the "price of government" targets for state
and local revenues set by the 1995 L egidature. These projections suggest asig-
nificant shortfall in 1998, primarily due to the targeted reduction in state and local
revenues as a percentage of persona income. Shortfalls over the next five years
(1999-2003) can be avoided if spending constraints lower the growth rate in spend-
ing below historical levels. The extent of spending constraints needed depends on
the general rate of inflation in spending, aswell as other factors. Possible federal
aid reductions pose an additional budget problem for state and local governments,
but have not yet been agreed to by the President and Congress.



