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CLosING THE Books oN FiscaL YEAR 2005:
AN IvProVED OuTLOOK, BUT MORE MustT BE DONE

On July 15th, Governor Mitch Daniels reported
the State of Indiana’s fiscal year (FY) 2005 re-
sults. For the first time since FY 2000, the FY
2006 State fiscal outlook showed signs of im-
provement. The Governor stated his intention
to move the State “into a new era of financial
responsibility.” While the Governor and the
General Assembly have taken significant steps
toward that goal, revenue growth is forecast
to be moderate, and expenditure pressures
are high and increasing due to recent budget
constraints. Finally, reserve balances remain
at historical lows and the State remains unpre-
pared for the next economic downturn.

One year ago, the Indiana Fiscal Policy Insti-
tute analyzed the State’s fiscal condition at
the end of FY 2004
and identified sev-
eral important fiscal
issues that would

end of the biennium in June of 2007. However,
as shown in Figure 1, these balances remain
below 7.5% of operating revenue throughout
the biennium. FY 2006 balances will represent
only 5.7% of operating revenue. Should the
budget projections hold true, the State will have
experienced six years of reserve balances be-
low 7.5% of operating revenue by the end of
the FY 2006-2007 biennium. These are histori-
cal lows, as balances remained below 7.5% for
only three years in the 1980s, following the se-
vere, double-dip recessions of 1980 and 1981-
1982.

The impact of the last recession on State bal-

ances has not only been deep but has been
long-lasting. In the 1980s recession, the low
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However, those balances mask a still precarious
perch. Combined balances grew by over $200
million in FY 2005 and are projected to grow
another $170 million, to $921.2 million, at the

1 “Indiana closes Fiscal Year 2005 books,” News Release, Office of the Governor, July
15, 2005.
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point was 1982, with combined balances drop-
ping to 5.6% of revenue. In the 1990s reces-
sion, the low point was reached in 1993, at 8.0%
of revenue. In the 2000s, balances dropped to
6.1% in 2002 and to 5.0% in 2004. The Budget
Agency projects combined reserve balances
will only reach 7.4% of operating revenue by
the end of the biennium in June of 2007, while
the recession will have ended nearly six years
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earlier. In contrast, balances were over 12.0%
by 1988 and over 22.0% by 1996, points in time
reflecting a six year period following a prior re-
cession.

The slow recovery and low balances mean
that delayed payments to local governments,
schools and higher education institutions most
likely will not be reversed during this biennium.
These delayed payments are a $700+ million
liability incurred to help the State through the
2001 recession and remain in place four years
later. More importantly, the technique, which
has been used in each of the last three reces-
sions is, until repaid, unavailable should the
economy slow significantly during the next two
years.

Budgetary factors contributing to the
risky nature of Indiana’s fiscal condi-
tion:

Revenue: FY 2005 was the first year since
1999 that revenue collections exceeded their
“budget-based” forecast.? This followed a
nine year period, beginning in 1992, during
which revenue

collections

Table 1. Annual Percentage Growth in

State Revenue Collections

Percent Growth of
State FY Ending| Revenue Collections
June 30 over Prior Year
2000 2.9%
2001 -1.0%
2002 -3.8%
2003 13.4%
2004 7.5%
2005 7.7%

in 2003 is due largely to the tax restructuring
package enacted in the 2002 Special Session
of the General Assembly.

In contrast to the mid-1990s, when similar reve-
nue growth led to large surpluses, reserve bal-
ances remain low. The primary reasons for that
are the depth of the impact of the 2001 reces-
sion on revenue collections and the inclusion of
an $800 million annual increase in property tax
relief in the tax restructuring legislation.

Figure 2.

Revenue Forecast vs. Actual Collections

FY 1989 - 2007
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2 The State’s revenue forecasting process actually projects revenue collections for every
fiscal year several times. In this analysis, “budget-based” forecast is the forecast upon
which the enacted budget was passed. Over the period from 1989 through 2007, the
budget-based forecast would be made in April of the fiscal year immediately preceding the
budget biennium. For example, the forecast used to enact the 2006-2007 biennial budget
was made in April of 2005.
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Expenditures: For the first time since 1998,
and after four years of very tight budget man-
agement in fiscal years 2004, 2005, 2006, and
2007, revenue will exceed expenditures in FY
2007.
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In spite of anemic revenue growth during
and immediately following the recession, the
State was able to maintain expenditure growth
throughout the period, with the notable excep-
tion in 2002. However, without payment de-
lays, expenditures would have grown in 2002,
though only by about 0.5%.

The 2006-2007 budget limits expenditure
growth to about 3.2% in 2006 and 1.8% in 2007,
after adjusting for one-time reversions of capi-
tal appropriations. These increases are within
the range of average long term revenue growth
and should be sustainable, if the economy con-
tinues to grow without recession.

Much of the budget's constraint involves the
capping of the very property tax relief passed
just 4 years ago in 2002. Combined over the
two year biennium, expenditures for K-12 edu-
cation, higher education, and property tax relief
increased by only 0.9%, while the rest of the
budget increase by 9.7%.2

Conclusion

Looking ahead, revenue collections are fore-
cast to grow at only moderate rates — by 2.8%
in FY 2006 (over FY 2005 actual collections)
and by 5.3% in FY 2007. Some may suggest
that these rates of growth are likely to be met
and surpassed, but to do so, the current eco-
nomic expansion will have to last through the
end of FY 2007, at which time it will be near-
ly six years old. The expansion of the 1990s
lasted 10 full years, but it was the longest on
record. The length of the average expansion is
about five years. While we cannot predict the
next recession, history says it is not all that far
away, especially in biennial budget terms.

On the expenditure side of the budget, pres-
sure to increase expenditures for K-12 educa-
tion, property tax relief, as well as Medicaid and
other social and health care services will almost
certainly increase over the next biennium.

Without question, the State’s fiscal condition is
better this year than last. The Governor and
the General Assembly enacted a budget that

3 The majority of budget appropriation increases came in the following categories:
Medicaid—14.6%, other social services and health—-8.2%, teachers’ pensions—9.4%,

and capital, which includes debt service for state and higher education building
projects—16.8%.
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Table 2. Annual Percentage Growth

in State Expenditures

Percent Growth of
State FY Ending|Expenditures from
June 30 Prior Year

2000 7.2%
2001 4.7%
2002 -3.2%
2003 10.0%
2004 4.2%
2005 2.8%
2006 4.7%
2007 1.3%

made significant progress toward stability and
fiscal health. But they should not be overly
comforted, because the State’s balances re-
main and are projected to remain at historical
lows while payments delayed to local govern-
ment, schools, and colleges and universities
have not been reversed. To lead us to the new
era of financial responsibility, the Governor and
the General Assembly have more work to do.

Reprinting and or/distribution is acceptable with
appropriate citation of the IFPI.

For questions or additional information, contact
Mark Brown or Steve Johnson at the IFPI.

Copies of this report can be obtained on the
IFPI’'s website — www.indianafiscal.org or by
contacting our office:

Indiana Fiscal Policy Institute
One N. Pennsylvania Street, Suite 1000
Indianapolis, Indiana 46204
317-237-2890
ifpi@indianafiscal.org

The Indiana Fiscal Policy Institute (IFPI), formed
in 1987, is a private non-profit governmental
research organization. It is the only independent
statewide source of continuing research into
the impact of state taxing and spending policies
in Indiana. The IFPI is privately supported
by a variety of organizations, corporations,
associations, and individuals in Indiana and
surrounding states. Contributions to the IFPI are
fully deductible under section 501(c)(3) of the
Internal Revenue Code.
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The IFPI is only able to write reports such as these with support from
readers like you. Please consider becoming a member. All contri-
butions to the IFPI are 100% tax deductible. To become a member,

please fill out the form below or contact our office.

VIEMBERSHIP APPLICATION

Name of Company:

Name of Representative:

Address:

Telephone Number:

E-mail Address:

Number of Indiana Locations:

Approximate No. of Indiana employees:

Contributions to the non-profit Indiana Fiscal Policy Institute [IRC Sec. 501(c)(3)]
are deductible as provided by Federal and State Tax Law.

Please mail or fax this application to:

Indiana Fiscal Policy Institute
One N. Pennsylvania Street, Suite 1000
Indianapolis, IN 46204-3117
Phone: 317-237-2890 Fax: 317-237-2893

Please see our membership brochure, which follows.

One North Pennsylvania Street, Suite 1000 ¢ Indianapolis, Indiana 46204 « ifpi@indianafiscal.org ¢ www.indianafiscal.org
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Mission Statement

To enhance the effectiveness and accountability of
state and local government through the education
of public sector, business, and labor leaders on
significant fiscal policy issues and the consequences
of state and local decisions.

What We Do:

Provide quality, timely research and analysis from an
independent, trusted source.

Our work educates and informs government,
business, and community leaders. They, and our
elected and appointed officials, are able to draw upon
independent and trustworthy analysis when making
decisions and taking actions that affect the Indiana
Economy and our State’s ability to compete on a
variety of fronts.

By networking with other interested public and private
sectorleaders, we, and you, create an environment for
thoughtful discussion and research based analysis.

IFPI is your resource to gain in-depth knowledge and
understanding of key issues and their impacts making
you a more effective leader.

Indiana Fiscal Policy
Institute’s Effectiveness

IFPI research on policy issues provides the data and
analysis to help leaders address critical issues.

IFPI Report: Property Tax Equalization Study, 2005.
Analyzed the results of the State’s first-ever market

value based property reassessment. Governor called

for elimination of township assessment system and
modernization of local government structures.

Potential savings: Hundreds of millions of

dollars and an equitable property tax system

for all Hoosiers.

IFPI Report: Indiana’s Fiscal Condition — Hard
Questions, Tougher Decisions, 2004. A clear picture
of the State’s fiscal condition in the aftermath of the
2001 recession and subsequent budget shortfalls. It
framed the debate for the 2005 budget writing session
of the General Assembly.
Business Impact: A balanced budget with
no tax increase.

IFPI Report: Equity Investing for State Pension Funds
(1996) A coalition formed to convince the Electorate

to amend the Indiana Constitution.
Taxpayer Savings: $43 billion over 30 years

IFPI Report: Local Police and Fire Pensions
Unfunded Liabilities in Cities and Towns Throughout
the State (1996) In 1996, the legislature enacted new
relief formula to help distressed units.

Property Tax Savings: $800 million

IFPI Report: Medicaid’s Impact on the State’s Budget
(1991 and 1995) Administrative savings achieved

over 3 years of $500 million.
Business Savings: $163 million

INDIANA FISCAL POLICY INSTITUTE
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The Indiana Fiscal Policy
Institute Covers a Broad
Policy Front

Recent Projects and Publications

Statewide Property Tax Equalization Study

 Evaluation of State’s first-ever Market Value based
General Property Tax Reassessment
» Measured quality of market value property
valuation in Townships and Counties
o Wide inconsistencies in assessment results,
o Lack of accountability — No one is “in charge,”
o Structure and processes still reflect a 19th
Century culture
» Developed recommendations for improving the
property tax assessment system and structure
statewide
o Eliminate Township assessment
o Strengthen State Oversight and Assistance
0 Require 21st Century data and information
system
» Raised awareness of need for improvement
Statewide — Business and Community Leaders,
Elected and Appointed Officials.

The Indiana Human Capital Project

* The Evolution of Indiana’s Labor Force, 1968-
1997

» Graduate Migration from Indiana’s Postsecondary
Institutions

* The Indiana Workforce: An Employer’s
Perspective

» Survey of Current Practices in Postsecondary
Graduate Retention

Pension Policy Publications

* The Teachers’ Retirement Fund’s Pension
Stabilization Fund-A Trust Fund Insuring Indiana’s
Commitments

» Rescuing Police and Fire Pensions in Indiana

Tax Policy Reports

» Restructuring Indiana’s Tax System
 Local Property Tax Limitations in Indiana

Budget and Fiscal Position Papers

* Benchmarking the 2005 Budget- a series of 4
budget briefs

* Indiana is Falling Behind — Measuring Indiana’s
Economic Performance

» After the 2001 Recession — Charting a Path to
Recovery — February 2002

 Distribution of Township Poor Relief in Indiana

* A Guide to Indiana School Finance

Indiana Fiscal Policy
Institute’s Membership and
Governance

The Institute is governed by a Board of Directors
containing 20 representatives from member
organizations.
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Leaders of business, labor, and education in Indiana
comprise the Institute’s membership.

Benefits of Membership

1. Significantly improved decision making based
on independent research and thoughtful analysis,
resulting in greater government efficiencies and
substantial tax savings.

2. Participation in meeting and seminars with out-
standing speakers, policy makers, and senior public
and private sector leaders.

3. Regular updates from IFPI and advanced copies of
all IFPI research and analysis.

Your Investment in the IFPI

Members are the sole source of on-going support
for IFPI. Your investment allows us to remain an
independent resource and conduct in-depth research
and analysis on the mostimportant and impact issues
of fiscal policy.

Investing in Sound Policy

Board of Directors

Robert D. Kraft, Indiana Farm Bureau, Chair
Stephen E. Rahn, Lincoln National, Vice Chair
John Hammond Ill, Ice Miller, Secretary

Willie Roper, IPL, Treasurer

Karl Berron, Indiana Assn of Realtors

Daniel Clark, Indiana State Teachers Assn.

Donald E. Coovert, Venture Management Intl., LTD
Francina Dlouhy, Baker & Daniels

Heidi Grether, BP, Inc.

David A. Kelly, NiSource

Ann Lathrop, Crowe Chizek & Co.

David Lewis, Eli Lilly & Co.

Marc Lewis, Indiana Michigan Power

Joseph Loftus, Barnes & Thornburg

Judith G. Palmer, Indiana University

Dewey Pearman, Construction Advancement Fndtn
Doug Petitt, Vectren Corporation

Daniel B. Seitz, Bose Treacy Associates, LLC,
Bose McKinney & Evans
Ken Walker, Mittal Steel

Member Companies
Cinergy/PSI Energy

Cook Group

General Motors

Indiana Energy Association
Purdue University
WellPoint

Whiteco Industries

The size of your organization determines the
foundation for your contribution. Membership dues
are set in recognition of both the uniqueness of
your organization and its financial wherewithal.
Additionally, associate memberships are available for
individuals and companies who want to support the
work of IFPI but have limited resources. Membership
on the Board of Directors is open to representatives
of companies and organizations for members and
selected in accordance with the bylaws of the IFPI.
Members on the Board of Directors are requested
to provide additional voluntary support through the
underwriting of meetings, events, and speakers, or
additional levels of membership support.

IFPI Membership: Who Are We?

Manufacturers, Mining, Construction

Healthcare Individuals

Real Estate Utilities

Consulting Financial Institutions
Securities Retail, Wholesale, Other
Higher Education Insurance

Accounting Firms Law Firms

Professional Associations
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