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Bridging the gap between academic ideas and real-world problems

WEATHERING THE NEXT RECESSION
How Prepared Are the 50 States?

When recessions strike, state governments must often contend with revenue shortfalls resulting
from declines in overall economic activity. Because many states have balanced budget require-
ments, falling revenues often mean states must raise taxes, cut spending, or do both. Most states
have rainy day funds to smooth state spending across business cycles and reduce the need for tax
hikes or budget cuts during recessions. Even with historically high rainy day fund balances before
the Great Recession, many states did not have enough saved to avoid cutting spending or increas-
ing taxes in 2009 and 2010. The rapid exhaustion of rainy day funds during the Great Recession
raises the question of how well states have prepared for the next recession.

A new study for the Mercatus Center at George Mason University examines the current condition
of state rainy day funds from across the United States. By comparing the balances of individual
states’ rainy day funds as a percentage of their annual revenue with various levels of potential rev-
enue shortfalls based on recession severity, the study finds that the vast majority of states have not
saved enough to weather the average decline in revenue associated with the full range of potential
recessions.

To read the study in its entirety and learn more about the author, Erick M. Elder, see “Weathering
the Next Recession: How Prepared are the 50 States?”

DATA AND EMPIRICAL STRATEGY

Credit rating agencies and professional organizations for state policymakers have suggested that
states should aim to save enough to cover between 5 percent and 16.7 percent of their annual
spending or revenue, but this one-size-fits-all solution ignores variances in business cycle duration
and severity among the states. This study accounts for differences among the states by using state-
level public finance data and economic indicators to create potential distributions of savings goals
for each state.

For more information, contact
Kyle Precourt, 703-993-8196, kprecourt@mercatus.gmu.edu
Mercatus Center at George Mason University
3434 Washington Boulevard, 4th Floor, Arlington, VA 22201

The ideas presented in this document do not represent official positions of the Mercatus Center or George Mason University.
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KEY FINDINGS

To understand how prepared a state is to handle revenue shortfalls during a recession, policymak-
ers need to answer two key questions: What target level of savings would be an appropriate buffer
for revenue declines, and what proportion of possible recessions could the state weather with its
current level of savings?

What Target Level of Savings Is Best?

*  Most recessions are short, but long recessions are disproportionately harmful. The target level
of savings for a state should be equivalent to its expected revenue shortfall for the average
recession. Most recessions are shorter than the average, and longer recessions are much
more harmful, meaning that the expected revenue shortfall for the average recession is
higher than the expected revenue shortfall for most recessions.

* States should save enough to cover at least three out of every four recessions. Most states’
expected revenue shortfall for the average recession is near the expected revenue shortfall
for the 75th percentile of recessions. In other words, to be prepared for the average reces-
sion, states should save enough to cover three out of every four recessions.

Which States Are Most Prepared?

As shown in table 1, Alaska, West Virginia, South Dakota, Nebraska, and Wyoming are the top five
most prepared states for the next recession, based on the ability of their respective rainy day funds
to cover any expected revenue shortfalls. Each of these states is prepared to cover its entire reve-
nue shortfall in well over 75 percent of expected recession scenarios using its rainy day fund.

Which States Are Least Prepared?

Six states—Arkansas, Kansas, Montana, New Jersey, Pennsylvania, and Wisconsin—are tied for
being the least prepared for handling expected revenue declines during future recessions, as
shown in table 1. None of these states has a rainy day fund, meaning any future revenue shortfalls
would have to be covered through spending cuts or tax hikes. As shown in table 2, including gen-
eral fund balances as an additional buffer against potential revenue shortfalls improves Wiscon-
sin’s, Montana’s, and Kansas’s preparedness measure, but Arkansas, New Jersey, and Pennsylvania
remain among the least prepared states, joined by Maine and Illinois.

POLICY RECOMMENDATIONS

* Contribute more to rainy day funds. To avoid spending cuts or tax hikes during the average
recession, states that currently do not have enough saved in their rainy day funds will need
to increase the accumulated savings in their respective funds. The data tables presented in
the study allow state policymakers to pick their own savings goals and estimate how well
prepared their state would be for a given recession under the new goal.

*  Enact rules governing the use of rainy day funds. State legislators can do more to ensure fiscal
stability for their states by adopting requirements for deposits made to their rainy day funds



and by setting strict rules about withdrawals. States that have already adopted such rules
have, on average, lower spending volatility across years than states without such rules.

Table 1. States’ Ability to Weather an Economic Contraction Using Only the States’ Rainy Day Funds

State Constant-revenue Expansion-revenue Each state’s average Rank
Alaska 994 98.8 99.1 1
West Virginia 97.8 941 96.0 2
South Dakota 96.8 87.2 92.0 3
Nebraska 94.4 83.1 88.8 4
Wyoming 90.2 86.4 88.3 5
lowa 87.2 78.6 82.9 6
Texas 88.0 719 79.9 7
Indiana 78.1 70.9 74.5 8
New Mexico 87.2 59.2 73.2 9
Utah 85.2 56.6 70.9 10
Vermont 75.9 59.3 67.6 n
Washington 77.1 56.9 67.0 12
Delaware 82.2 48.1 65.1 13
Tennessee 70.2 52.6 61.4 14
North Dakota 100.0 21.7 60.8 15
Oklahoma 64.9 56.7 60.8 16
South Carolina 68.7 50.2 59.5 17
Maryland 63.4 50.1 56.7 18
California 74.7 37.9 56.3 19
Florida 614 50.0 55.7 20
Colorado 65.5 43.0 54.2 21
Rhode Island 60.1 48.1 541 22
Idaho 59.7 48.3 54.0 23
Minnesota 67.6 40.1 53.9 24
Georgia 65.4 41.2 53.3 25
Arizona 81.4 22.5 52.0 26
North Carolina 614 42.0 51.7 27
Ohio 52.9 47.6 50.2 28
Alabama 58.3 41.6 50.0 29
New York 57.7 421 49.9 30
Louisiana 52.6 441 48.3 31
Connecticut 54.2 37.4 45.8 32
Missouri 544 37.0 457 33
Mississippi 54.0 37.3 45.7 34
Virginia 66.1 249 455 35
Michigan 48.5 425 455 36
Massachusetts 54.2 36.0 4511 37
New Hampshire 51.6 33.1 42.4 38
Maine 55.3 17.9 36.6 39
Oregon 33.8 26.6 30.2 40
Kentucky 314 24.6 28 41
Hawaii 33.4 211 27.3 42
Nevada 25.1 19.5 22.3 43
lllinois 21.6 13.6 17.6 44
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State Constant-revenue Expansion-revenue Each state’s average Rank

Arkansas 0 0 0 45
Kansas 0 0 0 45
Montana 0 0 0 45
New Jersey 0 0 0 45
Pennsylvania 0 0 0 45
Wisconsin 0 0 0 45
States’ average 58.2 421

Table 2. States’ Ability to Weather an Economic Contraction Using the Combined Rainy Day Fund
and General Fund

State Constant-revenue Expansion-revenue Each state’s average Rank
Alaska 99.2 98.4 98.8 1
West Virginia 99.0 96.7 97.9 2
Nebraska 98.3 91.9 95.1 3
lowa 95.0 90.1 92.6 4
South Dakota 97.0 88.1 92.5 5
Texas 95.2 84.0 89.6 6
Wyoming 90.2 86.4 88.3 7
Indiana 89.7 83.5 86.6 8
Florida 86.4 75.0 80.7 9
South Carolina 87.7 73.2 80.4 10
Washington 87.0 69.7 78.3 n
Delaware 91.8 62.7 77.2 12
Utah 88.3 61.5 74.9 13
Tennessee 81.3 67.3 74.3 14
Kansas 78.8 68.1 73.5 15
New Mexico 87.2 59.2 73.2 16
Minnesota 85.8 60.3 73.0 17
Vermont 75.9 59.3 67.6 18
Montana 72.4 62.7 67.5 19
North Dakota 100.0 34.0 67.0 20
New Hampshire 76.5 55.3 65.9 21
Ohio 69.4 62.0 65.7 22
Rhode Island 71.3 60.1 65.7 23
Hawaii 73.3 52.6 63.0 24
Colorado 73.1 52.8 62.9 25
Arizona 92.2 31.8 62.0 26
California 78.4 441 61.3 27
Oklahoma 64.9 56.7 60.8 28
Maryland 66.1 53.8 59.9 29
New York 66.5 50.5 58.5 30
Idaho 62.9 52.4 57.7 31
Georgia 69.7 45.0 57.3 32
Michigan 58.7 53.9 56.3 33
Louisiana 59.9 52.6 56.2 34

continued on next page



State Constant-revenue Expansion-revenue Each state’s average Rank
Missouri 63.8 47.6 55.7 35
Wisconsin 55.2 55.2 55.2 36
Nevada 60.9 47.8 54.3 37
Virginia 76.1 31.7 53.9 38
Alabama 61.0 45.4 53.2 39
Connecticut 62.8 43.6 53.2 40
North Carolina 614 42.0 51.7 41
Mississippi 60.7 42.0 51.3 42
Massachusetts 56.7 395 48.1 43
Oregon 514 40.2 45.8 44
Kentucky 431 37.5 40.3 45
Maine 58.4 19.3 38.9 46
New Jersey 419 23.8 32.8 47
Pennsylvania 26.2 18.3 22.2 48
lllinois 25.3 17.7 215 49
Arkansas 0 0 0 50
States’ average 71.5 55.0






