THE APPEARANCE OF
FISCAL PRUDENCE

Maryland’s Spending Affordability Committee

BY EILEEN NORCROSS AND BENJAMIN J.VANMETRE

IN 2010, AFTER GRAPPLING WITH A DECADE OF STRUCTURAL DEFICITS
and two years of recession, Marylands Spending Affordability Committee (SAC)
questioned its 30-year record on limiting state spending:

Recent years have sorely tested the budgetary concepts customarily em-

ployed to account for spending for spending affordability purposes. The

combination of huge mid-year spending reductions, massive federal as-

sistance and extensive reliance on one-time supports makes it impossible to

clearly establish a basis for calculating a limit without arbitrary judgments

about what should be in or out."

The new approach called for by the SAC charges the General Assembly and
Governor with the task of reducing the state’s structural deficit.

The call for spending discipline by the SAC, a committee created to recom-
mend prudent spending limits to Maryland’s Legislature and Governor, high-
lights the design flaws and erratic application of Maryland’s three decades-long
SAC experiment. Maryland’s unsuccessful approach to limiting spending can
be evaluated against the experience of other states with tax and expenditure
limits. The SAC process is subjective, subject to gaming, and ties spending
growth to anticipated revenue growth, functioning more as a spending target
rather than a cap.

The SAC should be abolished and replaced with a clear, transparent, and easy
to evaluate spending rule to guide the General Assembly’s and Governor’s budget
deliberations.
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THE SPENDING AFFORDABILITY COMMITTEE (SAC)

Creating a Tax and Expenditure Limit (TEL) became a campaign issue in Maryland
during the 1978 gubernatorial elections with the passage of Proposition 13 in Califor-
nia. Proposition 13 amended California’s constitution and imposed a limit on property
taxes while also requiring a two-thirds majority vote for all changes in the states statute
that would result in a tax increase.? Various states followed Californias move towards
fiscal restraint and began to implement tax and expenditure limits of their own.

The same year California passed Proposition 13, Maryland Republican guber-
natorial candidate Louise Gore proposed to limit spending to the yearly percent-
age increase in total personal income. Incumbent Governor Blair Lee III argued
that increases in the State budget should be limited to 7 percent of total personal
income.® Neither campaign was successful. Harry Hughes was elected governor in
1978 and the discussion surrounding spending limits remained dormant for the
following few years.

The discussion of creating a TEL for Maryland resurfaced in 1981 when Mary-
land’s Legislative Policy Committee created the Spending Affordability Committee
(the “SAC” or “Committee”). The Committee was signed into law the following year
and was given the role of limiting growth in state spending.*

The SAC is composed of the Senate majority and minority leaders, the chair-
men of the fiscal committees, a number of additional appointed members, and a
citizen advisory committee.” The Committee’s foremost responsibility is to draft an
annual report that provides a recommended level of state spending that is reflective
of the current economic and fiscal condition of the state. Based on the Commit-
tee’s analysis and briefings from the Department of Legislative Services, the Com-
mittee determines a rate of growth in state spending that is deemed affordable.
This recommendation is presented to the Governor and the General Assembly each
year.® The recommendations are generally made in December, to give the Governor
enough time to consider the limit before proposing the state budget in January.

To ensure that the spending limit is effective, the Committee notes that “con-
sideration is given to constraining disproportionate growth in State-funded expen-
ditures in any fiscal year which might necessitate or “build in” unsupportable levels
of spending in future years.”

However, both the design and implementation of SAC has had the reverse effect.
Maryland has experienced close to a decade of structural deficits, with the process
of determining a spending limit itself subject to manipulation over the period. On
average, spending has increased 5 percent a year in real terms since 1983. The Com-
mittee’s recommendations are formulated subjectively, and recommended spending
levels are justified according to a shifting set of economic, fiscal, and policy criteria.

The SACs methodology is relatively straightforward. Last year’s appropriations
are multiplied by a recommended rate of spending growth. The Committee defines
base spending and selects a rate of growth for spending based on the results of sub-
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jective judgments, policy debate, and an inconsistent interpretation of economic
and fiscal data. A review of the SAC’s reports indicates that determining a base level
of spending and suggesting a rate of spending growth each point to the core design
flaws in Maryland’s approach to limiting spending.

BUILDING THE BASE

To recommend an absolute amount of spending for the operating budget, the Commit-
tee begins by “building the base.” Specifically, appropriations, deficiencies, or spending
that occurred in the previous year without an appropriation are added to last year’s
appropriations.® The spending limit only applies to general funds, special funds, and
higher education funds. The Committee then deducts federal funds and certain higher
education revenues from this total.” Then, the committee subtracts “exclusions,” which
are programmatic items that require a one-time outlay or are financed by fees, PAYGO,
or debt such as capital expenditures. This total forms the base.

Two design flaws emerge at this point. The base is only a subset of Maryland’s
budget. By excluding federal funds and spending on capital projects, the Com-
mittee’s charge is only to consider a portion of the budget when recommending a
growth limit. As Table 1 shows, on average between FY 1985 and FY 2009, only 66
percent of Maryland’s budget has been subject to the SAC’s spending growth limit.
The result is that Maryland’s budget began to experience very rapid growth in the
areas outside SAC’s purview, such as the Transportation Trust Fund. In its 1990 re-
port, the Committee notes, “For the third consecutive year, revenues have failed to
meet expectations...and operating expenses are expected to rise.” To remedy this,
the Committee recommended “revenue enhancements,” including increases in fuel
and titling taxes and licensing and registration increases. '

By 1995, the Committee, noting the rapid growth in PAYGO and in particular the
Transportation Trust Fund, suggested it might “provide guidance to budget commit-
tees respecting DOT debt and capital spending levels,” and recommended the SAC5
guiding statute could be modified to include other areas of spending, including “mat-
ters relating to federal policy impacts and the long term budget outlook.”*

A second flaw in “base building” is its subjective nature. Exclusions from the
base largely consist of capital appropriations on the grounds that these projects do
not involve ongoing spending. But what is considered an exclusion from the spend-
ing limit varies from year to year. Some examples of excluded items are: PAYGO ap-
propriations to the Board of Public Works; transportation capital programs; natural
resources and agricultural capital programs such as Program Open Space, waterway
improvement, shore erosion prevention, agricultural heritage programs, and agricul-
tural land preservation; capital projects at state universities and colleges; appropria-
tions for housing programs and economic development programs;'* and the water
quality program. The Committee admitted in its 1990 report that “determining what

constitutes a capital project in some instances will involve a judgment decision.”
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TABLE | PERCENT OF BUDGET LIMITED BY SAC

ESTIMATED FY PERCENT
APPROPRIATIONS OF BUDGET
YEAR SUBJECT TO SAC STATE BUDGET LIMITED
FY 1985 $5,090,000,000 $6,944,549,000 73%
FY 1986 $5,747,000,000 $7,942,093,000 72%
FY 1987 $5,909,000,000 $8,526,004,000 69%
FY 1988 $6,477,000,000 $9,132,706,000 71%
FY 1989 $7,041,000,000 $10,002,800,000 70%
FY 1990 $7,684,000,000 $11,162,482,000 69%
FY 1991 $8,374,000,000 $11,432,413,000 73%
FY 1992 $8,614,000,000 $11,695,137,000 74%
FY 1993 $8,667,000,000 $11,878,999,000 73%
FY 1994 $8,865,000,000 $12,549,800,000 71%
FY 1995 $9,332,000,000 $13,746,405,000 68%
FY 1996 $9,771,000,000 $14,366,768,000 68%
FY 1997 $10,119,000,000 $14,982,609,000 68%
FY 1998 $10,509,000,000 $15,515,537,000 68%
FY 1999 $10,998,000,000 $16,673,254,000 66%
FY 2000 $11,638,000,000 $17,866,231,000 65%
FY 2001 $13,587,000,000 $20,069,236,000 68%
FY 2002 $14,081,500,000 $21,204,907,000 66%
FY 2003 $14,576,000,000 $21,742,247,000 67%
FY 2004 $15,095,000,000 $22,427,554,632 67%
FY 2005 $16,364,700,000 $24,894,844,377 66%
FY 2006 $17,983,400,000 $27,790,188,394 65%
FY 2007 $19,814,000,000 $32,119,342,169 62%
FY 2008 $20,675,000,000 $30,037,941,120 69%
FY 2009 $20,846,000,000 $31,248,704,107 67%

Note: FY 2001 is estimated
Source: Spending and Affordability Reports FY 1985-FY2009; Maryland State Budgets.

In FY 1992 the Committee modified its methodology for determining the base
since the process was “difficult in good times, [but] complicated by the economic
problems now facing Maryland.”'* These included deducting $119 million or the
amount of spending withdrawn by the governor in FY 1991 to balance the budget.
The Committee noted that the strategy of the SAC “customarily attempts to accom-
modate a level of spending which allows for a baseline budget and some level of

budgetary enhancement.””
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Since FY 1992 revenues could not support the “conventionally defined” base, the
Committee chose “to be guided by the amount of revenue projected to be available
from current sources,”'® and recommended a 5.1 percent increase in state spending.

Accommodating a spending increase by encouraging a search for “revenue en-
hancements” points to a final problem with defining base spending: it is subject to
gaming. Over the years, the General Assembly has used the budget amendment
process to manipulate base spending. Through budget amendments passed outside
of the fiscal year budget bill, the General Assembly acts to reduce general spending
while at the same time authorizing the use of special funds. The effect is to reduce
the base amount of appropriations used to calculate a spending limit, while allow-
ing the overall budget to grow.!” The Committee criticized this technique of in-
creasing the budget outside of the SAC process in its 1991 report,'® yet the General
Assembly did not begin to limit the practice until 2007."°

THE RATE OF GROWTH IN SPENDING - SPENDING CAP
OR GROWTH TARGET?

The second element of calculating an annual spending limit is the recommended
growth rate, which is multiplied by the spending base. As Table 2 shows, over its
history, Maryland’s SAC has recommended a positive rate of growth in the state’s
operating budget. In no year has the Committee recommended negative growth
(a cut in spending). On the surface, determining a growth rate for state spending
appears to be a matter of careful deliberation in the SAC%s annual reports, with the
Committee considering economic and fiscal data. However, the reports themselves
contain many examples of the Committee ignoring its own rules and analysis.

In its first decade, the Committee’s reports indicated spending growth was tied
directly to growth in state personal income. However, the Committee did not follow
such a rule. For FY 1986, the Committee justified a recommended 8 percent growth
rate in appropriations, a full 20 percent higher than personal income because “It is
rate of growth less than the 3-year average growth in personal income (8.11 percent)
and 10 percent less than a 4-year average or business cycle approach.”

Thus, while 8 percent growth in appropriations is far higher than growth in
personal income — the Committee’s stated guideline — 8 percent is smaller than
other measures the Committee could have used.

In addition to ignoring the guidelines used to select a spending growth rate,
the Committee seems to interpret economic and fiscal data with a view towards
reaching a spending target rather than curtailing spending growth, or reducing
spending. In its 1998 report, the Committee stated that while in earlier reports it
was guided by a “two-stage process” to establish a spending growth rate: the re-
ported growth in personal income for the preceding year modified by anticipated
growth. That year it would recognize an additional factor: economic uncertainty
amid a revenue boom.

11
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TABLE 2 SPENDING AFFORDABILITY COMMITTEE’S PRIOR RECOMMENDATIONS

AND LEGISLATIVE ACTION ON THE OPERATING BUDGET ($ IN MILLIONS)

COMMITTEE RECOMMENDATION LEGISLATIVE ACTION

SESSIONYEAR GROWTH RATE AMOUNT GROWTH RATE AMOUNT

1983 9.00 428.0 5.70 269.8
1984 6.15 326.7 8.38 402.0
1985 8.00 407.2 7.93 404.6
1986 7.70 421.5 7.31 402.2
1987 7.28 430.2 7.27 429.9
1988 8.58 557.5 8.54 552.9
1989 8.79 618.9 8.78 618.2
1990 9.00 691.6 8.98 689.7
1991 5.14 421.8 5.00 410.0
1992 No Recommendation 10.00 823.3
1993 2.50 216.7 2.48 215.0
1994 5.00 443.2 5.00 443.2
1995 4.50 420.1 4.50 420.0
1996 4.25 415.0 3.82 372.8
1997 4.15 419.6 4.00 404.6
1998 4.90 514.9 4.82 506.6
1999 5.90 648.8 5.82 640.6
2000 6.90 803.0 6.87 800.0
2001 6.95 885.3 6.94 884.6
2002 3.95 543.2 3.40 468.1
2003 2.50 358.2 0.94 134.1
2004 4.37 635.2 4.33 629.0
2005 6.70 1,037.1 6.69 1,036.3
2006 9.60 1,604.7 9.57 1,599.0
2007 7.90 1,450.0 7.51 1,378.4
2008 4.27 848.7 4.16 826.8
2009 0.70 147.7 0.19 39.2
2010 0.00 0.0 -3.00 -629.9
Average / Total 5.73 15,694.8 5.57 15,171.0

Source: 2010 Spending Affordability Committee Report

Plenty is the word which best captures the budget situation. Going into the 1999
session there is plenty of cash in the balances of the general fund and the reserve
fund. For the future there is plenty of uncertainty as the forecast of an economic
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slowdown spawned by the Asian financial crisis and stock market instability

contrasts with the current prosperity.*!

While worried over the effect of tax reductions, the Committee wrote, “Capi-
tal gains [not included in personal income statistics] have experienced significant
growth in recent years, far outstripping growth in wages and salaries.”* This boom
in capital gains led the Committee to portray as conservative a recommended 5.9
percent spending growth limit since this,

...recognizes that the personal income measure has understated real growth in

the economy due to the exclusion of income from capital gains. The ceiling also

recognizes that recent spending limit recommendations were based on personal

income projections lower than that actually experienced for the year®

After 28 years of proposing annual increases in spending averaging 5 percent,
on the heels of the Great Recession, for FY 2010 and FY 2011 the Committee scaled
back the recommended growth rate in spending to 0.7 percent and O percent, re-
spectively.** While this approach sounds draconian, it simply means spending re-
mains flat in one portion of Maryland’s budget. It is not a negative growth rate and
thus does not imply budget cuts.

THE SAC’S INCONSISTENT RECOMMENDATIONS

Over time, the Committee has portrayed its actions as consistent with the prin-
ciples of fiscal prudence and guided by rigorous deliberations. Yet its reports
contain a very inconsistent narrative. Each year, the Committee has defended
its decision to recommend increases in spending while simultaneously warning
the General Assembly and Governor about the emergence and persistence of
structural deficits. The 2002 report, for example, noted that due to lower than
anticipated revenue “the Committee is projecting a $549 general fund shortfall
in fiscal 2003... if no actions are taken to decrease expenditures or generate ad-
ditional revenue, fiscal 2004 operating expenditures could exceed revenues by
$1.2 billion...the outlook for subsequent years is no better.”® In 2004, the com-
mittee recommended a 2.5 percent increase in spending.

The following year, while acknowledging the budget was balanced with one-
time transfers and one-time revenues, the Committee recommended a 4.37 percent
rate of growth in spending while encouraging the legislature to find revenue en-
hancements, noting that “budget reductions cannot comprise the whole solution
to the State’s structural problem...even as we limit spending growth to ‘affordable’
levels in economic terms, the committee notes that the existing revenue base of the
State is insufficient to support the remaining programs.” In addition to tasking
the Governor and General Assembly with finding more revenue to fund spend-
ing increases, the committee simultaneously asked that “future sustainability be a
primary consideration...with the imbalance between revenues and expenditures
erased by FY 2006,”*" calling into the question the very purpose of the SAC.

13
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The reports show great contradiction between the stated goal of fiscal pru-
dence and the justification of higher levels of spending in each fiscal year. Over the
last decade in a period of declining revenues and economic and budgetary stress,
the Committee appeared to struggle with presenting a justification for its recom-
mended spending increases, leading to the most recent reports call for reform of
the process. Ultimately, Maryland’s approach to limiting state spending has been
ineffective in both its design and implementation.

HOWTO DESIGN A BINDING SPENDING RULE

Twenty-eight states currently operate under tax and expenditure limits (TELs). The
effectiveness of TELs, however, has been widely debated. Some research suggests
that TELs are generally ineffective means of limiting growth in state spending®®
whereas other research suggests that TELs can be an effective restraint.*® A TEIs
effectiveness is a function of its design,” where “no two TELs are exactly alike.”!
There are a range of characteristics in which TELs can differ, including, among
others, their adoption method (referendum, initiative, constitutional convention),
their codification (statute or state constitution), the way in which they can be over-
ridden (supermajority or simple majority), they way in which they handle sur-
pluses, and the type of formula that they use.

The most common type of TEL in the U.S. limits state budget growth to growth
in state income. This type of TEL, however, is associated both with smaller budgets
in low-income states and larger budgets in high-income states.”* A more effective
TEL limits budget growth to the sum of inflation plus population.®® This type of
TEL has the greatest effect on spending and is effective in both low-income and
high-income states.

TELs are only limiting if they bind the legislature to spend less than it intended.
If the TEL suggests a limit greater than what legislators intended to spend, the TEL
may instead function as an excuse to spend more. Where TEL formulas tie the limit
to growth in overall spending to state income, then high-income or high-growth states
may end up with higher growth rates and justifications for greater spending. A TEL
cannot work alone to limit spending. In addition, other characteristics that make a TEL
more effective include its codification in the state’s constitution, its basis on spending
rather than revenues, the requirement of a supermajority or public vote for an override,
and a provision that automatically refunds surpluses in excess of the limit.**

If instead of establishing the SAC, Maryland had instituted a spending rule that
limited annual increases in spending to the sum of inflation plus population growth
during the same time the SAC was created, total expenditures in 2009 would have
been $18.3 million rather than $31.5 million.

The 2010 SAC report stated: “The spending affordability process was put in
place in 1982 with the goal of calibrating the growth in State spending to growth in
the State’s economy. In implementing that objective, a unique method of classifying

14



The Appearance of Fiscal Prudence

FIGURE | MARYLAND’S ALTERNATIVE SPENDING PATH, 1983 BASE YEAR
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Sources: National Association of State Budget Officers, State Expenditure Reports, 1987 through 2009;
Census Bureau, Current Population Report; Bureau of Labor Statistics, Consumer Price Index, 2010.
Maryland Major Issues Reviews, 1999-2002, 2003-2006, 2007-2010

and accounting for State spending was developed and has been periodically revised
as circumstance has required.””” The Actual Expenditures line in the above graph
shows that the Committee’s “unique method” has clearly not been able to effectively
limit state spending. Moreover, if the state would have adopted the strict formula
of limiting annual increases in spending to the sum of inflation plus population
growth, it could have avoided the issues that stem from the subjective nature of its
calculations and periodic revisions.

CONCLUSION

In its 2010 report, the Spending Affordability Committee called for a reassessment
of the process the Committee has used since 1983 to determine a recommended
spending growth limit for the state. For several reasons, the SAC has failed to ef-
fectively constrain state spending growth over a three-decade period in Maryland.
First, the Committee is only charged with limiting a subset of state spending: gen-
eral funds, special funds, and higher education funds. The result is that only 66
percent of Maryland’s budget is subject to the SAC’s recommendations. Second, in
constraining only one portion of the budget, SACs methodology is subjective. Both
the definition of base spending and how the Committee generates a recommended
rate of spending growth are subjectively determined and prone to gaming,

From its annual reports, the Committee appears to justify a desired level of
spending by inconsistently interpreting economic and fiscal data. In both good and
bad economic times, the Committee has recommended that spending levels increase
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for an average annual increase of 5 percent growth in the operating budget. By tying
spending growth to personal income growth, the Committee has built in generous
spending increases, and during economic downturns only slowed the rate of spend-
ing growth, rather than recommend a spending cut. Furthermore, the General As-
sembly, through the use of budget amendments, has successfully shifted spending
outside of the SAC process contributing to an even greater increase in spending.

For these reasons, Maryland should end the SAC and instead adopt a strict
mathematical rule to limit spending based on the sum of the increase in population
and inflation. Such a TEL must work with other institutional reforms in order to
effectively meet the goal of limiting spending as intended by the designers of Mary-
land’s Spending and Affordability Committee.
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