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Preface

The JLARC proposal for the Revenue Stabilization Fund grew out ofJLARC's
study of the executive budget process. JLARC was mandated by the 1990 Appropria­
tion Act to review the executive budget process, including revenue forecasting, and
budget preparation and execution. As the study began, it became apparent that there
would be unusually large revenue shortfalls for the State in fiscal years 1990, 1991,
and 1992. To answer questions about why these shortfalls occurred, JLARC's review
was intensified, with priority attention given to revenue forecasting issues.

The JLARC forecasting review found that, historically, Virginia's forecast ac­
curacy has been similar to that of other states and the federal government. Although
the forecasts for FY90 through FY92 were unusually far off, the State's revenue
shortfall does not appear to be the result of an unsound revenue forecasting process.
While improvements could be made, the process meets the majority of criteria for an
optimal forecasting process. Simply stated, forecast error is a normally occurring part
of the forecast process. Shortfalls -- and surpluses -- can be expected.

Given the uncertainty of revenue forecasting, the JLARC Subcommittee on
the Executive Budget Process examined "rainy day" funds as a means coping with
shortfalls. Funds in 39 states were examined. The subcommittee then sought to adopt
the best of each and apply it to Virginia. In addition, several concepts unique to
Virginia were adopted. The result is the Revenue Stabilization Fund proposal. The
Revenue Stabilization Fund is designed to skim off above-average revenue growth in
prosperous years. Deposits to the fund draw interest and are available when forecast
error results in a revenue shortfall.

As this document went to press, the Senate Finance Committee reported an
amendment in the nature of a substitute for SJR 159 -- the JLARC subcommittee
proposal for a Revenue Stabilization Fund. The committee substitute altered manda­
tory deposits and provided a mechanism for exempting revenues from tax increases.
The other provisions of the fund remain as described in this report. No subsequent ac­
tions on the proposal are reflected in this report.

In addition to JLARC members and staff, staff from the Senate Finance
Committee, the House Appropriations Committee, and the Division of Legislative
Services contributed to the proposal. In addition, the Auditor of Public Accounts and
Mr. A. E. Howard of the University ofVirginia reviewed the proposal and made helpful
remarks. On behalf of the JLARC staff, I wish to express our appreciation for their
cooperation.

February 4, 1991
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Revenue forecasting is not an exact
science. As noted in the Joint Legislative
Audit and Review Commission (JLARC)
Interim Report Revenue Forecasting in the
Executive Branch: Process and Models,
while an increased role for the legislature
and other improvements to the revenue
forecasting process may improve accuracy
and would enhance accountability, there
will still be normally-occurring forecast er­
ror. Shortfalls and surpluses are both

inevitable. But forecast error is most prob­
lematic when it results in revenue short­
falls. Given the inevitability of forecast er­
ror, Virginia needs a strategy to cope with
shortfalls which periodically result.

The Revenue Stabilization Fund, or
rainyday fundproposedin this report,would
be such a mechanism. The fund would
provide a cushion for the State during un­
foreseen downtums in the economy. Fur­
ther, the fund would provide a mechanism
for building up the fund when above-aver­
age revenue growth occurred. This feature
would discourage building high revenue
growth into the permanent spending base
of the State.

The provisions of the proposed Reve­
nue Stabilization Fund are contained in
Senate Joint Resolution No. 159, which
was pre-filed by the subcommittee in De­
cember 1990. The resolution proposed
amending the Constitution of Virginia to
establish the fund.

The proposed constitutional amend­
ment addresses a maximum fund size, a
deposit mechanism, and a withdrawal
mechanism. The summary exhibit on page
" highlights the key proposals.

The Fund Should be
Constitutionally-Based

A constitutional amendment would
ensure that the fund would be a permanent
part of the fiscal process. A constitution­
ally-based fund would be more permanent
than one contained in statute, since the
former could not be overridden by the Ap­
propriation Act. In addition, a constitutional
amendment would avoid potential constitu­
tional problems which could confront a
statutory fund.
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three years. At the current time, the maxi­
mum fund size would be $459.5 million.
The maximum fund size is to be computed
by the Auditor of Public Accounts and re­
ported to the GeneralAssembly.

Both Mandatory and Discretionary
Deposits Would Be Made By the
General Assembly

Therearetwobasicdepositprovisions:,
deposits guided by a formula and discre~

tionary deposits. All deposits are to· be
madeby legislative appropriation. The pro­
posed formula requires the deposit of 75
percent of the above-average revenue
growth from income (individual and corpo­
rate) and retail sales taxes. The proposed
mandatory depositmechanism is designed
to be a slow-growing one. The maximum
fund size could be reached more quickly
through the use of additional discretionary
deposits.

Withdrawals by the Legislature Would
Address Major Shortfalls

Underthe proposal,a withdrawal may
be made only by legislative ~propriation.
An appropriation may be made only in the
event of a shortfall that exceeds two per­
'centof certified tax revenues. (At the pres­
ent time, a shortfall would have to be in
excessof $95million.) In addition,no more
than one-halfof the fund maybe withdrawn
in any fiscal year. Further, a withdrawal
cannot exceed one-half of the projected
shortfall.

Severalobjectives are achieved using
the proposed withdrawal policy. First, the
entire fund cannot be depleted in the first
year. In fact, there would never be a zero
balance in the fund. Second, the fund
would not be used to address all of a pro­
jected shortfall. Spending cuts or other
measureswouldalsohave to be employed.
Finally, the two percent threshold would
ensure that the fund is not used to com­
pensate for relatively minor shortfalls.
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The Fund Should Have a
Maximum Allowable Fund Size

Establishing the maximum size or the
fund annually, by formula, is important if
the fund is to keep pace with inflation and
the increasing responsibilities of govern­
ment. The proposed formula bases the
fund size on ten percent of the State's
average income (individual and corporate)
and retail sales tax revenues for the prior
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Recommendation. The General As­
sembly may wish to establish, by constitu­
tional amendment, a Revenue Stabiliza­
tion Fund for Virginia containing the follow­
ing general characteristics: (a) a maximum
fund size that is ten percent of income and
retail sales taxes for the three immediately
preceding fiscal years; (b) funds may be
deposited by a discretionary appropriation
or bya mandatoryappropriation determined
by a formula; (c) funds may be withdrawn

by appropriation of the General Assembly
during years in which there is a projected
revenue shortfall; (d) a projected revenue
shortfall must exceed a threshold amount
of two percent of the prior fiscal year's
certified tax revenues in order for a with­
drawal to be made; (e) funds may be ap­
plied to no more than one-half of a short­
fall; and (f) no more than one-half of the
fund balance may be withdrawn in anyone
fiscal year.

r------------------------------,
I NOTE: As this document went to press, the Senate Finance Committee re- I
I ported an amendment In the nature of a substitute for SJR 159 - the I
I JLARC subcommittee proposal for a Revenue Stabilization Fund. I
I The committee substitute lowered mandatory deposits from 75 per- I
I cent to 50 percent of above ..average revenue growth. The substitute I
I also provided a mechanism for exempting revenues from tax in- I
I creases for up to six years. The other provisions of the fund remain I
I as described In this report. A copy of the committee substitute is I
I Included In Appendix A of this report and several references to the I
I substitute have been added to the report. No SUbsequent actions on I
I the proposal are reflected In this report. IL ~
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A Revenue Stabilization Fund for Virginia

The Joint Legislative Audit and Review Commission (JLARC) was mandated
by Item 13--of the 1990 Appropriation Act to "review the Commonwealth's executive
system of financial planning, execution and evaluation." This study was prepared as
part of JLARC's fulfillment of that mandate.

JLARC, at its September 10,1990 meeting, established the Subcommittee on
the Executive Budget Process. The subcommittee was directed to provide ongoing
guidance to JLARC staff as it conducted its research and review of the executive
budget process. The subcommittee, at its October 10, 1990, meeting, directed JLARC
staff to study the issue of establishment of a rainy day fund in Virginia. During its
November 14, 1990, meeting, the subcommittee directed JLARC staff to prepare
suitable options and a framework for proposed legislation to establish a rainy day fund
in Virginia.

In order to address the issue of a rainy day fund, JLARC staff reviewed
reports by the National Conference of State Legislatures (NCSL) and the National
Association of State Budget Officers (NASBO) from 1983 to 1990 which discussed the
establishment of rainy day funds. Fiscal staff from NCSL and NASBO who had
conducted research on the establishment of rainy day funds were also contacted. In
addition, JLARe staff conducted a 49-state telephone survey, in which additional
information concerning rainy day funds was obtained. Also, a variety ofexecutive and
legislative staff in Virginia were interviewed on these issues.

The Constitution ofVirginia, the Code ofVirginia and the 1990 Appropriation
Act were reviewed to determine what provision, if any, has been made for the estab­
lishment of reserve funds as part of the State budget. Legislation introduced during
the 1990 session of the General Assembly which called for the establishment of a
revenue stabilization fund was reviewed. One of the major products prepared by
JLARC staff as the result of their research was an issue paper prepared for the sub­
committee on budget stabilization (rainy day) funds (Appendix B).

Rainy day funds are one of a variety of instruments used by states to alleviate
the adverse effects of revenue shortfalls. There is a need for such "coping" mechanisms
given the inevitability of error in revenue forecasting, and the shortfalls which periodi­
cally result. Rainy day funds offer key advantages other coping mechanisms do not, as
shown in Appendix C.

The subcommittee met on December 10,1990, and modified and approved a
staffconcept for a Revenue Stabilization Fund. This fund is similar in some respects to
rainy day funds established in as many as 39 states nationwide. The purpose of such
funds, including the one proposed by the subcommittee, is to set money aside during
years of revenue growth as a cushion for revenue shortfalls experienced in years of
declining growth.
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A proposed amendment to the Constitution ofVirginia (Senate Joint Resolu­
tion No. 159) was prefiled by the subcommittee on December 11, 1990 (Appendix A).
The subcommittee's proposal draws upon the experience of other states that have es­
tablished and implemented particularly successful and effective rainy day funds. The
proposal includes a maximum fund size, a deposit mechanism, and a withdrawal
mechanism.

The subcommittee believes that passage of its proposal will provide the
Commonwealth with an important tool for improving long-term fiscal management.
Were the constitutional amendment filed by the subcommittee to be approved by the
1991 and 1992 sessions of the General Assembly, it would be submitted to the voters
for ratification in November of 1992. This report consists of a detailed review and
explanation of the provisions of Senate Joint Resolution No. 159.

WHY A CONSTITUTIONAL AMENDMENT?

The subcommittee proposed a constitutional amendment to ensure that the
fund would become a permanent part of the Commonwealth's budgetary system. It is
the subcommittee's opinion that creating the fund constitutionally rather than statuto­
rily provides three general advantages. First, a constitutional amendment is more
permanent than a statute. Second, a constitutional amendment cannot be overridden
by the Appropriation Act. Finally, a constitutionally-based fund would avoid possible
constitutional issues that could confront a statutory fund.

The Constitution is More Permanent than Statute

The long-term integrity of a revenue stabilization fund should be made a
priority of the Commonwealth. The subcommittee believes that the constitutional
approach to establishing the fund would be the most advantageous to the State over
the long term. Four other states have chosen to amend their constitutions to establish
rainy day funds. Two of those four (Delaware and Oklal, oma) haw- fund balances that
are, as a percentage of General Fund appropriations, among the largest in the country.

The permanence provided by the Constitution is due pr~arily to the fact that,
once ratified by the people, constitutional provisions are rarely repealed. The lengthy
process required for the enactment or repeal of a constitutional amendment may
account for a great deal of that permanence. This degree oflongevity is vital to protect­
ing the fund balance, over the long term, from competing budgetary demands. Such
demands might also tend to weaken the language of statutory enabling legislation so
that uses of the fund for other purposes would be increasingly likely.
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Constitution Cannot be Overridden by Appropriation Act

It is the opinion of the subcommittee that any statutorily-created rainy day
fund in Virginia would be weaker than a constitutionally-based fund. The provisions
and requirements of the fund, or any other statutorily-created fund, could always be
modified or overridden by the Appropriation Act. A statutorily-created fund, to which
no money is appropriated, would be a non-entity and of no value to the short- or long­
term fiscal interests of the Commonwealth.

The subcommittee is fully cognizant of the political environment in which
State budgetary decisions are made. Therefore, it is the subcommittee's opinion that a
constitutional amendment, specifying the maximum size of the fund, and also specify­
ing the conditions and mechanisms for depositing and withdrawing money from the
fund, would provide the greatest protection for the fund. This degree of protection
would be, in the subcommittee's estimation, in the greatest long-term interest of the
Commonwealth. This is consistent with the subcommittee's intent to create a continu­
ing legal obligation, of the highest order, to maintain and administer a Revenue
Stabilization Fund.

Overcomes Time Limitation Imposed by Article X. Section 7

Article X, Section 7 of the Constitution ofVirginia provides that:

No money shall be paid out of the State treasury except in pursuance
of appropriations made by law; and no such appropriation shall be
made which is payable more than two years and six months after the
end of the session of the General Assembly at which the law is
enacted authorizing the same.

Other than as may be provided for in the debt provisions of this
Constitution, the Governor, subject to such criteria as may be estab­
lished by the General Assembly, shall ensure that no expenses of the
Commonwealth be incurred which exceed total revenues on hand
and anticipated during a period not to exceed the two years and six
months period established by this section of the Constitution.

The subcommittee believes that the limitations imposed by Article X, Section
7 are clear, in that extended appropriations are prohibited. This limitation has been
upheld hy the Virginia Supreme Court. (See Button v. Day, 203 Va. 687, 127 S.E.2d
122 (1962); Terry v. Mazur, 234 Va. 442 (1987». In order to best balance existing
constitutional restrictions on long-term appropriations with the Commonwealth's
need for the long-term maintenance of a Revenue Stabilization Fund, the subcommit­
tee determined that constitutional language requiring minimum appropriations to the
fund was necessary.
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While the subcommttee's proposal does not amend Article X, Section 7, it
does specifically amend Article X, Section 8. It is the subcommittee's belief that the
proposed amendment, if passed and ratified, would be able to withstand a legal
challenge on the time limitation issues.

Overcomes "Necessary Expenses of Goyernment" Issue
Raised by Article X. Section 8

Article X, Section 8 of the Constitution ofVirginia states:

No other or greater amount of tax or revenues shall, at any time, be
levied than as may be required for the necessary expenses of the
government, or to pay the indebtedness of the Commonwealth.

The subcommittee thinks that the establishment, funding, and long-term
maintenance of the Revenue Stabilization Fund are a necessary expense of the Com­
monwealth. The fund is necessary to enable the State to stabilize fluctuations in
revenues and, consequently, to stabilize the amount and quality of services it provides
during economic downturns. It is also the subcommittee's intent that the fund be
created by the General Assembly as a policy decision, in order to systematically save a
portion of above-average revenue collections during prosperous years so that funds
remain available for stabilization purposes during poor economic years.

Consistent with this thinking, it is the subcommittee's intent that its proposal
be implemented by amending Article X, Section 8 of the Constitution. The subcommit­
tee believes the fund to be necessary in order to promote greater stability in the State's
revenues, and accordingly, in the State's budgetary policy.

It could be argued, however, that the State has functioned successfully in the
past without such a fund and one is therefore unnecessary. While it is uncertain
whether a constitutional challenge to the fund would be made on those grounds, a
constitutional amendmer t would address that uncertainty.

Established Separat!.'=nd Di~~' .inct from the General Fund

The majority of states that have established rainy day funds have done so by
making their funds separate and distinct from their General Fund. The subcommittee's
proposal adopts this "separate and distinct" approach. This is consistent with the
subcommittee's intent that the long-term integrity of the fund be protected. It is also
consistent with the subcommittee's intent that the General Assembly playa vital role
in the long-term maintenance and administration of the proposed fund.

4



MAXIMUM FUND SIZE

The second paragraph (lines 27-35) of the proposed constitutional amendment
(SJR 159) prefiled by the subcommittee addresses the maximum size of the fund.

The General Assembly shall establish the Revenue Stabiliza­
tion Fund. The Revenue Stabilization Fund shall consist of an
amount not to exceed ten percent of the Commonwealth's average
annual tax revenues derived from taxes on income and retail sales as
certified by the Auditor of Public Accounts for the three fiscal years
immediately preceding. The Auditor of Public Accounts shall com­
pute the ten percent limitation of such fund annually and report to
the General Assembly not later than the first day of December.
"Certified tax revenues" means the Commonwealth's annual tax
revenues derived from taxes on income and retail sales as certified by
the Auditor of Public Accounts.

The subcommittee's proposal contains three basic concepts governing the
maximum size of the fund. First, the maximum size of the fund for an upcoming fiscal
year is determined annually by formula. Second, the formula bases the fund size on a
percentage of the State's average income (individual and corporate) and retail sales tax
revenues for the prior three years. Third, the maximum fund size is computed
annually by the Auditor of Public Accounts and reported to the General Assembly. The
maximum fund size ($459.5 million in FY91), would be ten percent ofincome and sales
tax revenue. Because the fund size is a percentage, the maximum fund size will grow
as income and sales tax revenues increase.

Maximum Size of Fund Determined Annually By Formula

This provides the State with a explicit policy, based on specific criteria, for
establishing the initial maximum size of the fund, and for revising the size of the fund
on an annual basis. The subcommittee believes that this provision will help the fund to
"grow" with the State and avoid ongoing controversy concerning the proper size of the
fund. It is the belief of the subcommittee that the annual calculation of the maximum
fund size would refocus legislative attention on the potential need for appropriations to
the fund.

Maximum Size Based on Income and Retail Sales Tax Reyenues

The subcommittee's proposal provides for the maximum fund size to be based
on ten percent of the sum of the State's income (individual and corporate) and retail
sales tax revenue for the three immediately preceding fiscal years. The subcommittee
based the formula for fund size on ten percent of the previously cited revenues in order
to provide a cushion for normally occurring revenue shortfall.
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On average, the State's General Fund revenue forecast error as used by the
General Assembly for budgeting has varied from actual collections by three to four
percent over the past 16 years. Fifteen ofthe last 16 fiscal years experienced shortfalls
or surpluses within this range. However, the variance between the forecast and actual
collections in FY90 was approximately ten percent. The subcommittee believes that
the fund size should be large enough to at least partially compensate for risks incurred
by the State during its budget cycle. One of those risks is above-average revenue
forecast 'error. Another factor considered by the subcommittee was a bond-rating
guideline that a "Rainy Day Fund of 30/0-5% should be available and used only for emer­
gencies."

To derive the formula, three steps were used. First, the subcommittee took
the normally-occurring three to four percent annual forecast error. Next, this percent
error was doubled to account for the biennial budget cycle. Third, a small increment
was added to reflect the fact that the three tax sources on which the maximum fund
size is based do not comprise the total General Fund. For example, in the December
17, 1990, revised FY91 forecast, individual income tax, corporate income tax, and the
sales tax will comprise about 86 percent of the General Fund.

The subcommittee based the formula for fund size on income and retail sales
tax sources, and on a three-year time period, in part to make the constitutional lan­
guage governing the maximum fund size uniform with the constitutional language
which places limitations on the amount of outstanding State general obligation bonded
debt (Article X, Section 9b). In addition, basing the maximum fund size on these
specific tax sources, as opposed to basing it on the entire General Fund, avoids conflicts
over how to define the General Fund. It is the subcommittee's intent, by basing the
fund size on these three distinct tax sources, to eliminate any ::>ossible confusion as to
the tax base on which the formula calculation is to be based.

It is the opinion of the subcommittee that its proposal is an improvement over
mechanisms used by other states to determine the maximum fund size. No other state,
to the subcommittee's knowledge, bases the maximum size r. its fund on average
revenues calculated over a three-year period. For example, other states use a shorter
time horizon. The use of the three-year period should promote a more stable fund size
over time, as years with unusually high and unusually low revenue collections would
be averaged together.

In practice, the larger the average revenue from income and retail sales taxes,
the larger the maximum allowable fund size. Thus, the maximum fund size would
grow over the years to keep pace with inflation and the State's economic growth. This
provision is based on the subcommittee's belief that it is fiscally prudent for the State
to promote the accumulation of a revenue reserve during times of above-average
growth in the tax base and revenue collections, since such growth is unsustainable
over the long term.
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Maximum Fund Size Computed by the Auditor of Public Accounts

The subcommittee's proposal provides for the maximum fund size to be
calculated and certified annually by the Auditor of Public Accounts. This ensures that
the maximum fund size will be computed by an agency that is constitutionally re­
quired, possesses strong financial expertise, and is located within the legislative
branch of state government. Hence, the General Assembly will receive a reliable and
consistent calculation of the maximum allowable fund size in a timely fashion.

The subcommittee's proposal requires that the Auditor of Public Accounts
annually report the calculation of the certified revenues to the General Assembly by
December 1. This time requirement should provide the General Assembly's standing
committees, particularly the Senate Finance, House Appropriations, and House Fi­
nance committees, with sufficient time to incorporate the maximum fund size calcula­
tion into their planning for the upcoming fiscal year's budget.

Using data on income and retail sales tax revenue for the last three fiscal
years, the subcommittee's proposed formula for determining the maximum fund size
would yield the following results.

.10 x [($4286.1M + $4749.7M + $4750M)/3] =$459.5M
FY88 FY89 FY90 FY91

where Memillions

Therefore, as of December 11, 1990, the maximum allowable fund size would
have been $459.5 million had the fund been established previously. In practice, the
maximum fund size will increase as income and sales tax revenues increase. The
maximum fund size of $459.5 million is equal to the entire General Fund ofFY68, but
only equal to one-fourth of the shortfall estimated for the 1990-92 biennium.

DEPOSITS TO THE FUND

The third paragraph of the subcommittee's proposed constitutional amend­
ment addresses deposits to the fund.

Deposits to such fund shall be made by appropriation of the
General Assembly and shall equal at least seventy-five percent of the
product of the certified tax revenues collected in the most recently
ended fiscal year times the difference between the annual percentage
increase in the certified tax revenues collected for the most recently
ended fiscal year and the average annual percentage increase in the
certified tax revenues collected in the six fiscal years immediately
preceding the most recently ended fiscal year. Additional appropria­
tions may be made at any time so long as the ten percent limitation
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established herein is not exceeded. All interest earned on the Reve­
nue Stabilization Fund shall be part of such fund; however, if the
fund's balance exceeds the ten percent limitation, the amount in
excess of the ten percent limitation shall be paid into the General
Fund after appropriation by the General Assembly.

There are two basic provisions for deposits to the fund: mandatory deposits
guided by formula and discretionary deposits made as a policy decision. All deposits
are to be made by appropriation of the General Assembly. It is the subcommittee's
intent that the fund will grow during prosperous years.

Deposits Guided by the Formula

The basic concept embodied by the formula for deposits is that most (75
percent), but not all, of the above-average growth in income and retail sales tax reve­
nues would be deposited into the fund. Using this approach, several objectives are
achieved:

• Spending is stabilized. Extraordinary increases in revenues do not become
an automatic part ofthe State's spending base. Therefore, the base does not
become overly inflated in periods of revenue growth.

• A small portion of above-average growth (25 percent) is available for appro­
priation to growing program needs.

While the deposit formula may sound complex, it is relatively simple in
practice. The formula can be stated as shown below.

.75 L
bove-aVerag~

growth
rate

x

~
ost recent FY'~

collections from
income and retail

sa1.es taxes

Minimum
= Appropriation

Using FY88 as the basis for 1989 session appropriations, the mathematical
values for the formula are shown below. (Rates are percentages and dollars are in
millions.)

.75 [.12374J* X [$4286.1] = $3.98 million

* = 10.74335 - 10.61961**

** = (8.37783 + 7.11981 + 15.95507 + 11.14816 + 9.840518 + 11.27627)/6

Thus, using the recommended formula, a required deposit of $3.98 million would need
to have been made at the 1989 session.
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While many states make deposits to their funds by appropriation, the amount
of the appropriation is often completely discretionary and not guided by any specific
economic criteria. The formula contained in the subcommittee's proposal ensures that
a minimum appropriation, based on actual revenue collections data, will be made
during years of above-average growth in income and retail sales tax revenue. This is
consistent with the subcommittee's intent to create and properly maintain a perma­
nent Revenue Stabilization Fund within the State's budgetary system. Under the
proposal, deposits to the fund are based on the above-average rate of growth of income
and retail sales tax revenue collections, which the subcommittee believes to be a
reliable and direct indicator of the State's fiscal health.

The subcommittee believes that its proposed deposit mechanism constitutes
an improvement over the deposit mechanisms used by other states. The four other
states which employ formula mechanisms to determine the amount of deposits use
indicators of personal income in their formulas. The subcommittee believes that the
use of actual revenue collection data has two advantages over the use of personal
income data. First, revenue collections are more closely related to the problem that the
fund is designated to address - revenue shortfalls. Second, revenue collection data
are more current than personal income data. Personal income data is received from
the federal government. There is typically a lag of approximately 12 months between
the period represented by the data and the receipt of the data. by states.

The subcommittee used a factor of .75 in the formula to ensure that a large
percentage of above-average revenue collections is deposited into the fund. However,
use of the .75 factor provides that 25 percent of the above-average revenue growth
remain available for the funding of program priorities. In addition, the subcommittee
thinks the use of this factor would provide the General Assembly with sufficient
latitude, should it be judged desirable in the future, to increase the percentage of
above-average revenues required for deposit. The subcommittee also believes that the
use of this percentage would result in the accumulation ofa credible fund balance over
the long term. The opinion of the subcommittee is that the use of the .75 factor in the
deposit formula is consistent with its intent to maintain a fund balance over the long
term. that will lessen a declining economy's impact on the State budget. However, the
subcommittee also recognizes the State's ongoing need to provide funding for vital
public programs.

The subcommittee's proposed deposit mechanism is based on income and
retail sales taxes, in order that it be consistent with the tax base used to calculate the
maximum fund size. In addition, the use of these specific tax sources is designed to
avoid any definitional problems, which the subcommittee thought could arise if the
mechanism was based on the total General Fund.

The proposal makes the deposit a function of an above-average rate of growth
in the most recent fiscal year's income and sales tax collections. It is the subcommittee's
intent that the actual annual growth rate of these revenue sources be analyzed, for
purposes of making deposits to the fund, within the context of their historical growth
rate. That portion of the growth rate of these sources that is accounted for by the
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average growth rate over the previous six years would remain available for expendi­
ture under the subcommittee's proposal. In addition, this element of the subcommittee's
proposal will help ensure that a portion of the above-average revenue growth experi­
enced during a fiscal year is appropriated to the fund soon after it is received. This is
consistent with the subcommittee's intent that the integrity of the fund balance be
properly maintained and protected over the long term.

It is the judgment of the subcommittee that its proposed deposit mechanism
will serve to help stabilize State spending. Since 75 percent of above-average revenue
growth has to be deposited into the fund, extraordinary increases in State revenues
will not become an automatic part of the State's expenditure base. Rather, they will
become a part of the Revenue Stabilization Fund. This aspect of the proposed deposit
mechanism will help to prevent the State from making the operation and maintenance
of its programs overly dependent on revenue growth that is unusual, unexpected, and
unsustainable over the long term.

The subcommittee envisions that, upon implementation of the Revenue Stabi­
lization Fund, State government expenditures would not grow as rapidly as it has in
the past during periods of above-average revenue growth. Consequently, it is the
intent of the subcommittee that slowed growth of expenditures will help the State
avoid the need for sudden and drastic cutbacks in services during the next economic
downturn and revenue shortfall. This is consistent with the subcommittee's intent
that the fund provide a means of protecting the integrity of the Appropriation Act
during the course of a biennium, by enabling actual State expenditures to remain as
Close as possible to the amounts authorized in the Act.

The subcommittee-intends for the proposed mandatory deposit mechanism to
be a relatively slow-growing one. Table 1 lists mandatory deposits that would have
occurred since 1985, using the formula. Therefore, the fund balance would currently
equal $196.6 million, assuming no withdrawals had taken place and with eight percent
interest, compounded.

The subcommittee did examine the effects ~':f using factors other than .75 in
the deposit mechanism formula. Using a factor of .5 (or one-half of above-average
income and sales tax revenue growth) in the formula, the fund would currently equal
$131.1 million. Use of a .5 factor would result in a slower-growing fund, but would
provide for more legislative flexibility.

Using a factor of one (all of the above-average income and retail sales tax
revenue growth) in the formula, the fund balance would currently equal $262.1
million. Use of a factor of one would result in a faster-growing fund but would provide
for less legislative flexibility.
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-------------Table 1-------------

Hypothetical Deposits to the
Revenue Stabilization Fund
(Using a .75 Deposit Factor)

Session

1985
1986
1987
1988
1989
1990
1991

Minimum Deposits
$ Millions

100.5
8.2
o

16.2
4.0
o
o

Balance
With Interest*

$ Millions

$100.5
116.7
126.1
152.4
168.5
182.0
196.6

*Assumes eight percent interest. The 1991 balance using deposit factors of.5 and 1.0 would be $131.1
million or $262.1 million, respectively.

Source: JLARC analysis of proposed amendment.

Discretionary Appropriations

The formula proposed by the subcommittee for guiding the amount ofdeposits
merely determines the minimum required appropriation. It is the subcommittee's
intent that the General Assembly retain the prerogative to appropriate a greater
percentage of above-average revenue growth in any fiscal year. If policy-makers
choose to reach the maximum fund size more quickly, they could increase the fund
balance through discretionary appropriations.

During the 1980s, the General Assembly made a total of $234.5 million in
"rainy day" or reserve type appropriations. These funds, plus the $200 million unap­
propriated reserve balance of 1990 would have brought the fund up to its maximum
allowable size, as illustrated by Table 2 (assuming eight percent interest and no with­
drawals).

In summary, the deposit mechanisms proposed by the subcommittee are
consistent with its intent that the Revenue Stabilization Fund provide the State with
an additional instrument for promoting long-term stabilization of the budget. Through
a combination of formula-driven and discretionary deposits, the Revenue Stabilization
Fund would provide a healthy and credible reserve for use by the State during
economic downturns.
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--------------Table2--------------

Rainy Day Type Appropriations
in the 1980s

Amounts Balance
Appropriated With Interest*

Session $ Millions $ Millions

1980 $8.5 $ 8.5
1981 8.2 17.4
1982 0.0 18.8
1983 0.0 20.3
1984 23.0 44.9
1985 13.0 61.5
1986 76.4 142.8
1987 27.9 182.1
1988 0.0 196.7
1989 77.5 289.9
1990 ** 313.1
1991 NA 338.2

234.5

*Assumes eight percent interest and no withdrawals.

**Deposit of the $200 million unappropriated balance in the 1990 Appropriation Act would have taken
the Revenue Stabilization Fund balance beyond its maximum limit without withdrawals.

Source: JLARC analysis and Appropriation Acts fOT years specified.

WITHDRAWAL MECHANISM

The fourth paragraph of .he subcommittee's proposed constitutional amend­
ment addresses the method for wichdrawinj money from the fund.

The General Assembly may appropriate an amount for transfer
from the Revenue Stabilization Fund to compensate for no more than
one-half of the difference between the total General Fund revenues
appropriated and a revised General Fund revenue forecast presented
to the General Assembly prior to or during a subsequent regular or
special legislative session. However, no transfer shall be made
unless the General Fund revenues appropriated exceed such revised
General Fund revenue forecast by more than two percent ofcertified
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tax revenues collected in the most recently ended fiscal year. Fur­
thermore, no appropriation or transfer from such fund in any fiscal
year shall exceed more than one-half of the balance of the Revenue
Stabilization Fund. The General Assembly may adopt such laws as
may be necessary and appropriate to implement the Revenue Stabi­
lization Fund.

The amendment contains four general provisions governing withdrawals
from the fund. First, withdrawals from the fund may only be made by appropriation of
the General Assembly. Second, withdrawals are to compensate for no more than one­
half of a projected shortfall. Third, no more than one-half the fund may be withdrawn
in any fiscal year. Finally, a projected shortfall must exceed a threshold amount of two
percent of certified tax revenues. A shortfall would have to exceed $95 million in FY91
before withdrawals could be made.

Withdrawals May be Made Qnly by Appropriation

This aspect of the proposal would ensure a strong role for the General Assem­
bly in managing the fund. The General Assembly, guided by projected revenues, would
make the final determination of when withdrawals will be made. In the event that a
sudden, dramatic downturn in the forecast suggested use of the fund, the Governor
would have to call a special session of the General Assembly were it not already in
session.

Withdrawals to Compensate for Only One-Half of Shortfall

The fund balance cannot be used to address all of a projected revenue short­
fall. Rather, at least 50 percent of a projected shortfall must be resolved through other
means, such as expenditure reductions. This provision of the subcommittee's proposal
would ensure that the State does not become overly dependent on withdrawals from
the fund as a means of budget stabilization. This component of the fund's withdrawal
mechanism is compatible with the subcommittee's intent that the fund serve as an
additional revenue stabilization tool at the State's disposal, rather than as an absolute
defense to the effects of any economic downturn.

No More than One-Half of the Balance Can Be Withdrawn

The entire fund balance cannot be depleted in the first year of a precipitous
economic downturn. Once established and funded, the fund would never have a zero
balance. At least one-halfof the existing balance is guaranteed to remain available for
use during the next fiscal year. The subcommittee is aware of only one other state
(Oklahoma) that has incorporated this type ofelement into its withdrawal mechanism.
Interestingly, Oklahoma has one of the largest state rainy day fund balances. This
provision of the subcommittee's proposal would help protect the long-term integrity of
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the fund, and would be consistent with the subcommittee's intent of making the fund a
permanent institution within the State's budget framework. Even after a prolonged
economic downturn, some money would remain in an active, interest-drawing fund.
Even relatively nominal withdrawals from the Revenue Stabilization Fund could aid
the Commonwealth in its management of cash flow.

Projected Shortfall Must Exceed Threshold Amount

Under the proposal, a projected shortfall must be greater than two percent of
the State's certified tax revenues in order for a withdrawal to be made. The subcom­
mittee is not aware of any other state that has incorporated the concept of a with­
drawal threshold into its withdrawal mechanism. The subcommittee believes that the
use ofa withdrawal threshold represents an improvement over the withdrawal mecha­
nisms being used by other states. This aspect of the subcommittee's proposal will
ensure that the fund not be used to compensate for shortfalls that are relatively minor,
and that could be readily addressed through other means. For instance, for FY91, only
shortfalls greater than $95 million would meet the withdrawal threshold. This would
reduce the frequency of fund withdrawals, and help to promote the fund's integrity.
This provision is consistent with the subcommittee's intent that the fund be available
in the event of a genuine "rainy day," and not be used up when economic conditions are
merely "cloudy" or "overcast."

Laws Implementing the Fund

Every contingency or technical provision cannot be specified in the Constitution.
The provision allowing the adoption of "such laws as may be necessary" is intended to
provide flexibility in fund administration. For example, cash flow constraints may
require monthly fund deposits in some years, even if the standard practice is a lump
sum deposit by appropriation. Provisions might also be added to statute suggesting
when and how the Governor might initiate a plan entailing proposed uses of the fund.

Recommendation. The General Assembly may wish to establish, by
constitutional amendment, a Revenue Stabilization Fund for Virginia con..
taining the following general characteristics: (a) a maximum fund size that is
ten percent of income and retail sales taxes for the three immediately preced..
ing fiscal years; (b) funds may be deposited by a discretionary appropriation
or by a mandatory appropriation determined by a formula; (c) funds may be
withdrawn by appropriation of the General Assembly during years in which
there is a projected revenue shortfall; (d) a projected revenue shortfall must
exceed a threshold amount of two percent of the prior fiscal year's certified
tax revenues in order for a withdrawal to be made; (e) the fund may be used
to address only one..half of a projected shortfall; and (f) no more than one-half
of the fund balance may be withdrawn in anyone fiscal year.
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Properties of the Reyenue Stablization Fund Proposal

It is important to note that the Revenue Stablization Fund has been designed
to provide for withdrawals when forecast amounts drop below appropriated amounts.
Were forecasts to be perfect, no withdrawals would be made from the fund. Under the
unlikely scenario of perfect forecasting, economic downturns would be addressed
through the normal appropriations process. The fund would reach its maximum
eventually, and interest from the fund would serve as a kind ofendowment. Forecasts
are not perfect, however, and withdrawals can be expected.

To examine the properties of the rainy day fund formulas, JLARC staff
simulated the effects of having a rainy day fund in place from 1994 to 2016. This
simulation was based on some hypothetical assumptions:

• The pattern of growth in revenues in the next 23 years (FY1993 through
FY2016) is the same as the pattern that can be observed in the most recent
23 fiscal years (FY1970 through FY1992).

• The most recent revenue forecasts (as ofDecember 17, 1990) for FY1991 and
FY1992 are accurate.

• Forecasts revisions, which may produce shortfalls that could meet condi­
tions for withdrawals from the rainy day fund, will follow the same pattern
as forecast revisions observed for the most recent 18 fiscal years (FY1975
through FY1992).

In addition, it is assumed in this simulation that only mimimum deposits required by
the formulas will be made to the fund, and that maximum amounts that can be
withdrawn will indeed be withdrawn when allowed. This simulation is intended only
to illustrate properties of the rainy day fund formulas through some hypothetical
examples; it is not a forecast for future years. Details of the simulation are provided in
Appendix D.

The simulation was run under two alternative scenarios. Under one scenario)
the formula would require 75 percent ofabove-average growth in certified tax revenues
to be deposited in the rainy day fund. Under the other scenario, the formula would
require 50 Percent of above-average growth in revenues to be deposited.

75-percent Deposits. Results from the simulation under this scenario indicate
that:

• For the 23 years simulated) the fund balance would be on average 57
Percent of its maximum.

• For 7 out of the 23 years simulated, the fund balance would be less than half
of its maximum.
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• For 3 years, required minimum deposits would be approximately $500
million or more.

50-percent Deposits. In contrast, results from the simulation under this
scenario indicate that:

• For the 23 years simulated, the fund balance would be on average 43
percent of its maximum.

• For 13 out of the 23 years simulated, the fund balance would be less than
half of its maximum.

• For 1 year, the required minimum deposit would be approximately $500
million or more.

In conclusion, there is a tradeoff between how quickly the fund is automati­
cally filled (which could limit spending for certain years), versus hov much required
funding is available to help offset shortfalls when they occur. Under the 75-percent
scenario, the fund would fill up more quickly, especially by requiring in some years
deposits of $500 million or more, which could significantly limit spending in those
years. In contrast, under the 50-percent scenario, the fund would be filled and refilled
more slowly. As a consequence, there would be aproximately one-third less required
funding available to help offset future situations similar to the FY1990 through
FY1992 revenue shortfalls. Under the 50 percent scenario, however, the General
Assembly would have more flexibility in appropriating above-average revenue growth.
Theoretically, some of this flexibility could be used to make discretionary deposits to
the fund.

Other Properties. Other properties of the fund are also illustrated in the
simulation described in Appendix D. For example, in a few years, deposits to and
withdrawals from the fund may be made by the same session ofthe General Assembly.
This property exists because deposits are based on past actual revenues received while
withdrawals are based on anticipated differences between an appropriation (based an
an earlier revenue forecast) and a subsequent, lower revenue forecast.

r------------------------~--,
I JLARC As this document went to press, the Senate Finance Committee re- I
I NOTE: ported an amendment in the nature of a substitute for SJR 159 -- ihe I

JLARe subcommittee proposal for a Revenue Stabilization Fund. I
I The committee substitute lowered mandatory deposits from 75 per-
I cent to 50 percent of above average revenue growth. The substitute I
I also provided a mechanism for exempting revenues from tax in- I

creases for up to six years. The other provisions of the fund remain
I as described in this report. A copy of the committee substitute is I
I included in Appendix A of this report and several references to the I
I substitute have been added to the report. No subsequent actions on I

the proposal are reflected in this report. A discussion ofthe tax rate
I increase issue is contained in Appendix E. IL ~
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Appendix A

JLARC Study Mandate

Item 13, 1990 Appropriation Act:

B. The Joint Legislative Audit and Review Commission shall review
the Commonwealth1s executive system of financial planning, execution
and evaluation. The scope and duration of the review shall be
determined by the Commission. The Commission shall report on its
progress to the 1991 General Assembly Session and to each succeeding
session until its work is completed. In carrying out this review,
all agencies shall cooperate as requested and make available all
records, information and resources necessary for the completion of
the work of the Commission and its staff.
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1991 SESSION

SENATE JOINT RESOLUTION NO. 159
Offered January 9, 1991

Prefiled December 11, 1990
Proposing amendments to Section 8 of Article X of the Constitution ot Virginia. relating to

limits on the levying of state taxes and the establishment of a revenue stabilization
fund.

Patrons-Buchanan, Truban, Andrews, DUVal, Russell, Schewel, Miller, K.G., Wampler and
Earley; Delegates: Quillen, DeBoer, Ball, Stosch, Howell, McClanan, Cooper, Harris, E.R.,
WoOds, Johnson, Callahan, Clement, Crouch, Almand, Andrews and Cunningham, R.K.

Referred to the Committee on Privileges and Elections

RESOLVED by the Senate, the House of Delegates concurring, a majority of the
members elected to each house agreeing, That the following amendment to the Constitution
of Virginia be, and the same hereby is, proposed and referred to the General Assembly at
its first regular session held after the next general election of members of the House of
Delegates for its concurrence in conformity with the provisions of Section 1 of Article XII
of the Constitution of Virginia, namely:

Amend Section 8 of Article X of the Constitution of Virginia as follows:
ARTICLE X

TAXATION AND FINANCE
Section 8. Limit of tax or revenue.

No other or greater amount of tax or revenues shall, at any time, be levied than may
be required for the necessary expenses of the government, or to pay the indebtedness of
the Commonwealth.

The General Assembly shaD establish the Revenue Stabilization Fund. The Revenue
Stabuization Fund shall consist 01 an amount not to exceed ten percent of the
Commonwealth's average annual tax revenues derived from taxes on income and retail
sales as certified by the Auditor of Public Accounts for the three fiscal years immediately
preceding. The Auditor oj Public Accounts shall compute the ten percent limitation of such
fund annually and report to the General Assembly not later than the first day oj
December. "Certified tax revenues" means the Commonwealth's annual tax revenues
derived from taxes on income and retail sales as certified by the Auditor at Public
Accounts.

Deposits to such fund shall be made by appropriation of the General Assembly and
shall equal at least seventy-five percent ot the product of the certified tax revenues
collected in the most recently ended fiscal year times the difference between the annual
percentage increase in the certified tax revenues collected for the most recently ended
fiscal year and the average annual percentage increase in the certified tax revenues
collected in the six fiscal years immediately preceding the most recently ended fiscal year.
Additional appropriations may be made at any time so long as the ten percent limitation
established herein is not exceeded. All interest earned on the Revenue Stabilization Fund
shall be part of such fund; however, if the fund's balance exceeds the ten percent
limitation, the amount in excess 01 the ten percent limitation shall be paid into the
general fund after appropriation by the General Assembly.

The General Assembly may appropriate an amount for transfer from the Revenue
Stabilization Fund to compensate tor no more than one-half of the difference between the
total general fund revenues appropriated and a revised general fund revenue forecast
presented to the General Assembly prior to or during a subsequent regular or special
legislative session. However, no transfer shall be made unless the general fund revenues
appropriated exceed such revised general fund revenue forecast by more than two percent
of certified tax revenues collected in the most recently ended fiscal year. Furthermore. no
appropriation or transfer from such fund in any fiscal year shall exceed more than

one-half of the balance of the Revenue Stabilization Fund. The General Assembly may
adopt such laws as may be necessary and appropriate to implement the Revenue

Stabilization Fund.
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1991 SESSION

SENATE JOINT RESOLUTION NO. 159
AMENDMENT IN THE NATURE OF A SUBSTITUTE

(Proposed by the Senate Committee on Finance
on January 30, 1991)

(Patron Prior to Substitute-Senator Buchanan)
Proposing amendments to Section 8 of Article X of the Constitution of Virginia, relating to

limits on the levying of state taxes and the establishment of a revenue stabilization
fund. ."
RESOLVED by the Senate, the House of Delegates concurring, a majority of the

members elected to each bouse agreeing, That the following amendment to the Constitution
of Virginia be, and the same hereby is, proposed and referred to the General Assembly at
its first regular session held after the next general election of members of the House of
Delegates for its concurrence in conformity with the provisions of Section I of Article XII
of the Constitution of Virginia, namely:

Amend Section 8 of Article X of the Constitution of Virginia as follows:
ARTICLE X

TAXATION AND FINANCE
Section 8. Urnit of tax or revenue.

No other or greater amount of tax or revenues shall, at any time. be levied than may
be required for the necessary expenses of the government, or to pay the indebtedness of
the Commonwealth.

The General Assembly shall establish the Revenue Stabilization Fund. The Fund shall
consist of an amount not to exceed ten percent 01 the Commonwealth's average annual
tax revenues derived from taxes on income and retail sales as certified by the Auditor of
Public Accounts lor the three fiscal years immediately preceding. The Auditor 01 Public
Accounts shall compute the ten percent limitation 01 such fund annually and report to the
General Assembly not later than the first day of December. "Certified tax revenues"
means the Commonwealth's annual tax revenues derived from taxes on income and retail
sales as certified by the Auditor of Public Accounts.

The General Assembly shall make deposits to the Fund to equal at least fifty percent
of the product of the certified tax revenues collected in the most recently ended fiscal
year times the difference between the annual percentage increase in the certified tax
revenues collected lor the most recently ended fiscal year .and the average annual
percentage increase in the certified tax revenues collected in the six fiscal years
immediately preceding the most recently ended fiscal year. However, growth in certified
tax revenues. which is the result of either increases in tax rates on income or retail sales
or the repeal of exemptions therefrom. may be excluded. in whole or in part, from the
computation immediately preceding for a period of time not to exceed six calendar years
from the calendar year in which such tax rate increase or exemption repeal was effective.
Additional appropriations may be made at any time so long as the ten percent limitation
established herein is not exceeded. All interest earned on the Fund shall be part thereof;
however. il the Fund's balance exceeds the limitation. the amount in excess 01 the
limitation shall be paid into the general fund after appropriation by the General Assembly.

The General Assembly may appropriate an amount for transfer from the Fund to
compensate for no more than one-half of the difference between the total general fund
revenues appropriated and a revised general fund revenue forecast presented to the
General Assembly prior to or during a subsequent regular or special legislative session.
However, no transfer shaD be made unless the general fund revenues appropriated exceed
such revised general fund revenue forecast by more than two percent of certified tax
revenues collected in the most recently ended fiscal year. Furthermore, no appropriation or
transfer from such fund in any fiscal year shall exceed more than one-half of the balance
of the Revenue Stabz1ization Fund. The General Assembly may enact such Jaws as may be
necessary and appropriate to implement the Fund.
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Appendix B

Budget Stabilization ("Rainy Day") Funds
(A Paper Prepared for the JLARC Subcommittee on the

Executive Budget Process)

NOTE: This paper was a staff working paper submitted to the
JLARC Subcommittee on the Executive Budget Process. The paper
contains research on rainy day funds in other states. It also
contains a series of options that the subcommittee considered in its
deliberations. These options, along with the ideas and contributions
of subcommittee members, provided a starting point for the
development of the proposal now detailed in Senate Joint Resolution
159.

The slump in Virginia's economy has generated considerable
legislative and executive interest in the creation of a permanent
budget stabilization fund. Several members of the JLARC Subcommittee
on the Executive Budget Process, ~t its meeting held on October 10,
1990, expressed special interest in having the General Assembly
permanently set aside, as a "rainy day fund", a portion of the
State's budget. The general purpose of such a fund would be to
provide protection to the State's budget in the event of an economic
downturn. JLARC staff were directed to study the issue of
establishment of a rainy day fund in Virginia.

Action Taken By The 1990 General Assembly

The 1990 General Assembly concurred with the Governor's
request to earmark $200 million of the General Fund balance to be
used as an unappropriated reserve. (Item 766.2 of the 1990 .
Appropriation Act). The reserv~ could be used to compensate for a
downward revision to the General Fund revenue estimate resulting from
economic factors or tax pollcy changes. Item 766.2 also includes
provisions for the expenditure of the $200 million for other express
purposes, for example the funding of salary increases for State
employees in the second year of the biennium. Thus far i.n the
biennium, the $200 million has not been designated for any purpose.
It remains part of the State's unappropriated General Fund balance.
Part of the JLARC research effort has been to compare this
unappropriated reserve with rainy day funds in other states.

JLARC Research Activities

JLARC staff reviewed reports by the National Conference of
State Legislatures (NCSL) and the National Association of State
Budget Officers (NASBO) from 1983 to 1990 which discussed the
establishment of rainy day funds. Fiscal staff from NCSL and NASBO
who have conducted research on the establishment of rainy day funds
were also contacted.

JLARC staff also conducted a 50 state telephone survey, ;n
which additional information concerning rainy day funds was
obtained. A variety of executive and legislative staff were
interviewed on these issues. The Constitution of Virginia, the Code
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of Virginia and the 1990 Appropriation Act were reviewed to determine
what provision, if any, has been made for the estabiishment of a
reserve fund as part of the State budget. Legislation introduced
during the 1990 session of the General Assembly which called for the
establishment of a revenue stabilization fund was reviewed. Other
papers, letters, and reports deemed relevant were also examined as
part of the research.

MANY STATES HAVE ESTABLISHED RAINY DAY FUNDS

Many states have created "rainy day funds" in order to
provide their budgets with a measure of protection against an
unexpected downturn in revenues. Rainy day funds vary in type among
the states in the method for depositing and withdra«ing monies, and
in the total amount of money contained in the fund.

Rainy Day Funds Are Popular But Some Don't Work

According to NCSL, 39 states, includirg Virginia, have
created some type of "budget stabilization ll fund. Based on the
results of the 50 state survey conducted by JLARC staff, Alaska and
Kentucky do not currently have rainy day funds. (These two states
were among the 39 identified by NCSL as ha~ing such funds.) The 37
states with confirmed rainy day funds and their fund balances are
shown in Figure B-1. About one-third of these funds contain no money.

Purpose of a Budget Stabilization Fund. Many states have
left themselves vulnerable to the n~qative fiscal and budgetary
€ffects of an economic slump by failing to prepare in advance. Due
in large part to the severe recessions of 1974-75 and 1981-82,
budgetary reserve funds increased in popularity as prudent budgetary
tools for state governments. States have used rainy day funds to
cushion their finances against unexpected contingencies, particularly
an unexpected downturn in revenues associated with an economic
recession. Some states also use their stabilization funds to protect
their budgets against errors in revenue estimates and unanticipated
spending demands. Circumstances under which fund balances are
available for use vary greatly from state to state.

Rainy day funds are counter-cyclical by nature. Funds are
designed to accrue a large balance during perio1s of economic growth
and prosperity, particularly when state revenue collections exceed
revenue estimates. A reserve fund so acquired is to be drawn upon
during periods of economic slowdown or recession, and particularly
when state revenue collections fall short of revenue estimates. In
addition to providing funds for recessions, however, a rainy day fund
can also flatten expenditures during good times. This happens
because new revenues are not automatically spent. Some are siphoned
off to build up the rainy day fund. This dampening effect on
spending would also tend to stabilize state budgetary practices.

Rainy day funds represent an effort on the part of state
governments to adopt a more conservative, long-term approach to
fiscal and budget policy, and by so doing lessen the need for hasty
tax lncreases or severe "cut-back management" in the operation of
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Figure B-1

Types and Amounts of Rainy Day Funds
Established by the States
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government. Rainy day funds can be designed to serve as a form of
forced savings for state government, by creating a pool of money that
cannot be spent in normal circumstances. Today, such rainy day funds
are one of the most commonly used techniques to guard against state
budget deficits.

While the most logical time for a state to establish a rainy
day fund would appear to be during times of economic prosperity and
surplus, rainy day funds instead tend to be the products of
recessions and severe revenue shortfalls. The establishment of a
rainy day fund, even in recession, enables a state to be in a
position to have at least a small reserve to add to when a healthy
economy strengthens the state's revenue collections. That, in turn,
allows the state's budget to be better prepared and protected for the
next recession or fiscal crisis.

Various Methods Are Used to Establish Rainy Day Funds
-

An issue to be considered by states contemplating
establishment of rainy day funds ;s whether there is the need for the
creation of a separate, formal reserve fund. States have established
funds both as separate funds outside of the General Fund and as
special accounts within the General Fund. There are advantages to
establishing a separate, formal budget stabilization fund as opposed
to simply maintaining a larger than normal balance in the General
Fund. First, the state, by having an explicit, conscious policy
about maintaining a reserve of a certain size, would avoid repetitive
controversy. In addition, a ra~ny day fund separate and distinct
from the General Fund, and permanently established by law as part of
the state budget, would make it easier to maintain a financial
reserve given the political nature of the budget process. A vast
majority of the states have created their rainy day funds by enacting
a statute. However, according to the results of the survey conducted
by JLARC staff, at least four states have amended their constitutions
to provide for a rainy day fund.

When rainy day funds are statutorily or constitutionally
authorized, state legislatures are able to set legal guidelines for
the purpose and size of the reserve and to determine procedures for
funding and spending the reserve. A constitutional amendment
providing a rainy day fund has the added advantage of being much
harder to repeal or amend than an ordinary statute, thereby making it
much more difficult to use the accumulated balance for a different
purpose. It can also be tempting to raid a large reserve for tax
rebates, new programs, or operating expenses. Fiscal discipline is
needed to maintain a reserve. Such discipline can be difficult to
maintain. NCSL reports that at the end of fiscal year 1990, 11 state
rainy day funds contained no money.

CHARACTERISTICS OF A RAINY DAY FUND

Key issues for the subcommittee to consider in proposing a
rainy day fund for Virginia are:

8-4



• How and under what conditions should monies be deposited
in the fund?

• How and under what conditions should withdrawals be made
from the fund?

• What should the size of the fund be?

The various types of rainy day funds established by different states
were recently examined by NCSL.

Methods of Deposit

NCSL has grouped states with bUdget stabilization funds into
five categories according to how money is deposited:

• by surplus only,
• by legislative appropriation only,
• by formula, .
• by surplus or appropriation, and
• by other methods.

By Surplus Only. Eighteen states specify that all or a
portion of the unobligated General Fund surplus be designated for the
stabilization fund. Using this method, the legislature establishes
the deposit mechanism, and generally sets limits on the percentage of
the surplus that can be deposited into the fund. However, the actual
amount transferred ultimately depends on revenues. For example,
under Florida's Working Capital Fund, created in 1959, all monies
accruing to the General Fund in excess of those amounts necessary to
meet appropriations must be placed in the Working Capital Fund, up to
a maximum of ten percent of General Fund revenue for the preceeding
year. Florida's estimated fund balance for FY90 was $179.3 million,
which equaled 1.B percent of its General Fund appropriations.
Delaware, which has a constitutional fund, makes an automatic deposit
into the fund from the previous year's unencumbered funds.

By Legislat.ive Appropriation Only. Ten states appropriate
money to their budget stabilization funds. Under this type of
arrangement, the legislature decides when it enacts the budget the
exact dollar amount to be placed in the fund. Even within this
category, states have designed their funds to address their
particular needs and situations. For example, Maryland's Revenue
Stabilization Account must be increased by $5 million each year
whenever its balance is less than $100 million or two percent of
General Fund revenues. Minnesota's legislature appropriates a
relatively large amount to the rainy day fund. Minnesota's policy is
to maintain $550 million in the fund at all times. (According to
JLARC staff's telephone survey of the states, Minnesota's rainy day
fund balance for FY91 is $532 million.)

By Formula. Indiana, Michigan, Washington, and Arizona make
deposits based on a formula calculation. These formulas are based on
personal income growth rates. Michigan's fund, created in 1978 in
the aftermath of a national recession which hit its budget
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particularly hard, has been the subject of a great deal of attention
by NCSL. Under its statutorily created Budget and Economic
Stabilization Fund, an appropriation to the fund of an amount is
required equal to the following.

(annual growth rate in real personal income in excess of two
percent) X (General Fund revenues of the prior fiscal year)

In the states that have adopted this method of deposit, the
legislature determines the formula, but does not control the specific
dollar amount to be deposited. That remains a function of personal
income growth. In addition, the amount deposited does not appear to
be based on the relationship between the amount of General Fund
revenues and General Fund appropriations.

Arizona's fund uses a formula that determines the amount to
be deposited by comparing the annual growth rate of adjusted Arizona
personal income for the calendar year ending in the fiscal year to
the trend growth rate of real, adjusted Arizona personal income for
the seven calendar years ending in the fiscal year. If the annual
growth rate exceeds the trend growth rate, the excess multiplied by
the General Fund revenue of the prior fiscal year is paid into the
rainy day fund. Regardless of the resJlts of the formula
calculation, the legislature, by a two-thirds majority and with the
concurrence of the governor, can decrease the amount of the required
deposit. The fund balance is limited to no more than 15 percent of
the prior year's General Fund revenue. Estimates of the required
deposit are made by both the Executive Budget Office (EBO) and the
Joint Legislative Budget Committee (JLBC). Final estimates are made
by the Economic Estimates Commission ([EC) based upon economic data
supplied by the U.S. Department of Commerce, Bureau of Economic
Analysis, and testimony received from the staff of the EEC, EBO and
JlBC. The state treasurer" administers the fund and invests and
divests monies in the fund. (Arizona's fund was established in 1990
but does not yet contain any money.)

It should be noted that Michigan t Indiana, Washington, and
Arizona all multiply a personal income growtt- indicator by the prior
year's General Fund revenue in order to determine the amount to be
deposited into the fund. None of these states use an indicator of
actual state revenue collections as a factor in determining the
deposit or withdrawal amount. Revenue collections would seem to have
several advantages over an income measure. Collection data is more
closely related to the problem that a rainy day fund is supposed to
address -- a shortfall in funds. In addition, collection data is
usually much more current than income data t which originates with the
federal government and typically is not available until more than a
year after the end of the calendar year.

By Surplus Or Appropriation. California and Wyoming deposit
money into their funds either by appropriation or surplus or both.

By Other Methods. Colorado requires that four percent of
the total General Fund appropriation plus supp1ementals automatically
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be set aside. Rhode Island designates a portion of its lottery
revenues for fund deposits.

Methods of Withdrawal

NCSL has classified states with rainy day funds into the
following five general categories of how fund withdrawals are
performed:

• by appropriation,
• by transfer,
• by formula,
• by automatic expenditure, and
• by other methods.

By Appropriation. Seventeen states require appropriations
to withdraw money from their funds. In eight states, including
Florida, Delaware and Tennessee, such an appropriation is allowed
only to address budgetary problems such as estimated revenue
shortfalls or deficits. Delaware, for example, requires a
three-fifths vote of the legislature prior to making a fund
withdrawal appropriation. Four states permit withdrawals for bUdget
problems or for some other specified purpose. Five states place no
requirement on the use of the appropriated money although Texas
requires a two-thirds vote of each house before withdrawals can be
made. This method of withdrawal provides the legislature with
considerable power and responsibility over the use of the fund
proceeds, and gives very little flexibility to the executive branch.
Presumably, this method would require a special session of the
legislature if a severe revenue shortfall develops after the
legislature has recessed or adjourned.

By Transfer. ·Seven states allow funds to be withdrawn by
executive transfer, with certain states requiring legislative
notification or approval prior to the actual transfer.

By Formula. Five states base fund withdrawals on formula
driven calculations. In Indiana, Michigan, and Arizona the formulas
are based on personal income. Maryland uses a calculation involving
the state unemployment rate and Ohio uses growth in general revenue.
Indiana's formula ;s based on the annual growth rate in personal
income minus two percent. A case example of the Arizona withdrawal
procedure follows:

Arizona uses a formula which compares the annual
growth rate of real, adjusted personal income with
the seven year average growth rate of real,
adjusted personal income. If the annual growth
rate is less than the trend growth rate, an amount
equal to the deficiency multiplied by the General
Fund revenue of the prior fiscal year is withdrawn
from the rainy day fund.

Similar to Arizona's procedure for deposit,
estimates of the reqUired withdrawal are made by
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both the Executive Budget Office (EBO) and the
Joint Legislative Budget Committee (JLBC). Final
estimates are made by the Economic Estimates
Commission (EEC) based upon economic data supplied
by the U.S. Department of Commerce, Bureau of
Economic Analysis, and testimony received from the
staff of the EEC, EBO and JLBC. The legislature,
by a two-thirds vote and with the concurrence of
the governor, can increase the amount of a
withdrawal.

It should be noted that Michigan~ Indlana~ and Arizona all
multiply a personal income growth indicator by the prior year1s
General Fund revenue in order to determine the amount to be withdrawn
from the fund. None of these states use an indicator of actual state
revenue collections~ such as General Fund revenue collections~ as a
factor in determining the deposit or withdrawal amount.

By Automatic Expenditure. Colorado~ Connecticut, Georgia,
and Rhode Island authorize automatic expenditures from their funds ;n
the event of budget deficits or revenue shortfalls. "Automatic
Expenditure ll refers to an automatic transfer to the General Fund to
support expenditures for existing appropriations. In a 1987 report,
NCSL cautioned that "this automatic transfer of funds ... may not be
the most efficient use of the reserve. It may be preferable to draw
down the (rainy day fund) when a deficit is pending, but not exhaust
It. At the very least, a state can use reserves to slow budget
reductions, spreading reductions across two or three years instead of
making them all at once."

By Other Methods. Three states utilize fund withdrawal
mechanisms that do not really fit into any of the categories
described above. Minnesota allows funds to be withdrawn either by
appropriation or executive transfer with no specification as to how
the funds should be used. New Jersey ~llows appropriations or, in
the event of an emergency~ executive transfer. California allows
automatic expenditures for a revenue shortfall but also permits an
executive order to deal with responses to natural disasters.

Size of the Fund

Possible Criteria. NCSL has identified six general policy
criteria for legislative consideration in determining the appropriate
size of a state's rainy day fund:

• The degree to which the legislature feels it is
appropriate to return excess revenues to the taxpayers~

as opposed to holding the excess funds in reserve.

• The legislature's view about the desirability of stable
taxation and expenditure levels.

• Whether the legislature wants to place the state's revenue
reserves in a separate fund~ or maintain a large balance
in the General Fund.
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• The sensitivity of the state's tax revenues to changes in
the state and national economies.

• Recent changes in the state and federal tax code that
create the possibility of an inaccurate revenue forecast.

• Legislative suspicion that state spending may need to be
more than originally budgeted.

In 1983. NCSL1s Fiscal Affairs and Oversight Committee
recommended that a state budget stabilization fund comprise at least
five percent of a state's bUdget. Although there does not appear to
be a definitive economic or technical justification for adopting a
five percent standard, financial institutions which lend capital to
state governments have advocated that states adhere to a three to
five percent standard in order to ensure a high bond rating. It
should be noted that NCSL's 1983 recommendation did not distinguish
between annual and biennial state budgets. NCSL reports, however.
that only four of the 39 states had balances larger than five percent
of General Fund appropriations.

other ways of establishing the size of the fund balance
could relate to measures of error in the revenue forecasts. such as
the average absolute difference between General Fund estimates and
collections. In Virginia, such differences have averaged about three
to four "percent over the past decade. Alternatively, the fund size
could be based on a percentage of total state revenues.

Experience in Other States. The size of a state's rainy
day fund balance may be closely related to the deposit and withdrawal
mechanism chosen by the legislature, as well as the condition of the
state and national economy'. Based upon the results of state surveys
conducted by JLARC and NCSL, three of the states with the largest
rainy day fund balances. both in terms of dollars and as a percentage
of annual General Fund appropriations, have established funds that
use formulas to regulate deposits and withdrawals. These three
states (Washington, Michigan, and Indiana) have funds that contained
$260, $384, and $322 million, respectively, in FY90. Their funds
totaled (as a percentage of annual General Fund appropriations) 4.2
percent, four percent. and seven percent 7 respectively. It should be
noted that Washington and Indiana have a biennial budget while
Michigan (see case study) uses an annual budget.

Based on the results of the state survey conducted by JLARC,
the three states with the largest rainy day fund balances in FY9l as
a percentage of their General Fund appropriations were Minnesota (7.4
percent), Indiana (seven percent), and Delaware (5.3 percent).
Minnesota and Indiana have biennial state budgets, while Delaware has
an annual budget.

Minnesota's fund so far seems to have met its objective of
compensating for budgetary shortfalls resulting from economic factors
and tax policy changes. Minnesota has been able to maintain the fund
and withstand short term revenue shortfalls without resorting to
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budget cuts or tax increases. Indiana's fund also seems to be
meeting its objective of compensating for a severe revenue shortfall
or an unexpected downturn in economic conditions. However,
Delaware's experience with its rainy day fund has been different. In
its survey, JLARC staff learned that despite maintaining a healthy
fund balance, Delaware's fund has never been used out of fear that
the state's bond rating would be affected if it did not maintain the
reserve.

C1JSE EXAMPLE: MICHIGAN

Michigan's raing day fund serves as a good case
study of the effect that a legislature's chosen
method of deposit and withdrawal can have on the
size of a state's fund. Michigan enacted its fund
in 1977, with the intent of saving state revenues
during good times in order to prevent a cutback in
state services during bad times. In particular,
Michigan's bipartisan effort to smooth out the
impacts of its cyclical economy was motivated by
the very disruptive mid-year budget cutbacks that
were required during the recession of 1974-75.

Michigan indexed its rainy day fund to the annual
rate of growth in its personal income. State
General Fund revenues would be transferred into
the rainy day fund when the real growth in
personal income exceeded two percent. The budget
stabilization portion of the state's rainy day
fund legislation provided for monies in the rainy
day fund to be returned to the General Fund when
the real growth in personal income became
negative. When real growth in personal income was
between zero and two percent, there were to be
neither deposits into nor withdrawals from the
rainy day fund.

Additionally, the economic stabilization
provisions of the rainy day fund provided for a
portion of the fund to be used to create jobs
during periods when the unemployment rate was
greater than eight percent. Specifically,
whenever the une~ployment rate was between eight
and 11.9 percent during a given quarter, the
legislature was authorized to appropriate up to
2.5 percent of the fund during the subsequent
quarter for a state jobs program; when the
unemployment rate was 12 percent or greater, up to
five percent of the fund was allowed to be used
for jobs programs.

Michigan's rainy day fund did not become effective
until FY78, when $108.7 million was transferred to
it. An additional $104.1 million was transferred
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to the fund in FY79, but withdrawals in fiscal
year 1980 <$263.7 million) and FY81 ($16.9
million) almost completely depleted the fund. As
a result of this experience, Michigan's
legislature generally realized that the rainy day
fund had helped the state ease into its fiscal
dilemma rather than having to face everything all
at once. However, the fund's relatively small
size was inadequate to completely cope with the
severity of the state's fiscal crisis, according
to NCSL.

ESTABLISHMENT OF A RAINY DAY FUND IN VIRGINIA: CURRENT STATUS

Does Virginia currently have a rainy day fund? Yes~ and
no. Reserve funds have been set aside in the past and efforts to
establish a permanent fund are being made.

Both NCSL and NASBO have identified Virginia as one of the
states having a rainy day fund. Whether or not Item 766.2 of the
1990 Appropriation Act actually establishes a rainy day fund is
debatable. Technically it may not be a rainy day fund. (Certain1y~

it is not a permanent institution within the State1s budget
process.) The Governor has made establishing a rainy day fund a
priority and the Department of Planning and Budget has established a
task force on the establishment of a revenue reserve. Legislation to
create a rainy day fund has been carried over to the 1991 Session of
the General Assembly. The General Assembly established some type of
revenue reserve within the budget during seven of ten legislative
sessions in the 1980's.

NCSL and NASBO Studies

Both NCSL and NASBO have recently identified Virginia as one
of the states having some type of a rainy day fund. Virginia is so
listed by NCSL in State Budget and Tax Actions 1990. However~ NCSL's
report, which is based on survey data, shows Virginia's rainy day
fund balance, both in terms of dollars and as a percentage of General
Fund appropriations, to be zero. NASBO listed Virginia as having a
rainy day fund in the Fiscal Survey of the States: September~ 1990.
The survey reported that Virginia had a $200 million revenue
reserve. In its report, NASBO identified Virginia's revenue reserve
to be a budget stabilization fund.

In a 1988 report~ NCSL stated that Virginia had a $55
million balance in a lIRevenue Reserve and Economic Contingency Fund ll

in FY86. A 1987 NCSL report listed Virginia as having a rainy day
fund in FY85 with a $15 million balance. However, in two separate
reports that NCSL prepared in 1983 on rainy day funds, Virginia was
not among the states listed as having such a fund.

JLARC staff questioned researchers at NCSL and NASBO about
the information concerning Virginia's rainy day fund contained in
their 1990 reports. The NCSL researcher who prepared the report
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informed JLARC staff that she does not currently consider Virginia to
have a rainy day fund, since Virginia has not established a separate
fund. NCSL advised JLARC staff that it is currently planning a more
detailed study of rainy day funds in which this issue will be
addressed. NASBO advised JLARC staff that it simply reported the
results of its national survey of state fiscal officers, and that
Virginia apparently responded that it considered the $200 million
revenue reserve to be a rainy day fund.

The 1990 Appropriation Act

Item 766.2 of the Act states, 1n part, as follows:

A sum of $200 million of the unappropriated
balance contained in this act is hereby
designated for the following express
purposes:

1. To compensate for a downward revision of
the official 1990-92 general fund revenue
estimate, due to economic factors, or
re-estimates of the fiscal impact of tax
policy changes enacted by the U.S. Congress
or the Virginia General Assembly;

2. Salary increases in the second year for
employees subject to the Virginia Personnel
Act; eligible employees in the Executive,
Legislative and Judicial Departments, and
Independent Agencies which are not subject
to the Virginia Personnel Act; faculty and
administrative personnel of the several
public colleges and universities; public
school teachers; locally elected
constitutional officers and their employees;
and local employees supported by the
Commonwealth.

Sub-items 3 through 6 of Item 766.2 of the Act contain other
purposes toward which the $200 million may be legally applied. Those
include adjusting base rates of pay in the second year of the
biennium; adjusting for overtime pay in the second year; providing
for salary increases in the second year for salaried positions listed
elsewhere in the Act, and employer costs of employee benefit programs.

Item 766.2 of the Act concludes as follows:

Prior to obligation or expenditure of
amounts from this unappropriated balance~

the Governor shall notify the Chairmen of
the House Appropriations and Senate Finance
Committees of his plan to do so.

According to JLARC staffls interpretation, this portion of Item 766.2
applies principally to expenditures in the second year of the
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biennium -- or the provisions referred to in subparagraphs 2 through
6.

Item 766.2 of the Act has several characteristics that
differentiate it from most other rainy day funds. First, there is no
money appropriated. Item 766.2 does "designate ll $200 million of the
State's unappropriated balance. Second, there is no separate fund.
The $200 million amount mentioned in Item 766.2 is part of the
General Fund and is not readily or apparently distinguishable from it.

Finally~ and perhaps most fundamentally, Item 766.2 remains
in effect only until July 1~ 1992~ at which time the Act expires. At
that point in time. in the absence of any other action, the State
could revert back to the position of not having any amount of revenue
reserve designated for the possible purpose of compensating for a
downward revision of revenue estimates or for the negative fiscal
impact of tax policy changes. No rainy day fund is permanently
institutionalized within the State's budget process. It should be
noted, however, that Item 766.2 is unquestionably consistent with the
provisions of the Constitution of Virginia that prohibit extended
appropriations. and that limit state revenues to the amount required
for the necessary expenses of the government.

Executive Branch Interest in a Rainy .Day Fund

Governor L. Douglas Wilder has articulated the establishment
of a large revenue reserve as a key fiscal objective of his

- administration. The Secretary o~ Finance and the Department of
Planning and Budget (DPB) have created a task force to examine the
issue of a revenue reserve. DPB expects that the task force will
produce a paper concerning a revenue reserve in late 1990. The paper
has not been made available to JLARC staff at this time. However, on
November 29, 1990 the Governor said that the Secretary of Finance
report would be presented to lithe relevant legislative commlttees. 1I

Status of Proposed Rainy Day Fund Legislation

Senate Bill No. 227~ introduced during the 1990 session,
would, if enacted 7 require the Governor to create a Revenue
Stabilization Reserve Fund. The bill was carried over to the 1991
session.

The rationale behind the legislation ;s expressed in the
following manner:

It is hereby declared that the ability of
the Commonwealth to withstand the economic
effects of a recession or slowdown in
economic growth ;s a basic tenet of sound,
prudent~ and responsible financial and tax
policy and that the creation and funding of
the Revenue Stabilization Reserve Fund is a
necessary expense of fiscally prudent
government.
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The legislation requires the Governor's budget bill to
contain a reserve fund to consist of an amount \I not to exceed five
percent of the Commonwealth's tax revenues derived from taxes on
income and retail sales as certified by the Auditor of Public
Accounts for the immediately preceeding fiscal year." The fund is to
be created lI;n the Department of Treasury as a spec;al nonreverting
fund." The bill provides that the fund "shall be phased in over a
five:year period in increments of one percent each year. II

The bill provides the following mechanism for withdrawals
from the fund:

In the event, at any time during the fiscal
year, that receipts from taxes, fees and
other sources required to be paid into the
General Fund of the Commonwealth fall below
the amount projected in the general
appropriation law~ the State Treasurer shall
transfer from the Revenue Stabilization
Reserve Fund to the general fund, to the
extent there are sufficient moneys in such
reserve fund, an amount equal to the
difference between the general appropriation
law's projections and the amounts of such
receipts.

The bill makes the following provision for replenishing the
Revenue Stabilization Reserve Fund; "Repayments ... shall be made as
soon as practicable, without interest, and in the event not made,
shall be stipulated to at the next session of the General Assembly."
In addition, the bill provides that "at the close of each fiscal
year, any unexpended fund balances in the general fund shall be
transferred to the Revenue Stabilization Reserve Fund unless such
transfer would increase the reserve fund to an amount in excess of
the five percent level."

The Revenue Stabilization Reserve Fund described in Senate
Bill No. 227 contemplates adhering to the five percent of revenue
standard advocated by NCSL. Its planned method of depositing monies
into the fund is similar to Colorado's in that a specified percentage
of revenues is required to be set aside each year. In addition, its
language requiring unexpended General Fund balances to be transferred
into the reserve fund resembles that of a large number of states
which require that a portion of the unobligated General Fund surplus
be designated to the stabilization fund. The method of fund
withdrawal proposed in the bill is by transfer, a method currently
used by seven other states. The bill authorizes this transfer when
II receipt s from taxes, fees and other sources ... fall below the amount
projected in the general appropriation law." Senate Bill No. 227 was
referred to the Senate Finance Committee~ where it was held over to
the 1991 Session.

There are potential constitutional issues with any Virginia
rainy day fund. Article X, Section 7 of the Constitution of Virginia
provides that:
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No money shall be paid out of the State
treasury except in pursuance of
appropriations made by law; and no such
appropriation shall be made which is payable
more than two years and six months after the
end of the session of the General Assembly
at which the law is enacted authorizing the
same.

Senate Bill No. 227 requires that the Governor 1 5 Budget Bill
provide for a Revenue Stabilization Reserve Fund containing~ in the
first year, an amount equal to one percent of the prior year1s
revenue from taxes on income and retail sales. Presumably, that
provision of the Budget Bill would become part of the subsequent
Appropriation Act. The bill, however, creates a requirement that the
State increase this lIappropriationll of tax revenue by a certain
percentage each year over a five year period. Since Senate Bill No.
227 would seem to create an obligation of the State to appropriate a
specific sum of money to the Revenue Stabilization Reserve Fund over
a period of time longer than two years and six months, it could be
interpreted as being at odds with the language of Article X, Section
7 and may raise a constitutional issue.

In addition to the issue regarding the time limitation,
another provision of the Constitution should be noted. Article X,
Se-ction 8 of the Constitution of Virginia states as follows:

No other or greater amount of tax or
revenues shall, at any time. be levied than
may be required for the necessary expenses
of the government, or to pay the
indebtedness of the Commonwealth.

To the extent that the creation of a Revenue Stabilization
Reserve Fund could be shown not to be a necessary expense or a
"proper governmental function ll

• then legislation enacted from Senate
Bill No. 227 could raise a constitutional issue. In interpreting
Article X, Section 8 of the Constitution, the Virginia Supreme Court
has relied upon the "proper governmental function ll standard in
determining whether actions of the Commonwealth were constitutional.
See Harrison v. Day, 200 Va. 764, 107 S.E.2d 594 (1959); Fairfax
County Industrial Development Authority v. Coyner, 207 Va. 351, 150
S.E.2d 87 (1966), commented on in 53 Va. L. Rev. 1556 (1967). In his
Commentaries on the Constitution of Virginia, A.E. Howard noted that:

The courts have treated section 81s language
as having but one purpose: to assure that
public funds are used only for public
purposes. The section has never been
seriously thought, for example, to prevent a
budgetary surplus ....
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Howard further explained that "The 'public purpose I test is
not, indeed could not realistically be, a severe one. Any
I governmenta1 functi on' is thought to serve a pub1i c purpose. II

Presumably in recognition of these potential constitutional
concerns, Senate Joint Resolution No. 84 was introduced during the
1990 session in the form of a constitutional amendment. The
substance of SJR 84 is identical to that of S8 227. The joint
resolution was referred to the Senate Committee on Priviieges and
Elections, where it was approved. SJR 84 was then referred to the
Senate Finance Committee, where it was held over to the 1991 session.

Four states (Delaware, Oklahoma, Texas, and Louisiana) have
amended their constitutions to provide for the establishment of a
rainy day fund. In FY90, Delaware and Oklahoma had fund balances
that equaled at least five percent of the state's General Fund
appropriations. Texas1s fund balance totaled less than one percent
of General Fund appropriations~ Louisiana's fund, which was only
established in 1990, had a zero·balance.

Prior Revenue Reserves in Virginia

In addition to the $200 million revenue reserve in 1990, the
General Assembly included some type of revenue reserve in the 1980,
1981, 1984, 1985, 1986, 1987, and 1989 Appropriation Acts CTable B-1).

1980 Appropriation Act. Item 663 of the Act appropriated
$8.5 million to a IIRevenue Deficiency Reserve". This appropriation,
made from the General Fund, was only for the first year of the
biennium. The Act stated that this appropriation was to be used by
the Governor "to provide for unbudgeted increases in costs to State
Agencies for essential commodities and services". Based on JLARC
staff's review of the language in the Act, this revenue deficiency
reserve was not contemplated for use in the event of a revenue
shortfall resulting from economic conditions or tax policy changes.

1981 Appropriation Act. In 1981, Item 663 of the 1980 Act
was renamed "Economic Contingency" and provided with a second year
appropriation of $8.2 million. The item was amended to authorize the
Governor to transfer a portion of the appropriation to supplement
capital outlay appropriations.

1984 Appropriation Act. A IlRevenue Reserve" was established
by Item 665.1 of the Act. During the first year of the biennium, $23
million was appropriated from the General Fund and $13 million during
the second year. In view of the fact that the 1982 Act did not
contain any type of revenue reserve, the establishment of this
revenue reserve appears to have been a reaction to the fiscal
problems produced by the recession of the early 1980's. According to
Item 665.1, the Governor:

is authorized to reduce the appropriation ;n
this item ;n the event the revised estimated
general fund revenues are exceeded by the
total of the general fund appropriations
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including a revised estimate of amounts to
be expended from sum sufficient
appropriations.

JLARC staff's interpretation of this language is that it did
establish a rainy day fund. Money was appropriated to be used ;n the
event of a General Fund revenue shortfall. However, this rainy day
fund was effective for only one biennium. and not permanently
protected by the Constitution. In addition, although the language
authorized the Governor to make expenditures from the appropriation
in the event of a revenue shortfall, it did not explicitly require
him to.

1985 Appropriation Act. In the 1985 Act, Item 665.1 of the
1984 Act was amended in order to provide the Governor with authority
to use this appropriation for additional purposes. Item 665.1, which
appropriated $13 million from the General Fund for fiscal year 1986,

Table B-1

RECENT EFFORTS TO SET
ASIDE REVENUES IN VIRGINIA

Year

1980

1981

1984

1985

1986

1987

1989

1990

Amount of Reserve

$8.5 million

$8.2 million

$23 million

$13 mi 11 ion

$76.4 million

$27.9 million

$77.5 million

$200 mlll ion

Fund Established to
Offset Revenue Shortfall

No

No

Yes

Yes

Yes

Yes

Yes

Yes

Source: Appropriation Acts for years specified.

authorized the Governor to:

supplement second year appropriations in
this Act to offset federal fund reductions
resulting from the Federal Fiscal Year 1986
Budget and to address unbudgeted wage and
salary costs necessitated by federal actions.
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Item 665.1 of the 1985 Act also authorized the Governor to
use a portion of the appropriation to II provide for unbudgeted
increases in costs to state agencies for essential commodities and
services. 1I

1986 Appropriation Act. Item 658 of the Act appropriated
$76.4 million from the General Fund, during the first year of the
biennium, for IIRevenue Reserve and Economic Contingency.1I This item
contained identical language from Item 665.1 of the 1985 Act, in that
the Governor was I'authorized to reduce the appropriation ... in the
event the revised estimated general fund revenues are exceeded by the
total of the general fund appropriations including a revised estimate
of amounts to be expended from sum sufficient appropriations. 1I Item
658 also included language similar to that in Item 665.1 of the 1985
Act, authoriZing the Governor to:

supplement appropriations in this Act to
offset federal fund reductions resulting
from the federal budget and to address
unbudgeted wage and salary costs
necessitated by federal actions.

The language of Item 658 appears to contemplate the use of
the revenue reserve in situations where State revenues are found to
be insufficient to fund the existing level of State appropriations,
and also in situations where federal actions negatively impact on the
State budget.

1987 Appropriation Act. Item 658 of the Act, IIRevenue
Reserve and Economic Contingency" remained substantially the same as
Item 658 of the 1986 Act. However, Item 658.1 was added to the Act,
establishing a "Tax Reform Reserve Fund". Item 658.1, which
appropriated $27.9 million for FY88, authorized the Governor to
supplement other General Fund revenues from this reserve under the
following conditions:

.1) in the event that the lOath United States
Congress enacts tax legislation that
necessitates the reduction of Virginia1s
corporate and/or individual income tax
receipts estimates or reduces the estimated
additional revenues resulting to Virginia
from the Federal Tax Reform Act of 1986; or
2) if changing economic conditions require
the Governor to lower the General Fund
Revenue Forecast for FY1987 or FY1988.

Item 658.1 further specified that if Congress did not enact
any tax legislation that reduced Virginia's corporate or individual
income tax receipts, that the Governor was directed to develop a plan
to utilize the appropriation to lI el iminat e or reduce the Virginia
Accelerated Cost Recovery System addbacks and/or subtractions .... 11

1989 Appropriation Act. Item 669.3 of the 1989 Act

8-18



appropriated $77.5 miliion to a "Revenue Reserve Fund. 1I The Governor
was authorized to IIsupplement other general fund appropriations from
this reserve" under the following conditions:

(1) in the event that the lOlst United
States Congress enacts tax legislation that
necessitates the reduction of Virginia's
official corporate and/or individual income
tax receipts estimates; or (2) if changing
economic conditions require the Governor to
lower the official general fund revenue
forecast for the fiscal year ending June 30.
1990.

SUMMARY OF BACKGROUND MATERIAL

Thirty-seven states. according to the JLARC staff survey,
have established some type of budget stabilization fund. However,
the balance of tnese funds in 11 states is zero. At least 22 of
those states have established a budget stabilization fund that is
separate and distinct from their General Fund. Virginia's revenue
reserve is not a separate fund and is not permanent.

Virginia established some type of revenue reserve in seven
appropriation acts during the 19801s. In each case, the revenue
reserve was funded by legislative appropriation, with the Governor
authorized to allocate money from the appropriation in specified
situations. The reserve funds established by the 1984 and 1987 Acts
were for the purpose of compensating for a revenue shortfall caused
by economic conditions or tax policy changes. The revenue reserves
established by the 1985 and 1986 Acts could be used, among other
purposes, to compensate for reductions in federal funds.

Item 766.2 of the 1990 Act has several characteristics that
differentiate it from most other state rainy day funds:

• There is no fund established separate and distinct from
the General Fund.

• Money is design~ted, not appropriated.

• Item 766.2 of "the Act does not permanently establish a
rainy day fund as an institution within the State's budget
process.

Senate Bill No. 227 contains provisions that may be at odds
with Article X, Section 7 and Article X, Section 8 of the
Constitution of Virginja. This contingency was recognized by the
introduction of Senate Joint Resolution No. 84.
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OPTIONS FOR A RAINY DAY FUND FOR VIRGINIA

Under the direction of the JlARC Subcommittee on the
Executive Budget Process, JlARC staff reviewed and presented
background information on rainy day funds in October and November of
1990. At the November 14th subcommittee meeting, the subcommittee
directed the staff to prepare suitable options for Virginia and to
develop a framework for proposed legislation for the subcommittee's

·consideration. This section discusses the choices available for the
subcommittee. For illustrative purposes, JLARC staff have chosen
options for the subcommittee's discussion.

It should be noted that a rainy day fund would provide the
State with an additional instrument for making a good faith effort to
manage its fiscal affairs in a prudent manner. A rainy day fund
cannot provide the State with a perfect defense against the effects
of a precipitous economic downturn.

Based on background research by JLARC staff, an appropriate
rainy day fund for Virginia would contain four general
characteristics.

• First, it would contain a fund balance large enough to at
least partially compensate for shortfalls when revenue
collections are low.

• Second, it would include a deposit mechanism to ensure the
accumulation of tax revenues in prosperous years when
revenue collections are high.

• Third. it would include an adequate withdrawal mechanism
to ensure that a portion of the fund balance would be
transferred to the General Fund during years in which
there is a revenue shortfall.

• Fourth, the fund would be established by the Constitution
of Virginia.

Fund Balance Large Enough to Compensate for a Revenue Shortfall

The size of a state1s rainy day fund balance is typically
analyzed either in absolute dollar terms or as a percentage of its
General Fund appropriations. However, the fund could also be
analyzed in terms of General Fund revenue collections. There are a
number of fund balance sizes that the General Assembly could consider:

• five percent of biennial General Fund appropriations,
• five percent of annual General Fund appropriations,
• three percent of General Fund revenues for the two

preceding fiscal years. or
• five percent of annual income and retail sales tax

revenue.
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Five Percent ot Biennial General Fund Appropriations. This
option could be considered due to the fact that it is based on the
fund size recommended by NCSLls Fiscal Affairs and Oversight
Committee in 1983. NCSL recommended that the size of a state's ralny
day fund should equal five percent of the state1s budget. In
addition, financial institutions which lend capital to state
governments have advocated that a state's rainy day fund balance
equal between three and five percent of the state's budget in order
to ensure a high bond rating.

It should be noted that although neither of these
recommendations distinguish between annual and biennial state bUdget
cycles, both recommendations appear to be based on the theory that
the size of the fund balance should be based on the period for which
major budget allocations are made. In other words, the fund baiance
should be adequate to cover reasonable risk during a statels normal
budget cycle. In Virginia, a fund balance satisfying this criterion
for both years of the current biennium would have to equal
approximately $657 million. In comparison, Virginia's current $200
million revenue reserve represents approximately 1.5 percent of the
State's General Fund appropriations for the 1990-1992 biennium.

Five Percent of Annual General Fund Appropriations. This
option, which is based on NCSLls recommended criterion, could be
considered by the General Assembly as a means of requiring a lesser
dollar amount in the rainy day fund. For the first year of the
current biennium, a fund balance adhering to this standard would
total approximately $315 million dollars. However, adopting a fund
balance standard based ,on annual appropriations would ignore
Virginia's normal biennial budget cycle.

Five Percent of Annual Income and Retail Sales Tax Revenue.
This option is proposed by Senate Bill No. 227. For the current
biennium, a fund balance adhering to this criteria based on FY90
collections would equal approximately $237.5 million. This option
differs from the previous option in that it bases the size of the
fund on only a select portion of General Fund revenues.

Three Percent ot General Fund Revenue tor the Two Preceding
Fiscal Years. Using this option, the General Assembly would
establish the maximum fund size as three percent of the sum of the
General Fund revenues of the Commonwealth of Virginia, for the two
fiscal years immediately preceding an even year session of the
General Assembly. This oAtion could be considered on the basis that
the State's General Fund revenue forecast has varied from actual
revenue collections, on average, by about three to four percent over
the past 16 years. Therefore. a fund of this size should. in theory,
be sufficient to compensate for the difference in estimated and
actual General Fund revenue collections in an average year. This
option differs from the first two options in that it bases the size
of the fund balance on an indicator of State revenues received during
the preceding fiscal years, as opposed to an indicator of State
spending.

JLARC staff have calculated that the maximum fund size of
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Virginia1s rainy day fund would have been $320.3 million in 1990
using this option.

(3/l00) X
Three Percent

(5,121.0 +
FY88
General Fund
Revenues
cs mi l l ions)

5,554.9) =
FY89
General Fund
Revenues
($ mi 11 ions)

$320.3 mi 1lion
Maximum
Fund Size
($ millions)

Size of Fund Balance Choice for Illustrative Staff
Proposal. The maximum size of Virginia's rainy day fund balance
could equal three percent of the sum of the General Fund revenues of
the Commonwealth of Virginia, for the two fiscal years immediately
preceding an even year session of the General Assembly.

Deposit Mechanism Linked to Revenue Collections

The General Assembly should consider implementing a
mechanism which will make deposits to the rainy day fund dependent on
revenue collections. Deposits to the fund would not be immediately
required under such a mechanism given the current economic climate.
Instead, Virginia1s deposits into the fund would grow gradually. The
General Assembly should consider adopting an adequate deposit
mechanism so that the fund balance will grow as the economy recovers
and State revenues increase. There are various types of alternative
deposit mechanisms that the General Assembly could consider adopting:

• discretionary appropriation,
• appropriation of surplus,
• appropriation guided by formula,
• appropriation as policy decision,
• treasurer1s transfer determined by formula, and
• phased-in appropriation.

Discretionary AppropLiation. Under this deposit mechanism,
the General Assembly would be guided by its own judgment, or by a
proposal of the Governor in determining the timing and amount of
deposits into the fund. The advantage of this approach is that it
would provide the General Assembly with a great deal of flexibility
in determining the amount of the deposit. The disadvantage is that,
without relying on specific economic indicators for guidance, each
General Assembly would have to continually revisit the issue of the
relative importance of the reserve fund as it compares to other
program priorities.

Appropriat~on of Surplus. Under this type of mechanism, the
General Assembly would be required to appropriate either all, or a
portion, of the State1s unexpended and undesignated General Fund
surplus. This type of mechanism would help ensure that all excess
State revenue received during a fiscal year would be deposited into
the rainy day fund during the next fiscal year. However, this could
be an "all or nothing" mechanism. In the event of a surplus, the
State might not have the option of using a portion of the extra
revenue for the funding of program priorities. In addition, if the
mechanism were designed to require appropriation of a fixed
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percentage of the surplus to the rainy day fund, that percentage
would not necessarily be based on any specific criteria.

Appropriation Guided by Formula. The General Assembly,
using this type of deposit mechanism, would appropriate an amount no
less than the results of a formula calculation. (It would remain the
prerogative of the General Assembly to deposit an amount greater than
the calculated amount.)

~A formula calculation compares State General Fund revenue
growth in the most current fiscal year with the average growth rate
of State General Fund revenues for the prior six fiscal years. This
option provides for a minimum appropriation of 50 percent of the
State's above average General Fund revenue growth for a fiscal year.

The advantage of using the factor of 50 percent is that it
ensures that a portion of above average revenue growth will remain
available for expenditure on vital pUblic programs. On the other
hand, the 50 percent requirement also guarantees that one-half of any
above average revenue growth will be deposited into the rainy day
fund. The rationale for selecting the six prior fiscal years for the
revenue growth comparison period is that it conforms to the State1s
revenue forecasting period for any given fiscal year.

This mechanism can be stated as a formula as follows.

Minimum Appropriation = .5{Above Average Growth Rate of
General Fund Revenue Collections X Prior Fiscal Year General
Fund Revenue}

Using this deposit mechanism, JLARC staff have determined
that the most recent appropriatlon to the fund would have been'
required in 1988. The amount of that appropriation has been
calculated as follows .

. 5 X [(3.77/100) X
Above Average
Growth Rate
in FYS7

(4,746.5)] =
General Fund

Revenue
FYS7

($ millions)

$89.5 million
Minimum
Appropriation

This deposit option has several advantages. First, it is
based on growth in State General Fund revenue collections. This
links the timing and amount of deposits to a key indicator of the
State's financial condition.

Several states, by comparison, use formulas based on the
rate of growth of personal income to determine the amount of
deposits. Personal income may serve as a proxy indicator of other
economic growth variables and revenue collection variables. In
addition, personal income may be less susceptible to manipulation
than a revenue collection indicator. However, an indicator of
personal income may not be the best indicator of the State1s actual
revenue collections. For example, although Virginia tax-based
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economic income increased from FY89 to FY90, net individual income
tax collections actually declined.

Second, General Fund revenue data are readily available,
while personal income data are not available to the State on a timely
basis. Personal income data, which are supplied by the federal
government, are typically about 12 months old when received by the
State.

Finally, this option requires that actual growth in State
General Fund revenues in any given fiscal year be analyzed in the
context of the State's long term rate of General Fund revenue
growth. A portion of the State's above average growth rate remains
available for expenditure. This will help ensure that a balance
exists between deposits to the fund and program needs.

It should be noted, however, that revenue collection
indicators may theoretically be susceptible to manipulation. This
might occur either as a result of forecasting practices, tax policy
changes, tax collection practices or accounting practices.

Appropriation as Policy Decision. Under this option, the
Governor may propose, and the General Assembly may appropriate, the
deposit of monies lnto the fund. Such deposits could not result in
the fund exceeding its legal maximum size.

Treasurer's Transfer Determined by Formula. Under this
deposit mechanlsm, the General Assembly would require the executive
branch, in the form of the Treasurer, to automatically transfer an
amount equal to that determined by a formula from the General Fund to
the rainy day fund. The following formula could be used.

Appropriation: .5(Above Average Growth Rate of General Fund
Revenue Collections X Prior Fiscal Year General Fund Revenue)

This formula is based on the formula described previously.
The advantage of this approach is that it may make the fund deposit
more of an automatic accounting function. The disadvantage is that
it isolates the General Assembly from the deposit mechanism.

Phased-In Appropriation. Under this deposit mechanism,
which is proposed in Senate Bill No. 227, the General Assembly would
make appropriations to the fund over a five year period. In each
year of the five year period, the bill calls for the appropriation of
an amount equal to one percent of the prior year's income and retail
sales tax revenue. According to the bill, the fund balance would at
the end of the five year period equal no more than five percent of
State income and retail sales tax collections of the immediately
preceding fiscal year. Any monies in the fund in excess of the five
percent cap would be returned to the General Fund.

An advantage of this option is that a specified percentage
of revenues is required to be appropriated to the fund. On the other
hand, it is not dependent in any way on economic growth. The bill
requires the one percent incremental appropriations over five years
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regardless of the extent to which State revenue collections may be
increasing or decreasing.

Deposit Mechanism Choice for Illustrative Staff Proposal.
A two-pronged deposit mechanism could be selected. First. it could
provide for the General Assembly to make an appropriation which is
guided by the result obtained by the following formula.

Minimum Appropriation = .5(Above Average Growth Rate of
General Fund Revenue Collections) X (PrIor Fiscal Year
General Fund Revenues)

Second, the Governor could be able to propose. and the
General Assembly appropriate, the deposit of funds into the rainy day
fund, up to the maximum size of the fund balance, as a policy
decision.

Withdrawal Mechanism Linked to Revenue Collections

The General Assembly should consider implementing a
mechanism which will make withdrawals from the rainy day fund
dependent on projected declines in State General Fund revenue
collections. An adequate withdrawal mechanism is needed so that the
fund balance will decline as estimates of State General Fund revenue
collections decrease. There are various types of alternative
withdrawal options that the General Assembly could consider adopting:

• gubernatorial prerogative with legislative notification.
• appropriation guided by projected shortfall, or
• treasurer's tra1sfer determined by projected shortfall.

Each of the options laid out in this section provides for
the withdrawal of no more than one-half of the rainy day fund in any
given year. This provision would preclude the total depletion of the
fund in the first year of a protracted downturn. While the amount of
the fund would dW1ndle as a protracted downturn continued, one would
expect State forecasters and policy-makers to have made most of their
budget adjustments in the first two years.

Gubernatorial Prerogative with Legislative Notification.
The use of thlS option would provide the Governor with a great deal
of control over wtthdrawals. This method could be designed to limit
the Governor1s withdrawal to no more than 50 percent of the fund
balance. This should be predicated on notification of the General
Assembly. In the event that the Governor desired to withdraw greater
than 50 percent of the fund balance, he would have to'receive the
approval of the General Assembly. Presumably, that could involve
convening a special session of the General Assembly. This option
could also be structured to allow the Governor, SUbject to
notification of the General Assembly, to transfer an amount from the
rainy day fund sufficient to compensate for no more than one-half of
the difference between the official revenue forecast and a revised
forecast.

This option would place responsibility for prudent
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withdrawal practices within the executive branch. Nevertheless t

while legislative notification could be required t any withdrawals
performed while the General Assembly is not in session might not
provide members with a real opportunity to actively oppose an
objectionable withdrawal.

Appropriation Guided by Projected Shortfall. Under this
option, the General Assembly may, during the Session, appropriate an
amount for transfer from the fund to compensate for no more than
one-half of the difference (shortfall) between the Total General Fund
Revenues Available for Appropriation in the preceding Appropriation
Act and the revised General Fund revenue forecast presented to the
General Assembly during the session.

Prior to the session t the Governor may prepare and submit to
the General Assembly a plan to withdraw, during any fiscal year, an
amount from the fund sufficient to compensate for no more than
one-half of the difference (shortfall) between the Total General Fund
Revenues Available for Appropriation ;n the Appropr;atlon Act and a
revised General Fund revenue forecast approved by the Governor. The
Governor1s plan may provide for a total withdrawal of no more than
one-half of the rainy day fund balance in any given fiscal year.

Upon receipt of the Governor1s plan, the General Assembly
may confirm or modify the plan to withdraw, during any fiscal year,
enough funds to compensate for no more than one-half of a revenue
shortfall. The General Assembly may amend the Appropriation Act to
modify or conform to the details of the Governor1s plan.

This option would include a withdrawal threshold. Projected
General Fund revenue shortfalls would be required to equal at least
one percent of the sum of the total General Fund revenues of the
Commonwealth of Virginia for the two fiscal years immediately
preceding an even year session of the General Assembly. If the
projected shortfall was less than that amount, a rainy day fund
withdrawal would not be permitted.

JLARC staff have calculated what the maximum allowable
withdrawal would have been during 1990 had a rainy day fund been in
operation. The calculation assumes that, going into 1990, the rainy
day fund balance was at its maximum level of $320.3 million. Under
the proposed mechanism, the first step in determining the amount of
the withdrawal would be to calculate one-half of the projected 1990
General Fund revenue shortfall.

Calculation of One-Half of Shortfall During 1990 session ;s
displayed below.

$6,144.3 million (FY90 forecast from 1990 session)

- $5,842.3 million (FY90 forecast from 1989 session)

$302.0 million (FY90 revenue shortfall)

$302.0 millionJ2 = $151.0 million
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One-half of the projected shortfall having been determined,
the next step using this option is to determine the maximum
withdrawal allowed during the 1990 session.

Calculation of Maximum Withdrawal During 1990 session is
displayed below.

$320.3 million/2 = $160.15 million

It should be noted that while the withdrawal cannot exceed
one-half of the rainy day fund balance ($160.15 million), it also
cannot exceed one-half of the projected shortfall ($15l.0 million),
Therefore, .in th is case, $151.0 mi 11 ion cou 1d be wi thdrawn from the
fund.

The final calculation required using this mechanism is to
determine what the rainy day fund withdrawal threshold would have
been for 1990. In other words~ it must be determined if the size of
the projected General Fund revenue shortfall would have been large
enough to warrant a withdrawal.

Calculation of Withdrawal Threshold During 1990 session is
displayed below.

1/100 X
One Percent

(5,121.0 +
FY88
General Fund
Revenues
($ millions)

5,554.9> =
FY89
General Fund
Revenues
($ millions)

$106.8 mill ion
Withdrawal
Threshold

Since the projected General Fund revenue shortfall for
fiscal year 1990 ($302.0 million) exceeds the withdrawal threshold
<$106.8 million), a withdrawal, up to the maximum withdrawal limit,
can be made from the fund.

Assuming the maximum fund level of $320.3 million had been
attained by 1990, a wit1drawal of the maximum allowable amount
<$151.0 million) would have left remaining a fund balance of $169.3
million. (It should be noted, however, thot using the deposit option
proposed by JLARC staff, the rainy day fund balance would not have
reached the maximum level without a supplemental, discretionary
appropriation by the General Assembly.)

The advantage of this option is that it would be tied to the
same criterion that State expenditure reductions usually are, namely,
projected revenue shortfalls. An additional advantage of this option
is that it ensures the fund will not be depleted during one
particularly bad year.

Treasurer's Transfer Determined by Projected Shortfall.
Senate Bill No. 227 provides for this type of fund withdrawal
mechanism. The bill requires that at any point during the fiscal
year at which revenues "fall below the amount projected," the
Treasurer shall transfer from the rainy day fund to the General Fund
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an amount equal to the difference between revenue projections and
receipts.

The disadvantage of this approach is that no limit is placed
on the amount to be transferred. If the revenue shortfall equals the
amount in the rainy day fund balance, the provisions of Senate Bill
No. 227 require that the Treasurer transfer the entire fund balance.
This could entirely deplete the fund in the first year of a prolonged
downturn.

Withdrawal Mechanism Choice for Illustrative Staff
Proposal. The rainy day fund could employ a withdrawal mechanism in
which the General Assembly may appropriate an amount for withdrawal.
The appropriation would be guided by a formula based on one-half of a
projected General Fund revenue shortfall. No more than one-half of
rainy day fund balance could be withdrawn during any fiscal year.
Projected General Fund revenue shortfalls would be required to equal
at least one percent of the sum of General Fund revenues for the two
prior fiscal years for a withdrawal to be permitted. Appropriations
under this option could be in response to a proposed plan for
withdrawal submitted by the Governor.

Establish a Constitutional Fund

Most states that have established rainy day funds have done
so in statute. Four states, however, have amended their
constitutions to require a rainy day fund. The fund balances in two
of these states (Delaware and Oklahoma) are, as a percentage of
General Fund appropriations. among the largest state rainy day funds
in the country.

Statutory Option. Virginia could establish its rainy day
fund simply by amending the Code of Virginia. The advantage of this
approach is that a statutory fund could be established during the
1991 session, as opposed to having to go through the lengthy
constitutional amendment process. The disadvantage of this approach
is that the rainy day fund balance would not enjoy the degree of
protection from competing interests that it would were it established
constitutionally.

Constitutional.Option. Virginia could establish its rainy
day fund by amending the Constitution of Virginia. While this
approach would take longer than the statutory option, the final
result would be superior. The integrity of the fund would receive
greater protection and permanence over the long term were it to be
made a constitutional requirement. A constitutional amendment would
protect Virginia's rainy day fund balance from a variety of possible
attempts at encroachment. Such a fund would be afforded greater
protection from uses of the fund for purposes other than budget
stabilization. A statutorily-created rainy day fund may not be able
to withstand such attempts. In addition, a constitutional amendment
would address concerns regarding the constitutionality of (1)
appropriating funds beyond two and one half years, and (2) collecting
more revenues than necessary for the operation of government.
However, a major disadvantage would be the restrictive nature of a
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constitutional amendment, in that future amendments would be
difficult to make.

Choice for Illustrative Staff Proposal. Virginia could
establish its rainy day fund by amending the Constitution of Virginia
to require such a fund. The constitutional amendment could contain,
at a minimum, a number of specific provi~ions. First, it could state
that the fund is separate and distinct from the General Fund.
Secondo, it could state the maximum size of the fund balance. Third,
the amendment could specify the deposit and withdrawal mechanisms to
be used by the fund. Fourth, the amendment could designate the State
Treasurer as the Fund Administrator. Fifth, the amendment could
state that the General Assembly will determine the disposition of
interest or other amounts in the rainy day fund in excess of the
maximum size of the fund balance. Finally, the amendment could state
that any such excess amounts accruing to the fund balance shall not
be included in any official revenue forecast of the Commonwealth.

SUMMARY OF ILLUSTRATIVE STAFF PROPOSAL

The illustrative staff proposal discusses a constitutional
amendment that establishes a State rainy day fund with a balance
equal to three percent of the sum of State General Fund revenue
collections for the two fiscal years immediately preceding an even
year session of the General Assembly. That would amount to
approximately $320.3 million at the current time.

The fund could include a deposit mechanism in which the
General Assembly would appropriate at least 50 percent of the above
average growth of General Fund revenues. The fund could include a
withdrawal mechanism in which appropriations made by the General
Assembly are guided by a projected shortfall in State General Fund
revenues. Withdrawals based on that indicator should be of an amount
sufficient to compensate for no more than one-half of the revenue
shortfall.

The State Treasurer ·ould be designated the fund manager.
The General Assembly should d,termine the disposition of interest or
other amounts accruing in the rainy day fund in excess of the maximum
size of the fund balance. Any such excess amounts accruing to the
-fund balance should not be included in any official revenue forecast
of the Commonwealth.
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Appendix C

Methods for Coping with Revenue Uncertainty

Revenue estimates will never be certain. It is unlikely
that changes to the process would substantially improve forecast
accuracy. Shortfalls -- and surpluses -- of some magnitude are
inevitable uncertainties. An examination of methods other states use

. to cope with anticipated revenue uncertainty points to rainy day
funds and contingent budgeting as the most advantageous methods for
Virginia1s use.

Examining Methods Used By Other States

A 1986 report by Michigan's House Research Department
identified five different methods states use to cope with revenue
uncertainty:

• contingent taxation,
• tax stability,
• delegation of authority,
• contingent spending, and
• rainy day funds.

Each of these methods has conceptual advantages and
disadvantages. JLARC staff identified certain key advantages that
would be appropriate for methods Virginia might adopt. The five
methods Weie evaluated to determine if they incorporate these key
advantages. While none of the methods incorporates all the key
advantages, two methods -- rainy day funds and contingent budgeting
-- incorporate a majority.

Contingent Taxation. The first of these "coping
mechanisms," contingent taxation, ties increases and decreases in a
state's tax rates to economic growth. States using this method cited
in the Michigan study were North Dakota and Iowa. North Dakota
increases its sales tax by one percent if General Fund revenues fall
below $400 million by a specified date while Iowa indexes its income
tax brackets based upon the projected balance in the General Fund.

Tax Stability. In the second method, tax stability, the
actual tax structure is altered to rely on more stable and reliable
sources of income. According to a 1988 study by the National
Conference of State Legislatures (NCSL), ten states (Alaska,
Connecticut~ Florida, Nevada, New Hampshire, South Dakota, Tennessee,
Texas, Washington, and Wyoming) do not impose a broad-based personal
income tax. For example, as noted in The Book of the States, 1988-89
Edition, by the Council of State Governments, Washington state, with
$5.6 billion in revenue, raises $4.2 billion through a sales tax and
does not utilize individual or corporate income taxes.
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Delegation of Authority. Delegation of authority to the
executive branch was the third method identified. With this method,
the Governor or his designee is given interim authority to reduce
appropriations to deal with revenue shortfalls. According to the
1988 NCSL study~ 20 states give maximum discretion to the executive
branch for dealing with revenue shortfalls. Despite the significant
powers delegated to Virginia's Governor, Virginia was not included as
one of the 20 since the Governor is not granted complete discretion.

" Contingent Spending. Wi th conti ngent spendi ng, the fourth
method, a portion of state spending is contingent on the fiscal
condition of the state. Two states that have adopted this method,
Arkansas and Kentucky, illustrate the variation in the way states can
use this method. Arkansas designates each separate appropriation
item as an "A", "B", or "C", priority. If there is a revenue
shortfall, all appropriations in the "C" category are cut
proportionally until the total reductions needed to cover the
shortfa 11 are achi eved. If a11 the "C" appropri ation i terns are
eliminated, cuts are made in the "B" appropriations. IIA II

appropriations are the last to be cut. On the other extreme~

Kentucky designates five specific spending reductions in the event of
a General Fund revenue shortfall in its appropriation act. If the
actions outlined by the legislature are insufficient to eliminate the
revenue shortfall, the Governor is then given authority to take any
other actions necessary to balance the budget.

Rainy Day Funds. The final method, a "rainy day" fund
(sometimes called a revenue reserve or stabilization fund), ;s a
separate and distinct fund to be used when revenue collections fall
short of the forecast. The way states employ this method also has
wide variations .(Appendix B). For example, Indiana u~es a formula
based on personal income growth to deposit money into a
Counter-Cyclical Revenue and Economic Stabilizatio1 Fund. Funding is
transferred from the rainy day fund to the Genera~ Fund if the growth
in real personal income is less than two percent. However~ Minnesota
deposits money into its Budget Reserve Account b~ direct legislative
appropriation, maintaining a reserve equal to fi~e percent of General
Fund appropriations. In Yft a third variation~ ~ew Hampshire
deposits its audited year-end surplus into its Revenue Stabilization
Reserve Account. Withdrawals are made when: 1) a General Fund
operating deficit occurs for the most recently completed fiscal year;
and 2) unrestricted General Fund revenues in the most recently
completed fiscal year are less than the budget forecast.

Criteria for Deciding Between Methods

Each of the methods identified above has specific conceptual
advantages and disadvantages. For instance~ contingent taxation
would have the theoretical advantage of decreasing tax rates for
taxpayers in a growth economy, while having the disadvantage of
causing individual and corporate taxpayer uncertainty regarding
current and future tax rates. Tax stability may promote stable
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revenues but the taxes used, such as the sales tax, are generally
regressive. In order to determine the methods most suitable for
Virginia, JLARC staff identified six criteria that would be the most
important to Virginia in developing a successful method of dealing
with revenue uncertainty.

First, the method should accumulate a surplus in a growing
economy. Second, it should address any shortfalls more than one year
at a time. Third, a preferred method should help reduce uncertainty
in program planning. Fourth, it should reduce the magnitude of
revenue shortfalls and, fifth, it should provide an incentive to
maximize the use of existing resources. Finally, a preferred method
should preserve legislative fiscal authority.

Exhibit C-1 compares the five methods to determine which
methods best meet these key advantages. From this comparison, rainy
day funds and contingent budgeting would appear to be the best
methods for Virginia.

Exhibit c-i
Key Advantages of Methods Used in Other States

Advantage.

Accumulates surplus in a VgrowiDI economy

Does Dot addre.. shortfall V t/ Vonly one year at a time

Could help atabDize t/ t/ V t/program. planning

May reduce the magnitude t/ t/ Vof revenue .hortfan.

Could provide incentive
t/ Vto maz:lmJ.ze the 1I8e of

ezistlDg res~Ul'Ces

Preserves legislative flacaJ V' V Vauthority

Source: JLARC staff analysis and Forecasting State Revenues and
Dealing With Revenue Shortfalls: 4 Working Papers, 1986.
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Appendix D

Simulation of Revenue Stabilization Fund Formulas

,The simulation of the rainy day fund formulas was run under
two different scenarios, as shown in Tables D-l and D-2. The first
scenario, shown in Table 0-1, assumes that the mandatory deposit
formula requires 75 percent of above-average growth in certified tax
revenues to be deposited to the rainy day fund. The second scenario,
shown in Table 0-2, requires 50 percent instead of 75 percent. The
original version of SJR 159 included the 75 percent deposit
requirement. The amendment in the nature of a substitute as reported
by the Senate Finance Committee dropped the required deposit to 50
percent.

Each column of the spreadsheets used in the simulation is
described below.

1. Session. This column represents the future legislative session
for which the information in the other columns apply. As noted
in the report body, figures for 23 future sessions were assumed
t9 follow the same patterns observed in 23 past years (FY69
through FY92), as shown in Table 0-3.

2. FY of Collections. The most recently completed fiscal year
(modeled after a past year) is labeled in this column.

3. Certified Tax Revenues. This column represents the sum of
individual income, sales, and corporate income taxes assumed to
be collected in the fiscal year labeled in column 2. The number
is deriver by taking the assumed annual growth in certified tax
revenues over the previous fiscal year (represented by the
percentages in column 4), multiplying it by the previous fiscal
year's certified tax revenues (for FY92 the certified tax
revenues are assumed to ~e $5156.7 million), and adding the
product to the previoLs fiscal year's certified tax revenues.
(Because of rounding, Ihe numbers in the spreadsheets may not be
exactly equal to computations using data from Tables 0-1 through
0-4.)

4. Annual % Chg. The numbers here represent the assumed annual
growth in certified tax revenues over the previous fiscal year.
The key assumption is that the same pattern in certified tax
revenue growth from FY69 to FY92 will apply to FY93 through
FY15. The pattern of certified tax revenue growth from FY69 to
FY92 is shown in Table 0-3.

5. Prior 6-Yr Change. The values in this column represent the
average growth in certified tax revenues for the six years prior
to the most recently completed fiscal year.
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Table D-l

Simulation of Rainy Day Fund Formulas Using 75 Percent Assumption
($ millions)

0) ® C9 0 ® ® Q) C9 ® ® ® €) @ 8
FORMULA RESULTING INTEREST NET fUND

CERTI FlED APPROP. APPROP. ON PREV. CHANGE TOTAL

FY OF TAX PRIOR EXCESS/ TO RAINY 112 MAXIMUM TO RAINY BALANCE IN FUND es)
COlLEC· REVE- ANNUAL 6-VR DEFIC. FUND DAY FUND SHORT- "JTH- DAY (Q 8%)

SESSION TJONS NUES * X CHG CHANGE GROYTH MAXIMUM (75 X) FALL DRAWAL FUND

1994 FY93 5489.90 6.46 6.87 -.41 517.52 .00 0.00 0_00 .00
1995 FY94 5949.51 8.37 6.07 2.30 553.20 102.72 102.72 0.00 102.72 102.72
1996 FY95 6884.42 15.71 5.68 10.03 610.79 518.09 499.86 8.22 508.08 "0.79
1997 FY96 8139.79 18.23 6.49 11.74 699.12 717.01 39.47 48.86 88.33 699.12
1998 FY97 8943.38 9.87 9.53 .34 798.92 22.97 22.97 55.93 78.90 778.02
1999 FY98 10047.83 12.35 10.72 1.63 904.37 122.78 273.42 273.42 122.78 62.24 -88.39 689.63
2000 FY99 11080.74 10.28 11.83 -1.55 1002.40 55.17 55.17 744.80
2001 FlOO 12740.84 14.98 12.47 2.51 1128.98 239.98 403.27 372.40 239.98 59.58 -72.83 671.97
2002 FY01 15115.36 18.64 13.57 5.06 1297.90 574.19 183.26 183.26 574.19 53.76 444.69 1116.66
2003 H02 16635.32 10.06 14.06 -4.00 1483.05 89.33 89.33 1205.99 .
2004 FY03 18539.44 11.45 12.70 -1.25 1676.34 96.48 96.48 1302.47
2005 n04 20739.51 ".87 12.96 -1.09 1863.81 104.20 104.20 1406.67
2006 FY05 224n.03 8.38 12.88 -4.50 2058.53 604.16 604.16 112.53 ·491.63 915.04
2007 FY06 240n .36 7.12 12.56 -5.44 2243.13 649.24 457.52 73.20 -384.31 530.72
2008 n07 27918.92 15.96 11.25 4.70 2482.44 985.08 985.08 42.46 1027.53 1558.25
2009 n08 31031.36 11.15 10.80 .34 2767.59 80.19 80.19 124.66 204.85 1763.10
2010 FY09 34085.01 9.84 10.99 - t .15 3101.18 141.05 141.05 1904.15
2011 n10 37928.53 11.28 10.n .56 3~34.83 158.79 158.79 152.33 311.12 2215.27
2012 n11 42003.32 10.74 10.62 .12 3800.56 38.98 38.98 177.22 216.20 2431.47
2013 FY12 46546.55 10.82 11.01 -.20 4215.95 2034.46 1215.74 194.52 -1021.22 1410.25
2014 FY13 46549.49 .01 11.63 -11.62 4503.31 3465.24 705.13 112.82 -592.31 817.95
2015 FY14 47812.70 2.71 8.97 -6.26 4696.96 4764.22 408.97 65.44 -343.54 474.41
2016 n1S 50535.11 5.69 7.57 -1.87 4829.91 37.95 37.95 512.36

* Certified tax revenues are assumed to grow across 23 years at an average annual rate
of approximately 10.43 percent, which had occurred from FY69 to FY92.

Source: JLARC analysis.
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Table D-2

Simulation of Rainy Day Fund Formulas Using 50 Percent Assumption
($ millions)

C0 ® (9 0 C9 C9 C0 C9 <9 ® ® 0 @ 0
FORMULA RESULTING INTEREST NET FUND

CERTI FlED APPROP. APPROP. ON PREVo CHANGE TotAL
FY OF TAX PRIOR EXCESSI TO RAINY 1/2 MAXIJIlJM TO RAINY BALANCE IN FUND (I)

COLLEC- REVE- ANNUAL 6-n DEFIC. FUND DAY FUNO SHORT- WITH- OAY (; 8X)
SESSION T!ONS NUES * X CHG CHANGE GROWTH MA)(~MUM (SO ,;) FALL DRAWAL FUND

1994 FY93 5489.90 6.46 6.81 -.41 511.52 .00 0.00 0.00 .00
1995 FY94 5949.51 8.31 6.01 2.30 553.20 68.48 68.48 0.00 68.48 68.48
1996 FY95 6884.42 15.11 5.68 10.03 610.19 345.39 345.39 5.48 350.87 419.35
1991 FY96 8139.79 18.23 6.49 11.74 699.12 418.00 246.23 33.55 279.77 699.12
1998 FY97 8943.38 9.87 9.53 .34 198.92 15.31 15.31 55.93 71.24 770.36
1999 FY98 10041.83 12.35 10.12 1.63 904.37 81.86 273.42 273.42 81.86 61.63 -129.93 640.43
2000 FY99 11080.74 10.28 11.83 -1.55 1002.40 51.23 51.23 691.67
2001 rroo 12740.84 14.98 12.47 2.51 1128.98 159.99 403.21 345.83 159.99 55.33 -130.51 561. 16
"'tl02 FY01 15115.36 18.64 13.51 5.06 1297.90 382.19 183.26 183.26 382.19 44.89 244.43 805.58

,)3 FY02 16635.32 10.06 14.06 -4.00 1483.05 64.45 64.45 870.03
~004 FY03 18539.44 11.45 12.70 -'.25 1676.34 69.60 69.60 939.63
2005 FY04 20739.51 11.87 12.96 -1.09 1863.81 75.17 75.11 1014.80
2006 FYOS 22477.03 8.38 12.88 -4.50 2058.53 604.16 507.40 81.18 -426.22 588.59
2007 FY06 240n.36 7.12 12.56 -5.44 2243.13 649.24 294.29 47.09 -247.21 341.38
2008 fY07 27918.92 15.96 11.25 4.70 2482_44 656.72 656.72 27.31 684.03 1025.41
2009 FY08 31031.36 11.15 10.80 .34 2767.59 53.46 53.46 82.03 135.49 "60.90
2010 FY09 34085.01 9.84 10.99 -1.15 3101.18 92.87 92.87 1253.77
2011 FY10 37928.53 11.28 10.72 .56 3434.83 '05.86 105.86 100.30 206.16 1459.93
2012 FY11 42003.32 10.74 10.62 .12 3800.56 25.99 25.99 "6.79 142.78 1602.71
2013 FY1Z 46546.55 10.82 11.01 -.20 4215.95 2034.46 801.36 128.22 -673.14 929.57
2014 FY13 46549.49 .01 11.63 -11.62 4503.31 3465.24 464.79 74.37 -390.42 539.15
2015 FY14 47812.70 2.71 8.97 -6.26 4696.96 4764.22 269.58 43.13 -226.44 312.71
2016 FY15 50535." 5.69 7.57 -1.87 4829.91 25.02 25.02 337.73

* Certified tax revenues are assumed to grow across 23 years at en average annuaL rete
of approximateLy 10.43 percent, which had occurred from FY69 to FY92.

Source: JLARC analysis.
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Table D-3

Certified Tax Revenue Growth from FY69 to FY92
($ millions)

* FY91 and FY92 are estimates that are presumed to be correct for the
purposes of this simulation.

Source: JLARC analysis of Department of Accounts data.

6. Excess/Defic. Growth. This variable represents how much the most
recent fiscal year's revenue growth is above or below the average
growth from the prior six fiscal years. It is derived by
subtracting "Prior 6-Yr Change ll (column 5> from "Annual % Chg ll

(column 4),
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7. Fund Maximum. The values here represent the maximum fund size.
according to the formula specified in SJR 159. The formula is:

Max. fund size; .10 x (Avg cert. tax rev. of three
most recent fiscal years)

For .examp l e , the fund maximum for the 1996 session would be 10
percent of the average certified tax revenues for FY93. FY94, and
FY95.

8. Formula Approp. to Rainy Day Fund (75%) [or (50%»). The values
in this column represent the minimum amount that should be
deposited to the rainy day fund in a given session, according to
the formula for mandatory minimum deposits specified in SJR 159.
The formula is varied for two alternative scenarios: (l) 75
percent of the above-average growth rate is used, and (2) 50
percent of the above-average growth rate is used instead. The
formula itself is alternatively:

Minimum deposit = .75 x ("Excess/Defic. Growth" I 100)
x "Certified Tax Revenues"

or

Minimum deposit = .50 x ("Excess/Defic. Growth" I 100>
x "Certified Tax Revenues"

9. 1/2 Shortfall. This column represents one-half of the revenue
shortfall simulated to occur during a given future session. It
is based on the pattern of shortfalls that occured from FY74 to
FY92. The pattern itself is shown on a separate spreadsheet in
Table 0-4, which is explained further later in this appendix.
One-half of each entry for lIShortfall for Future Session ($)"
from the speads~eet in Table 0-4 is shown for the corresponding
year in colu~n 9 of Tables 0-1 and 0-2.

10. Maximum Withdr~wal. T~e values in this column represent the
maximum amount that cOuld be withdrewn in a given legislative
session, aSSI. I ';) ng that the General Assembly wishes to make the
largest withct'~wals oossible across all 23 sessions simulated.
If "1/2 Snort rel l " (column 9) is less than or equal to one-half
of the rainy day fund balance shown in column 14 for the previous
session, then the "Maximum Withdrawal" is the same as 111/2
Shortfall. 1l But if "1/2 Shortfal1 11 is greater than one-half of
the rainy day fund balance for the previous session, then the
"Maximum Withdrawal ll is equal to this smaller amount. (These
values assume that interest on the existing fund balance is
accrued once a year, and that deposits or withdrawals are made
only once a year as well. Further, it is assumed that all
interest payments, deposits, and withdrawals are made on the Sdme
day. Actual payments. deposits. and withdrawals would vary as
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specified by law and practice of the General Assembly.
Alternatives to these assumptions could cause the values in this
column to change slightly.)

11. Resulting Approp. to Rainy Day Fund." Final required deposits to
toe rainy day fund may be less than "Formula Approp. to Rainy Day
FundI! (column 8). The reason is that the previous fund balance
(column 14) is sufficiently close to the fund maximum (column 7)
that the full amount shown in column 8 does not need to be
deposited. If the fund maximum is to be reached in a given year,
the amount shown in column 11 is also affected by interest
collected on the previous balance (column 12) and perhaps by
maximum withdrawals that may be allowed simu1ateous1y (if a
revenue forecast shortfall is also occurring). Otherwise, the
value in column 11 is the same as that shown in column 8.

12. Interest on Prevo Balance (@ 8%). The fund total for the
previous year (column 14) is assumed to accrue interest at the
rate of 8 percent. The amount of annually accrued interest on
the previous balance is shown in column 12.

13. Net Change in Fund. This amount represents how much the total
fund balance (in column 14) changes from the previous year to the
current year. This amount is the sum of "Resulting Approp. to
Rainy Day Fund" (column 11) and IIInterest on Prevo Balance"
(column 12) minus "Maximum Withdrawal II (column 10), up to the cap
allowed by "Fund Maximum" (column 7>'

14. Fund Total ($). The amount shown for a given year represents the
resulting rainy day fund balance after all deposits and
withdrawals approved in the corresponding legislative session
were implemented, and after accruing interest has been added.
This amount is shown in millions of dollars. The column assumes
the creation of the fund in 1994 with a zero balance.

Simulated .RevenueForec_i!st Shortfalls

In this simulation, it was assumed that the pattern of
revenue forecast shortfalls that occurred from FY74 to FY92 would
again occur for FY98 to FY15. Revenue forecast data were not
available for FY69 to FY73 that would be comparable to the data for
FY74 to FY92. Therefore, in the simulation, it was assumed that no
revenue forecast shortfalls would be occurring from FY93 to FY97.

Further, it was assumed in this simulation that the General
Assembly would make withdrawals for the current fiscal years in which
legislative sessions occur. In this way, larger amounts over the
years could be withdrawn from the fund, compared to an approach which
would combine shortfalls across fiscal years in a biennium.

The spreadsheet generating these simulated withdrawals is
ShOW1 in Table 0-4. An explanation of each column of the spreadsheet
follows.
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Table 0-4

Simulated Revenue Forecast Shortfalls
($ millions)

0 (] 0 €) @ 0 C0 @ <D CD CV
FUTURE PAST FISCAL FIRST SECOND FINAL REVENUE FORECAST SKORTF~LL PAST SHORTF~LL

SESSION SESSI~ YEAR APPROP. APPROP. fORE- AS X Of PRIOR FY COLLECTIONS seSSION fOR FUTURE
ACT ACT CAST SHORT- SESSION
(ACT1) (ACT2) (ACT1 TO) (AeT2 TO) (ACT1 TO) FALL (S)

(ACT2) (FINAL) (FINAL) (X)
74 FY75 1329.50

FY76 1483.20
1998 75 FY75 1319.30 1.12

FY76 1514.10 N.A.
1999 76 FY76 1458.30 5.44 5.44 546.83

FY77 1691.80
FY78 1929.20

2000 rr FY77 1691.80 N.A.
FY78 1976.40 N.A.

2001 78 FY78 1894.10 6.33 6.33 806.53
FY79 2000.30
FY80 2256.50

2002 79 FY79 2067.60 N.A. 2.42 366.52
fY80 2219.10 2.42

2003 80 FY80 2300.60 N.A.
FY81 2480.50
FY82 2711 .20

2004 81 FY81 2539.50 N.A.
FY82 2786.30 N.A.

2005 82 FV82 2767.70 .88
fY83 3095.10
FY84 3464.00

2006 83 FY83 2971.80 5.38 5.38 1208.33
FY84 3322.20 6.18

2007 84 FY84 3331.50 N.A. 5.39 5.39 1298.49
FY85 3658.70
FY56 4053.80

2008 85 FY85 3744.80 N.A.
FY56 4068.30 N.A.

2009 86 FY86 4123.90 N.A.
H87 4395.90
fY88 4138.90

2010 87 FY87 4508.60 N.A.
fY88 4884.60 N.A.

2011 88 FY88 4942.20 N.A.
FY89 5326.90
FY90 5136.70

2012 89 FY89 5~Ij1.S0 N.A.
FY90 6059.50 N.A.

2013 90 FY90 5644.30 8.74 8.74 4068.92
FY91 6246.30
F,,92 6813.30

2014 91 FY91 5539.10 14.89 14.89 6930.48
FY92 5841.00 20.47

2015 92 FY92 5841.00 N.A. 19.93 19.93 9528.44

IOTE: -1l.A.- represents Not Applieabte, because forecast was revised ",*ards instead of dcMwerds.
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A. Future Session. This column labels the future legislative
session with which the simulated shortfall is matched.

B. Past Session. This column labels the past legislative session
with which the future legislative session is matched.

C. Fiscal Year. This column labels the fiscal years for which
appropriations could be made in the corresponding past
legislative session t and for which forecast data were available.

D. First Approp. Act (Actl). This column represents the forecasted
general fund revenues (excluding transfers and ABC profits) in
the first Appropriation Act of a biennium affecting a given
fiscal year. It is assumed that all forecasted revenues are
appropriated.

E. Second Approp. Act (Act2). This column represents the general
fund forecast revisions <made a year after the number in column
D)t ;n the amended or second Appropriation Act affecting a given
fiscal year of a biennium. Again, it is assumed that all
forecasted revenues are appropriated.

F. Final Forecast. Historically, for odd-numbered fiscal years t the
"Second Appropriation Act" forecast (column E) typically is made
four to five months before the end of the fiscal year. For
even-numbered fiscal years) the "Second Appropriation Act"
forecast is made 16 to 17 months before the end of the fiscal
year. Department of Taxation (DOT) staff have SUbsequently made
forecasts for even-numbered fiscal years, typically four to five
months before the end of the fiscal year. These DOT forecasts
for even-numbered fiscal years are shown in this column as the
"Fina1 Forecast."

G. Revenue Forecast Shortfall as % of Prior FY Collections (Actl to
Act2). In this simulation t there are three possible ways that a
shortfall can occur between appropriated general fund revenues
and a revised general fund forecast: (1) the forecast on which
the first Appropriation Act is based is higher than the
subsequent revised forecast on which the second Appropriation Act
;s based; (2) the forecast for an even-numbered fiscal year that
is the basis of the second Appropriation Act is higher than the
subsequent revised Final Forecast; and (3) the forecast for an
even-numbered fiscal year on which the first Appropriation Act is
based is higher than the Final Forecast, which is made two years
later. Column G computes shortfalls that occur in the first
situation t as a percentage of the most recently completed fiscal
year's certified tax revenues. For example, for FY75 t general
fund revenues were forecasted to be $1329.2 million during the
1974 legislative session, which eventually passed the first
Appropriation Act for which funds for FY75 were initially
allocated. A year later, in the 1975 session, the forecast for
FY75 general fund revenues was revised downward to $1319.3

D-8



mIllion, a shortfall of $9.9 million. At that time. the most
recently completed fiscal year <FY74) certified tax revenues
amounted to $912.6 million (see Table 1). This $9.9 million
shortfall is 1.12 percent of the $912.6 million certified tax
revenues from FY74; this percentage is show~ in column G. (It
should be noted that this particular percentage is less than two
percent. the threshold specified in SJR 159 as the amount that
must be exceeded before a withdrawal from the rainy day fund can
be made.)

H. Revenue Forecast Shortfall as % of Prior FY Collections (Act2 to
Final). This column represents shortfalls occurring when the

. forecast for an even-numbered fiscal year that is the basis of
the second Appropriation Act is higher than the subsequent
revised Final Forecast. As with columns G and I. the shortfall
is represented as a percentage of the certified tax revenues from
the most recently ended fiscal year.

I. Revenue Forecast Shortfall as % of Prior FY Collections (Actl to
Final). This column represents shortfalls occurring in the final
possible situation. when the forecast for an even-numbered fiscal
year on which the first Appropriation Act is based is higher than
the Final Forecast, which is made two years later. As with
columns G and H, the shortfall is represented as a percentage of
the certified tax revenues from the most recently ended fiscal
year.

J. Past Session Shortfall C%L Th i s column shrJWS the greate st
percentage shortfall that could apply for the fiscal year in
wh1ch a legislative session occured, and that is above the
two-percent threshold. It is based on observed shortfalls and
data from fY74 through FY92.

K. Shortfall Eor Future Session ($). This column uses a percentage
shortfall from past years, and projects it as a simulated
shortfall for a future legislative session, and as a dollar
amount. In particular, the "Past Session Snortf'at l " (column J)
as a percentage is assuffi~d to occur again in a future legislative
ses sicn. It is converted tito a dollar amount by multiplying the
percentage <divided by 100) by the as~umed certified tax revenues
from the most recently endpj fisca~ year prior to the future
legislative session. For example, the 1999 legislative session
is assumed to have a revenue forecast shortfall like the one that
oc~urred in the 1976 session. The 1976 session shortfall was
5.44 percent of t~e certif1ed tax revenues from the most recently
ended fiscal year (FY7S). In the 1999 session. the most recently
ended fiscal year would be FY98. The certified tax revenues for
FY98 is assumed to be $10047.83 million (see Table 0-1 or 0-2).
Multiplying 5.44 percent (and dividing by 100) by 10047.83
results in 546.83 1 which is the shortfall aSSUMed to occur for
FY99, and to be acted upon in the 1999 General Assembly session.
One half of the shortfalls shown in column K of this spreadsheet
are shown 1n column 9 of the spreadsheets 1n Tables 0-1 and D-2.
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Appendix E

Effects of Tax Increases on the Revenue Stabilization Fund

After the introduction of Senate Joint Resolution No. 159,
concerns were expressed regarding how the proposed Revenue
Stabilization Fund would affect revenues resulting from tax
increases. The concern was expressed that because deposits to the

. fund were based on above-average revenue growth, new revenues from a
tax increase would be siphoned off into the fund. Consequently, the
intended effect of a tax increase -- the availability of additional
revenues -- would be diluted by deposit requirements of the fund.

JLARC staff agreed that given the mathmatical properties of the
fund, such a dilution of new tax revenues would likely take place.
Subsequent simulations involving the effects of a hypothetical tax
increase showed that the expected property did, in fact, exist.

For purposes of simulating the effects of a tax increase, JLARC
staff assumed that an increase in the sales tax was enacted in 1994,
with $250,000,000 collected in additional revenues in FY 95 and in
subsequent years. (Growth factors and base amounts are the same as
those assumed in the simulations described in Appendix D.)

The simulation showed that approximately $162 million of the $250
mil1\on in new revenues would be required for deposit in the Revenue
Stabilization fund in 1996. Consequently, only about one third of
these revenues would be available for their intended purposes.

Given the effects of the fund's properties on revenues from new
taxes, the Senate Finance Committee adopted an amendment in the nature
of a substitute (Appendix A) whtch provided that:

...growth in certified tax revenues, which is the result of
either increases in tax rates on income or retail sales or
the repeal of exemptions therefrom t may be excluded, in whole
or in part, from the computation immediately preceding for a
period of time not to exceed six calendar years from the
calendar year in which such tax rate increase or exemption
repeal was effective.

The inclusion of this language in the amendment in the nature of a
substitute should effectively address the concerns raised.
Alternative simulations also examined the effects of either (1)
excluding the revenues from a tax increase for a full six year period,
or (2) phasing the new revenues into the calculations during the
third, fourth, fifth t and sixth years. Excluding new revenues from
the calculations for the entire six years resulted in the need for an
additional $352 million in deposits in the seventh year. In contrast,
the phase-in resulted in an additional $36 million deposit in the
third year, an additional $36 million in the fourth year, no
additional deposit in the fifth year, an additional $32 million in the
sixth year, and an additional $38 million in the seventh year.
Clearly, some kind of phase-in of new revenues would result in a more
stable fund and require less of a "balloon"-type deposit after the
exclusion period is over.

E-l



RESEARCH STAFF

Director

Philip A. Leone

Deputy Director

• R. Kirk Jonas

Division Chief

Glen S. Tittennary

JLARC Staff

ADMINISTRATIVE STAFF

Section Manager

Joan M. Jrby, Business Management
& Office Services

Administrative Services

Charlotte A. Mary

Secretarial Services

Becky C. Torrence

Section Managers

John W. Long, Publications & Graphics
• Gregory J. Rest, Research Methods

Project Team Leaders

• Teresa A. Atkinson
Linda E. Bacon

• Stephen A. Horan
Charlotte A. Kerr
Susan E. Massart
Robert B. Rotz
Wayne M. Turnage

Project Team Staff

• James P. Bonevac
• Craig M. Bums

Andrew D. Campbell
Julia B. Cole
Joseph K. Feaser
Stephen P. Fox

• Joseph J. Hilbert
Lisa J. Lutz
Laura J. McCarty
Deborah L. Moore
Barbara W. Reese

• Phoebe A. Roaf
E. Kim Snead

SUPPORT STAFF

Technical Services

• Desiree L. Asche, Computer Resources
BetsyM. Jackson, Publications Assistant

Interns

Mary S. Delicate
Les1ie J. u ttle

.1ndicates staffwith primary
assignments to this project



Recent JLARC Reports

Special Report: Patent and Copyright Issues in Virginu£ State Gooernment, March 1985
Virginia's Correctional System: Population Forecasting and Capacity, April 1985
The Community Diversion Incentive Program o{the Virginia Department of Corrections, April 1985
Security Staffing and Procedures in Virginia's Prisons, July 1985
Towns in Virginia, July 1985
Local Fiscal Stress and State Aid: A Follow-up, August 1985
1985 Report to the General Assembly, September 1985
The Virginia Housing Development Authority, October 1985
Special Report: Cousteau Ocean Center, January 1986
Staff and Facility Utilization by the Department ofCorrectional Education, February 1986
Funding the Standards ofQuality - Part I: Assessing SOQ Costs, February 1986
Proceedings ofthe Conference on Legislative Oversight, June 1986
Staffing ofVirginia's Adult Prisons and Field Units, August 1986
Deinstitutionalization and Community Services, October 1986
The Capital Outlay Planning Process and Prison Design in the Deportment ofCorrections, December 1986
Organization and Management of The State Corporation Commission. December 1986
Local Jail Capacity and Population Forecast, December 1986
Correctional Issues in Virginia: Final Summary Report, December 1986
Special Report: Collection ofSoutheastern Americana at the University ofVirginia's

Alderman Library, May 1987
An Assessment ofEligibility for State Police Offu:ers Retirement System Benefits, June 1987
Review ofInformation Technology in Virginia State Government, August 1987
1987 Report to the General Assembly, September 1987
Internal Service Funds Within the Department ofGeneral Services. December 1987
Funding the State and Local Hospitalization Program, December 1987
Funding the Cooperative Health Department Program, December 1987
Funds Held in Trust by Circuit Courts. December 1987
Follow-up Review of the Virginia Department ofTransportation, January 1988
Funding the Standards O[Quality· Part 11: SOQ Costs and Distribution. January 1988
Management and Use 0{State-Owned Passenger Vehicles, August 1988
Technical Report: The State Salary Survey Methodology, October 1988
Review ofthe Division ofCrime Victims' Compensation, December 1988
Review ofCommunity Action in Virginia, January 1989
Progress Report: Regulation ofChild Day Care in Virginia., January 1989
Interim Report: Status ofPart-Time Commonwealth's Attorneys, January 1989
Regulation and Provision ofChild Day Care in Virginia., September 1989
1989 Report to the General Assembly, September 1989
Security Staffing in the Capitol Area, November 1989
Interim Report: Economic Development in Virginia, January 1990
Review ofthe Virginia. Department ofWorkers' Compensation, February 1990
Technical Report: Statewide Staffing Standards for the Funding ofSheriffs, February 1990
Technical Report: Statewide Staffing Standards for the Funding ofCommonwealth's Attorneys, March 1990
Technical Report: Statewide Staffing Standards for the Funding ofClerks ofCourt, March 1990
Technical Report: Statewide Staffing Standards for the Funding ofFinancial Officers. April 1990
Funding ofConstitutional Off£cers, May 1990
Special Report: The Lonesome Pine Regional Library System, September 1990
Review ofthe Virginia Community College System, September 1990
Review ofthe Funding Formula for the Older Americans Act, November 1990
Follow- Up Review ofHomes for Adults in Virginia, November 1990
Publication Practices ofVirginia State Agencies, November 1990
Review ofEconomic Development in Virginia, January 1991
State Funding of the Regional Vocational Educational Centers in Virginia, January 1991
Interim Report: State and Federal Mandates on Local Governments and Their Fiscal Impact, January 1991
Proposal for a Revenue Stabilization Fund in Virginia, January 1991
Revenue Forecasting in the Executive Branch: Process and Models, January 1991


	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



