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MS. ISABEL V. SAWHILL: -- Welfare Reform & Beyond project at
Brookings, and we have been helped in the effort of organizing and planning
this event by many other colleagues a Brookings. The Urban Center in
particular, and the new Tax Policy Center that is jointly sponsored by
Brookings and the Urban Indtitute.

| dso want to acknowledge some of the other groups who are doing such important work in this
area, some of whom are with ustoday. In particular the Rockefeler Ingtitute, and Don, were so glad
you could join ustoday. The Center for Budget and Policy Prioritiesis doing important work in this
area, and Nick Johnson is here from the Center in the front row. They have some new papersthat |
think you'l find out on the back table along with other interesting materias.

| dso want to thank Doug Howard for making the time to be here today from the State of
Michigan, and Angela Monson who is the President of the Nationa Conference of State L egidatures
and who were very very pleased to have with ustoday. | should say that we have worked very closdy
with NCSL in al of our work and it's been awonderful partnership.

Let me just make a couple of quick announcements about logigtics. This morning's event is being
WebCast live on the Internet a www.brookings.edu. And for those of you who are watching from
your office or from home and would like to submit a question, you can do so by sending an email to
guestion@hbrookings.edu, and we will have plenty of time later in the program for questions and
comments from the audience. We suspect there are many people in the audience who have as much to
contribute to this discussion as those up here on the pandl.

Now | want to finally introduce today's moderator, Ned Peirce. Nedl is known to most of usas
by far the most serious journalist who has worked over the yearsin this whole area of state and local
issues. He's been writing on these topics for about aslong as | can remember, and that's a pretty long
time. He's been with the National Journal, with Congressional Quarterly and has written for many
newspapers across the country. Heis currently Chairman of the Citistates Group. Thisisagroup of
journdists and civic leaders who are interested in creating sustainable and competitive metropolitan
regions.

S0 Ned, with that let me turn this over to you.

MR. NEAL R. PEIRCE: Thanksvery much, Bdle.
Good morning to dl of you.

Y ou've gotten alittle bit of introduction and well introduce everybody ese
dightly more as we go dong, athough most of them have fame which walks
before them and introductions are sort of superfluous.

WEe're on atopic that's atough one these days, how states maintain their service levelsfor vita
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programs for low-income families and children -- child care, after school programs, Medicaid and more
-- in the face of anationa recession. There's debate about how deep that recession is but not about
how deep the hit has been and is on Sate budgets which isin the multi-billions and over $10 billion in
some states during this last year, putting the state governments into ared quandary because they have
no choice, they have to balance their budgets underneath their congtitutions and they have a
deteriorating tax base. The tax base they have isided for the manufacturing economy of the '50s and
'60s and it's not very appropriate for a high technology, international, service-oriented economy in the
214 Century because it taxes goods but it exempts most services even though it's obvious that services
from accounting to red estate to information technology are where the action is of today's economy. So
ideally we would have alow tax rate on a broad base, and in fact we have rising rates, or have had, on
an atificidly limited base.

Corporations have exploited the loopholes in the tax laws so effectively that it's even plausible to
suggest we might as well not try taxing them a al and get their income as they come out with their
money in their back pockets through income taxes. But income tax yields on the short term have
declined precipitoudy. They were way up in the late '90s with dl those wedlthy taxpayers and capital
gains, and they've gone down very very rapidly. On top of dl of that we have agroup of politica
leadersin our stateswho are redlly spooked by the idea of ingtituting any tax increases at this point as
they did, which they had done actudly in the early '90sin quite Sgnificant measures, they raised taxes.
But thistime they fed very shy about that.

That's sort of an amateur's view. Now you're going to hear a professond's view of exactly
what's been happening, what al the factors are, and what some of the possible long-term cures, which
aren't easy but may be there, may be.

Firg we're going to hear from Donald Boyd who does direct the Fisca Studies Program at the
Rockefdler Indtitute. He's had mgor budget jobs before including Director of the Economic and
Review Staff with the New Y ork State Divison of Budget and Director of the Tax Staff for the New
York State Assembly Ways and Means Committee where | guess you got to know the red politicians
in addition to the economic theories.

Go ahead.

MR. DONALD J. BOYD: Thank you very much.

I'm going to give aquick overview of the current fiscd criss. | condder it a
two-prong crisisin that it hasitsrootsin two related problems. There was a
// bursting of a bubble, that is there were some of the most unsustainable trends
that provided absolutely fabulous benefits to mogst state governments
throughout the late 1990s, and those have been exacerbated by a cyclicd downturn which by traditiona
economic measures at least so far has not been terribly deep, but very severe for state budgets.

Professional Word Processing & Transcribing
(801) 942-7044



Some of the favorable trendsin the late 1990s included an economy that was growing
consigtently faster than private economic forecasters expected and aso than state budget forecasters
expected due in part to productivity gains that were surprisng most andydts.

Financia markets, just astounding. We dl know about the growth in the NASDAQ both in the
[300 and 4500]. The way it's trandated into factors that affect state government finances with 27
percent average annua growth between 1994 and 2000 in capita gains, which is an dement of the
income taxes in most of the 41 states with income taxes. So it's a quadrupling over that time period.

These gains are disproportionate concentrated among high income taxpayers and state income
taxes are generdly progressive so they're taxed at the highest rate.

While the sdestax has alot of long term problems, some of those were masked by fairly strong
consumption, very strong consumption relaive to income during this time period. Meanwhile Medicaid,
the number two spending areain most state budgets after growing rapidly in the early '90s cameto a
hdt in thefirst part of the second haf of the '90s. And lagtly, a welfare windfal when the converson of
AFDCsto the block grants TANF. When casdloads fell dramaticaly the block grants did not bring up a
lot of resources for states. All in all, states raised spending, cut taxes and boosted reserve funds.

Those things largely ended and now we have this cyclica problem, the recession. Factors
affecting Sate budgets, the key three factors that affect state budgets typicaly are income taxes which
are 37 percent of taxes on average, and salestaxes, 32 percent. Very sendtive to the economy, and in
this particular economy more o than usud, at least in cases of income tax. And Medicaid islarge, 21
percent of the [dl] funds budget, 12 percent of [OM] funds. It's economicdly sengitive. What that point
is supposed to say is that the Urban Indtitute estimated that a percentage point increase in the
unemployment rate would raise overdl Medicaid spending by about $2.7 hillion. Spending is generdly
an entitlement and it's very hard to cut because when you try to achieve state savings you have to cut a
lot more than the amount you need [say to the] state in because you're cutting federa revenues too.
States vary widdly. So that's a sngpshot picture of the average. Again, those are the three things that
states need to worry about most.

What happened recently, the first column of this table shows you the annua average growth in
nomina tax revenue, between '95 and 2000 6.2 percent in tota; income taxes, 9.1 percent. During this
period states were cutting taxes and this is the growth they had after cutting taxes. It gives you some
sense of what the economy was doing to state fiscal systems that they could get this [inaudible] of
growth back from the economy while cutting taxes. Lots more could be said about that.

They dowed abit in fisca 2001 and they crashed. Last fisca year which ended, fiscal year
2002 ended in Junein mogt dtates, absolutely crashed, six percent declinein tota taxes, 12 percent
declinein the incometax. A very wide spread.

Thisisthe last quarter where overal tax revenue declined 11.8 percent. Y ou can see dl regions
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of the country shared in the pain. Thisis adjusted for legidation, so it'sadightly better picture. Thiswas
the other numbersin the prior graph. But just dramatic declines. The far west, 22 percent decline. That's
one of the reasons why Cdifornia has the enormous budget shortfdl that they've been dedling with.

Medicaid cost prices have picked up. | mentioned that they've come to ahdt in the mid to late
1990s. Eleven percent growth in 2001. Thirteen percent in 2002. Prescription drugs growing at more
than 20 percent. Enrollments increasing fairly substantialy. The cogt of long term care going up. Some of
the spending is dso related to things states do to maximize federal reimbursement, but therés alot of
redl spending growth in there as well.

Budget problems. Large and widespread. Forty-three states with gaps in 2002; at least 40
tending to problems for 2003 which those budgets are now in place; 14 with gaps of 10 percent or
more,

So widespread indeed.

I'm not going to take you through this page in detail, but states have done alot of different things
to close the gap so far. First and foremost, drawing down fund balances and specid funds. These are
quite naturdly, quite logicdly, they try to do some of these least painful things first. These are among the
least painful things.

Therewas afar amount of spending cuts -- higher end corrections, Medicaid. The Center on
Budget and Priorities has done a number of good reports on Medicaid and child care cuts. There were
certainly afair number of those. Some tax increasing. Forty percent of the tax increasing was cigarette
taxes. Again, these days aless painful dternative a least for those imposing them than many other kinds
of tax increases. Relatively few broad-based, largescale increases.

One of the important points about what states did is that by taking the easiest actionsfirst --
that's a perfectly logica gpproach -- many of those solutions effectively rolled the problem into the next
year. What that means is that when legidators are deding with budgets in this coming January through
June period, next year's going to be very very difficult.

Firg of dl thisyear itsdlf is coming undone alittle bit. Tax collections are deteriorating further,
Medicaid projections are alittle bit too optimistic. So there are going to be additiona budget gaps to
close this year and fiscal 2004, the combination of weakening economy, shortfals this year, and
problems pushed into 2004 means very very difficult time periods for budgets in this upcoming debate.

Over the longer term, likely to be dower growth in the income tax than in the late 1990s. An
awful lot of income loss a the highest end. Less income, even if it's growing more quickly, is not going
to lead to fast growth in income taxes. And sdes tax. There are some well-known reasons why sales
taxes are likely to grow more dowly than the economy as awhole. And lastly, accderating spending
pressures in Medicaid likely to grow nine-plus percent, quite a bit faster than typica tax bases. So very
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difficult choicesin the next few years for dates.

MR. PEIRCE: Were going to hear next from Alice Rivlin who is sort of my living example
that you can both be a very digtinguished scholar, write lots of books, know your way around
economics, serve in mgor faculty positions, and a the same time be a star public servant. We know she
was a Director of the OMB for two or three years during the Clinton Administration and she's served
our city wonderfully as Chair of the Digtrict of Columbia Financid Management Assistance Authority in
the last few years. She's dso very popular. She has a doctorate from lots of universities. She's getting an
award from the Harvard Club today sometime. Ancther recognition.

But Alice, now that weve heard alittle bit of what the problem is, what shall we ever do about

it?

MS. ALICE M. RIVLIN: I want to shift the focus from what Don has been
very ably setting forth—the serious problem facing states right now and
certainly into the next year, maybe longer—to the consequences of ate fiscd
actions for the economy asawhole.

State revenues, as Don has amply illustrated, are very senditive to the growth
of the economy. The persond and the corporate income tax falls sharply when the economy dows or
turns down. It's been especidly true this time, as Don noted, because of the nature of the '90s boom,
the capital gains and the compensation at the high end in bonuses and stock options.

Now al that's true of the federal government too, but we regard that as good because the
sengitivity of the federa income tax to the economy actudly helps mitigate recessons and a wesk
economy. But states have to balance budgets so they are forced to take counterproductive or pro-
cyclica actions that make aweak economy worse.

They may have reserves. Most states went into this recession with more reserves than they had
at the beginning of the 1990-'91 recession and that's good. But as soon as the reserves are exhausted,
then they redlly have two choices -- cut spending or raise taxes, and raising taxesis avery difficult thing
to do.

Now you wouldn't want revenues to never go down because some tightening up and being
more efficient is undoubtedly a good thing, and faling revenues force dl kinds of efforts to tighten up.
But to ded with asevere or prolonged drop in revenue, they do have to cut spending and cut services
to people or raise revenues. These are actions that make a recesson worse and offset whatever simulus
is coming from the federa budget or from the federd reserve. Right now we are having very low interest
rates, which help, and we had some stimulus from the federa budget, both in more spending and in the
first part of the tax cut which camein the form of arebate. But dl the good that doesis at the sametime
being offset by state and locdl actions, which make it harder to get out of the recession.
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Furthermore, the cuts in state programs tend to fal heavily on low-income people who are
losing their jobs and having atough time as the economy weskens.
A sgnificant part of what states do is services to low-income people in Medicaid, welfare and socid
sarvices, 0 those are anatural object of cuts. They're dso more cuttable than some of the other things
that loom large in state budgets. Y ou can't not service the debt. Y ou can't not pay pensionsto state
workers. It is very hard to cut the wages of state workers. It's hard to cut long-term contracts. Some
programs are funded out of dedicated taxes that can't be used for something else. Our states have
formula grants for localities that are hard to cut. And for dl of those reasons and for politica reasons,
because the poor are not a strongly represented constituency, the cuts tend to fall on low-income
programs and that's been happening.

Therés a particular problem a the moment with what happened after welfare reform. The
decline in casdoads in the very good economy of the late "90s alowed the states to spend morein
support of low income working families, families that were coming off wefare, or families that were just
low income, for training, child care, trangportation to work and other kinds of support for low-income
families including Medicaid. Now these services are threatened because there's no increase built into the
federd grant for TANF, what we used to call wefare, and this means that we're getting big cutsin
Medicaid, in child care, in pre-school, and in employment-related programs for low-income people just
at the moment when we have more |ow-income people because the economy is coming down.

So it doesn't make alot of sense to have important services financed by a system that
automatically does the wrong thing in arecesson and puts alot of the burden on people who are

dready feding the pain.

But cyclicality is not the only problem of state budgets as both Don and Nedl have pointed ot.
States a so have alonger-run structura problem that the cost of their programs, because they're very
people-intensive, wage-intensive, tend to rise faster than the GDP does and their revenues don't. That's
partly because states compete with each other and they're reluctant to raise taxes for fear of losing
people or businesses across the state line, and it's partly because of the structure of state taxes.

The problem of the salestax has been aluded to dready and it's a serious one. The sales taxes
loom large in Sate budgets and the tax islargely good, but their sde of goods is not going up nearly as
fast over time as the sdle of services, and services are much harder to tax.

There's dso the problem of cross-border sales on the internet or in catalogs. In an increasingly
mobile and interconnected economy these sdes are growing rapidly and they are largely not taxed.

To solve the problem of lack of growth in the sdlestax, states have tended to shift more of their
revenue burden to the income tax over the last few years. That helped because the income tax does
grow fagter than the economy, but it smply exacerbates the cyclicdity problem.

What do we do about it? | think in the short run, theré's a very strong case for immediate aid
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from the federal government to states with fiscal criseswho are likely to make the recession worse.
Federd ad could come in the form of smple revenue sharing or a check to states on aformula basis, or
it could come in the form of increase in the match on Medicaid that would be focused on the particular
problem of Medicaid. Since Medicaid looms large in Sate budgets, the federd government helping
moreisaform of generd relief.

In the longer run, | think we ought to focus heavily on what we can do to make sure this
problem doesn't hit us again in the next recession. We could enact something like a counter-cyclical
revenue-sharing program in which the federal government automeaticaly giveslarger grants to the states
when their budgets are under pressure. | don't think we could get ourselves together to pass that right
now, but we ought to do it fairly soon before the next recession hits.

So what about the structura problem? One of the problems is the competition between States. |
put forward over a decade ago afairly big ideathat the states ought to work together to pass—possibly
with the help of the federd government though they could do it on their own- one or more common
shares taxes, meaning that they would collect the same tax across dl of the states and share the
revenues on aformula bass.

One could do that with the sdles tax. My favorite one, actudly, would be the corporate income
tax. As Ned pointed out, the tendency of corporations to game the system and pretend that dl of their
operations are in the lowest taxed date is very greet, and that could be solved by having a common tax,
which would be much easier for corporations to dedl with, rather than 50 taxes in 50 States, collected
centrally and shared among the States.

If that's too big an ideato grasp right now, certainly a practica thing isto push ahead with what
dates are dready doing; work together to Smplify the salestax sufficiently so that they can tax the
remote sales by nationd catalog firms and internet sdlers.

The Supreme Court has said that the sdlestax is just too complex for those big national
companiesto try to collect in every jurisdiction. In response, sates did a very sensible thing and got
together in the Streamlined Sadles Tax Project to try to smplify and harmonize their sales taxes to make
it less complicated.

If that doesn't work, another option would be for the federal government to Smply enact atax
on those forms of sales and send it back to the states on aformula basis.

The bottom line | think isfederdism hasalot of pluses but it does cause problems that require
nationa solutions and we're here today to talk about some of those.

MR. PEIRCE: Thanks very much. Enough ideas for everybody to get ther teeth into aswe
move aong here,
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The next panelist is Oklahoma State Senator Angela Monson who is President of the NCSL,
Nationd Conference of State Legidatures.

Thank you, go ahead.

MS. ANGELA Z. MONSON: Thank you, Nedl. Good morning
everybody. I'm very happy to be here with you this morning to talk about a
problem that dl of our states are facing, how do we ded with the needs of
individuas, people who we were eected to serve in atime of very very
severe budget crisesin our sates. I've had the pleasure of serving in our Sate

— legidature now for 12 years and working with NCSL for longer than tht,
even as astaff person for our legidature, and understand and truly believe that most legidators are
elected to office because they truly want to help meet the needs of individuas. But because of the
difficult times, we find oursalves facing some very very difficult decisons

Wework in apolitical context, and that's not bad. The decisions that we make obvioudy are
influenced by politics. Politicsis not a bad word. This nature of democracy thet we have in our country,
representative democracy is avery good concept and hopefully engages the ideas and thoughts of the
best of the best and the end result is good public policies that realy make a difference in peoples lives.

But when it comes to the requirements that most of us face balancing our state budgets, again
those choices are very difficult. It resultsin competition between programs that service low-income
families. Will we finance early childhood development for dl three and four year olds, or do we fully
fund our Medicaid programs? Do we provide day care assstance? We as legidators have to make
those difficult choices within programs and sometimes unfortunately we have advocates in those
individua programsthat say fund us at the peril of other programs. At the same time were facing
choices among other state respongbilities -- overal education, higher ed, common education funding
versus our Medicaid program funding.

Spending for our corrections department -- In my state we incarcerate unfortunately more
individuals than virtudly any other sate and it'savery very costly endeavor on the part of the state. But
there are red pressures, political pressures to be tough on crime and to incarcerate and spend dollars
where some of usthink they could be better spent in other places.

So were faced with dl of these dilemmas and these forces that would [inaudible] even in times
of difficult budgetsto lower taxes even. Thereis ill avoice out there saying taxes are too high and
dates have aresponshility to creste simulus in the economy by lowering taxes.

So given dl of the voices that we hear, the political context within which we work makes our
job very difficult. But | believe that date legidaorsindividualy and the inditution of representative
democracy will stand firm and fast and ultimatdly do the right thing.

Professional Word Processing & Transcribing
(801) 942-7044



In Oklahomain particular, we're faced right now with avery very difficult dilemma about our
Medicad program and | want to focus alittle on the Medicaid program because it isdriving thetrain in
alot of our states. Our Medicaid agency, our Oklahoma Hedlth Care Authority just recently passed a
policy to rall back our digibility to only the federa mandated levels. It's avery very difficult choice that
would have taken some 93,000 Oklahomans -- mind you, our state is only a state of about 3.1 million
people. It would have taken 93,000 Oklahomans, mainly children, off of our Medicaid program,
without hel ping things, without any means to secure that hedlth care coverage. There were those of usin
the gtate legidature that thought this was a very difficult decison and we understood why they made it
but there were other aternatives that our Medicaid agency should redlly look a. We worked very hard
with the decisonmakers within that agency, with other advocacy organizations. Fortunatdy last
Thursday at the urging of sete legidators like mysdf, we encouraged them to [inaudible] and of course
they did, ddaying, at least ddaying those digibility reduction given the Sate legidature an opportunity to
come into sesson next February and hopefully identify new funding sources and at least engage in the
debate as to how we make cuts.

Mog states are faced with this decison of making cuts. We in Oklahoma, it's very difficult to
raise revenue. We have a conditutional amendment that was passed by a[initiative/referendum]
process, placed on the ballot through a[initiative/referendum | process, voted upon by the people that
requires any income tax increase, any tax increase in our state to be approved by three-fourths vote of
both housesin our Sate legidature. It's quite adifficult task, | think you would agree with me. And if it
does not occur, then that decision hasto go out to a vote of the people, that tax increase has to go out
to the vote of the people at the next generd eection. So increasing tax revenueis going to be very
difficult in my gate dthough we will try.

So that means we are faced with making hard choices about budget cuts. In our Medicad
program the decision was do we cut people from the program or do we reduce services? Do we limit
the amount of benefits that people are recaiving, giving everybody at least some basic access to
coverage, or do we smply take individuals out of the program, providing comprehensive packages of
coverage for others?

These are very very difficult decisions that many of our gates are facing, not just Oklahoma. But
we find that these decisions are being made in other statesin a[nature] that those programs that have
proven themsalves successful may be given some additiona funding or support. So it's going to be
important that states like my state, many other Sates, work very hard at accountability and outcome of
programs, particularly programs meeting the needs of low-income families.

How do these low-income families fare? Right now & atime of budget crises, not very well
unfortunately. Not very well, unfortunately. It is an easer target. They're not necessarily awell-
organized group and in my date there are not alot of advocacy groups that are at the capital saying we
must protect the interests of families and children, dthough there are legidators who are there of course
advocating on their behdf.
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The activities that states take in response to these budget crises tends to put these families even
at greater risk. We taked about that earlier. We do things that reduce their access to hedlth care, their
access to day care, their access to services that many of these families need just to make ends meet on
aday-to-day basis.

Recently a report was given to me done by acommunity action agency in Tulsa, Oklahoma, a
sdf-aufficiency report that described the amount of income a family needed in the state of Oklahoma
which isrdatively alow cog of living Sate, to be salf sufficient. Those numbers are way in excess of the
federa poverty guiddines. That's what we match many of our servicesto.

A family needs a certain amount of income smply to be saf sufficient. Those are dso the
families that are going to be targeted first in the reduction in the loss of services that state governments
provide. Were putting many of these families at much grester risk. It'simportant then that the federa
government act on behaf of dates.

The reauthorization of the TANF program is so criticad at least for three years. States must
know that there is some continuity of funding, in program implementation to be able to operationdize
and continue to implement some of the activities that redly have made families stronger, dthough we
hope for [inaudible] increase in our Medicaid programs, |'ve asked our Medicaid Director to not put
those eggsinto that basket because we don't anticipate that occurring. But the federal government must
redlize that many of their actions that they take, much of their tax relief and changesin their tax schedules
have direct implications for state budgets. So we have to do this together and in concert. The federa
government cannot continue to evolve some of this responsbility to states without providing some
financia resources.

Findly let me mention this sdles tax smplification project. | have the benefit of serving on our
Implementing State Project Initiative for my state in Oklahoma and it looks like we are very closeto
finalizing some agreement that will be hdpful to states and its ability to collect dready legd sales tax
across state borders. Hopefully it will increase some revenue for our states, but also set amodel that
dtates can use o that we can jointly identify revenue sources and implement ways that we can share
those revenue sources. Although it's difficult, we were able to meet the chalenge. Hopefully the
innovation in these crises that exist will result in grest innovation that we can learn from this experience
to take us into the next experience because of the cyclica nature of this when it occurs.

MR. PEIRCE: Thank you very much.
| think were beginning to hear two major themes. One has to do with the conscience question
and the underprivileged or the families that fal into poverty at atime of recesson. How well do we take

care of the least among us? That's againgt tax-phobia and anti-governmenta conservatives political
moves.

Another issue is the one of smply better adminigtration. The accountability that you mentioned in
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programs that benefit low-income people; the sales tax smplification; and the whole range of reform
ideas that Alice israising dedling with cydicdlities.

S0 it seems there are two Sidesto this. That's just my amateur impression. Now were going to
turn to Doug Howard who is the Director of the Michigan Family Independence Agency. Isthat sort of
like the welfare agency or just the Family Independence Agency?

MR. DOUGLASE. HOWARD: We prefer the Family Independence Agency. [Laughter]

MR. PEIRCE: It includes adminitration of child care, adult protective services, foder care
and adoption, family support and preservation, cash assistance, child care, foodstamps. You've got a
whole bunch, plus Doug is Presdent of the Nationad Association of States that TANF [inaudible]. [Rob
—fill in the correct title from his bio]

MR. HOWARD: Thank you, Nedl.

| guess| fed the need to sart on alighter note, partly because I'm an
optimist. | think what the tighter economy has done for me persondly, it's
freed up my schedule. In times of high revenues and bountiful surpluses
everyone [is your friend], but when things get tight and agencies get into the
[inaudible] mode | think they're afraid to remind me that we might be giving them money. So it'sredly a
different dynamic out there.

The pressure redly comes from multiple sources. Today's focusin large part is on sate budgets,
but our programs in the human services and socid services world are redlly put together through a
variety of funding sources -- sate monies, federal monies, local government monies, philanthropic
contributions, community and private business money. The same pressures we're talking about today
areon dl of those funding sources and | think it's critical to think about that. We quite often use multiple
sources of funding to leverage other things.

| think to recep alittle bit of what weve heard, kind of wearing my nationad association hat, we
knew in 2002, and there are avariety of estimates out there, but at one point there were about $50
billion in collective state debt out there. States generaly solve that through about athird in cutsin
programs, about athird or alittle better in rainy day funds, drawdowns and a variety of other
mechanisms for the other third.

Aswe've heard, we're looking at a $57 to $58 billion projection for 2003 and we're talking
some pretty significant money.

| want to reiterate, as an adminigtrator I’'m not looking to any significant increasesin taxesto
solve this problem. | think if we look back at the dip at the beginning of the '90s, probably about two-
thirds of that was dedlt with through tax increases and only about a third through budget cutting, but |
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just do not as an adminisirator expect that thing to happen.

So the challenges are there. How do we manage these programs in times of atight economy?
Y ou've heard about the cyclicd issues and the structurd issues. The cyclicd not only drives the revenue
but drives the demand. Y ou have both a supply and demand there. Unfortunately when | look at the
structurd what's redlly going to drive that is the supply sde. What can we offer? What is the scope?
How many can we serve? There are some politicd redlitiesin most dates. It's not necessarily the same
degree in every date, but hedth care even with some of the issues, [inaudible], making tough decisons,
hedlth careis an areathat they will have to address, and educetion is quite often something held very
[safe] paliticaly. So the pressures just increase in other areas of the budget.

Some of the consderations we've thought about in Michigan as were managing the program,
some of the higtory even. We know we've redly been very lucky in that funding for these programs has
been fairly stable over the last severa years. Theré's two messages there. Oneisit was stable so weve
been able to plan, weve been able to budget, weve been able to put things in place. The other iswe
redlly haven't seen as much growth as some people think. We've seen leve funding and to a greet
degree reduction of resources in anumber of these programs.

We know in Michigan in 2004, and this was true in many other states, that some of the federd
policies, for example things like Medicaid with upper payment levelswill put increased pressures on
dtate budgets. Were looking potentidly at hundreds of millions of dollars of lost drawdown because of
some of those palicies.

We know that some of the decisons we're now making redlly do directly impact our service
delivery capacity. One of the things we've done in Michigan to address some of the budget pressures
has been through an incentivized early retirement program. Last spring | had about 13,000 employeesin
my agency. When this early retirement cycle ends actudly at the end of this month, 1 will be going into
November with aworkforce dightly less than 11,000, losing about 2700 employees and replacing only
about 1,000. | think we can make it work, we don't have any option, but | do think we can't go with
gtatus quo. We know thereés alot of knowledge walking out the door and that redlly changes the ability
of agenciesin states and the aredls capacity, but you have to think about how you do things differently.

Then of course theres alot of uncertainty around federal budget issues. Many states operate in
these one-year budget cycles or two-year budget cycles. | think as a prime example is what Angela's
dready offered as TANF reauthorization. 1t makes it very difficult to plan for the future when you look
at three months or even one year reauthorization of TANF, so we are out there as well encouraging
longer-term commitments in the federa partnership with the Sates.

Some of the specific things weve had to do within the context of my agency, I've talked about
the early retirement. The knowledge waking out the door istough, but | would tell you it'salot better
than some of the other optionsin reducing operating codts, layoffs are bad. People don't leave under
their own terms. You aren't able to give people opportunities to move up. But again, the capacity issues
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abound.

Weve had to do alot of the traditiond things you hear about in businessaswdl asin
government. Some heavy compacting of management supervisory loads. We re looking at liminating
and combining some functions of staff. Again, changing the capacity. Looking at program limitations.
That may be digibility, it may be scope of services.

One of the big things that often gets overlooked is the inability to address provider rate
increases. Whether that's providers of child care, providers of servicesto help the welfare-to-work
population, employment services, foster care, those are pressures that will start to directly affect years
down the road the quality of those servicesif we can't turn this thing around in the coming years.

And of course weve looked at limiting expansons of any initiatives thet are going on currently.
Nationwide states are looking at avariety of options. If you can think of it there's probably one or two
daesthat havetried it in the last year or two or will be trying it in the coming year, ranging from changes
inther child care programs, cutbacks in before and after school programs, the rescoping of hedth
initiatives, layoffs, furloughs, hiring freezes, early retirements, closings or consolidetions of facilities,
across the board cuts, reduction in technology and training investments, imposition of client fees or co-
pays, drawdowns of reserve funds, weve heard about tax Strategies, deferrals on capital projects of
equipment purchases, diminating or reducing or delaying the startup of new programs, reducing
outreach. We of course want people to access the services that are needed, but were faced with the
very red problem of if they come can we provide it, reducing alocations paid to other entities whether
they're loca government entities or contractor groups, changing program digibility | mentioned. We
have a number of one-year programs out there that were pilots. They are at greet risk. No new
initiatives.

Wheat can the federa government do? A lot of things. Well probably get into thisin more detail.
But | think we need the gtability in some of these policy and funding programs, multiyear commitments.
Medicaid is clearly if not the number one close to the number one pressure in every state. We have
issues ranging from long term care to the whole digible debate, disabled individuals, pharmaceutical
codsthat are smply driving abigger and bigger share of state government. | believe the gross last year
nationally in Medicaid was around 13 percent. And we need that fiscd relief package.

| have to believe that there's a sentiment among both Chambers of Congress and the
Adminigtration that the need is red, that something should be done. From a state levd, I'll tell you, were
quite scared that the politics will work in such away that it won't happen and that fiscd rdief isjust
absolutdly critical to kegp these things going.

What do | do in the mean time as an adminigtrator of an agency? We have to prioritize, make
sure we're getting the outcomes that are measurable and memorable. In a high revenue period we tend
to use the dataset as a definition of two or more anecdotes that make our case. Were now in a period
where we have to be clear that we're making a difference. We have to have red data, we have to have
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red results. We have to rethink ways to do business and that means redirecting money. We do have to
make structural changes and that means redirecting money.

We have to redly understand and appreciate our true core missons in each and every agency
and government level and redirect money to do that. It's been very easy over the yearsto kind of grow
the scope of what you provide. I'm not saying they're necessarily bad ideas, and quite frankly, most of
them are probably good ideas, but get back to your core.

Y ou need clear vison and communication. During a tough budget that's one of the things that
breaks down quite often, communicating where you're going and why you're going there.

We have to put faces to these initiatives. Remember there are people being affected. We have
to make sure we have stakeholder buy-in and create ownership for some of the tough decisons we
make. We have to continue to look at public/private partnerships. We have to get a public message out
there about what we're doing. We have to worry about unintended consequences. Quite often a
decison you make can start affecting multiple programs or multiple outcomes. We aso need to think
about secondary benefits. If you do this will we start to see benefits in other areas? We need to redlly

leverage multiple programs, multiple partners.

| like to use the phrase we need to find uncommon problems and drive them with common
solutions. One of the things that comes up across low-income programs alot is housing. It's atough one
to crack, but to the extent you solve housing you're solving problems in multiple aress.

Weredly need to think about the duration of a project and sustainability. The sustainability
question is probably one of the toughest ones I'm faced with in atight budget time. If | start something
can | sustanit?If | keep it going can | sugtain it? Am | just postponing a hard decison or do we need to
addressit now?

| want to think about replicability and adaptability. Are these programs or initiatives that can be
adapted and replicated in atight budget time? And | need to think about opportunity cogts. There's not
alack of good ideas out there, and opportunity cost is not just amatter of for every dollar you invest
you get $1.50 back or $2 back or $5 back over one, five or ten years. It's amatter of comparing it to
the next option and saying the opportunity costs are even higher.

Jugt in summary, times are tight. | think we can get through it. There will be alot of tough
decisons that have to be made, that will be made, that won't be popular, but even though it's eesier to
manage when theré's literdly money fdling from the sky saying here, spend me, | dways like to remind
myself that good managers and good |eaders manage and lead in both bad times as well as good times,
and even when decisions aren't popular there are some decisions you have to make.

| will stop at that and turn it back to you, Nedl.

r ¥ banae-
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MR. PEIRCE: Doug, you sort of framed an interesting question at the end. Given dl the multiple
choices, given the multiplicity of programs, given dl these funding streams, is there ever a chance to look
at the whole system and see how it works? Are you able to do that while administering it day by day?

MR. HOWARD: It'svery difficult to be quite honest, Nedl. If you think about the way these
are sructured and were driven in many ways by the multiple funding streams and multiple interests,
theres adiagram | plagiarized from some other source that | have in my mind where you start with
Congress as asingle dot, and it ataches budget bills that go down the multiple agencies and those
agencies send multiple lines down to state governments and we send mulltiple lines down to loca
governments and community groups, and you literdly get hundreds of thousands of lines representing
funding streams which represent programs. If you think about what you're trying to do in the end, you're
redly trying to funnd them right back to an individua person or afamily to make a difference.

What we redlly want to do in looking at the big picture | think is reduce the numbers of those
lines s that we can take more comprehensive approaches.

MR. PEIRCE: You sort of start at zero base --

MR. HOWARD: That would be the approach youd like to take but there are alot of political
pressures. Everyone has favorite projects. You have alot of stakeholder groups. But | think if we don't
do what you're suggesting we're smply going to exacerbate our decisons we have to makein the
coming years.

MS. MONSON: | think it'simportant to aways keep in mind that our target audience isthe
family. Regardless of what programs or funding stream we're talking about, [inaudible] as aresult of
funding from a foundation to work with sate legidators, even some of these stakeholder groupsto
determine what the best gpproach is of meeting the needs of families and children. Across the turf
boundaries, across the agency boundaries, see how we can put in place athruster that would identify
the family and its needs and cregte coordination systems. It's alittle different from the old case
management system, but rather unique and innovative. So date legidators at the legidative leve are at
least aware of the difficulty adminigtrators have delivering services when you have amultiplicity of
funding streams, to try to give any kind of support that we can to make sure that it'sasmple, easy to
aCCess Process.

MR. PEIRCE: But if you redly looked at families, wouldn't you have to look at corrections
policies? How many people are incarcerated for a pretty minor, just drug possession or very minor drug
trading charges, and kept in during the years thet their families are growing so you're disbursing families,
killing family life through incarceration as a Sate palicy.

MS. MONSON: You're absolutdly correct. In fact in Oklahoma as this discusson takes place
at the table are representatives of our correction system and our juvenile justice system aswell. | know
that, you know that, probably everybody in this audience is aware of that. The difficulty is convincing
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othersthat thereis adraw, thereisapull away from families when we incarcerate people.

Wejust changed our state law and you can be incarcerated for felony convictions for steding
$50 worth of items, worth of goods in the State of Oklahoma. Just last year we changed the law.

So you're absolutdly right. It's just a matter of convincing enough individuas that it's not good
public policy to separate families when the need is for treatment in the case of substance abuse, with
some other kind of activity or pendty rather than incarceration. It's very ineffective.

MR. PEIRCE: Dondd Boyd, how much is correctionsin the state budgets these days? They
grew like Topsy over the last 20 years. How big do they look in terms of the overal sate budget?

MR. BOYD: Interms of sate budgets, they [inaudible]. [inaudible]
MR. PEIRCE: But were up there till with al these other repercussions.

MS. RIVLIN: I think your point isavery important one, but in terms of dollars, that's not
redlly where the money is. In the aggregete, tota Sate genera expenditures, police protection and
corrections were about five percent. So if you're going to save alot of money it's agood idea but it's not
going to bring in the big bucks.

MR. PEIRCE: You actudly might save more money through better family policiesif you think
about it carefully.

MS. RIVLIN: Oh, yes.
Can | bring us back to the current situation and ask Doug and Angela a question.

It does seem to me, as| sad, that it's very important for the federa government to help the
dtates so that the states aren't doing these counterproductive things that weaken the economy further,
and yet both of you have sounded allittle bit like you're giving up. Y ou' re being super-redigtic and
saying to your Medicaid Director you're not going to get the [inaudible] increase. Doug is talking about
al the great things he's going to do to manage better which I'm fully in favor of, but my questionis, are
the states and the State paliticians redly getting across to the Congress how serious this Stuation aready
isand isgoing to be in the next legidative sesson? It's going to get worse. And you know it's going to
get worse. But are you getting across to the Congress how bad it is and how much you need help?

MR. PEIRCE: When you say how bad it is are you talking about the potentid conditions for
families, or how bad the overdl budget criss for the datesis?

MS. RIVLIN: I amtaking about both, but it isthe overdl criss. The fact that you're going to
have to cut, and that alot of those cuts are going to come on low-income families. If you agree with that

Professional Word Processing & Transcribing
(801) 942-7044



andysis, are you redly getting that across?

MS. MONSON: | agree with that analyss. We're making every attempt to get that across.
We hope that the TANF reauthorization for at least three years will prove successful and they heard it
and Congress acts. We're gtill waiting for them to take the necessary action.

Asit relates to the Medicaid programs, I'm not surein this overdl kind of fisca crisswe find
oursavesin, I'm not sure we're getting that message across for severd reasons.

Number one, | think we're working again in the political context. Congress wants to say we
ba anced the budget again and that we've been fiscdly conservative again. Believe it or nat, if they have
to do that on the back of gates| think there are some congressiond representatives that would be
willing to do that. So they're not so sendtive to our plight in the states. It's our respongibility.

| dso think they don't understand that many of their fisca policies [inaudible], when Congress
has a very large tax rededuction with this President it will have major implications for state budgets.
Mogt of our income tax provisons are tied directly to the federal income tax provisons, so when you
have areduction & that level it can't help but have areduction at the Sate level. Therein lies some of the
income tax reduction that you see at the state level to some extent.

S0 every time Congress makes some tax policy there are implications for the states. Which is
fine

| have not given up. | believe our voices will be heard loud and clear, but | also understand that
the answer is not going to be an immediate answer.

MR. PEIRCE: Y ou seem rather |€eft or right. Washington rarely redlly has afull didogue with
the states. We eected a conservative, consumer states oriented administration and yet the tax cut isfar
more important than what's happening with the states. The same thing happensin other formsin a
Democratic adminigiration.

Do you have aresponse on this?

MR. HOWARD: It's hard for me to see the federal government doing something now. |
would be surprised. The point Alice Rivlin made is that once you get past this you can certainly consder
some sort of longer term countercyclica ad to the states program. That seems at least to mefeasiblein
part because you don't have to budget for it because you're not going to forecast a recession.

MR. PEIRCE: | do want to ask al of you about willingness to make State tax increases. |
understand Alice's point they're countercyclica. On the other hand they are away to meet a budget
deficit.

Y ou explained the condtitutiona problem in your state. Other states had many of those votes but
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some havent. It'samixed bag.

The spooking of the state politicos on the [inaudible] tax increases. After dl they raised taxes
early in the '90s, they lowered them later in the '90s. Why can't they raise some at least again in critical
placesin order to make up for these deficits?

MR. HOWARD: | certainly agree that there is a greeter anti-tax fervor -- that may not be
quite the right word. A greater anti-tax feeling right now than perhaps a decade ago, but | don't have
any realy good measures of it.

If you look at what happened in the last two recessons what you do see isthat the pattern was
a least afair hit like the current pattern. States drasticaly draw down reserve funds and take money
from every fund they can find in the beginning, and thet's perfectly logicd given the environment in which
they work. And as tax increases come later, often as the economy is recovering and drive aboom in
gate finances afterwards. So | think that it's early to conclude that there won't be alot more tax
increases.

MS. RIVLIN: One thing that has dready happened is postponement of tax cuts that were on
the books. We ve done that in the Digtrict of Columbia and it's happening in other states.

MS. MONSON: One other thing, just look at the calendar. This upcoming fiscd year isin
most states an off-eection year. So in redity you may see more proposals [inaudible], but fortunately
not alot of states are congtrained like we are in Oklahoma. We till shot out some tax proposals that
will result in hopefully increased revenues for our state, but | think in 2003, the actud cdendar year
2003, to be implemented fiscal year '04, you may see more of these proposals at least being presented.
| would suspect a higher [inaudible] taxes.

MR. PEIRCE: | wasinterested in Alice's point on states competing with their neighbors for
economies, trying to show they have lower tax bases and so on. We get the same thing in metropolitan
regions where one locae istrying to get the jump over the other or stedling their industries and subsidies
or things like that. It ssemsto meit's one of the least [inaudible] parts of the American system. Y ou can
argue to some point alittle competition is good, but when you push it so far then you get also dates
forced into, or at least the didogue gets into lotteries and al sorts of other sort of [inaudible] methods of
covering the problem. So Alice has come back with a number of ideas of afederad/sate cooperative
plan. | think those are interesting but 1'd like to get others opinion on the pand about how, when, under
what circumstances could we redly get a serious condderation on those kinds of idess.

MR. HOWARD: My opinion | guessisthat in the case of the sdes tax you have avery
specific problem that is very large in nature. We talked about salestax as being athird of state tax
revenue and having al sorts of pressures creating long-term erosion in the sdes tax base. That to me
seems like a good case for some sort of either agreement among states to create tax bases that are
aufficiently conforming, that businesses can administer the taxes on these cross-border sales, the internet
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and the mail order sdles. So | think there's at least some hope that that's redistic. The ideathat tax levels
in any way could somehow be conformed across states, that low tax New Hampshire ought to have to
have taxes like Massachusetts, 1'd be hard-pressed to see any support for anything like that.

MR. PEIRCE: New Hampshire would be againgt it unless they made them do it. The old
[inaudible] palitics-- I'm againgt it | won't raise it mysdlf, but if they force it down my throat --

MR. HOWARD: They have a motto about that --

MR. PEIRCE: They could sure use the money in New Hampshire to baance their budget
right now.

MR. BOYD: The competitive nature between sates | think isredly inherent in everything we
do. It'snot just tax problems, it's economic development, quality of life, roads and highways, and the list
goes on and on. | do think it would be difficult given gates rights and federalism issues to drive too
much change that way.

| do think there are somethings. | think the internet tax is probably one that jumps out & me as
having the mogt attraction because therés alot of interest among states around creating more of alevel
playing field. It has nothing to do with the rates, it's Smply aleve playing field in commerce. | think there
may be some other policies where it's not so much making them consistent, but states take the action
and there may be more of akind of follow-the-leader mentdity like cigarette tax increases, some of the
things that are alittle bit more on the periphery than the income tax, saestax.

| just seealot of chalengesin terms of too much interest in state policy out there.

MR. PEIRCE: Theresalot of bad results. | mean the cigarette tax alone, some states are
trying to buy bonds with it so they can get their income up front, so they get only afraction as much as
they would otherwise. It makes you wonder.

MS. MONSON: Comptition is great, but if we could just give part of the competition to the
excdlence of services. Cometo our state because we have better schools rather than because we have
lower taxes.

The pall evidence on why people, particularly why businesses locate, would support that
argument.

| would certainly give in there and give Alice the last word since it's kind of her idea. It is difficult
to do, but it may make sense with alittle education, the sreamlined sdestax initiative [inaudible] has
been a great example of how states can come together, some 35-plus States, and agree on just
[inaudible] for taxation. But the [inaudible] has been how much sdestax revenue will | lose, more than
how much sdestax revenue will | gain from creating some uniformity.
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Of course we have not dictated to states and would not through this process how much their
sdestax rate must be. But to streamline and smplify the process and entice the private sector to
voluntarily collect taxes from e-commerce or other kinds of sdes.

The same argument | think would hold true for this corporate taxation. Y ou're right. States have
gone out there and whoever is the lowest bidder, who can give away the Sore in redity to attract
business. In Oklahomawe offer a package, but it's the same for every industry and it balances with
anticipated revenues that the state might receive. But in many cases corporations will shop. Busness
people will go and shop around and see who can give the best dedl, and the best deal many times being
the lower tax rate.

When we ook at the actua corporate taxation that states are receiving, it's not a huge amount.
There are many [inaudible] to states getting together and agreeing upon some uniformity in structure, at
leadt, if not asingle tax rate which may be much more difficult to achieve. Attemptsto make it less
complex to corporations and certainly levels the playing field to the challenges of the competition
[inaudible] those things thet redly do make a difference like qudity of life issues.

MS. RIVLIN: The multi-gate tax [inaudible] working.

MR. PEIRCE: And of course you can argue that the nature of business incentives ought to be
changing. Y ou weretrying in the last century to draw in big factories, and in this century you're redlly
trying to have atrained workforce.

With atrained workforce you're economically competitive. Now it's easy to say that and hard
to trandate that message into palitics, but it is a different type of competition than existed before for

reglly competing.

| want to ask another question of the panel before we go to the audience for questions. Y our
thought on -- Alice brought up long-term countercyclica revenue-sharing programs. That's a different
idea than taxes, per se. Isthere any chancein your mind that there would be consensus on that in the
dates and the congressiond pogtive thinking?

My cynicd reporter's mind is politicians think short term. That's for the future. If they could
enact it so that it's so far out they don't have to [inaudible] at the moment, it would be okay, but -- | lost

my thought.
MS. RIVLIN: | think short-term on spending, but | think long-term on taxes.
MR. PEIRCE: That'strue. [Laughter]

MS. MONSON: -- agreement among Sate legidators was [inaudibl€e] to do something like this
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without [inaudible] short term, long term, it doesn't matter. | kind of dated mysdlf because | can
remember the revenue-sharing days and | was an adult then, so golly gee.

Whether or not Congress would want to share their revenue with ease, without awhole lot of
grings attached with state governments or local governments, I'm not redly sure. | think it'san idealike
any of these ideas now that merits additional discussion and some advocacy work on the [inaudible] in
that regard. | would like to be optimidtic, but let's just float it out there and keep floating it until we see
what response you get. Certainly there is support from the states on such an idea.

MR. PEIRCE: It'sahard ideato get much debate about when times are good, but that would
be the easiest time to passiit.

MS. MONSON: That's absolutely right. Now's the time to start the discussion though.

MR. PEIRCE: Wereready for questions that you al may have. There are some mikes ready
to travel around.

QUESTION: I'm Rachdlle Freedman with McCauley Inditute. | have a question specificaly
for Ms. Rivlin and then for the Sate people.

Y ou talk about federal government sharing its resources with states and as we know, the federa
picture has turned significantly as well. In 2001 there was projected a $5 to $6 trillion ten-year budget
aurplus. In one year since, a the end of '02, in ‘02 there was a $160 billion deficit.

Now the Congressiond Budget Office has said thet it's not mainly the fight againg terrorism nor
the economic downturn, but the greatest contributor to that swing has been the tax cut. The federa tax
cut.

So I'm wondering, Ms. Rivlin, if you would support the federa Congress reversing some of the
elements of the 2001 mgor big tax cut and if so, which eements?

In terms of the state taxes, my concern is often states look to increases in sdles tax, and locals
do aswell. Sdlestax isone of the most regressive taxes there is. So the very people that are harmed by
downturns in the economy, i.e. low-income people, it's compounded because they pay a greater
percentage of their income, they have to spend it. So sdestaxesfal upon them. Soit'samogt likea
double whammy.

MS. RIVLIN: I didn't plant that question but I'm delighted to have it. [Laughter]
| agree strongly with the implication of the question. | believe that the big tax cut was amistake

and the part that has not yet gone into effect, the rate cuts which benefit only people & the top of the
income distribution, should be rescinded as well as the zeroing out of the Sate tax.
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| believe that the tax cut was a mistake even at the time it was passed because those big
surpluses weren't as red as they appeared. They depended in assumptions that spending would grow at
unredigtic low rates even without the homeland security, etc. They depended on under-estimates of the
cost of thetax cuts. So | thought it was a mistake at the time and | think it's an even bigger mistake now
that the economy is not doing aswell.

Now that does not mean that | think the current deficit in the federd budget right now isa
mistake. This is when we need a deficit for fisca policy reasons. But we hope we're not going to need it
in 2005 or 2007.

Inredity, and | said it earlier, thefiscd policy of the federd government, the tax rates that the
President proposed, Congress passed, had a direct negative implication for states and the [inaudible]
edate tax redly hits us hard too in areas that are very very important for us. That's [inaudible].

MS. MONSON: We advocated it, we being state legidators, the other way, but of course we
were not successful on that point.

Y ou're right about the regressivity of salestax. We understand thet it's an easy tax to apply,
unfortunately. In most casesiit puts state government in competition with country or loca governments
who aso can gpply their salestax. In our state when we do it, we give a rebate back, but it's been sort
of after the fact, to people who meet certain income guidelines. Income tax increases redly make more
sense but paliticaly they're more difficult to do.

MR. PEIRCE: Wouldn't a sdes tax broadened into services be much less regressive?

MS. MONSON: | spent last year, every Thursday for four hours with about 30 other people
around the table talking about ways to gpply sdes taxes on sarvices. | told my presiding officer, | have
not been bad. Why am | being punished like this? [Laughter] We could not come to any agreement on
the gpplication of sdestax for services because they apply to very very strong lobby groups, obvioudy.
Specid interest groups. It's going to be very difficult to sdl. It's even harder to adminigter in a gate
where therée's been no gpplication of salestax on services,

Can you imagine going to your loca barbershop and having a$7 or $10 haircut and being
asked to pay an eight percent salestax, and the barber who's never collected sales tax being forced to
collect and remit it to the Sate. Quite difficult.

MR. PEIRCE: You mean asking him to do it or his capacity to figure out eight percent of $8?
[Laughter]

MS. MONSON: I'm not going to say. It'savery difficult systlem to administer.
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And unfortunately in our date, like many others, we know theat the ability to collect the actua
correct salestax -- to have the correct amount remitted to the state | should say, there's some place for
error and miscaculation as wel. Theres afairly high error rate in the actua amount remitted to the
dates ion terms of salestax. It's not agood tax but it's the easy tax.

QUESTION: I'm Jm Ketzen from the American Bankers Association.

It seems to me there's an dement that's missing here, particularly for the long term structurd
changes. There's no question there's a huge deficit that states face today but a good portion of that, not
al of it certainly, isaresult of actions that states took because they had awindfdl in revenue. | think in
Colorado, | don't know the program specificdly, but | think they have a combination where spending is
limited to inflation and population growth. As | understand it, Colorado is one of the few States that
doesn't have the crisis that alot of other states do.

Shouldn't we be looking for that type of reform that constrains behavior in good timesin
expenditures so that we don't end up with this problem?

MS. MONSON: | want to make sure that no one leaves this place thinking that the problems
that states face are problems that we brought upon oursalves. | truly support the notion of constrained
spending and most states do have some congtraints, at least [inaudible] 95 percent of projected
revenue. But remember, it's projections. States base budgets in ahistorical context based on what we
anticipate. No one anticipated to this extent the shortfal in revenue. So dthough congtrained and
athough reasonable, the actions of sates have been -- The dynamics and the things that have happened
in the budget | think are things no one had ever anticipated.

So | totally support the responsibility of states and responsible budgets and responsible
gppropriations, but | think the reason we're at this point this day has to do with changesin the larger
economy. Changes in corporate America. Changesin the stock market that none of us had ever
anticipated. Not just because states overspent when times were good.

MR. PEIRCE: How many of you fed that states actualy didn't spend enough when times
were good on basic infrastructure? Basic physicd infrastructure and basic human infrastructure, in order
to be more profitable and less welfare afflicted, deprivation afflicted in the future? That's one of the
arguments for these children’ s programs. If they're good enough and broadly enough interested like
France and other countries reportedly have, we wouldn't have in the long term as many of the debts and
the spending obligations.

MR. BOY D:?? Tying the two together, | do think most states probably have either some kind
of condtitutiond or self-imposed legidative restriction on their spending X percent of projected revenues
based on revenue estimating or based on actud growth or smply a requirement to baance their budget.

| believe the growth in state budgets during the boom time averaged somewhere around 6.5
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percent which isn't incongstent with the growth. The dynamic we have is we had such a sudden and
great turn-around in the revenues that it was redlly hard to project. The investment issue | think during
boom times, | think there are alot of examples out there among states and it's not a partisan issue.
States, Republican and Democrat, came up with alot of redly good prevention programs that were
redly trying to show areturn on investment. But were now into the time of you have less revenues, you
have to balance the budget or you're limited to X percent of your revenue projections. Many of those
programs are new, they're early, they're not statewide, they're the very programs thet are at risk.

MS. RIVLIN: I think one of the things that one could urge states to spend more on in good
timesis building up reserves. Because that does help when the economy comes down and it is one thing
that states can do themsdlves, is be more gtrict in their rules that they impose on themsdlves about
building up reserves.

But on the specific question raised, whether or not it is sensible to congtrain ate spending in
some way depends alot on what the federa government is doing. If the federd government is opting out
of alot of programs and putting mandates on the state and saying you have to raise education standards,
and you have to be [inaudible], and you have to do various other things, then it doesn't make sense for
the states to be imposing restraints on themselves at the sametime,

MR. BOYD: A lot of that comes down to how well you think representative democracy
works in terms of reflecting voters desires, and | think to support tax and expenditure limits you have to
believe, wdl, alot of those who do support these limits believe that in fact the representative processis
not reflecting voters desires. | don't know.

If you were to look at state government spending over the last five decades you'd find that in
every one of those decades red per capita spending grew substantialy, which means that there has
certainly been some long-term support for state governments doing more than they had been doing.

Colorado is highly unusud in thet it has an extraordinarily broadly drawn limit. In most cases
what they do is divert the spending activity to funds outside of what's limited or to entities outside of the
particular [inaudiblg] it'slimited in. So | think that's a highly unusud case.

QUESTION: I'm Rachd Reed from the British Embassy.

| was interested in [inaudible] about public/private partnerships. They've been very popular in
the UK mainly asaway of raising finance to provide [inaudible] money, but it dso has been [inaudible]
for the future that would be [inaudible]. Do you have examples of where that's been used and
[inaudible] and perhaps more broadly?

MR. HOWARD: I'll throw some out a random. These may or may not be the best ones, but
they're the ones that pop into my head | think in the area of welfare reform and workforce development.
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Weve seen agrowth in Michigan in trying to leverage the brains and intelligence and experience
of the private sector in thinking through training programs and in some cases actudly developing the
training programs in conjunction between our loca workforce agencies funded by government and the
employers themsdves so that we're driving people towards skill development that the employers want
for thejobsthat arein the area.

We have a couple of public/private partnershipsin welfare reform where we actudly have the
equivaent of our socid worker on-gte at the employer serving as an equivaent of an employee
assistance program. Aswe're placing individuas moving off of welfare into these words we find that
very early onin the first one to three monthsif they have barriers to keeping that job they're going to
surface quickly, and with that on-site support we can help them through the question of what do you do
when your child's sick, housing issues, domestic violence issues. Weve seen some dramatic turn-
aroundsin job retention.

We have public/private partnerships on the child welfare side. In Michigan we heavily use some
of the private non-profit agencies to help us with foster care and adoption. One of the partnerships
we've done for an economy of scale there is developed jointly atraining program, government
employees and private employees both go through the same training indtitute for foster care and child
protection so that we aren't having multiple programs.

Those are just afew examples.
QUESTION: Nick Johnson.

| want to come back to a point that we sort of touched on earlier which isthe possible role of
tax increases in the coming legidative sesson. | think the picture is more pro-tax increases perhaps than
some of you have suggested for a couple of reasons. One isthe tax increases of the early '90s asa
possible model. As Don mentioned they tend to kick in later in the process after al the easy choices
have been expended.

But a the sametime it aso strikes me that it's very hard for state legidators themsdves who
have just come through eight years of cutting taxes to suddenly kind of change their whole frame,
perhaps change the platforms on which they were eected to acknowledge that at times we now have a
revenue problem that demands a revenue solution.

So | guess my question is do you see after we get through this eection, the mindset of Sate
legidators changing, and | guess particularly how isit influenced by term limits? Do term limits help in
that well have anew crop of legidators that may be able to take a fresh look at the problem, or do they
hurt in that mogt of the Sate legidators who are in office now, like yoursdf, have no idea of what
happened in the early '90s and how those problems were dedlt with?

MS. MONSON: I'm hopeful that they will take a different look at tax increases. And if there
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are tax increases the gpplication would be asfair and equitable as possible for the poor. And wetry to
implement progressive taxation. That's why the income tax method is redlly a more prudent method of
increasing and probably the most stable method of increasing revenues for sates.

I'm from aterm limited state. Our term limitswill go into effect in 2004 thefirgt time. It could
work ether way. State legidators who came into office in ano-tax platform could say I'm going to stay
true to that platform throughout my career because I’ m going to be gone in two years and it will be
somebody else's problem. Or they could say | understand the problem and the crisis that we face and
the only solution is new tax revenues and I'm going to be gonein two years. So --

MR. PEIRCE: If you don't have to face redection it's easy to vote for it, isn't it?

MS. MONSON: Youreright. Cdifornia probably is a better example because they have the
shorter term limit that's been in effect alot longer than of course the [inaudible] in Oklahoma. So | don't
know if that'sagood sign or abad sign in redlity.

| hope that you're right, that states will [inaudible]. There are probably other answersto a
revenue increase. What is redlly, from my socia change days, [inaudible] sociad change days, whét it
redly will take | think is not only a different view from the legidature prospective but a very vocd and
active advocacy [inaudible] from the grassroots and a reasonabl e voice from corporate America that
understands that the policies we make at the dtate level have some implications for them aswell.

MR. PEIRCE: Onelag question. Belle Sawnhill.

QUESTION: Thisgives methe excuse to thank al of you very much for being here. It'sbeen a
great discussion, and also make alittle advertisement for the policy brief that Alice Rivlin has written and
it'sin draft ill but we will be putting it out in find after she makes whatever revisions she wants after this
mesting.

My question or comment is that none of you have talked about homeland security. Severd of
you mentioned that if there was an increase in the federd contribution to the Medicaid program thet that
would have the indirect effect of rdleasing some of these central pressures.

| would have thought that a good Strategy for states to use right now would be to say we need
help from the federd government with dl of our first responder responsibilities and that those monies
could hopefully be more than enough to cover the margind cog, if you will, of homeand security, and
amilarly relieve some of this pressure, but that it would be a politically easier sdll than the other ones
you've been talking aboui.

MS. MONSON: Money has been appropriated to states from the Department of Health and
Human Services and one other federal agency, law enforcement. Who getsthat? Y ou have states and
county governments or loca governments ded with thisissue of homeland security, whether it be
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increased laboratory activities on the part of county or state health departments, or increased law
enforcement activities on the part of local governments and state governments. So money is there and
available. But | think if my memory serves me correctly, that much of thet, dl of those dollars, cameto
states with some strings attached and with a requirement that we not use it to supplant current state

money.

So it didn't work in the way we would like to have seen it work. It worked in the way that it did
take some of the financid pressure that we were facing off in terms of this new respongbility of
homeand security.

MR. PEIRCE: Isnt it dso safe to say though that mogt, the overwheming
burden redly fadls on loca governments, so the states are not amgjor actor
financialy on the homeland security front, compared to what the increased
bills are for loca governments.

MS. MONSON: Any act of terror -- from Oklahoma City. Weve seen it
happen It'samulti-action. You'reright, the first responders are your local fire depa‘tment and police
department. The state has the responsibility to coordinate and make sure that other services are
available. Therefore, the federd [inaudible] many of these [inaudible] loca governments [inaudible].
MR. PEIRCE: And if you've spoken to local governments these day's --
MS. MONSON: It's not enough.

MR. PEIRCE: You're hearing alot of cries of agony about lack of any kind of help on the
new homeland security cause.

| guessthat doesit -- Belle had the last question. Thank you dl very much for being with us.

HHEH#
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