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EXECUTIVE SUMMARY

This study examines the Governor’s current Three Year Budget Report, aka Out-Year
Report (“Out-Year), which forecasts the budget in the three fiscal years (FY 2026 to
FY2028) after the budget for FY 2024 and FY 2025. The Out Year does not provide
reliable guidance, given its significant methodological deficiencies. Guidance is needed,
however, in face of the state’s massive unfunded obligations of about $92 billion and the
associated risk of large future tax increases.

The Out-Year is released in February with Governor’s Budget Proposal for the biennium.
Both are based upon Consensus Revenue Forecast of mid-January (CRF—Jan 23). The Out-
Year is not updated, and, thus, is of limited value beyond the date of its release; often,
actual results soon diverge from Out-Year expectations. The ultimate budget differs as to
appropriations and as to revenue which is based on the Consensus Revenue Forecast of
early May (CRF-May 23). Our findings and recommendations are summarized below:

1ll-Timed and No Disclosed Assumptions for Revenue Projections:

e Timing: Out-Year is based on the CRF released in mid-January, before mid-January tax
receipts can be tallied and analyzed. This is sub-optimal. The CRF should be delayed
to allow for summary analysis of mid-January receipts.

e No Underlying Assumptions: There is no explanation for the methodology or
assumptions used in their preparation.

o Sensitivity Analysis: Revenue should be projected on a “base case,” “best case” and
“worst case” basis, and sensitivity analysis should be performed in terms of the impact
of the varying cases upon appropriations and spending.

Tax Revenue Still Overestimated, Despite Major Reduction Since January 2023

e Estimates & Finals were reduced by $1.9 billion in FY 23-FY 26 in the CRF-May 23
from the CRF—Jan 23, and by $3.4 billion through FY 28.

e Reduced E&F projections still appear overoptimistic, in light of Congressional Budget
Office projection of a decade-long downward trend in capital gains.

e Projected corporate income tax revenue is without basis for its optimistic outlook.

Highlishts of Governor’s February Budget vs. Assembly’s April Budget

e Governor and Appropriations Committee have one material difference. In FY 2025,
Committee adds $150 million for unspecified “education finance reforms.”

e The Governor’s Proposed Budget has five appropriations which change significantly
from FY 23 to FY 24 and to FY 25: Mental Health and Addiction Services, Higher
Education, and Corrections increase over 10%. Medicaid increases 5% in FY 24 and
7% in FY 25. Fringe benefit expense falls 7% and 6%, respectively, due to more cost-
effective health insurance coverage.

e General Fund spending grows at a modest 2.7% pace from FY 21 to FY 28, aided by a
sleight-of-hand of removal of $600 million of municipal spending from the General
Fund in FY 24.
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THE OUT-YEAR BUDGET REPORT: 2026 — 2028

Introduction

Focus: This study focuses upon the Governor’s Three Year Budget Report, aka
Out-Year Report (“Out-Year”), which forecasts the budget in the three fiscal years
(FY 2026 to FY2028) following the biennial budget for FY 2024 and FY 2025. The
Out-Year is trendline analysis, as stated in the Out-Year itself: “The governor’s
proposals for the biennium are annualized into the out-years, except where
legislation clearly limits proposed changes to the FY 2024 — FY 2025 biennium.”

The Out-Year is released with the Governor’s Proposed Budget in February. Both
are based upon Consensus Revenue Forecast of January 18, 2023 (CRF — Jan 23).
The Out-Year is not updated. Its trendline soon-outdated analysis offers limited
guidance. Yet, guidance is needed given the state’s massive unfunded obligations
of about $92 billion and the associated risk of large future tax increases.

The ultimate budget differs both as to appropriations and revenue. Appropriations
change as soon as the release of the Appropriations Committee Budget, most
recently on April 18, 2023 (“Committee Budget). Revenue is based on the early
May Consensus Revenue Forecast, released this year on May 2 (CRF — May 23).

The scope of this analysis is limited to the General Fund budget, and only to tax
revenue, which, however, represents 90% of overall General Fund revenue.

This paper assesses the Out-Year:

(1) on its own merits;

(2) comparing (a) revenue in the Out Year as based upon CRF — Jan 23 to (b)
revenue in the CRF — May 23, which this study (i) extends to cover FY 2027 and FY
2028 and (ii) adjusts for tax changes in the Governor’s Budget Proposal; and

(3) comparing spending in the Governor’s Budget Proposal to spending proposed in
the Committee Budget.

Three Year Report Revenue - General:  In the first year of the Out-Year, FY 2026,
revenue is as set forth in the CRF — Jan 23, which covers FY 2023 through FY 2026.
In FY 2027 and FY 2028, revenue increases / decreases by unexplained percentages
set forth in the Out-Year, with rare exception, such as the sunset of corporate income
tax surcharge scheduled in calendar 2026. Revenue is not adjusted for inflation.

Three Year Report Spending - General: Spending in the Out-Year is extended
at the level in FY 2025 of the Governor’s Budget Proposal without general
inflationary increases. Certain accounts, however, reflect the costs of “caseload
increases.” Certain accounts increase based upon legal mandates or contract
provisions, such as cost-of-living adjustments.




Third, the largest expense, State employee compensation, increases pursuant to
labor contracts. The wage component (“Personal Services” in State terminology) for
all three years of the Out-Year is reflected in agency budgets at its level in the
second year of the biennium; wage increases as per contracts are reflected in
aggregate in the Reserve for Salary Adjustments (“RSA”) in the budget of the Office
of Policy and Management (OPM). Fringe benefits for active employees are not
reflected in agency budgets, but rather are reflected, with retirement benefits for
retired employees, in aggregate in the budget of the Comptroller. The RSA and
fringe benefits are listed under “Non-Functional” on page 16 in the Out-Year.

Critique of the Out-Year Report Itself

Timing: The Out-Year Report and the Governor’s Proposed Budget are prepared
and released too early in the state’s fiscal cycle.

Much of the state’s revenue is derived from two categories of individual income
taxes which are paid in four installments of estimated taxes before final payments
are made in March and April, respectively. The fourth installment is due in mid-
January and 1s supposed to bring cumulative installments equal to a taxpayer’s
expected total liability for the calendar/tax year just ended.

The fourth installment is very important for two reasons. First, it is the only
installment paid after the close of the tax year on December 31%; as such, it is the
first time that a taxpayer can know what his actual income and expenses are.
Second, as the last installment, it serves as the last opportunity for a taxpayer to
bring his overall estimated tax payments in line with his best estimate of his full-
year taxes due, and, thereby avoid penalties for underpayment of taxes. As such, the
mid-January estimated tax payments provide the best guide as to tax revenue which
may be expected for the two categories, namely Estimates & Finals (“E&F”) and the
Pass-through Entity Tax (“PET”).

However, the Governor’s Proposed Budget and the Out-Year are based upon the
Consensus Revenue Forecast released on the same day as the fourth estimated tax
installment payment must be filed and paid. Obviously, it is impossible to process
tens of thousands of tax filings and payments on the day received. Were the CRF
prepared just a week or two later and, in turn, the Governor’s Proposed Budget and
the Out-Year prepared and released a week or two later, the revenue component
would be much more accurate. As discussed below, the mid-January CRF for the
last two years has not been accurate.

Revenue Projections — Underlying Assumptions:  Once again, a weakness of the
Out-Year is one that it shares with the Consensus Revenue Forecast. Neither provide
meaningful bases for the revenue they forecast. The CRFs themselves disclose no
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underlying assumptions for their forecasts. The Out-Year provides a selection of
projected U.S. and Connecticut economic metrics “as assumptions used to develop
revenue estimates”; yet there is no explanation of how the metrics are used. Certain
metrics would have obvious relationships, e.g. the unemployment rate to personal
income tax revenue. Relationships need not be in the form of an extensive
econometric model, but there should be some rationale as to how the various metrics
relate to the projection of various categories of revenue.

Revenue and Budget Projections — Sensitivity Analysis:  Future revenue can only
be estimated, while future appropriations are a function of the deliberate decisions
of elected officials. Nevertheless, officials’ decisions are dependent upon revenue
levels because the State must keep spending in balance with revenue. Accordingly, it
would be helpful if revenue projections were provided in the form of a “base case”
on which the budget is based and a “best case” and a “worst case.”

The worst case would be particularly useful. Spending is divided into certain broad
categories, including fixed coats, mandatory costs and discretionary spending. No
matter the revenue level, fixed costs must still be paid, and many mandatory costs
must not only be paid but are subject to mandatory increases, such as cost-of-living
adjustments. Accordingly, declining revenue impacts discretionary spending to a
disproportionate degree. The budgetary process would benefit from analysis which
identified the discretionary spending categories that would be vulnerable to cutback
and identified the probable magnitude of the cutbacks.

Tax Revenue in Out-Year Report for FY24 - FY28 vis-a-vis CRF-May 23

This analysis focuses upon the five major taxes which produce about 90% of
General Fund tax revenue, which, in turn, represents 90% of total General Fund
revenue. Those taxes are the three forms of personal income taxes - withholding,
E&F and PET - plus the sales tax and the corporate income tax.

Extension and Adjustment of the CRF — May 23:  There are three general
differences between the Out-Year and the CRF-May 23. First, the Out-Year reflects
Governor Lamont’s proposed tax changes for the biennium and beyond, while the
CRF-May 23 does not. Second, the Out-Year is based upon the CRF-January 23,
which is obviously different from the CRF-May 23. Third, the CRF-May 23 does
not cover FY 2027 and FY 2028, the last two years of the Out-Year.

To compare the Out-Year to the CRF-May 23, this study makes two adjustments to
the CRF-May 23 to put the revenue projections on the same basis. First, it adjusts
the CRF-May 23 for three tax changes in the Governor’s Proposed Budget and in
the Out-Year: (1) a reduction in the individual income tax rates, (2) an increase in
the Earned Income Tax Credit (EITC), and (3) the re-imposition of the 10%
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corporate income tax surcharge. Second, the five taxes in the adjusted CRF- May 23
are extended two years using the same growth rates used in the Out-Year.

In addition, this study includes two additional line items: (1) tax refunds, which
relates almost exclusively to individual and corporate income taxes and captures the
proposed change in the EITC, and (2) the Volatility Transfer, which relates
exclusively to the gross E&F and PET individual income tax receipts.

Reduced E&F Revenue and Volatility Transfer: The comparative analysis reveals,
first, that the CRF-May made a huge adjustment to projected E&F revenue, which,
in turn, generated a similar change in the Volatility Transfer. Over the six years from
FY 2023 to FY 2028, the analysis shows an aggregate $3.4 billion reduction in
projected E&F revenue, triggering a $2.5 billion reduction in the Volatility Transfer
which moves revenue from the General Fund and to the Budget Reserve Fund.

The impact of the loss of $3.4 billion in General Fund revenue, net of the $2.5
billion reduction in revenue removed from the General Fund, leaves a net reduction
of about $900 million in General Fund revenue. This is mostly offset by a material
increase of $680 million in projected corporate income tax revenue. The $2.5 billion
reduction of the volatility Transfer will almost reduce contributions to the State’s
pension funds, which are severely underfunded.

The change in E&F acknowledges implicitly that the peak in capital gains reached
in 2021 was far above trend and adopts a lower trend over the six-year period. The
revised trend declines in FT 2024, but rises thereafter.

Yet, the Congressional Budget Office is projecting a long-term downward trend in
capital gains nationally. As a percent of GDP, CBO sees capital gains declining
“from an estimated high of 8.7 percent of GDP in 2021 to a long-run average of 3.7
percent of GDP by 2033.” That is more than a 50% reduction, which puts
Connecticut’s projection in major conflict with the foremost economic and public
finance forecasting organization in the country. OPM and OFA should explain the
basis for their markedly contrarian projection.

Overoptimistic Corporate Income Tax Revenue Projection: The projection of
healthy increases in corporate income tax revenue, apart from the 10% surcharge,
seems overoptimistic. OPM and OFA increased their projection in the CRF — May
23 significantly over their projection in the CRF — Jan 23. When their CRF — May
23 projection for FY 2026 is extended using the 3% annual growth rate used in the
Out-Year, corporate tax revenue exceeds the level in the Out-Year for FY 2027 and
FY 2028 by more than $100 million.

Perhaps the difference relates to inflation. The Out-Year does not reflect inflation;
yet presumably, CRFs are in nominal dollars, and,thus, do reflect inflation.
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Appropriations in FY23 - FY28 in Governor’s Proposed Budget and Out-Year
Report Compared to Appropriations Committee Budget of April 18, 2023

The Governor’s Proposed Budget and Out-Year, together, cover FY24 to FY28. The
Appropriations Committee Budget covers FY24 and FY25; it does not cover FY26
to FY28. This analysis does not attempt to extend the Committee Budget, as there is
no apparent basis upon which to do so.

This analysis compares the Governor’s Proposed Budget to the Committee Budget
for FY24 and FY25, which provides actual data for FY21 and FY22 and estimated
data for FY23.

This study compares spending over the 8 years of FY21 to FY28 in broad
categories, not agency by agency, much less program by program. However, it does
break out spending in the case of large agencies and, within certain agencies, major
line items. For example, within the broad category of Government B ($6.6 billion
actual in FY22), it breaks out Debt Service ($2.4 billion) and Fringe Benefits ($3.2
billion). In the Human Services category ($5.2 billion), it breaks out the Dept. of
Social Services, which, in turn, is broken into three major line items: Medicaid ($2.5
billion), Hospital Supplemental Payments ($568 million) and Other ($1.2 billion).

The paper assesses spending in three ways: (1) examining proposed spending
increases over FY23 (a) for FY24 and (b) for FY25 in the Governor’s Proposed
Budget; (2) comparing spending in FY25 in the Governor’s Proposed Budget vs the
Committee Budget; and (3) computing the compound annual growth rate from
actual levels in FY21 to levels in FY28 as set forth in the Out-Year. See Exhibit 2.

As noted on Exhibit 2, there are two major changes in categorization of spending
between FY23 and FY24 and thereafter. First, about $600 million of municipal aid
is moved out of the General Fund, which has the effect of presenting a lower rate of
growth in General Fund spending, which actually declines 0.5% from FY23 to
FY24. Second, almost $800 million of spending is transferred from the Department
of Social Services to the Department of Developmental Services.

Change in Spending from FY23 to FY24 & FY25 in Governor s Proposed Budget:
In Exhibit 2, there are five categories of spending which change significantly,
including three in the $700 million to 800 million range which change more than
10% from FY23 to FY24 and to FY25: (1) Mental Health and Addiction Services,
(2) Higher Education, and (3) Department of Corrections.

Two large categories ($3 billion plus) change significantly (about 5% to 7%) from
FY23 to FY24 and to FY25: (1) Fringe Benefits declines as the result of the
negotiation of a much better health insurance policy for active and retired state
employees; and (2) Medicaid continues its inexorably large annual rate of increase.




Difference Between Governor's Proposed Budget and Committee Budget.  There
is only one significant difference between the Governor’s Proposed Budget and the
Committee Budget. The Committee appropriates $150 million for reform of
education finance in FY25. There’s no explanation of the reform intended. See
Education — Other in Exhibit 2.

Compound Annual Growth Rate: Overall, the General Fund budget grows at a
very slow pace over the eight years from FY21 to FY28 — just 2.7%, or $4.7 billion
from $19.4 billion to $24.1 billion. Yet, two things should be noted. First,
contributing to the slow growth is the move of $600 million of spending on
municipal aid out of the General Fund to another fund. Second, the 2.7% pace of
spending growth is depressed by the assumption in the Out-Year of no increases for
most expenditures and no inflation for the three out years.

Nevertheless, one major expenditure grows inexorably: Medicaid, which records a
5.0% CAGR, growing by $1.2 billion over the eight years from FY21 to FY28.
Another line items grows smartly in the three out years: General Government B —
Other, which is driven by growth in the Reserve for Salary Adjustment, where all
wage increases are reflected in aggregate (rather than they’re being reflected in
compensation expense agency by agency).
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