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The economic impacts associated with COVID-19 have been far-reaching and headline-grabbing: “Record levels
of unemployment”, “Shuttered businesses”, “Idled and furloughed workers”. Economists have struggled to
predict “What’s next?” (both short and long-term) amid an ever-shifting backdrop of varying virus case
numbers, differing public policy/governmental responses, and unsettled consumer demand. State and local
governments are facing unprecedented budget shortfalls, with the Center on Budget and Policy Priorities
predicting a cumulative $615 billion shortfall over the current1 and next two fiscal years in state government
budgets alone.2 In this two-part series, we will explore the driving forces behind these state budgetary shortages,
state responses, and resulting impacts to Workers’ Compensation agencies associated with the shortfalls.

Key Takeaways

Predicting the short and long-term economic impacts associated with COVID-19 vary due to many
unpredictable factors.
Loss of state and local revenue from taxes and rising expenditures associated with COVID-19 are
responsible for most budgetary shortfalls.
State and local governments have multiple alternatives to address budgetary shortfalls, including cuts in
spending, tapping into reserves, accounting adjustments and revenue enhancements.
 

What’s causing the shortfalls?

Revenue Reductions 

The underlying causes behind the budget shortages vary in type and degree by state. For example, many states
rely heavily upon personal income taxes to fill state coffers – taxes that historically drop significantly during a
recession. In California, for example, personal income taxes account for 67% of the state’s overall revenue.3 The
personal income tax losses during COVID-19 are attributable not only to lay-offs and wage reductions, but also
due to larger claimed capital losses.4 Also significant to the states’ “bottom lines” are the losses seen in
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corporate income tax revenues, as businesses report significant drops in net income that can often continue long
after “the recovery” is underway.5,6 Compounding these losses are significant drops in sales taxes, which are
generally less volatile during a recession.7 

During COVID-19, however, sales taxes have plummeted, fueled by the drastic reduction in consumer demand
associated with the stay-at-home orders and mandatory closures of non-essential businesses.8 Those few
business areas that have seen spikes in demand, such as groceries and home entertainment, are also less likely to
carry sales tax, further widening the divide.9 

Excise taxes – defined as taxes paid on specific goods (such as gasoline) or activities (such as gambling)10 –
have also seen steep declines. Reductions in travel coupled with increased telework equate to reduced excise tax
revenue from gasoline sales.11 For example, the state of Tennessee saw a 39.88% drop in gas taxes in the month
of May 2020 alone, contributing to an overall decline of 15.8% seen in tax collections for the state compared to
2019.12 Less tourism also results in reduced excise tax revenues from hotel stays, car rentals, etc., in addition to
reductions in “sin taxes” associated with casinos, bars, and other similar establishments.13 

Lastly, many well-meaning states have postponed state income tax filing/payment deadlines from April 15 to
July 15, to correspond with the federal filing date extension, in an attempt to aid their citizens during the
[anticipated] short-term income crunch, as well as to help with logistical constraints such as difficulty obtaining
receipts/documents. This has resulted in a corresponding short-term “income crunch” for state budgets also,
adding to overall state budget woes. 

Rising Expenses 

In addition to the drops in revenue streams outlined above, states have been faced with sudden, unexpected, and
drastic expenditures associated with COVID-19. In California, for example, expenditures related to public
health, housing and other measures to combat the spread of the virus were projected to total to $7 billion through
June 30, 2020.14  Expenditure types have, of course, included healthcare-related expenses (e.g., expanding
hospital capacity, paid sick/medical leaves, acquisition/distribution of medical supplies/PPE, disinfecting public
spaces, etc.), but have also included many other expenditure types such as educational funding to support the
shift to distance learning for public school students, food delivery to vulnerable populations, and expenditures
related to the provision of grants to small businesses to reimburse the costs of business interruption caused by
required closures.15

How have states responded?

Every state in the US requires a balanced budget with the singular exception of Vermont, although the extent to
which those budgets must remain balanced after passage varies by state.16 

As of June 22, 2020, 35 states had enacted budgets for fiscal year 2021, 16 of which were biennial budgets
enacted during the 2019 legislative sessions.17 For those states that have yet to enact budgets for fiscal year
2021, several have adopted “stop gap” measures to avert shut-downs in the event that their budgets are not in
place by the start of the fiscal year, including implementation of “base budgets” and continuing resolutions.18 

States have multiple alternatives to address budgetary shortfalls, including cuts in spending, tapping into
reserves, accounting adjustments and revenue enhancements.19 Labor reductions in state governments as a
response to budgetary shortfalls from COVID-19 have been swift. Despite marginally improving unemployment
figures released by the Department of Labor showing a reduction in the US unemployment rate from 14.7% in
April of 2020 down to 13.3% in May20 , state and local governments have furloughed or laid off more than 1.5
million workers in just three months, twice as many as the Great Recession21, and 2021 is poised to present a



larger cumulative state budgetary shortfall than any of the years during the Great Recession22.  These drastic
reductions in state workforces are expected to create a “spillover” drag on US economic recovery as a whole, as
state and local government spending alone accounts for 11% of the US Gross Domestic Product (GDP), and
employs about 1 out of every 8 American workers.23 In part 2 of this series, we will explore state budget
balancing tactics in more detail, as well as anticipated impacts on Workers’ Compensation state agencies.
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