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Mr. Chairman and Members of the Subcommittee:

I am pleased to be here today as you examine issues related to the
financial condition of state unemployment insurance (UI) programs. This
has been a topic of concern for the last 3 decades and has generated
multiple studies, including several by GAO. The severity and length of the
recent recession have resulted in the worst labor market conditions in the
United States since at least the early 1980s, if not since the Great
Depression of the 1930s, and placed a heavy demand on state Ul trust
funds. While preliminary data showed that the economy added the most
jobs in any month in 3 years during March 2010, unemployment remains
very high and has continued to increase in most states, suggesting that
state UI programs will continue to face serious financial challenges for at
least the near future. My remarks today are based on our report, released
at this hearing, Unemployment Insurance Trust Funds: Long-standing
State Financing Policies Have Increased Risk of Insolvency.'

The federal-state Ul program provides temporary, partial compensation
for lost earnings of individuals who become unemployed, with the
additional goal of stabilizing the economy during economic downturns.
The program was designed to be forward funded and self-financed by
states, with each state trust fund building up reserves from employer taxes
during periods of economic expansion in order to pay Ul benefits during
economic downturns.” The program is financed primarily by taxes levied
on employers.’ Each state sets Ul tax rates to finance regular Ul benefits.
In addition, employers pay a Federal Unemployment Tax Act (FUTA) tax,
which is used for UI administration costs and other purposes. The FUTA
tax on employers is 6.2 percent on the first $7,000 of each employee’s
annual pay.* Employers in states whose Ul programs comply with federal
requirements receive a tax rate credit of 5.4 percent, resulting in an

'GA0-10-440 (Washington, D.C.: April 2010).

®The term “forward funding” usually refers to budget authority that is made available for
obligation beginning in the last quarter of the fiscal year for the financing of ongoing
activities (usually grant programs) during the next fiscal year. GAO, A Glossary of Terms
Used in the Federal Budget Process, GAO-05-734SP (September 2005). However, in this
testimony we use the term to refer to the practice of states accumulating reserves in
unemployment insurance trust funds in anticipation of increased outlays in the future.

?Alaska, New Jersey, and Pennsylvania also withhold Ul taxes from employee wages.

126 U.S.C.§ 3301.
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effective rate as low as 0.8 percent, or a maximum of $56 per worker per
year.’

States choose both a taxable wage base, the annual earnings per worker
on which employers pay Ul taxes, and statutory tax rates that apply to the
base. In order for employers in their state to qualify for the full FUTA tax
credit, each state’s taxable wage base must at least equal the FUTA wage
base and statutory rates must be experience rated—that is, varying with an
employer’s layoff record. Experience ratings provide reduced rates for
employers with fewer layoffs and increased rates for those with more
layoffs. Tax rate assignment may include “socialized” costs that are not
charged to individual employers, such as costs of benefits to employees of
firms that went out of business but did not have sufficient reserves to pay
Ul taxes or benefits that are charged to a specific employer but are not
fully recovered from that firm in tax revenue. The Unemployment
Insurance Trust Fund (UTF) in the U.S. Treasury consists of 53 state
accounts, including one each for the District of Columbia, the Virgin
Islands, and Puerto Rico, plus 6 federal accounts that are dedicated for
special purposes.

During exceptional periods when states exhaust their Ul reserves, they
may borrow from the federal government. States can, under certain
conditions, borrow interest free, as long as the loan is repaid by
September 30 of the year of the loan (a “cash flow” loan).® If a state has an
outstanding loan balance on January 1 for 2 consecutive years, the full
amount of the loan must be repaid by November 10 of the second year, or
employers in that state lose 0.3 percent of the FUTA tax credit each year
there is an unpaid balance. However, states with outstanding loans can
still seek relief from these loan provisions. If state trust funds meet
specific requirements, such as not taking any action during the previous
year that would diminish the solvency of their trust fund, the reduction in

526 U.S.C. § 3302.

%42 U.S.C. § 1322(b)(2). In addition to repaying a loan by September 30 the state may not
have another advance during the calendar year and must meet funding goals established
under regulations issued by the Secretary of Labor. The requirement that Labor establish
funding goals was added by the Balanced Budget Act of 1997 (Pub. L. No. 105-33, § 5404).
Labor has published proposed rules on funding goals which have yet to be finalized. See 74
Fed. Reg. 30,402 (June 25, 2009). ARRA provided that all loans from the federal government
are interest-free until December 31, 2010, 42 U.S.C. § 1322(b)(10) (as added by Pub. L. No.
111-5, Div. B, § 2004).
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the FUTA credit may be capped.” States that have an average total
unemployment rate of 13.5 percent or more® can also delay payment of
interest for a grace period of up to 9 months.’

In light of concerns about the ability of state Ul trust funds to pay benefits,
our report discusses (1) the current condition of state Ul trust funds; (2)
policies and practices that have contributed to their condition; and (3)
options for improving Ul forward funding in the future. To address these
issues, we analyzed Ul statistical data from the Department of Labor’s
(DOL) Employment and Training Administration (ETA). We also examined
applicable federal and state laws, regulations, and guidance; reviewed
reports by government agencies, including those from past government
advisory councils on unemployment compensation, and public policy
organizations; and conducted interviews with Labor officials and Ul policy
experts from the business, labor, academic, and public policy
communities. We conducted our performance audit from May 2009
through April 2010 in accordance with generally accepted government
auditing standards. Those standards require that we plan and perform the
audit to obtain sufficient, appropriate evidence to provide a reasonable
basis for our findings and conclusions based on our audit objectives. We
believe that the evidence obtained provides a reasonable basis for our
findings and conclusions based on our audit objectives.

In summary, we found that state Ul trust funds are in historically poor
financial condition. As of April 1, 2010, 34 of the 53 state trust funds have
outstanding loans totaling $38.9 billion from the federal government to pay
benefits (see fig. 1). Aggregate reserves net of loans measured -$15.4
billion as of the end of 2009, the lowest level in the program’s history.
Despite Ul tax rates that are expected to rise significantly in many states
in 2010, the Department of Labor projects that net Ul reserves will remain
negative for several years.

"See 26 U.S.C. § 3302(f).

®This rate of 13.5 percent or greater is for the most recent 12-month period for which data
are available.

42 U.S.C. § 1322(b)(9).
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Figure 1: Financial Condition of State Ul Trust Funds
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Source: Employment and Training Administration, Department of Labor.

Note: States highlighted in white did not have an outstanding loan as of April 1, 2010, and had trust
funds with less than 1 percent of annual Ul-covered wages in reserves as of fourth quarter 2009.

Long-standing Ul tax policies and practices in many states over 3 decades
have eroded trust fund reserves, leaving states in a weak position prior to
the recent recession. Further, average U.S. pre-recession funding levels of
state trust funds were lower prior to the recent recession than for the
previous three recessions. While benefits over the last 3 decades have
remained largely flat relative to wages, employer tax rates have declined.
First, most state taxable wage bases have not kept up with increases in
wages (see fig. 2). As of 2010, only 17 of the 53 state trust funds have
taxable wage bases that are indexed to average wages. Second, many
employers pay very low tax rates on state taxable wage bases. From 1978
to 2008, average minimum tax rates levied on employers by states dropped
from 1.14 percent to 0.37 percent of taxable wages.
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Figure 2: Comparison of Ul-taxable/total Wage Ratio, States with Indexed Taxable Wage Bases vs. Other States, 1979-2008
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Source: GAO calculations based on data from Unemployment Insurance Financial Data Handbook; Employment and Training
Administration, Department of Labor.

Note: The Ul-taxable/total wage ratio divides the portion of total wages among employees in Ul-
covered employment each state subjects to Ul taxation by the total wages earned by these
employees. Some states have indexed their Ul taxable wage bases for only some years during 1979-
2008. We categorize Virgin Islands as indexing from 2004-8; Rhode Island from 1980-1998; Wyoming
from 1984-2008; Oklahoma from 1986-2008; and North Carolina from 1984-2008. States that indexed
their wage bases for the entire period are Alaska, Hawaii, Idaho, lowa, Minnesota, Montana, Nevada,
New Jersey, New Mexico, North Dakota, Oregon, Utah, and Washington.

Options to improve state Ul trust fund financial conditions include raising
and indexing the FUTA taxable wage base, which has remained at $7,000
per worker per year since 1983. This could induce many states to raise and
index their own taxable wage bases. In addition, state Ul tax reform could
reduce the number of employers paying very low rates and those that pay
less in Ul taxes than benefits paid to their former workers. Other options
include adjusting state tax rates more frequently; raising solvency targets
before lowering rates; setting additional conditions to receive interest-free
federal loans; and raising interest credits for well funded trust funds (see
table 1).
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Table 1: Policy Options for Improving Ul Funding

Who could
Policy implement Advantages Disadvantages
Raise and index FUTA Congress Would reverse years of erosion of Ul tax  Higher Ul taxes could discourage hiring.
taxable wage base base and maintain wage base as a Federal taxable wage base represents
consistent proportion of income. different tax burdens to different states.
Would cause states to raise their taxable Registance of states to increasing
wage bases to qualify for FUTA credit. burden on employers to pay more to
Could allow federal government and federal trust funds.
states to reduce statutory tax rates for
given Ul funding goals.
Reduce number of States® Would increase Ul contributions. Fairness—UI taxes may not reflect
employers paying very low Would better distribute costs of social costs attributable to employers.
Ul tax rates insurance. Would reduce incentive for employers to
avoid layoffs.
Reduce large tax States® Distribution of Ul taxes based on costs Increased rates may encourage
subsidies across created by employer layoffs. employers with high tax rates to try to
employers and industries Stronger incentives for employers to circumvent tax.
avoid layoffs.
Adjust state tax rates more States® Tax rates could adjust before trust fund Higher administrative costs.

frequently than annually
and raise solvency targets
before implementing lower
tax rates

becomes severely depleted.

More funds raised during strong, not
weak, economic conditions.

Less ability of employers to anticipate
tax rates.

Resistance from employers to paying
relatively high Ul taxes when trust funds
were flush.

Set additional conditions ~ Department of Strengthen incentives for states to avoid

Increased reliance on higher tax rates

on interest-free loans Labor® loans with more robust forward funding.  during difficult economic times.
Estimated small impact.
State objections to paying more for
funds their taxes provide.

Offer increased interest Congress Incentive for states to save more in trust  States with lower funding balances may

credits to state trust funds funds.
funded above a certain

level

receive less in interest.

Source: GAO analysis based on findings.

*While only states could implement these policy changes, Congress could include these as
requirements for employers in a state to qualify for the FUTA tax credit.

°Labor has published proposed rules on interest-free loan conditions that have yet to be finalized.

In conclusion, the long-term decline of UI funding, culminating in
widespread borrowing by state trust funds and the dire financial condition
of the program, raises critical questions about the ability of the program to
function as it has in the past. The program is designed to allow states
significant latitude in deciding how much to tax their employers and pay in
benefits. However, any increased borrowing could change the nature of
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the program’s federal-state partnership, with the federal government
taking on more chronic funding responsibility for paying benefits rather
than providing, as originally envisioned, a backstop to states when they
experience financial emergencies. In addition weakening forward funding
could put pressure on states to reduce benefits, which might compromise
the program’s goal of providing macroeconomic stability during
recessions. Now is the time, therefore, to consider changes to federal
program policies that could better assure the long-term financial structure
of UI trust funds.

Our report included a matter for Congressional consideration regarding the
possibility of raising the FUTA taxable wage base from its current level of
$7,000 and indexing this base to average annual wages. At the same time,
we suggested that Congress should consider measures to ameliorate the
potential increase in the tax burden on employers, such as lowering the
FUTA statutory tax rate or increasing the FUTA tax credit.

The Department of Labor provided written and technical comments on a
draft of our report. Labor generally agreed with the findings and
conclusions of the report. Labor’s written comments are included in our
report.

Mr. Chairman, this concludes my prepared remarks. I would be happy to
answer any questions that you or the other Members of the Subcommittee
may have.

For future contact regarding this statement, please contact Andrew
Sherrill at (202) 512-7215 or at sherrilla@gao.gov. Contact points for our
Offices of Congressional Relations and Public Affairs may be found on the
last page of this statement. Michael J. Collins, Assistant Director; Mark M.
Glickman; and Kristy Kennedy also made key contributions to this
statement.
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