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When state governments suffered severe revenue losses as a result of the Great Recession,
their balanced budget requirements forced difficult spending cuts in sectors such as health
care and education.1 Cutting programs within these sectors when people needed them
most only made a bad situation worse. Fortunately, the federal government does not have a
balanced budget requirement, and the American Recovery and Reinvestment Act of 2009
helped close 30 percent to 40 percent of state budget shortfalls.2 A rigorous study in the
American Economic Review that controlled for state economic differences concluded that
this federal aid had a significant positive impact on job creation at the state level.3
Some states’ budget stabilization funds worked to further mitigate the impacts of the
Great Recession. These funds are commonly known as rainy day funds. States use rainy
day funds to save for unforeseen emergencies or economic hard times.4 They helped states
avert more than $20 billion in spending cuts or tax increases in the aftermath of the Great
Recession.5 While the size and scope of rainy day funds vary by state, one thing is clear:
states with stronger rainy day funds fare better during turbulent economic times.6
Rainy day funds are not just a stabilization tool, however; they go hand-in-hand with progressive policy. Rainy day funds can be used to harness progressive taxation for economic
growth, to ensure a reliable safety net for struggling families, and to strengthen the public’s
trust and confidence in state government. They can, and should, be used as a tool to grow
the economy and protect middle and low income families during economic hard times.

Rainy day funds should respond to economic conditions
The core purpose of rainy day funds is to save money during good times in order to
help make ends meet during bad times. The key questions for states managing a rainy
day fund are when to put funds in and when to take them out. Some states use their
own fiscal rules to govern rainy day fund deposits and withdrawals, while other states
manage them on a more ad hoc basis.
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Each state has unique factors to consider, but the most effective rainy day funds
generally tie deposits and withdrawals to peaks and valleys in revenue collections and
economic conditions. Making deposits when revenues are high minimizes the strain
of rainy day fund savings on state budgets, and tying withdrawals to economic conditions such as the unemployment rate or revenue declines ensures that the funds are
spent when they are needed most. Used in this way, rainy day funds help stabilize state
economies during booms and busts.
State budget experts at the Pew Charitable Trusts and the Center on Budget and
Policy Priorities recommend against placing arbitrary caps on the size of rainy day
funds, which limit a state government’s ability to save appropriately for economic
downturns. These experts recommend that states set savings targets and make deposits to reach those targets based on the volatility of their revenue collections, and Pew
recommends that states conduct regular studies to identify major sources of volatility
and present appropriate policy solutions.7
While every state is different, the Center on Budget and Policy Priorities warns that a
rainy day fund capped at 10 percent or less of a state’s annual budget will not be sufficient to cover revenue shortfalls in a medium sized recession, and suggests 15 percent
as a more adequate target.8 As seen during the Great Recession, however, state rainy
day funds do not eliminate the need for measures to be taken at the federal level, such
as through federal stimulus funding.9 Federal support is especially important during
particularly deep or prolonged economic slumps, which is why the federal government’s pivot to fiscal austerity that began in fiscal year 2011 was so disastrous for state
budgets and the overall economy.10

Rainy day funds harness the economic advantages of progressive taxes
State taxes tend to be regressive, meaning they burden low- and middle-income
households more than those at the top. According to the Institute on Taxation and
Economic Policy, the bottom one-fifth of households paid 10.9 percent of their
income in state taxes in 2012, compared with 9.4 percent for the middle one-fifth, and
just 5.4 percent for those in the top 1 percent.11 Rainy day funds can help states use
progressive taxes—in which higher income taxpayers pay a larger percentage of their
income than lower income taxpayers—to make their tax systems fairer and make their
overall fiscal systems tools for economic stabilization.
One reason that states utilize regressive taxes, such as sales taxes, is that they often
generate a more stable stream of revenue than progressive taxes.12 Since state balanced-budget rules tightly link revenues to spending, legislatures may be choosing to
avoid volatile revenue sources that could force disruptive spending cuts if their overall
budget is not managed properly. But while stable revenues from regressive taxes may
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be easier to account for in the budgeting process, this choice comes at the expense of
low- and middle-income taxpayers. And it should be noted that budget forecasts can
also have significant errors for sales taxes, especially when a significant share of sales
tax receipts comes from major purchases such as automobiles, for which total sales
can vary greatly from year to year.13
With a progressive income tax, households’ tax rates rise as their income rises and they
move into a higher tax bracket; tax rates fall as income falls and households move into
a lower tax bracket. Taxes on corporate profits and capital gains are also highly progressive, since these income sources are heavily concentrated among the wealthy.14

FIGURE 1

Revenue volatility in state taxes
Average standard deviation for annual percent changes
in revenues, excluding effects from policy changes
Severance tax
29.56
Corporate income tax
23.39
Property tax
9.12
Personal income tax
8.14
Sales tax
5.68
Motor fuels tax
4.81
Note: Averages based on data from The Pew Charitable Trusts for major revenue sources, which are taxes that collected at least 5 percent of total
revenues in a state over a 10-year period.
Source: These data were provided by The Pew Charitable Trusts, based on publicly available rounded numbers. The Pew Charitable Trusts, "Fiscal
50: State Trends and Analysis—Tax Revenue Volatility," available at http://www.pewtrusts.org/en/multimedia/data-visualizations/2014/fiscal-50#ind6 (last accessed July 2016).

Many of the most progressive tax sources are also highly volatile, often because fluctuations over the course of the business cycle cause changes in revenue collections.
When wages decline during a recession, for example, households may fall into lower tax
brackets under a progressive income tax. Likewise, unpredictable economic conditions
make it difficult to accurately forecast annual revenues from taxes on capital gains and
business income.15 The nature of this variation has historically made budgeting for these
revenue sources difficult, but this is a missed opportunity to utilize fluctuations in tax
collections to stabilize the overall economy.
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Rainy day funds and progressive taxation are a perfect combination to promote stable,
sustainable, and broadly shared economic growth. Progressive taxes are an automatic
fiscal stabilizer for the overall economy. When the economy is struggling, a progressive
tax system automatically reduces the tax burden on the private economy as business
profits decline and individuals fall into lower tax brackets. This reduced tax burden helps
struggling households make ends meet and enables them to patronize businesses. This
promotes economic recovery.
The automatic tax reductions from progressive taxes during an economic slump could
present a problem for state budgets if governments are left with inadequate revenues,
but a rainy day fund uses volatile revenue as an asset by converting excess revenue during an economic boom into savings to be used during hard times. Thus, rainy day funds
and progressive taxation work as a stabilization mechanism that increases savings during
times of prosperity and promotes recovery during times of recession.

Case study: Massachusetts
Massachusetts uses its capital gains tax—12 percent for short term investments and 5.15
percent for long term investments—to sustain a sizable rainy day fund.16 The state allocates
roughly $1 billion raised from the capital gains tax to its annual operating budget, which
provides a reliable level of revenue for ongoing needs and saves the remaining funds to fill
future budget gaps.17 Not only does Massachusetts link deposits into its rainy day fund to
economic volatility, it does so by utilizing a progressive and volatile tax source.
In FY 2009, Massachusetts was able to avert approximately $1.4 billion in spending cuts or
tax increases by using rainy day fund savings.18 These expenditures comprised 5 percent of
the total Massachusetts FY 2009 budget of $27.9 billion.19 While the Massachusetts Legislature recently addressed a budget shortfall in part by increasing the amount of capital gains
tax receipts supporting FY 2017 operating costs—and does not expect to contribute these
revenues to its rainy day fund as a result—the design of the Massachusetts fund nonetheless
serves as a model for effective rainy day fund policy.20

Another application for rainy day funds is in resource-rich states, which apply severance
taxes to the extraction of natural resources within a state.21 Severance taxes help ensure that
a state’s natural resources benefit its citizens. Because of their dependence on the energy
market, severance taxes are one of the most highly volatile sources of revenue a state can
collect; therefore, they should not be used as the primary annual funding source for services such as education, health care, or public safety. Instead, severance taxes can be used
effectively as a supplemental funding source for state services, for new investments such
as the creation of parks and open space, or set aside in a rainy day fund. Resource rich and
non-resource rich states alike benefit from using a variety of taxes to create a diverse revenue portfolio, in which different taxes respond differently to fluctuations in the economy.22
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Rainy day funds ensure a reliable safety net for struggling families
As a result of the Great Recession, states across the country suffered from a collective $110 billion budget gap during FY 2009.23 According to the Center on Budget
and Policy Priorities, in the aftermath of the Great Recession, 31 states cut public
health, 29 states cut care for the elderly and disabled, 34 states cut K-12 education,
and 43 states cut higher education.24 Many of these cuts disproportionately affected
the nation’s most vulnerable populations and undermined key drivers of economic
growth. Rainy day funds have the ability to support a variety of programs; in particular, they can serve as a safety net for social services programs, just as these programs
serve as a safety net for struggling Americans.

FIGURE 2

State budget cuts reduced economic investments
and harmed vulnerable populations
Number of states that made cuts between the Great Recession and 2011
Programs for the elderly and disabled
29
Public health
31
K-12 education
34
Higher education
43
Source: Nicholas Johnson, Phil Oliff, and Erica Williams, “An Update on State Budget Cuts” (Washington: Center on Budget and Policy Priorities,
2011), available at http://www.cbpp.org/research/an-update-on-state-budget-cuts.

Without the help of rainy day funds, total spending cuts could have been $20 billion
larger after the recession.25 Strong rainy day funds fill in budgetary gaps and help states
avoid making cuts that transfer the cost of the recession onto the most vulnerable.
Oklahoma is tapping its rainy day fund this year as a result of falling oil revenues to prevent $51 million in cuts to its department of education, and $27.5 million to its department of corrections.26
Politicians can be tempted to cut taxes during an economic boom when revenues are
at unusually high levels. But when a subsequent recession causes a revenue shortfall, it
leaves states with insufficient funds to sustain safety net programs that are facing increased
demand. A rainy day fund can absorb a temporary increase in revenue collections and help
state governments protect programs for vulnerable populations in times of hardship.
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Rainy day funds strengthen public trust in government
Rainy day funds can build public trust in a state’s fiscal stewardship, which ultimately
improves confidence in state government as a whole. A recent Gallup poll found that
the public estimates that state governments waste 42 cents of every taxpayer dollar.27
The Organisation for Economic Co-operation and Development, or OECD, states that
improving fiscal stewardship is a “key element” to rebuilding public trust.28
Rainy day funds promote responsible and transparent budgeting to earn trust. Public
finance researchers have found that rainy day funds help states save surplus revenues
in a responsible and transparent manner.29 A well-managed rainy day fund helps mitigate political pressure from various interest groups to draw down surpluses for tax cuts
or spending increases. This reduces the prevalence of less transparent ways to shield
surplus revenues from political pressure, such as using biased budget forecasts to lower
expectations for future revenue collections.30
A rainy day fund signals to the public that a state government is capable of following
through on its commitments and safeguarding its financial health. This communication of priorities has the potential to strengthen the public’s faith in a state’s ability to
handle taxpayer dollars.

Conclusion
Rainy day funds utilize the volatility of progressive tax sources to help stabilize state
economies through good and bad times. Instead of amplifying a recession by cutting
programs that serve low- and middle-income families—such as support for people with
disabilities, public health, and K-12 education—states can utilize rainy day funds to
prevent cuts to programs that support vulnerable populations.31 Having a rainy day fund
signals to the public that a state government is financially sound, which in turn has the
potential to increase the public’s trust in the fiscal stewardship of elected officials. When
the public trusts legislators to use their taxpayer dollars wisely, they are more supportive
of proposed solutions to the challenges facing American families.
Harry Stein is the Director of Fiscal Policy at the Center for American Progress. Laura Pontari
is an intern on the Economic Policy Team at the Center.
The authors would like to thank Elizabeth McNichol of the Center on Budget and Policy
Priorities and Brenna Erford of the Pew Charitable Trusts. Their insights and feedback on an
earlier draft were extremely helpful. All opinions and any errors in this issue brief are the sole
responsibility of the authors.

6

Center for American Progress | How Rainy Day Funds Can Support Progressive Budgets to Grow State Economies

Endnotes
1 Almost every state has rules that require lawmakers to keep
the state’s operating budget in balance. Nicholas Johnson,
Phil Oliff, and Erica Williams, “An Update on State Budget
Cuts” (Washington: Center on Budget and Policy Priorities,
2011), available at http://www.cbpp.org/research/anupdate-on-state-budget-cuts.
2 Phil Oliff, Jon Shure, and Nicholas Johnson, “Federal Fiscal
Relief is Working as Intended” (Washington: Center on Budget
and Policy Priorities, 2009), available at http://www.cbpp.org/
research/federal-fiscal-relief-is-working-as-intended.
3 Gabriel Chodorow-Reich and others, “Does State Fiscal Relief During Recessions Increase Employment? Evidence from
the American Recovery and Reinvestment Act,” American
Economic Review 4 (3) (2012): 118-145, available at http://
pubs.aeaweb.org/doi/pdfplus/10.1257/pol.4.3.118.

16 Massachusetts Department of Revenue, “Tax Rates,”
available at http://www.mass.gov/dor/individuals/filingand-payment-information/guide-to-personal-income-tax/
tax-rates.html (last accessed June 2016).
17 The $1 billion threshold is adjusted annually for inflation.
Massachusetts Budget and Policy Center, “Analyzing the
Legislature’s Budget for FY 2017” (2016), available at http://
www.massbudget.org/reports/pdf/budget_monitor_legislature_fy17.pdf.
18 Massachusetts Budget and Policy Center, “Saving for that
Rainy Day: The Stabilization Fund” (2010), available at http://
massbudget.org/reports/pdf/StabilizationFund310.pdf.

4 Justin Marlowe, “What’s the Point of Rainy Day Funds?,” Governing, June 2013, available at http://www.governing.com/
columns/public-money/colpoint-of-rainy-day-funds.html.

19 State of Massachusetts, “All Government Areas – Summary,”
in “FY2009 Budget Summary,” available at http://www.mass.
gov/bb/gaa/fy2009/app_09/ga_09/hdefault.htm.

5 Elizabeth McNichol, “When and How States Should
Strengthen Their Rainy Day Funds” (Washington: Center on
Budget and Policy Priorities, 2014) available at http://www.
cbpp.org/research/state-budget-and-tax/when-and-howstates-should-strengthen-their-rainy-day-funds.

20 Massachusetts Budget and Policy Center, “Analyzing the
Legislature’s Budget for FY 2017.”

6 Justin Marlow, “The Great Recession’s Lessons on Rainy Day
Funds,” Governing, 2016, available at http://www.governing.
com/columns/public-money/gov-utah-stress-test-rainyday-fund.html.
7 The Pew Charitable Trusts, “Building State Rainy Day Funds”
(2014), available at http://www.pewtrusts.org/~/media/
assets/2014/07/sfh_rainy-day-fund-deposit-rules-report_artready_v9.pdf.
8 McNichol, “When and How States Should Strengthen Their
Rainy Day Funds.”
9 Chodorow-Reich and others, “Does State Fiscal Relief During Recessions Increase Employment? Evidence from the
American Recovery and Reinvestment Act.”
10 Johnson, Oliff, and Williams, “An Update on State Budget
Cuts”; Binyamin Appelbaum, “Austerity Kills Government
Jobs as Cuts to Budgets Loom,” The New York Times, February
26, 2013, available at http://www.nytimes.com/2013/02/27/
business/as-budget-cuts-loom-austerity-kills-off-government-jobs.html.
11 Institute on Taxation and Economic Policy “Who Pays? A
Distributional Analysis of the Tax Systems in All 50 States”
(2015), available at http://www.itep.org/pdf/whopaysreport.
pdf.
12 Authors’ calculations based on The Pew Charitable Trusts,
“Fiscal 50: State Trends and Analysis—Tax Revenue Volatility,”
available at http://www.pewtrusts.org/en/multimedia/datavisualizations/2014/fiscal-50#ind6 (last accessed July 2016).
13 The Pew Charitable Trusts, “Managing Volatile Tax Collections in State Revenue Forecasts” (2015), available at http://
www.pewtrusts.org/~/media/assets/2015/03/staterevenueforecastingreportartfinalv4web.pdf?la=en.
14 Congressional Budget Office, “The Distribution of Household
Income and Federal Taxes, 2013” (2016), available at https://
www.cbo.gov/sites/default/files/114th-congress-2015-2016/
reports/51361-HouseholdIncomeFedTaxes.pdf.

7

15 The Pew Charitable Trusts, “Managing Volatile Tax Collections in State Revenue Forecasts.”

21 Jacquelyn Pless, “Oil and Gas Severance Taxes: States Work
to Alleviate Fiscal Pressures Amid the Natural Gas Boom”
(Denver: National Conference of State Legislatures, 2012),
available at http://www.ncsl.org/research/energy/oil-andgas-severance-taxes.aspx.
22 Elizabeth McNichol, “Strategies to Address the State Tax
Volatility Problem” (Washington: Center on Budget and
Policy Priorities, 2013), available at http://www.cbpp.org/
research/strategies-to-address-the-state-tax-volatilityproblem.
23 Tracy Gordon, “State Budgets in Recession and Recovery”
(Washington: Brookings Institution, 2011), available at
http://www.brookings.edu/research/reports/2011/10/27state-budgets-gordon.
24 Johnson, Oliff, and Williams, “An Update on State Budget
Cuts.”
25 McNichol, “When and How States Should Strengthen Their
Rainy Day Funds.”
26 Chris Day, “Lawmakers Tap Rainy Day Fund,” Bartlesville
Examiner Enterprise, March 10, 2016, available at http://
examiner-enterprise.com/news/local-news/lawmakers-taprainy-day-fund.
27 Rebecca Riffkin, “Americans Say Federal Gov’t Wastes 51
Cents on the Dollar,” Gallup, September 17, 2014, available
at http://www.gallup.com/poll/176102/americans-sayfederal-gov-wastes-cents-dollar.aspx.
28 Organisation for Economic Co-operation and Development,
“Trust in Government – Reliability,” available at http://www.
oecd.org/gov/trust-reliability.htm (last accessed July 2016).
29 Shana Rose and Daniel Smith, “Budget Slack, Institutions,
and Transparency,” Public Administration Review, 72 (2)
(2011): 187-195.
30 Ibid.
31 Johnson, Oliff, and Williams, “An Update on State Budget
Cuts.”

Center for American Progress | How Rainy Day Funds Can Support Progressive Budgets to Grow State Economies

