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Report to the Legislature
The Vermont Unemployment Contribution System

. Purpose and Background

Vermont ended 2001 with $300 m11110n in its unemployment insurance trust fund. Durmg the -
2002 leglslatlve session, the Legislature debated a number of issues relating to benefit increases.
It eventually approved a 12% increase in the maximum benefit, from $312 to $351 per week, and
a temporary $18 a week additional benefit for all unemployed workers. The Legislature also
temporarily blocked an automatic increase in tax rates. During the debate a number of questions
arose concerning the ability of the fund to weather recessions and the fairness of the taxing
system. Recognizing that these are complex issues, the Legislature asked the department to

prepare a report for the 2003 session. Act 143 states, in part:

Sec. 67. UNEMPLOYMENT INSURANCE STUDY . _ ,

(a) The department of employment and training shall study the unemployment contribution system, and
report its findings to the House Committees on' Commerce and on Ways and Means and the Senate - ‘
Committees on General Affairs and Housing and on Finance by January 15, 2003. The study shall review
the effectiveness of the experience rating system in associating cost with contribution rates and the
distribution of cost by industry and employer size. The study shall also review the adequacy standard
inherent in the system to determine whether it leads to an approprlate trust fund balance: In addition, the
study shall examine employers who elect to make payments in lieu of contributions.

(b) In developing its recomrhendations, the department of employment and

training shall consult with any interested party, including the Vermont State Labor Council, Associated '
Industries of Vermont, Vermont State Chamber of Commerce, Vermont Retail Association and Associated
General Contractors.

Unem‘ployment Insurance Program Policy Goals & Federal Requirements.

The unemployment insurance program is a product of the Great Depression of the 1930's. High
unemployment and its associated hardship brought home the need to protect workers from the
ebb and flow of business cycles. Title three of the Social Security Act of 1935 is the basis of the
program. The Social Security Board explained the purposes of the program in 1936 by saying:

Economic insecurity due to unemployment is a serious menace to the health, morale, and welfare of the
people in this state. Involuntary unemployment is therefore a subject of general interest and concern which
requires appropriate action by the legislature to prevent its spread and to lighten its burden which now so
often falls with crushing force upon the unemployed worker and his family. The achievement of social
security requires protection against this great hazard of our economic life. This can be provided by
encouraging employers to provide more stable employment and by systematic collection of funds during
periods of employment to provide for periods of unemployment, thus maintaining the purchasmg power
and limiting the serious social consequences of poor relief assistance.

To achieve these goals the Social Security Act and the Federal Unemployment Tax Act place a
number of requirements on the states. The requirements related to contributions (taxes) are:




. All state unemployment contributions must be immediately paid over to the US Secretary
of the Treasury and credited to the Unemployment Trust Fund.

. All money withdrawn from the unemployment trust fund shall be used solely for the
payment of unemployment compensation. Compensation is deﬁned as cash payments to
individuals with respect to their unemployment.

. ‘Employer contributions must be based upon the business’ experience. When available
states must use at least three years of experience. Such characteristics as business size
and type of business cannot be used to adjust tax rates.

. Public and nonprofit (IRC 501(c)(3)) organizations must participate in the unemployment
insurance program but may elect to make payments in lieu of contributions.
. Organizations that elect to make payments in lieu of contributions must reimburse the

trust fund amounts equal to the amount of unemployment benefits attributable to
employment with the organization.

Unemployment System Solvency

The financial condition of the Vermont Unemployment System has fluctuated during the last

thirty years. At the start of the 1970s, the trust fund seemed to be in good condition witha -
balance that was 4.1 percent of the total wages. However, the 1970s was a turbulent economic
period. The decade started with a recession, which officially started in December 1969, that

" lasted 11 months. The recovery was brief and the trust fund was unable to rebuild before another

recession started in 1973. This recession lasted into. 1975 and was generally one of the most
severe the state has seen. In 1976, the annual unemployment rate was 8.7 percent, the highest the
state has recorded in 25 years. The unemployment trust fund went broke in 1974 and Vermont
was forced to borrow from the federal government to pay benefits to workers. The outstanding
loan balance peaked at more than $46 million at the end of 1977. At that time, there was no
interest charged on the loans. Repayment, however, was mandated by the federal government
through the Federal Unemployment Tax paid by employers. The FUTA tax paid by employers

_ was increased annually to repay most of the loans. In 1985, eleven years after Vermont borrowed

money from the U.S. Treasury, a final loan payment was made from the unemployment trust

‘fund.

In the 1980s, there were significant changes to the Unemployment System at both the state and
federal level. Most important, the federal government learned that it was unwise to offer interest
free loans to states. In order to encourage statés to maintain financially sound unemployment
programs, the federal government started charging interest on loans to states. In response to this
and other federal changes, the Vermont Legislature passed two measures that significantly
improved the financial condition of the unemployment system. Effective in 1983, the taxable
wage base (per worker) was increased to $8,000. In 1984, a new tax table was created, which
increased tax rates but maintained the same relative target for the trust fund. These changes were
meant to improve the revenue generating capability of the system. The main problem with the tax
table used in the 1970s was that the tax rates were not high enough to allow the fund to rebuild as
the economy expanded following a significant recession.



Factors Contributing to the Growth of the Ul Trust Fund

If tax rates have generally been lower than benefit cost rates in recent years, why has the UI trust
~ fund grown by $95million since 19907 (

One of the biggest reasons is the interest received from the U.S. Treasury. As long as a state is .
not in debt to the federal government, it receives interest payments based on market rates. From
1990 through 2001, Vermont received almost $190 million in interest from the Treasury. This
means the federal government has financed a significant share of UI benefits in Vermont and also
covered the growth of the trust fund during the last decade ' '

Another factor that contributed to the financial strength of the Vermont system has been the
" unprecedented period of economic prosperity. According to the National Bureau of Economic
‘Research, which dates business cycles in the United States, the 120-month expansion from
March 1991 to March 2001 is the longest on record for this country. This allowed the Ul system
to move to its lowest tax schedule and still stay close to covering the relatively modest cost of the.

-benefit payments.

Although this record setting period of prosperity ended in 2001, the recession we have seen so far
has been relatively mild. The legislature prevented the Ul system from shifting to a higher
schedule in 2002. However, the automatic tax increase would-likely have been brief had it been
realized. The extended period of low benefit cost rates will affect future tax schedule calculations
and prompt the state to stay in its lowest schedule into 2004, unless a more severe recession

develops.
‘What Is an Adequate Trust Fund? ' ' | ‘

There is no direct or simple answer to this question because it involves a judgement about risk.
Much as questions about stock market investrnents hinge on the investors tolerance for risk, the
appropriate level of the UT trust fund is at least partly determined by how risk tolerant the state

and employers are.

If we underestimate the need for holding reserves and run out of money, the federal government

- will lend us the money to pay workers. However, where will the money come from to repay the

" loans quickly? Federal statutes require the states to pay interest on outstanding loan balances and ’
the FUTA tax will be increased incrementally each year to repay the loan, if the state does not
repay the loan promptly..In an economic downturn, it is very unlikely sufficient tax increases
could be made to repay necessary Ul loans. In addition, interest payments cannot be made from

UI taxes. They must be made from general revenue or other source outside the Unemployment
Insurance system.

Under these circumstances; Vermont in the past:might be characterized as somewha. risk averse.



Unemplbyment System Financing Mechanisms

In order to ensure Vermont can maintain adequate benefits for workers without imposing an
undue burden on employers, the unemployment system needs two fundamental assets:

* Anadequate cash reserve to help cover costs during the most severe economic conditions.

- e An adequate taxing capability to help cover benefits and rebuild the trust fund when it is
depleted. ~

The unemployment system acts as an economic stabilizer by injecting money into the economy
when aggregate demand is weak. It is also beneficial if the taxing mechanism is counter cyclical

so that employers pay higher taxes when the economy is expanding and lower taxes when there is .
a recession. .

In order to achieve these objectives it is essential to be aware that the system’s liability is |
expanding every year as wages grow and the labor force expands. The maximum weekly benefit -

is indexed to wage growth and increases every year. This also prompts benefit levels to rise over
time. ' :
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measure of annual
payments is Benefit
Cost Rate (BCR), which
" is defined as the ratio of
benefits paid for Ul to
total wages paid by
employers. The average e
BCR from 1982 through
2001 was 1.13 percent.
The average tax rate
was 1.22 percent. The
average tax rate was
slightly higher for the
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during the 1980s when the state was rebuilding the fund after being broke (see graph). Focusing

- on more recent years, since 1990 the tax rate has exceeded the benefit rate (BCR) during only
three years (1998 - 2000). : '




The Vermont Unemployment Insurance tax system is based on a target for the trust fund that is
similar to one recommended by the U.S. Department of Labor. The basic objective is to have
approximately 18 to 24 months of benefit payments available when we are in the middle tax

- schedule, as measured by the schedule’s average tax rates. From this point if the trust fund is
diminished by a recession, we can raise taxes and rebuild the fund. Or alternatively if the
‘economy stays strong and the trust fund grows, tax rates can be cut further.

Because we have not experienced in recent years the kind of recession we normally would, we .
are down to schedule one with the lowest tax rates, and holding. If we make significant changes
to the tax table that reduce our taxing capacity, we incur the risk associated with depleting the
trust fund when a significant recession occurs. However, if there has been a fundamental change
to the economic environment ,

and our cash reserves are larger . U1 Trast Fuad ae Parseatal Total Wages

than prudently necessary, ' ‘
employers are being taxed more
than is appropriate. vo LIE

There is no single indicator for 'y
which strategy is best. Looking
at the historical data, our trust
fund as a percent of total wages
has moderated in recent years
(see graph). At the end of 2001, w
the trust fund was more than
-$300 million, which were 4.6 o s
percent of total wages. At the

end of 1990, the balance was

- $205 million, but that was 5.2 percent of total wages. Gomg back to the late 1960s the trust fund

was $26 million, which was 4.1 percent. of total wages. :
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Erosion of Tax Effectiveness

" The ability to generate Ul revenue depends on both the tax rates and the taxable wage base. Ul

tax rates vary depending on the trust fund balance and the specific benefit charges against an

individual employer. However, the taxable wage base is fixed for employers in Vermont unless
the Legislature makes an adjustment. Since 1983 the taxable wage base has been $8,000, despite
. generally rising wage and benefit levels. In 1990, aggregate taxable wages were 40 percent of

- total wages; in 2001 they had fallen to 30 percent (see graph). The fixed wage base makes it

certain that this percentage will continue to fall and gradually erode the Ul taxing capability.

Basically, the fixed taxable wage base prevents UI contributions from rising as fast as total
wages. This makes it more likely that higher tax rates will be needed someday. In cortrast, the

.~ cap on benefits is increased every year to reflect higher wage levels. Since 1990, the average
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weekly benefit amount has increased 40 percent per year; taxable wages have increased 2.2
percent per year. V

Some states deal with this issue by adjusting the taxable wage base periodically or indexing it to
the wage level the same as benefits. Four New England states have a higher taxable wage base
than Vermont. New Hampshire has the same wage base. (It should be noted that the federal
government requires a taxable wage base of at least $7,000.) The taxable wage base is not an
immediate problem for UI financing. Since we have not had a severe recession recently and
o Vermont has benefitted from significant
PERGENT UI TAXABLE TO TOTAL WAGES interest payments from the federal
s - . government, we have had relatlvely low
tax rates within our tax table in recent
years. The taxable wage base could be an
issue, however, if aggregate benefit
payments increase significantly and a
higher revenue generatmg capability is
needed.

At some point, the Legislature will need

to increase the taxable wage base. The
options are to wait until the trust fund is

in trouble and make a substantial increase
_ in the wage base or to gradually increase 1
the base. The department recommends that the Legislature gradually increase the wage base -

over a number of years. A gradual increase is an easier adjustment for employers. '

Trust Fund Projections

Vermont’s unemployment trust fund will decline over the next few years. Periodically DET
projects the unemployment trust fund based upon different scenarios. The most recent projection
using unemployment assumptions that the unemployment rate peaks at 4.2 percent in 2002 and
then falls to 3.8 percent in 2004, a slow growth recovery, shows the fund declining to $168
million at the end of calendar year 2007. This scenario shows automatic tax increases in 2005
and again in 2006. A more pessimistic view but still not a severe recession, with the
unemployment rate peaking at 6 percent and dechmng to 4 percent in 2006 and 2007, sees the
trust fund declining to just over $100 million even after three tax increases. (See Appendix I)

There are a number of factors that will cause the trust fund to decline. The system’s automatic

. adjustment feature looks to the last ten years of benefit payment history to determine the amount
of money needed in the fund. From an unemployment insurance perspective, the current
recession has been very mild. Consequently, the formula used to determine which tax schedule



