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I. Executive Summary

Purpose and Objectives of the Study

With a projected $4.2 billion general fund deficit for Fiscal Years 2004 and 2005 after the
November 2002 forecast, and a governor-elect who had campaigned and won on a “no new
taxes” platform, the constitutional requirement to balance the general fund biennial budget
brought renewed interest in funds other than the general fund.

When the public considers state budget surpluses or deficits, they commonly focus on the
state’s general fund, which represents general state taxes and most discretionary state
spending. Less public attention is paid to other state funds that represent nearly 40 percent of
total state revenues and spending. The revenues and spending that flow through these
“special revenue” funds often dedicate certain revenue streams to specific purposes. For
example, money from hunting and fishing licenses is dedicated to the environment, while
gasoline taxes are dedicated to transportation projects.

Unused money that remains in some of these special funds at the end of each budget period
are not cancelled, as with most accounts associated with the general fund. Rather, surpluses
may be accumulated and carried forward from year to year. There is little public awareness,
much less publicity, about balances in these accounts beyond knowledgeable legislators in
individual committees. During the 2003 legislative session, these balances were viewed as
potential (and actual) sources of revenue to balance the projected general fund shortfall.

Citizens hold the state far less accountable for the revenue sources for and resulting
expenditures from these special funds than they have for the more visible tax system that
provides the bulk of the revenues for the general fund. It is difficult to understand who pays
monies into these special funds, for what reasons, and for what purposes the resources are
used. With such a large percentage of resources being used by the state in this manner, any
serious attempt to understand state revenues and resource usage must include an analysis of
the state’s 36 special funds™.

With this renewed interest in special funds, and as a follow-up to the State Spending Guide
we published in February 2003, the Center for Public Finance Research felt a study of the
special funds would be timely and appropriate. Given the overwhelming amount of detail
available on the 36 funds, we felt it best to go from the general to the specific, to “drill down”
from the big picture. We narrowed the purpose of this study to two primary objectives:

1. Long-term trends: to analyze state special fund and general fund revenue and
expenditure? data to determine the trends of reliance on these two major sources over
time; and

2. Descriptive analysis of one special fund: to analyze trends and provide descriptions of
accounts by size and controlling agency, and to develop revenue and expenditure?
categories for the accounts in one particular special fund, actually named the Special
Revenue Fund, one of the largest of the 36 special funds in both cash flow and number of
accounts. As part of the detail, we selected one particular account of interest to our

! The number of special funds is projected to fall to 32 by the close of Fiscal Year 2005.
2 When referring to the special funds overall and the Special Revenue Fund in particular, “revenue” as used
in this study includes transfers into accounts, while expenditures includes transfers out of accounts.
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sponsor for a closer look at how these accounts function, the Contractor’s Recovery
Fund.

As part of the descriptive analysis of one special fund, we examined changes in the resources
available to each category in the Special Revenue Fund over the last five fiscal years in order
to determine their sources, how the resources were used, and in what ways those revenues
and expenditures changed during that time period.

Methodology of the Study

Using data from historical MTA sources and the state’s comprehensive annual financial
reports, long-term trends for the general fund versus special funds were analyzed back to
1935. For the descriptive analysis of the Special Revenue Fund, no such long-term data was
readily available. Rather, our staff developed revenue and expenditure categories based on
data and descriptions of specific accounts in the Special Revenue Fund for the years 1999
through 2004 from the Department of Finance. Because these categories allow accounts to be
grouped together based on common revenue and expenditure characteristics, they are helpful
for examining the accounts in the Special Revenue Fund.

Detailed Analyses

Long-term Trends

After plummeting to a 20" century low of 17% in the late 1940s, the ratio of general-fund-to-
special-fund revenues and general-fund-to-special-fund expenditures climbed steadily
through the next three decades, before dropping back some and stabilizing. The ratio has
varied little from the early 1980s. General fund revenues have accounted for 58 to 65% of
total state revenues, and general fund expenditures have accounted for 55 to 62% of total
state expenditures during this latter, more stable, period.

Although general fund balances are cyclical and experience gains and losses from year to
year, aggregate special fund balances experienced almost uninterrupted growth from 1983
through 2000. End-of-year balances in the general fund ranged from a negative $624 million
at the end of fiscal year 1982 to more than a positive $2.3 billion at the end of Fiscal Year
1998 back down to a negative $932 million at the end of Fiscal Year 2003. Special fund
balances, on the other hand, grew during this period from $206 million at the end of Fiscal
Year 1983 to over $5.2 billion at the end of Fiscal Year 2000, before dropping slightly to
$4.8 billion at the end of Fiscal Year 2003 and again to $3.3 billion at the end of Fiscal Year
2004.2 It is logical to infer from the long-term trends that when available, general fund
revenues that went unspent during biennia were used to increase both the total number of
special funds and their balances.

Special Revenue Fund Detail

The amount of resources flowing through the Special Revenue Fund increased by over one-
half between Fiscal Years 1999 and 2004. In Fiscal Year 1999, the Special Revenue Fund
held 1,038 active accounts through which $1.081 billion in resources flowed. In Fiscal Year
2004, the Special Revenue Fund held 1,122 active accounts (an increase of 8.1%) through
which $1.731 billion in resources flowed (an increase of 60.0%). Other findings from the
descriptive analysis of the Special Revenue Fund are that:

® General and special fund balances are from the state’s yearly Comprehensive Annual Financial Report
statements. Special fund balances include all funds not labeled as “General Fund”.



75% to 85% of all cash activity over five years is concentrated in only 3-6% of the
largest accounts with $5 million or more cash flow.

Around 300 accounts in both years had no cash flow activity at all

70 different agencies or boards had control over at least one account in the Special
Revenue Fund

All levels of government accounted for nearly 51% of the revenue sources in the
Special Revenue Fund in FY2004, with state government the largest source of funds
at 22.4%, followed by the federal government at 19.2% and local government at
6.6%.

Fees were the second largest category of revenue sources for accounts, at 38.5% of
all revenues flowing into the fund.

Primary uses for money flowing through these accounts were cost recovery (39.9%)
and program support (33%).

Government sources of revenue comprised the largest share of the increase in cash
flow from FY1999 to FY2004 (62.6%), while fees accounted for the second largest
portion of the increase (32.2%).

Intergovernmental transfers accounted for the largest share of the increased outflow
from these accounts (40.7%) between those two years.

Recommendations

The use of special funds is a legitimate, and in some cases, required method of keeping track
of government funds, but there should be as few funds as possible and the funds should have
clearly defined purposes (see the discussion on the rationale for special funds on page 26).
This caution on the number and purposes of funds directs our recommendations.

While MCPFR was developing this report and these recommendations, HF 2446 passed both
houses of the legislature and was signed by the Governor on May 29, 2004, as Chapter 284 of
Minnesota Statutes. To show the consistency of our original recommendations with the law
that was passed, we have preserved them as they were written, with comments regarding the
new requirements of HF2446 appearing in brackets.

Concerning special (non-general) funds overall:

The rationale for all special funds should be carefully reviewed to ensure a
legitimate policy purpose for each fund. Consideration should be given to reducing
the number of special funds. This is because special fund balances and cash flow
activity is not scrutinized nearly as closely by the public as the general fund, and
because the number of special funds has increased from 18 to 36 over the last 20
years. Some consolidation and elimination occurred as part of the 2003 budget
balancing, which is a good start.
[Note: Chapter 284 requires the Commissioner of Finance to review one-
guarter of the accounts in the Special Revenue Fund each year, until all accounts
are reviewed. Each account must be described and a rationale for its existence
presented to the Legislature, with recommendations for elimination of any
accounts that do not have sufficient rationale. This is a good first step toward
carrying out this recommendation, but apparently applies only to the Special
Revenue Fund. The review requirement should be expanded to all funds and
accounts.]
Consideration should be given to a sunset clause for special funds. In the absence
of a clear rationale, or in case of political difficulties in agreeing on such a rationale,
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sunsetting all new funds would force a periodic re-evaluation of why they exist and
whether or not they are fulfilling a legitimate public policy purpose.
[Note: Chapter 284 requires partial sunsetting of accounts in all special funds if
receipts and transfers in any account that has existed at least four years
averaged less than $1,000 per year in the past four years, with balances
averaging less than that amount, too. This, too, is a good first step toward
implementing this recommendation. We would encourage further consideration
for sunsetting special funds, and not just accounts within funds. The review
requirement mentioned above and the reporting requirement mentioned below
may also help in terminating accounts and funds that should no longer be
operating, acting as a kind of ““soft” sunsetting.]
Special fund balances should be more widely disseminated and publicized in the
press. The steady growth in the special fund balances from several hundred million
dollars in the early 1980s to nearly $5 billion now (even with a decline most recently
as part of the budget balancing solution), means that a significant portion of state
funds are spent outside the scrutiny of the general fund. In order to hold government
accountable for the spending from these special funds, much more information is
required to be much more readily available.
[Note: Chapter 284 requires all agencies with accounts in any special funds to
report at least annually to the appropriate finance committees of the legislature
on the number, purpose, and financial activity in the accounts. These required
reports should be publicized as they are made available in order to facilitate a
more general understanding of the special funds.]

Concerning the Special Revenue Fund in particular:

Consideration should be given to renaming the Special Revenue Fund. It seems
unnecessarily confusing to call one of 36 special revenue funds the “Special Revenue
Fund.” Perhaps something like the “Administrative Accounts” fund would be more
indicative of what it is and how its accounts are used.

The rationale for accounts in the Special Revenue Fund should be carefully
reviewed to ensure a legitimate policy purpose for each account. Consideration
should be given to further reducing the number of accounts. Again, because of the
lack of public scrutiny, this process needs to take place. While the number of
accounts in the fund did decrease by nearly 9% between FY2003 and FY2004, the
continued increase in cash flows suggests the need for greater oversight. [Note: This
is now current law. See note on the previous page regarding Chapter 284]
Consideration should be given to a sunset clause for all accounts in the Special
Revenue Fund. The logic is the same as for special funds above.

State government must provide more and better information about the cash flow of
accounts in the Special Revenue Fund. Currently, such information as is available is
nearly invisible and difficult to understand. Minnesota’s comprehensive annual
financial report (CAFR) provides only information about the Special Revenue Fund
as a whole. Information is generally unavailable regarding individual accounts
within the fund. Given the amount of money passing through the fund, more policy
makers at least, and ideally more Minnesota’s citizens, should be informed about the
number of accounts in the fund and their purposes, revenue, expenditures and
transfers. It is our understanding that when the “no tax” budget solution to the large
projected shortfall was being put together for the 2003 legislative session, there was
no single list of all accounts in the Special Revenue Fund that included a clear
description of their history and purpose. Progress has been made and this study is



part of that progress. Information like parts of this study should be routinely available
as part of budget considerations.
[Note: the provisions of Chapter 284 will go a long way toward beginning to
make this information more available to the public.]






I1. Background and Policy Problem

Background

In November 2002, the Department of Finance’s economic forecast predicted a $4.56 billion
general fund budget deficit, driven primarily by increased health care costs, lower capital
gains and lower income tax revenues. While $356 million of the deficit applied to the then-
current 2002-03 biennium; $4.2 billion of the deficit, nearly 15 percent of the total state
budget, applied to the 2004-05 biennium. Since the state constitution prohibits the state from
borrowing for operating purposes beyond the end of a biennium, the deficit obligated the
Legislature and the Governor to close the gap. This crisis prompted some involved in fiscal
policy to closely scrutinize the state’s funding mechanisms.

When the public considers state budget surpluses or deficits, they commonly focus on the
state’s general fund, which represents general state taxes and most discretionary state
spending. Less public attention is paid to other state funds, which represent nearly 40 percent
of total state revenues and spending. These “special” funds include 34 funds established in
the state treasury in addition to a permanent endowment fund for schools and the debt service
fund. (See Appendix A for a listing of these funds and their fund balances.) These 36 special
funds have been established through constitutional or statutory authority, and most have
specific purposes such as construction of roads and bridges, protection of the environment,
and provision of workers’ compensation.

Importantly, these funds have dedicated revenue sources, and many of them carry over
unspent reserves and balances from year to year. Some special funds have reserve accounts
to ensure the ability to meet future obligations such as constitutionally mandated distributions
for the construction of highways, roads and bridges. However, unlike most accounts
associated with the general fund, unused money that remains in these special funds at the end
of each budget period are not cancelled. Rather, surpluses may be accumulated and carried
forward from year to year. There is little public awareness, much less publicity, about
balances in these accounts beyond knowledgeable legislators in individual committees.

Collectively, the special funds account for spending of over $8 billion annually and according
to the Consolidated Fund Statement accompanying the Department of Finance’s November
2004 forecast, had balances before reserves of $2.4 billion at the end of Fiscal Year 2004.*

Policy Problem—Why This Study?

This study is primarily a cataloging of information about special funds overall and describing
in more detail the kinds of activity in one particular fund called the Special Revenue Fund.
The need for such a study came out of our compiling a state budget guide for the 2004-05
budget for the 2003 session.

* This number differs from the CAFR number of $3.3 billion given earlier. The Consolidated Fund
Statement operates on a budgetary accounting basis, while the CAFR operates on either an accrual or a
modified accrual basis. Hence, each report produces a different set of numbers. Unfortunately, the CAFR
does not individually list each special fund, so we have been forced to use the Consolidated Fund
Statement when presenting individual special fund fiscal year-end balances. Unless otherwise noted, the
figures used in this report are accrual or modified accrual basis numbers from CAFR statements or in
documentation provided by the Department of Finance.
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During the 2003 legislative session, legislators closely examined the special funds to
determine if any of their resources could be transferred to the general fund as part of a budget
solution.

During the same time, the Minnesota Center for Public Finance Research (MCPFR) was
concluding its study on state spending for the 2003-2005 biennium. One of the convictions
we developed as a result of what was primarily a cataloging of state government spending,
especially in the context of the hunt for budget balancing revenue, was that we should attempt
to document the changes in the resources flowing through the general and special funds and
investigate the degree to which one type of fund subsidizes the other. After our initial
investigations, it became apparent to us that, given the complexity involved, we could focus
on only one particular non-general fund, the one actually named the “Special Revenue Fund”.
As a way to give practical limits to the study and to be able to draw useful conclusions from
our work, we decided to inventory and catalog all the accounts in the Special Revenue Fund
and to document trends in their usage.

Such documentation is important. Citizens exercise fairly close oversight over the general
fund through public debates, media coverage of the state budget, the dissemination of general
fund revenue and expenditure figures, and through their elected representatives. However,
while the Legislature also oversees the special funds, the fact of their very existence is often
lost on the public and the media; except in those cases where in individual or group has an
interest in a special fund.

Yet, these special funds contain far more statutory appropriations than does the general fund.
Statutory appropriations differ from direct appropriations, which are the form of state
spending with which the public is most familiar. Direct appropriations, which constitute the
bulk of the general fund, are one-time appropriations which terminate with the end of each
two-year budget cycle. However, nearly 6 percent of total state spending is authorized under
statutory appropriations.” Such appropriations are part of Minnesota law and do not require
legislative review or biennial appropriation action. Any money collected for these purposes
is automatically appropriated, with an open-ended spending limit. Given that the general
fund contains very few statutory appropriations, roughly 15 percent of all spending out of the
special funds is on “auto-pilot”. Combined with the restrictions placed on assets by
depositing them in certain funds, this funding system may hamper the state’s ability to most
efficiently allocate its resources.

Since many statutory appropriations do not contain a sunset provision, they require legislative
action to change the level of funding or discontinue it entirely. Indeed, when the Legislature
statutorily appropriated money, state agencies are given considerable latitude over spending
and the Legislature loses direct control over those expenditures. Without close oversight,
state agencies may choose to fund programs at levels that are not sustainable. During periods
of high revenue growth, agencies may decide to expand services or widen the eligibility
requirements for certain programs. This multiplies the effects of funding shortfalls and
causes unnecessary pain when programs are reduced to their original parameters for a lack of
funds.

® Six percent figure from interviews with Department of Finance staff.



The amounts of money transferred between the special funds and the general fund also make
it imperative that the public exercise greater oversight over the special funds. Over the past
few years, Minnesota has solved its budget problems in part by raiding the special funds,
including the accounts within the Special Revenue Fund. Many of the resources for these
funds are provided by fees, fines or surcharges. While fees concerning access to government
data are regulated to reasonably recover only the costs of providing that data, other fees are
imposed at the will of the appropriate authority.® Special fund accounts holding the revenues
derived from these fees often amass large surpluses over time, and in many cases much of
these surpluses have been transferred to the general fund in order to help close its deficit.
Thus, such a funding structure provides the government with the opportunity to quietly
impose “hidden taxes” on certain societal groups, requiring them to fund programs without
public debate or scrutiny.

However, such oversight is difficult. While revenue and expenditures for each fund in the
special funds are collectively accounted for on an annual basis, information on individual
accounts within each fund has not been readily available to the public. In many cases, money
is transferred from fund to fund, or between accounts within funds, further increasing the
frustration of the citizen who attempts to understand the state’s finances. Moreover, the lack
of information on these accounts prevents effective public oversight of special fund revenues
and expenditures, increasing the likelihood of inefficient or ineffective spending.

® Minnesota Statutes, Chapter 13, Section 3, Subdivision 3.
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I11.  Methodology

Long-Term Trends

We first examined general fund and special fund revenues, expenditures and fund balances
through the last half-century.” Importantly, we excluded “Other Financing Sources” (mainly
borrowing and operating transfers between funds) from these totals. Borrowing, through its
nature of risk and repayment, is inherently different from other revenue streams. Since this
portion of the study examines special funds as a whole, transfers between different special
funds do not affect our results.

Although it is appropriate to track transfers between the general fund and special funds, time
and resource constraints prevent us from doing so. However, we created a general proxy for
fund transfers between the general and special funds by looking at the difference between the
general-fund-to-special-fund revenue ratio and the general-fund-to-special-fund expenditure
ratio and the changes in the fund balances of the general and special funds over time. This
provides a simple method of tracking the long-term relationship between the general fund and
special funds.

Special Revenue Fund Detail

The size and complexity of the special funds quickly became apparent to us. In fiscal year
2004, $8.3 billion was appropriated, and $9.1 billion was used. Although there are only 36
special funds, they contain numerous agency funds and other special accounts. Most notably,
the Special Revenue Fund included (as of Fiscal Year 2004) 1,122 separate, generally
unrelated accounts.? Given the lack of public information available regarding these accounts,
the opportunity for misuse of resources, and time and resource constraints, we focused our
special fund efforts on studying the Special Revenue Fund.

We used Department of Finance documentation to inventory the accounts in the Special
Revenue Fund and develop a two-part categorization system, based on revenues (where the
money comes from) and expenditures (where the money goes). If an account had multiple
revenue sources or expenditure destinations, the account was divided evenly between the
different categories. However, if the statute authorizing the account dictated a formula for
revenue sources or expenditures, we divided the account according to that formula.

We studied changes in resources flowing through each Special Revenue Fund account
between Fiscal Years 1999 and 2004. To analyze these changes, we used Department of
Finance data to create a “cash flow” for each account. We defined “cash flow” as the sum of
revenues, expenditures, transfers in, and transfers out. We included both transfers in and out
because for some Special Revenue Fund accounts the transfers are the only activity in the
account. Although this results in some double counting in one year (if a sum is transferred
out of one account and then expended from the second in the same year, for instance), it was
felt that the relative changes over time in the amounts of money moving through the accounts
were more important to document than a precise accounting of this movement that would
require the elimination of the double counting. If an account had multiple revenue sources or
expenditures, they were divided evenly or by formula as described above.

" See Appendix B for data sources by fiscal year.
8 Department of Finance documentation.
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Data Limitations

o For years before 1970, expenditure data is used instead of revenue data, due to a lack of
readily available revenue date for those years, with the following further limitations:

0 For fiscal years 1935, 1946 and 1948, data is based on testimony by MTA members to
the Legislature.

o ForFY 1957, 1959, 1967 and 1969, data on allocation of appropriations have been
substituted for expenditure data. Although an excellent proxy, money is often
appropriated and not spent, and members of the executive branch have limited power to
transfer appropriations for other purposes.

e For FY 1973 through 1976, cash receipt data has been substituted for revenue data. This data
is comparable to data for following years, but is based on a cash-based rather than modified
accrual accounting system.

e Out of 1,019 Special Revenue Fund accounts, the Finance Department provided purposes for
only 815. We were able to determine revenue sources and resource usages for most of the
remaining accounts by referring to statutory citations provided by Finance.

o For the detailed analysis of the Special Revenue Fund we used data provided from the end-
of-year numbers for fiscal year 2004. Time did not permit updating this analysis using new
information from the latest November 2004 forecast.



IV. Detailed Analyses

The findings of this study are reported in three main areas:

e First, regarding the long-term trend of general fund versus special fund spending and
revenues.

e Second, as a subset of these long-term trends, we also report on the trend in the balances
of the various funds, since these balances were of such interest in the 2003 legislative
session as potential sources of revenue for balancing the budget.

o Finally, we examine in more detail the Special Revenue Fund, reporting an inventory of
the many accounts in that particular fund according to categories that were developed as
part of our investigation, and one account in particular, for purposes of illustration.

Long-Term Trends, Revenues and Expenditures: General Fund versus Special Funds

Dedicated revenues and spending from the special funds comprised a much higher portion of
overall state revenues and expenditures before 1950 than they do today (See Figure 1 and the note
in the sources for the figure below).

Figure 1. Minnesota Revenues and Expenditures, General Fund versus Special Funds, FY1935-2004
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Sources: Pre-1950 data from testimony of MTA directors before the Subcommittee of Taxation and Finance of the
Constitutional Commission of Minnesota in 1948. Data after 1950-1978 are from the MTA’s Fiscal Review, and data
after 1978 from the Department of Finance’s Comprehensive Annual Financial Reports. Note: Expenditures are used
before 1970 due to the lack of readily available revenue data for those years.

At the time of the state’s 1948 constitutional revision, MTA members were concerned about the
implications of the state’s elected officials having little control over such a high proportion of
state spending. Then, as now, the MTA was concerned that the weak oversight of dedicated
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funds provided an incentive for government to spend inefficiently. Such thoughts occupied the
minds of the MTA members who testified before the Subcommittee of Taxation and Finance of
the Constitutional Commission of Minnesota in August of 1948. They urged the subcommittee to
give the Legislature more control over government expenditures by eliminating dedicated funds
from the state constitution.

J.P. McDonnell, then-President of the MTA, testified that the Legislature controlled only 28% of
the state’s annual revenue in 1935. By 1945, the amount of non-dedicated spending had dropped
to 24%. By August of 1948, the figure had dropped still further, to 17.86%.° This trend reversed
somewhat during the decade of the 1950s, with general fund spending growing to 40% of
spending in 1957 and 43% of spending in 1959. By 1967, the figure had again dropped to only
27% of total spending. In 1969 the Legislature eliminated the largest dedicated funds, folding the
Income Tax School Fund, the Property Tax Relief Fund, the Boat and Water Safety Account and
the Natural Resources Fund into the general fund, pushing general fund spending to over half of
all spending for the first time in many years. This move to exert greater control over state
spending was partially offset by increased federal spending (which was credited to the special
funds) resulting from the Johnson Administration’s Great Society initiatives.

The early 1970s saw the enactment of the so-called “Minnesota Miracle”, and the ratio of general
fund to special fund revenues has remained relatively stable since then. General fund revenues
have ranged from 58 to 65 percent of total revenues. The special funds mirror this, with revenues
at 35 to 42 percent of totals.

The exception to this stability occurred during the late 1970s, when general fund revenues
approached 70% of total revenues. A possible explanation for this is high inflation combined
with Minnesota’s twelve narrow income tax brackets. The high inflation caused the incomes of
Minnesota citizens to increase, pushing taxpayers into higher income tax brackets, which
contributed to much of the state’s revenue growth. Revenue growth was so high that the
Governor and Legislature issued refunds to taxpayers to offset these inflation-based income tax
increases. Such high revenue growth resulting in refunds rather than spending increases likely
caused the ratio of general fund revenues to total revenues to increase during this period. As
inflation moderated and Minnesota enacted indexing of income tax brackets, the revenue mix
returned to more typical levels for the period since 1970.

Long-Term Trend of General and Special Fund Balances

General Fund
End-of-fiscal year balances in the general fund and special funds have taken different trends over
the last thirty years, as shown in Figure 2. General fund balances have generally remained under
the one billion dollar mark, with some exceptions. The general fund balance declined sharply
from just under $400 million surplus at the end of Fiscal Year 1979 to a deficit of $624.5 million
at the end of Fiscal Year 1982 as the Governor and Legislature spent the fund down. In large
part, this spending addressed budget shortfalls resulting from a national recession.

° Shall Dedicated Funds Be Removed From the Minnesota Constitution?: Testimony Favoring Removing As
Given Before the Constitutional Commission of Minnesota at St. Paul, Minnesota Taxpayers Association
(MTA), 1948.



Figure 2: General and All Special Fund Balances: Fiscal Years 1972 to 2004
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In 1983, the general fund balance was returned to surplus, and remained relatively stable until the
late 1990s, when rapid economic growth brought significantly more revenue into the general fund
than was expended. The fund balance reached a high point of $2.3 billion in 1998, and the state
then lowered a variety of taxes and issued refunds to citizens over the next three years, reducing
the balance. The decline in tax revenue and increased government costs associated with another
economic recession, especially from increased costs in the area of health care, contributed to the
ending fiscal year 2003 deficit of $932.1 million. By the end of fiscal year 2004, the state’s
general fund deficit had closed to just under $328 million, and is projected to be positive by the
end of 2005.

The long-term trend of general fund ending balances has generally followed the economic cycles
of periodic expansions and recessions.

Special Funds

Special fund balances remained stable from 1972 though 1978, and experienced only mild
fluctuations from 1979 through 1983. However, from 1983 to 2000, end-of-year balances in
these dedicated funds have experienced almost uninterrupted growth, moving from $206.3
million in 1983 to $5.2 billion in 2000, an annualized growth rate of nearly 21%. The largest
absolute increase came between 1999 and 2000, when the fund balance rose from $4.3 to $5.2
billion. Fund balances in the special funds have declined since then, to $4.8 billion at the end of
Fiscal Year 2003, a much more moderate decline than that seen in the general fund, and then
again, more sharply, to $3.3 billion at the end of Fiscal Year 2004. Of this $1.5 billion decline,
over $1 billion was an endowment fund from Minnesota’s settlement with the tobacco industry,
which was used to close the general fund deficit.
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Unlike the general fund, there is no apparent connection between economic cycles and ending
balances of special funds. From 1983 to 1999, there simply seemed to have been an increasing
reliance on the use of special funds, with increasingly large ending balances.

Relationship of General Fund to Special Fund Spending
As a percentage of total revenues and expenditures, general fund and special fund revenues and
expenditures have remained relatively constant since 1980.

In 1982, 1986, 1994, 1996 and 2003, revenues and expenditures in both general and special
funds, as a percent of total, were nearly the same. However, for all other years, the general fund
accounted for a higher percentage of total revenue than its share of total spending. Where was the
extra revenue being used? Since the general fund year-end balance remained relatively stable
during this period, it appears that general fund monies were used to set up additional special
funds or to increase existing funds’ available revenues for spending. (Some of the extra money
could have been returned as tax rebates, as well.)

The number and size of new special funds over the past twenty years supports this conclusion.
As of June 30, 1982, the state maintained ten special funds: State Airports, Game and Fish, Trunk
Highway, Highway User Tax Distribution, Federal, Employment Services Administration,
Historical Society, Special Workers Compensation, Unemployment Compensation and
Miscellaneous Special Revenue. In addition, there were eight funds accounted for separately: the
Debt Service Fund; the Capital Projects Fund; the nonexpendable Permanent School Fund (a trust
fund); and five expendable trust funds: the Municipal State Aid Fund, County State Aid Fund,
Endowment School Fund, Northeast Minnesota Economic Protection Fund and Rural
Rehabilitation Fund.*™

Under the current accounting system, these 18 funds would be considered “Special Funds”.
Twenty years later, the number of special funds has doubled to 36. Moreover, revenues in those
funds increased 413% during that period, from $2.0 billion in 1982 to $8.26 billion in FY2004;
while spending increased nearly 382% during the same period, from $2.38 billion to $9.09
billion. These funds have systematically spent more than they collect in revenue, indicating that
general fund resources have been routinely diverted into these funds to increase the amount of
resources available to them.

The Special Revenue Fund: An Inventory and Categorization of Accounts™

As a way to help understand how special funds work, and to limit the scope of the report as
mentioned previously, we have looked at account data in the Special Revenue Fund from several
different perspectives: an overview, by size of accounts, by controlling agency, and by revenue
and expenditure categories developed by our staff for one year and over the last five years. In
addition, we detail one specific account’s inflow and outflow of funds for five years, the
Contractors Recovery Fund.

Overview of the Special Revenue Fund
Although fund balances in the Special Revenue Fund have grown over the long term (see Figure
3), the number of accounts have also proliferated, although at a slower rate of growth (Figure 4).

10 State of Minnesota Financial Report, Year Ended June 30, 1982.
1 As noted above, due to time constraints, all detailed analysis of the Special Revenue Fund uses data from the
close of fiscal year 2004 June 30, 2004, and not from the latest November 2004 forecast.
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Figure 3: Cash Flows through All Special Revenue Fund Accounts, FY1999-2004
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As Figure 4 indicates, the number of active accounts in the Special Revenue Fund grew by almost
20% from Fiscal Year 1999 to Fiscal Year 2003, rising from 1,038 to 1,232, before falling in
Fiscal Year 2004 to 1,122 accounts. However, cash flow through these accounts increased by
over sixty percent during the same period, rising from $1.08 billion to almost $1.75 billion.

Figure 4: Active Special Revenue Accounts, by Fiscal Year, 1999-2004
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Inventory by Size of Account

To help identify what types of accounts are experiencing growth in number and cash flow
activity, Table 1 provides an overview of the growth in the number of accounts in the Special
Revenue Fund by the size of cash flow activity.

11
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Table 1: Number of Accounts and Amount of Total Cash Flow in the Special Revenue Fund
by Size of Cash Flow, Fiscal Years 1999 and 2004

FY1999 FY2004

Number of Total % of | Number of | % of Total % of

Size of Cash Flow Accounts |% of Total| Cash Flow | Total | Accounts | Total Cash Flow Total
No cash flow activity 315 30.3% $0,  0.0% 296| 26.4% $0 0.0%
$ 0-$ 100,000 390 37.6%| $10,587,221 1.0% 384| 34.2% $10,567,801 0.6%
$ 100,000 - $ 1,000,000 216 20.8%| $73,770,824| 6.8% 263| 23.4% $93,335,878 5.4%
$ 1,000,000 - $ 5,000,000 82 7.9%)| $190,322,948 17.6% 116) 10.3% $253,292,580| 14.6%
$ 5,000,000 - $50,000,000 30 2.9%| $410,552,152| 38.0% 56 5.0% $769,672,818| 44.5%
$50,000,000+ 5 0.5%| $396,188,782| 36.6% 7 0.6% $603,643,427| 34.9%
Totals 1038 100.0%| $1,081,421,927| 100.0% 1122 100.0%| $1,730,512,505| 100.0%

It is readily apparent from Table 1 that even though the number of accounts in the Special
Revenue Fund has increased over the last several years, the cash flow activity in those accounts is
concentrated in a relatively small number of larger accounts. However, growth in the number of
accounts and cash flow activity has occurred across all account sizes with a yearly cash flow of
above $100,000.

The distribution of both the number of accounts and amount of cash flow by size remained
remarkably similar for the two years, except for the decrease in the number of accounts with no
activity from 1999 to 2004. The decrease in “no activity” accounts can be attributed to the
elimination of accounts which are no longer active.

Inventory by Controlling Agency

Another way of analyzing the growth of cash flow activity in the Special Revenue Fund is to
examine the changes in cash flow of accounts by the state agency or board that controls the
accounts. Table 2 documents the changes in cash flow by agency through the accounts in the
Special Revenue Fund, with comments regarding observed reasons for the particularly large
percentage increases in cash flows. The table is sorted by size of cash flow in FY 2004, to show
the agencies with the most activity in the fund.

Table 2: Special Revenue Fund Cash Flow ($) by Agency, FY 1999 to FY 2004
(Sorted by size of cash flow in 2004)

Agency 1999 Flow 2004 Flow | % Chg. Apparent Reasons for Change in Flow
Human Services $366,922,752| $525,057,692| 43% [State apps. & fed. money for pgms, treatment fees
Transportation 11,849,979 176,474,060| 1,389% |Primarily federal funds for light rail.
Veterans Home Board 87,038,665 118,429,878| 36% |General fund appropriations.
Health 73,773,105 106,738,893| 45% [Indirect costs, health facility cert. fees & cig. taxes.
Natural Resources 75,573,300 102,217,552| 35% [State and local sources. No other information.
Employee Relations 52,983,163 93,361,587| 76% [Internal cost recovery for technology, workers comp.
Revenue 4,648,831 74,381,089 1,500% [Accounts transferring cigarette tax proceeds.
Employment & Econ Development 10,254,205 73,774,607 619% |Workforce development fees, interest income.
Public Safety (c) 51,740,303 72,856,644 41% [Surcharges, DWI penalties and federal funds.
University of Minnesota 0 56,418,252 *  |Cigarette tax revenues for academic health center.
Commerce (d) 29,271,323 40,682,595 39% [Phone, contractor and utility surcharges.
Administration (a) 10,387,944 39,083,548| 276% [Facility repair. Source not clear.
Finance (b) 11,880,870 33,060,199| 178% [Fees chgd. by DOF for comp. system upgrades.

12




Agency 1999 Flow 2004 Flow | % Chg. Apparent Reasons for Change in Flow
Corrections 22,157,266 32,340,194 46% [Transfer from DOE and cost recovery.
Education 9,396,994 25,556,110| 172% |USDA school lunch pilot program, account transfer.
Supreme Court 9,222,247 23,601,412| 156% [Lawyer license fee increases.
Pollution Control Agency 27,144,490 23,579,952| -13% |Indirect cost rise, drop in contactor permit fees.
Peace Officers Board (POST) 16,498,394 21,342,858 29% [Ded. portion of surcharge on traf., crime fines.
Electricity Board 13,474,888 20,286,114 51% [Fee increases for enforcement.
Zoological Board 17,849,591 17,645,784 -1% |Various small enterprise accounts eliminated.
Gambling Control Board [0 10,632,045 *  |Fees generated by Gambling Control Board.
Agriculture 53,998,093 6,932,468| -87% [Accounts for inspection and regulation fees lapsed.
Secretary of State 780,123 5,287,482| 578% [Fed. funds for Help America Vote Act.
Public Utilities Commission 4,729,863 3,363,573| -29% (Telephone assistance plan decrease.
Faribault Academies 226,619 3,141,853| 1,286% [New acct. for students’ home district tuition.
Racing Commission 500,133 2,909,076| 482% [Racing Cmsn fees, industry reimbursements.
Labor and Industry 907,758 2,840,761 213% |[Indirect costs.
Economic Security 91,372,687 2,472,166| -97% [Dislocated worker fund moved out of agency.
Center for Arts Education 1,310,807 2,243,648 71% |McKnight Foundation grant.
Emergency Medical Services Board 1,579,252 2,014,519] 28% [Seat belt violation fines.
Legislature 0 1,912,333 *  |Surcharges for the Elec. Real Est. Rec. Task Force
Historical Society 1,445,737, 1,861,986 29% |Deposits (admission fees) from state-owned sites.
\Water & Soil Resources Board 444,016 1,719,840 287% |New accts. to cooperate with DNR, feds, and local.
Military Affairs 794,460 1,317,492 66% |From local shares of maintenance of armories.
Indian Affairs Council 356,200 1,282,216 260% |Loans for Native-owned bus., from mineral tax.
Attorney General 628,443 597,489 -5% [Decline in contributions to insurance fraud account.
Higher Education Services Office 352,051 586,780 67% [Special programs & indirect costs.
Governor's Office 0 466,000 *  |Money for Washington D.C. office.
Human Rights $3,898 $454,245|11,553% |Conferences, costs of admin law hearings.
Campaign Finance Board 8,216,336 351,985 -96% [Decrease in tax return checkoffs.
Veterans Affairs 54,258 312,504 476% [Money from state agency reorganization, burial fees.
Environmental Assistance 319,247 263,186 -18% [Drop in interagency grants, rise in conferences.
Ombudsperson for Families 168,461 144,600 -14% [Drop in outflows from DHS funds.
Pharmacy Board 83,893 138,052 65% [Reimbursements for services to other agencies.
Black Minnesotans Council 0 135,292 *  |Grants.
Asian-Pacific Council 0] 57,670 *  |Grants and conference fees.
State Auditor 23,654 55,276| 134% [Increase in workshops or seminars.
Animal Health Board 0 47,201 *  |Fees for chronic wasting disease inspection.
Social Work Board 73,467 37,820 -49% [Decrease in applicant fees for criminal bkgrd. checks.
Arts Board 0 27,232, *  |Receipts from sales of publications.
Capitol Area Architect 0 11,299 *  |Advisory fees from agencies.
Mediation Services 382,655 5,396| -99% |Account billing Dept of Human Rights closed.
Chicano Latino Affairs Council 0 0 *  [No change.
Judicial Standards Board 0 0 *  |No change.
Nursing Board 0 0 *  |No change.
Medical Practice Board 338 0] -100% [Reduction in workshops.
Disability Council 3,985 0| -100% |Reduction in fees for workshops.
Podiatry Board 5,600 0] -100% [Account in Special Revenue Fund eliminated.
Nursing Home Admin. Board 8,500 0] -100% [Account in Special Revenue Fund eliminated.
Minnesota Office of Technology 8,808 0] -100% [Account eliminated, possibly transferred to Admin.
Trial Courts 15,366 0] -100% [Reduction in workshops.
Marriage & Family Therapy Board 25,935 0] -100% [Reduction in applicants fees for standardized tests.
Veterinary Medicine Board 60,240 0] -100% [Account in Special Revenue Fund eliminated.
Psychology Board 83,100 0| -100% [Account in Special Revenue Fund eliminated.
Ombudsperson for Mental Health 98,782 0| -100% |Account in Special Revenue Fund eliminated.
Agriculture Utilization 400,000 0] -100% [Account in Special Revenue Fund eliminated.
Minnesota Technology, Inc. 830,065 0] -100% [Accounts in Special Revenue Fund eliminated.
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Agency 1999 Flow 2004 Flow | % Chg. Apparent Reasons for Change in Flow
Education Aids 1,044,639 0] -100% [Accounts in Special Revenue Fund eliminated
\World Trade Center Board 1,189,118 0| -100% [Board eliminated by Legislature.
MN State Colleges and Universities 6,827,031 0] -100% [Accounts in Special Revenue Fund eliminated.
Totals $1,081,421,928| $1,730,512,505| 60%

14

*Percent increase is not meaningful due to division by zero.

(@) Includes FY 1999 cash flow for Strategic and Long Range Planning

(b) Includes FY 1999 cash flow then controlled by the State Treasurer

(c) Includes FY 1999 cash flow for the Crime Victims Services Center, the Crime Victims Ombudsman and the
Automobile Theft Prevention Board

(d) Includes 1999 cash flow for the Public Service Department

The 10 agencies with the most cash flow in accounts under their control accounted for nearly
81% or $1.4 billion of the $1.7 billion in total cash flow in the Special Revenue Fund for
FY2004. The same 10 agencies controlled accounts in the fund with about 68%, or $735 million,
of the total cash flow of $1.1 billion in the fund in FY1999. The 10 agencies’ accounts had
increases in cash flow of over 90% between FY1999 and FY2004, so not only are they the
agencies with the most cash flow, their share is increasing relative to other agencies’ accounts in
the fund.

The comments in Table 2 are the result of our best judgment, based on available information, for
why the cash flow of the accounts under the agencies and boards listed in the table have changed
over the six years from 1999 to 2004. There are increases in federal funds, transfers out of funds
for use in budget balancing, and accounts set up to receive general fund appropriations. Another
reason, however, for changes in cash flow, especially for increases, could be an increased use of
fees, fines, and surcharges to compensate for cuts in general tax revenues appropriated by the
Legislature.

Analysis of Special Revenue Fund Spending by Agency

Although numerous agencies control accounts in the Special Revenue Fund, only nine control
accounts which had a cash flow of at least $60 million in FY2004. Those nine agencies are (in
order of greatest to least FY2004 cash flow): the Department of Human Services, Department of
Transportation, Veterans Home Board, Department of Health, Department of Natural Resources,
Department of Employee Relations, Department of Revenue, Department of Employment and
Economic Development and the Department of Public Safety. The bulk of each agency’s
spending can be detailed as follows:

Human Services

Human Services controls by far the single greatest cash flow through the Special Revenue Fund,
with $525,057,692 in FY2004. However, we can account for over 84% of that spending in six
accounts. Human Services operates an account linked to a chemical dependency treatment
program through which over $171 million flowed in 2004. The Department of Finance indicates
that those funds come from either patients or others who contribute to the account to pay for the
services. Although the “others” who contribute to the account are not specified, we assume that
they are caregivers to the patient and directly benefit from the treatment program. Therefore, we
have classified that account as 1A (cost recovery through departmental earnings, fees, fines, et
cetera).

Six of the other seven accounts controlled by Human Services are related. Each has the following
notation from the Department of Finance: "The commissioner of human services shall establish
and enhance computer systems necessary for the efficient operation of the programs the
commissioner supervises, including: (1) management and administration of the food stamp, food



support, and income maintenance programs, including the electronic distribution of benefits; (2)
management and administration of the child support enforcement program; and (3) administration
of medical assistance and general assistance medical care.” These accounts, dealing with
computer systems, accounted for over $256 million in cash flow in FY2004. The statutory
reference for this account indicates that it draws resources from three places: the federal
government, counties, and the state. Therefore, we have divided most of these categories evenly
among 4A (cost recovery from counties), 5A (cost recovery from the state) and 6B (federal
financing). One account is dedicated to development costs, and was divided between 5A and 6B
since the state is prohibited from charging counties for costs. One additional account contained
federal and carious special revenue funds.

Transportation

Accounts controlled by the Department of Transportation totaled $176.5 million in cash flow
through the Special Revenue Fund in 2003. However, nearly 60% of that, $104.7 million, flowed
through one account, a holding account which transfers federal light rail transit dollars from the
federal government through the Department of Transportation to the Metropolitan Council for
light rail. Spending on light rail has been mostly responsible for the rapid growth in Special
Revenue Fund cash flow controlled by the Department of Transportation.

Veterans Homes Board

Minnesota operates five veterans’ homes which are licensed as skilled nursing facilities and/or
boarding care facilities. The homes are located in Minneapolis, Silver Bay, Fergus Falls, Luverne
and Hastings. The Veterans Homes Board controlled $118,429,878 of the cash flowing through
the Special Revenue Fund in 2004. Each facility has an account which receives money from the
general fund and from the federal government, and so these five accounts are classified as both
9B (program funding provided by the general fund) and 6B (program funding provided by the
federal government). In FY2004, just over $114 million flowed through these five accounts,
some 96% of the total controlled by the board.

Health

The Department of Health oversaw $106,738,893 of cash flowing through the Special Revenue
Fund in 2004. Over 86% of that cash flow moved through the six largest accounts controlled by
the department. The largest account, with $30.9 million in cash flow, is an internal indirect cost
account used to cover a number of services that cross divisions. Two of the next largest accounts,
with a combined $34.5 million cash flow, are grant contracts to provide required information or
service. It is unclear with whom the department has contracted for these services, and the
services provided are also vague. We have only the titles of the accounts: “Health Facility
Certification” and “Case Mix Review Title XIX” to describe the services provided with the funds
in those two accounts. The third-largest account, with a $14.7 million cash flow, received
dedicated payments from cigarette taxes and is used for program support. Another account is a
reimbursement account, which collects payment for services provided by the health labs for other
divisions within the department and others outside the agency. $5.6 million flowed through it in
FY2004. Lastly, one account as set up to receive money from the liquidation of the tobacco
endowment, and $5.5 million flowed through it as a result.

Natural Resources

The Department of Natural Resources controlled accounts in the Special Revenue Fund through
which $102,217,552 flowed in fiscal year 2004. The six largest accounts comprised two-thirds of
that total, some $68.4 million. Four of these seven accounts were internal revolving accounts,
which the department used to charge divisions or business units for: vehicle purchases,
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reforestation activities, professional support services and capital equipment. Another account,
through which $10.7 million flowed in FY2004, concerns revenue received by the department for
the use of county lands. Half of the revenues raised are transferred to affected counties, while the
rest is deposited in the state’s general fund. The other largest single account was created through
the commissioner’s power to enter into contracts with public or private entities to provide
services. It appears that the department has contracted with a non-state party to provide
emergency and fire services on department properties, and $8.6 million flowed through the
account in 2004.

Employee Relations

The Department of Employee Relations controlled accounts in the Special Revenue Fund through
which $93,361,587 flowed in fiscal year 2004. Three workers compensation accounts comprised
$88.2 million, or 94.4% of the total. These accounts took in workers compensation payments for
state employees (cash flow of $58.5 million), an administrative fee charged to state agencies for
the workers compensation program ($20.5 million cash flow) and a contingency reserve ($9.2
million cash flow).

Revenue

The Revenue Department oversaw $74,381,089 of cash flowing through the Special Revenue
Fund in 2004. 86.8% of that total, or $64.5 million, flowed through two accounts. Both accounts
resulted from 2003 legislation, and both are interagency transfer accounts. The largest account
transferred $46.6 million in cigarette tax collections to the University of Minnesota’s Academic
Health Center, and the other transferred $17.9 million to the Department of Health’s Medical
Education and Research Center.

Employment and Economic Development

The Department of Employment and Economic Development controlled accounts in the Special
Revenue Fund through which $73,856,644 flowed in FY2004. The department’s four largest
accounts in the fund comprised $56,886,254 in cash flow, or 77.1% of its FY2004 total. Revenue
in all four accounts is derived from employer-paid fees. The largest account is the workforce
development fund, with a 2004 cash flow of $22.8 million. The next largest account, with $16.3
million in cash flow, comes from the unemployment insurance trust fund, and is used to pay
federal interest charges on unemployment insurance payments in excess of the unemployment
insurance trust fund balance. The revenue source for the third-largest accounts is the workforce
enhancement fee, and the money is used to replace old unemployment insurance computer
systems. This account generated $11.6 million in cash flow in FY2004. Finally, a contingency
fund generated $6.2 million in cash flow in 2004. This account raises money from employer-paid
unemployment insurance fees. The first $2 million raised is transferred to the workforce
development fund, and the remainder raised is transferred to the state’s general fund.

Public Safety

The Department of Public Safety managed $72,856,644 of cash flowing through the Special
Revenue Fund in 2004. This department is the only one of the top eight whose cash flow cannot
be explained by using a small number of accounts. However, seven of the eight largest accounts
are fee-based and generated $47.1 million in cash flow, some 64.7% of the 2003 total. Those fees
included: $19.8 million from the reinstatement of a drivers license after a DWI conviction, for
various purposes; $10.2 million from vehicle transfer fees, mostly for State Patrol vehicle
purchases; $6.2 million from vehicle fees, for the automobile theft prevention program; $4.8
million from the general fund and user fees, for access to criminal history data, $2.8 million from
guarterly assessments on the owners of nuclear power plants or dry cask storage facilities to cover



the cost of emergency response programs, $1.7 million from fees on motorcycle licenses for
motorcycle safety programs and $1.7 million from a tax on fuel pipeline owners for pipeline
safety inspections and programs. The eighth account is a revolving fund which receives
restitution monies directed to the state by the federal courts.

Inventory of Accounts by Categories of Revenues and Expenditures

In order to evaluate further evaluate the reasons for the large increases in both the amount of
money flowing through accounts in the Special Revenue Fund, and to better describe the activity
in this fund, we developed a two-part categorization for these accounts: revenue source and
spending purpose (keeping in mind that by “spending” we mean cash flowing out of the special
accounts, including transfers). By assigning each account within the fund both a number and
letter designation, we can determine where the money in each account comes from and where the
money in each account goes. The table below shows the revenue sources and spending purposes
we used to categorize the flow of funds in the Special Revenue Fund. These were developed
using documentation from the Department of Finance, or when that documentation was missing,
our own judgment from research in Minnesota statutes.

Table 3: Categories of Revenue Sources and Spending Purposes for Accounts in Special Revenue Fund

Revenue Sources Purposes of Spending
Proceeds from Activities Cost recovery of goods or services
1 Department earnings, fines, fees, surcharges A. provided (includes losses, administrative
" orexcise taxes costs, and loan repayments)
2. Investment income B. Additional program support
3. Borrowing C. Provide for indirect program costs
Government or Non-Profit Payments . . .
X A Provide money to fulfill cooperative
4 Local-government units (municipalities, D. agreements or contract services
counties, towns and schools)
5. Minnesota state-level units of government*? E. Clearing accounts (transfers to gov’t.)
6. Federal government units F.  Unknown
7. Non-profit or University of Minnesota
8. Non-specified level of government
Government Operated Funds
9 Legislative appropriation (general or special
© fund)
Other or Unknown Sources
10. Other source
11.  Unknown
Sources: Categories developed from Department of Finance comments on use of accounts and MTA'’s research
in Minnesota statutes.

Revenue sources include four major categories, summarized in bold italics in Table 3 above:
=  Proceeds from activities (numbers 1-3)
= Payments from units of government or non-profit organizations (numbers 4-8)
= Government-operated funds (number 9)
= Other or unknown sources (humbers 10-11).

Spending purposes include six major categories:
= Cost recovery (A)
= Program funding (B)
= Indirect costs (C)

12 Includes one account receiving funds from other states.

17



Detailed Analyses

18

= Contract accounting (D)
= Clearing accounts (E)
= Unknown sources (F).

We assigned each account in the fund a number (1-11) and letter (A-F) designating the source
and usages of its funding. Certain accounts were deemed to have multiple sources of funding
and/or multiple uses. In those cases, we divided the cash flow in the account equally among
each revenue source-usage combination, resulting in categories with fractional totals.

Spending Purpose Examples
The revenue source categories are fairly straightforward and easy to understand, but the spending
purpose categories require further explanation. The following examples of spending purposes are
provided as an aid to understanding the spending purpose categories we developed for this study.

Category A: Cost Recovery

Accounts in category “A” are categorized as cost recovery accounts. Citizens pay into this
category of accounts when making co-payments for public defenders, purchasing publications
from state agencies such as the Department of Natural Resources, or paying admission fees to the
Minnesota Zoo. Industries pay into this category of accounts when paying for the cost of
inspections or are being charged for industry-specific projects, such as the fee which pipeline
owners pay for pipeline safety. The state also uses such accounts to recover the costs of services
provided, such as seminars, workshops, or requests for information.

Category B: Program Funding

Category “B” designates accounts whose funds pay for programs, rather than recovering the cost
of a good or service provided. One instance of citizen payment into this category of accounts
occurs when a Minnesota resident pays the fees and surcharges (currently $680) associated with
the reinstatement of a driver’s license after a DWI conviction. These fees are not used to
compensate the Department of Public Safety for the cost of reinstating the license. Rather, the
fees are deposited into accounts which transfer them to the trunk highway fund, the General
Fund, the vehicle forfeiture account, an account to pay for laboratory and other costs of the
Bureau of Criminal Apprehension, an account funding research into traumatic brain and spinal
cord injuries and the remote electronic alcohol-monitoring program account.

Industries also pay into category “B” accounts. Proceeds from the 2 a.m. bar closing fees are
credited to a public safety account. License fees from real estate agents and brokers are used to
provide educational programs to the industry. The Environmental Quality Board assesses larger
energy utility companies an amount which it uses to finance its work. In all these cases, entities
pay money to the state without the expectation that the payment will result in the entity receiving
a specific good or service in return.

By and large, society may justify such accounts by arguing that these persons or businesses
should be charged for the risk associated with their activities. However, these groups are being
asked to shoulder the burden for programs from which many “free riders” may derive direct,
tangible benefits. As such, accounts in this category could be classified as “hidden taxes”.

Category C: Indirect Costs
Category “C” designates accounts used to pay for indirect costs. “Indirect cost” is an accounting
mechanism which allows a department to charge another organizational unit for the costs of



providing services to that unit that cannot be directly billed as a direct part of the service
provided, such as overhead costs.

Category D: Contract Accounting

In some circumstances, state-level units of government enter into cooperative or contractual
agreements with other organizations. These are primarily local units of government, but can also
include the federal government and other state-level government units. The partnering units
agree to fund certain programs, and accounts such as those in Category “D” are created to track
spending.

Parties to these agreements often use such accounts because they allow the partnering
organizations to conveniently pool the appropriate funds, allow for joint spending authority and
provide accountability through a transparent spending mechanism. Most often, these agreements
include partnerships between counties and the Department of Transportation for work on roads or
bridges.

Agreements between state-level units of government include a contract which obligates the
Department of Human Services to conduct background studies for a number of nursing-related
licensures for the Department of Health. The Board of Soil and Water Resources contracts with
the U.S. Army Corps of Engineers, a federal agency, for services provided.

Category E: Clearing Accounts

Category “E” accounts transfer resources from its account into another government-operated
fund. Such funds include the general fund, another special fund or account in the Special
Revenue Fund, or into a fund operated by another unit of government. One example is a clearing
account for the collection and distribution of seat belt fines. Ninety percent of funds collected are
transferred to the Emergency Medical Services Regulatory Board; while the remaining ten
percent are transferred to a Public Safety account for traffic safety education. The clearing
account is needed in order to divide the fine payments proportionally amongst agencies, based on
the formula set by rule or by statute. Another example includes accounts which are set up by the
Department of Transportation to receive money from the federal government for light rail
construction projects, and transfer that money to the Metropolitan Council to be used for the
actual work.

Category F: Unknown
Category “F” accounts require additional study. Included in this category are accounts whose
legal citation or authority has been repealed or which contained a one-time appropriation that has
been spent. The category also includes accounts whose purposes we were simply unable to
determine given the information available. With enough resources, this category could be
eliminated completely.

Analysis of Special Revenue Fund Accounts by Revenue Source and Spending Purpose
Shares of Total Cash Flow Activity by Category
The matrix shown in Table 4 summarizes the percentage of cash flowing through the Special
Revenue Fund accounts for Fiscal Year 2004. This provides a helpful overview for
understanding how monies come into it and where those monies are distributed.
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Table 4: Percent of Cash Flows through Special Revenue Fund Accounts,
By Revenue Source and Spending Purpose Combination, FY 2004

Spending Purpose
A B C D E F
Revenue Source Intergov- | Intergov- Revenue
Cost Pgm. Indirect | ernmental |ernmental Source
Recovery| Support | Costs | Contracts | Transfers | Unknown | Sum

1. Fees 16.93 13.28 0.01 -- 8.26 0.05 38.52

2. Investment Income -- 1.27 -- -- - -- 1.27

3. Borrowing ** 0.01 - -- -- -- 0.02

4. Local government 5.21 0.24 - 1.17 -- -- 6.62

5. State government 10.47 6.80 4.48 0.60 0.04 -- 22.39

6. Federal government 5.62 4.25 0.45 0.09 8.18 0.60 19.19

7. Non-profit or U of M 0.15 0.11 -- 0.58 - 0.11 0.95

8. Gov’t. not specified 0.42 0.48 faled 2.55 - -- 3.45

9. Legislative -- 471 *x -- -- 0.47 5.19
appropriation

10. Other Source 0.04 1.01 - -- 0.43 0.03 1.51

11. Unknown 0.01 0.82 - 0.02 -- 0.05 1.08

Spending Purpose Sum 38.86 32.98 4.93 5.01 16.91 1.30( 100.00

** | ess than 0.01%. — No cash flow shown.
Note: $1,730,512,505 in total cash flow. Cells in bold account for more than 5% of total cash flow.
Source: Department of Finance spreadsheets on cash flows of accounts in Special Revenue Fund. Analysis by MTA.
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Using a five percent threshold of the nearly $1.75 billion in cash flow as a minimum requirement
for further investigation, we found only four revenue source categories comprised at least 5% of
the total cash flow activity in the Special Revenue Fund in FY2004. These four categories
accounted for over 86% of the cash flow into the 1,122 accounts of the Special Revenue Fund in
FY2004. These categories are (with their corresponding number):

1. Fees (department earnings, fines, fees, surcharges or excise taxes), accounting for 38.5%;

4. Local government (monies from local governments), accounting for 6.6%;

5. State government (monies from state-level units of government), accounting for 22.4%,
and;

6. Federal government monies, accounting for 19.2%.

Combining “Government not specified” with the specific government sources listed shows that
nearly 51% of the revenues coming into accounts in the Special Revenue Source had some level
of government as their source of funds.

There are also four spending purpose categories that accounted for at least 5% of total resource
distribution. These are (with their corresponding letter):

A. Cost recovery, for 38.9%;

B. Additional program support, for 33.0%;

D. Contracts, for 5.0%; and

E. Clearing accounts or transfers to other units of government, for 16.9%.

These four spending purpose categories accounted for nearly 94% of the cash flow out of the
1,122 accounts of the Special Revenue Fund in FY2004.



There are eight revenue source-spending purpose combinations in Table 4 above that account for
at least 5% each of the total cash flow in the Special Revenue Fund in FY2004, and these eight
“cells” total just under 75 percent of the total cash flow for that year. Their shares of total cash
flow are shown for all six years as a tool for examining trends.

Table 5: Categories in Table 4 Comprising 5% or More of Total Cash Flow
in the Special Revenue Fund, FY1999-2004

“Cell” in Portion of Total Cash Flow in Special Revenue Fund

Table 4 Description FY99 | FY00 | FYOl | FY02 | FY03 | FY04

Cost recovery for goods or services provided to
1A [citizens or businesses and funded by departmental | 23.0% | 20.0% | 17.2% | 19.0% | 19.6% | 16.9%
earnings, fines, fees, surcharges or excise taxes

Departmental earnings, fees, fines, surcharges or

1B excise taxes to provide additional funding for 16.9% | 11.6% | 20.4% | 8.1% | 14.0% | 13.3%
programs not related to the cost of providing the
program.
Cost recovery for goods or services provided to

5A  |state-level units of government and paid for 11.2% | 9.9% | 10.0% | 10.4% | 9.9% | 10.5%

through departmental earnings, fines, fees,
surcharges or excise taxes

Departmental earnings, fees, fines, surcharges or
1E excise taxes collected and transferred to other 2.2% 1.7% 1.7% 2.5% 3.8% 8.3%
funds or units of government.

6E Money transferred from the federal governmentto | 0.4% | 1.5% 6.2% | 11.0% | 9.7% 8.2%
other funds or units of government

5B State funding of programs 55% | 5.1% 5.0% 5.0% 4.8% 6.8%
Cost recovery for goods or services provided to the
6A  |federal government and paid for through 6.1% | 5.5% 5.4% 5.3% 5.2% 5.6%

departmental earnings, fines, fees, surcharges or
excise taxes

Cost recovery for goods or services provided to
4A local units of government and paid for through 6.5% | 6.2% 5.8% 4.9% 4.7% 5.2%
departmental earnings, fines, fees, surcharges or
excise taxes

Total 71.8% | 61.5% | 71.7% | 66.2% | 71.7% | 74.8%

Source: Department of Finance documentation and MTA evaluation.

Table 5 shows that over the six years of FY1999 through FY2004, the share of the Special
Revenue Fund cash flow activity attributed to these seven combinations of revenue sources and
spending purposes has fluctuated somewhat, with the total share of these seven “cells” varying
from about 62% to 75% of all cash flow activity in the Special Revenue Fund. The result is
shown graphically on the next page.
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Figure 5. "Cells" in Table 4 Comprising 5% or More of Total Cash Flow in the Special Revenue Fund,
FY1999-2004
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Source: Department of Finance documentation and MTA evaluation. This is essentially Table 5 in graphic form.

Two “cells” from Table 4 showed the most increase in terms of share of cash flow activity. The
first was cell 1E (transfers of collected fees, fines, etc., which increased from 2.2% of cash flow
in FY1999 to 8.3% in FY 2004, primarily as a result of cigarette tax money flowing through
accounts controlled by the Department of Revenue. The second was cell 6E (money transferred
from the federal government to other governments), which increased from just 0.4% in FY1999
to 8.2% in FY2004, mostly as the result of federal light rail funding.

Two additional cells from Table 4 showed the biggest decline in share of cash flow activity,
namely; cell 1A (cost recovery from citizens or businesses), and cell 1B (additional funding for
programs from departmental earnings, fees, fines, surcharges or excise taxes). The cost recovery
cell (1A) declined from 23% of all cash flow activity in FY1999 to only 17% in FY2004, while
additional program funding from fees (1B) declined from nearly 17% of all cash flow activity in
FY1999 to 13.3% of such in FY2004.

Shares of Change in Cash Flow Activity by Category

One final method of analyzing trends in the various accounts of the Special Revenue Fund is to
examine what each category’s share is of the total increase in cash flow activity in that fund by
the same revenue source-spending purpose combinations used in Table 5.

As stated earlier, total cash flow activity increased from $1.08 billion in FY1999 to nearly $1.75

billion in FY2004, an increase of $649.1 million. Table 6 shows by revenue source-spending
purpose combination exactly where those increases occurred over those six years.
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Table 6: Cash Flow Increase (Decrease) by Revenue and Expenditure Categories
as Percent of Total Change in Special Revenue Fund Cash Flow,
FY1999 - FY2004

Spending Purpose
A B C D E F
Revenue Source Intergov- | Intergov- Revenue
Cost Pgm. Indirect | ernmental | ernmental Source
Recovery | Support Costs Contracts | Transfers | Unknown Sum

1. Fees 6.88 7.29 (0.01) -- 18.38 (0.38) 32.16
2. Investment Income - 2.63 - - 0.00 - 2.62
3. Borrowing (0.04) (0.36) - -- - - (0.39)
4. Local government 3.11 0.21 - 2.63 - - 5.94
5. State government 9.20 8.98 5.39 1.07 -- -- 24.64
6. Federal government 4.85 4.63 0.05 0.01 21.19 0.81 31.53
7. Non-profit or U of M 0.41 0.28 -~ 1.54 - 0.29 2.52
8. Gov’t. not specified 0.54 (0.77) 0.00 0.70 - - 0.47
9. Legislative approp. - (0.67) - 0.00 - 0.48 (0.18)
10. Other source 0.05 1.31 - -- 1.15 - 251
11. Unknown (0.06) 1.34 0.01 (0.22) 0.00 (2.90) (1.82)
Spending Purpose Sum 24.94 24.88 5.43 5.72 40.71 (1.69) 100.00

Source: Department of Finance spreadsheets and MTA evaluation. Note: 100.00% = $649,090,578 increase in cash flow
between FY1999 and FY2004. “Cells” in bold indicate greater than 5% share of total cash flow increase from
FY1999 to FY2004. — shows no activity.

Again, using a five percent share of the $649.1 million in cash flow increase as a minimum
threshold for further investigation, there are only four revenue source categories that comprised at
least five percent of the cash flow increase in the Special Revenue Fund between FY1999 and
FY2004. These categories are (with their corresponding share of the increase):

1. Fees (department earnings, fines, fees, surcharges or excise taxes), for 32.2% of the
increase;

4. Local government (monies from local governments), for 5.9%;

5. State government (monies from state-level units of government, accounting for 24.6%,
and;

6. Federal government monies, accounting for 31.5%.

These four revenue source categories accounted for over 94% of the $662 million increase in cash
flow in the accounts of the Special Revenue Fund between these two fiscal years, with
government sources alone comprising nearly 64% of the increase.

All five spending purpose categories besides “Unknown” accounted for at least five percent of the
$649 million increase in cash flow activity for those two years, but the category with the largest
share of the increase was Intergovernmental Transfers (category E) with a 40.7% share of the
increase in cash flow activity.

There are seven revenue source-spending purpose combinations in Table 6 above that account for
at least five percent each of the cash flow increase of $649 million in the Special Revenue Fund
from FY1999 to FY2004, and these seven “cells” account for over 77 percent of the increase in
cash flow between those two years. Their shares of the $649 million of cash flow increase are
shown in Table 7.
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Table 7: Categories in Table 6 Comprising 5% or More of Total Cash Flow
in the Special Revenue Fund, FY1999-2004
Share of $649 Million
“Cell” in Description Increase in Cash Flow in
Table 6 Special Revenue Fund from
FY1999-FY2004
6E Money transferred from the federal government to 21.2%
other funds or units of government
Departmental earnings, fees, fines, surcharges or
1E excise taxes collected and transferred to other 18.4%
funds or units of government
Cost recovery for goods or services provided to
5A state-level units of government and paid for 9.2%
through departmental earnings, fines, fees,
surcharges or excise taxes
5B State funding for programs 9.0%
Program support provided through departmental
1B earnings, fines, fees, surcharges or excise taxes 7.3%
paid by citizens or businesses
Cost recovery for goods or services provided to
1A citizens or businesses and paid for through 6.9%
departmental earnings, fines, fees, surcharges or
excise taxes
5C Indirect program costs charged to state-level units 5.4%
of government
Total 77.4%

Source: Department of Finance documentation and MTA evaluation.

Over one-fifth (21.2%) of the $649 million increase in cash flow activity in the Special Revenue
Fund between FY1999 and FY2004 can be attributed to category 6E, money transferred from the
federal government to other funds or units of government. As mentioned previously, the majority
of this increase is due to federal funds for light rail transit, with money being transferred from the
federal government to Minnesota’s Department of Transportation, then transferred again to the
Metropolitan Council, the government unit responsible for overseeing the light rail development

as part of Metro Transit.

Putting Table 6 and Table 7 together provides a final overview of what categories of accounts in
the Special Revenue Fund comprise the most cash flow activity and account for most of the

increase in cash flow over the period 1999-2004.




Table 8: Categories Comprising 5% or More of Total Cash Flow
And Increase in Cash Flow in the Special Revenue Fund, FY1999-2004

Portion of Total Share of $649 Million

“Cell” in Cash Flow in Increase in Cash Flow in
Tables 4 Description Special Revenue | Special Revenue Fund
and 6 Fund FY2004 from FY1999-FY2004
(Table 4) (Table 6)
Cost recovery for goods or services provided to citizens or
1A businesses and paid for through departmental earnings, fines, 16.9% 6.9%
fees, surcharges or excise taxes
1B Departmental earnings, fees, fines, surcharges or excise taxes 13.3% 7.3%

to provide additional funding for programs

Departmental earnings, fees, fines, surcharges or excise taxes

1E collected and transferred to other funds or units of 8.3% 18.4%
government
Cost recovery for goods or services provided to local units of

4A government and paid for through departmental earnings, 5.2% 3.1%

fines, fees, surcharges or excise taxes

Cost recovery for goods or services provided to state-level

5A units of government and paid for through departmental 10.5% 9.2%
earnings, fines, fees, surcharges or excise taxes

5B State funding of programs 6.8% 9.0%

6A Cost recovery for goods or services provided to the federal of 5.6% 4.9%

government and paid for through departmental earnings,
fines, fees, surcharges or excise taxes

6E Money transferred from the federal government to other 8.2% 21.2%
funds or units of government

Total 74.8% 79.9%

Source: Department of Finance documentation and MTA evaluation.

Detailed Analysis of One Account—the Contractors Recovery Fund
As an illustration of how accounts in the Special Revenue Fund are used, we examined the
Contractors Recovery Fund, an account of particular interest to the sponsor of this report. This
fund is administered by the Department of Commerce. The primary revenue source for this fund
is a state-imposed fee of $100 to $200 on each licensed residential building contractor in the state,
depending on the contractor’s business income. The state uses the revenues raised by this fee to
reimburse consumers who obtain a court judgment against any licensed contractor on the grounds
of “fraudulent, deceptive or dishonest practices, conversion of funds, or failure of performance””.
In such cases, persons may appeal to the Department of Commerce for reimbursement of actual
and direct out-of-pocket losses suffered through transactions with the contractor, up to a
maximum of $50,000.
Table 9. Receipts and Expenditures for the Contractors Recovery Fund, FY1999-FY2004

Fiscal Year Revenues | Expenditures “Surplus” Ending Balance
1999 $1,177,026 $773,218 $403,808 $3,226,039
2000 1,284,197 899,237 384,960 3,610,999
2001 1,391,460 1,023,285 368,175 3,979,174
2002 1,409,168 1,232,463 176,705 4,155,879
2003 1,497,822 1,832,118 -334,296 3,821,583
2004 1,473,259 1,164,324 308,935 1,630,518
Total (or $8,232,932 $6,924,645 $1,308,287 $1,630,518
final)

3 Minnesota Statutes, Chapter 326, Section 975, Subdivision 1
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Revenue generated by the licensing is spent through the Department of Commerce’s Market
Assurance Program. That program is charged broadly with investigating complaints against
regulated businesses or individuals (including residential contractors), and regulating insurance
forms to ensure compliance with Minnesota statues regarding insurance rates, capital rules, and
self-insurers. Using management reports available on the Department of Finance web sites yields
no additional information on how the $1.1 million reported as expenditures for FY2004 was used,
other than for investigating complaints and reimbursing consumers for out-of-pocket loses due to
fraud by contractors.

The fund’s revenues have exceeded expenditures over five of the last six years, resulting in a $3.8
million surplus at the end of Fiscal Year 2003. In Fiscal Year 2004, $2.5 million of that surplus
was identified as “in excess of need” and was transferred by the Legislature to the General Fund
for state operations. This explains the large drop in ending balance shown in Table 9 from
FY2003 and FY2004.



V. Summary Analysis and Interpretation

This report has examined the issue of special funds from several different perspectives regarding
the change over time in:

o Revenues (and expenditures when necessary) for the general fund versus special funds
General fund balances versus special fund balances

e The number of special funds and their balances and the number of accounts and cash
flow activity in one particular special fund, the Special Revenue Fund, along with an
examination of one particular account, the Contractors Recovery Fund

General Fund versus Special Fund Revenues

Minnesota’s history includes an era of unusually high reliance on special, primarily dedicated,
funds in the operation of state government. That era came to an end during the 1960s, with some
reversals in the 1970s, after which time the balance between the general fund and special fund
revenues stabilized in and around a 60/40 split.

The history is important, in that it shows the danger of allowing the use of dedicated and special
funds to become the dominant means of state spending, but it seems that Minnesota has settled on
a mix that has remained fairly constant in the last two decades.

General Fund versus Special Fund Balances and Expenditures

While the split between general and special fund revenues has remained fairly constant in recent
decades, the fund balances have not. The general fund balances have generally risen and fallen
with the economy. This is most likely due to the amount of scrutiny the general fund receives.
There is a great deal of attention paid to this fund and its balance as part of the political process.
If there are large surpluses or deficits, the general public is aware of the headlines, and there is
political pressure (as well as a constitutional mandate regarding deficits) to “do something” about
the situation.

The special fund balances rose steadily and fairly rapidly from 1983 to 2000, and have declined
since then, notably in the last year. It seems likely that some of the general fund surpluses over
the years have been used, in fact, to increase both the number of special funds and their balances.
The question could be asked: why has this happened when the general fund has fluctuated with
the economy? The most obvious explanation is that these special funds do not receive the public
scrutiny the general fund does.

Once money is appropriated or dedicated to a special fund, many of the rules that govern the
general fund still apply. Consistent with the constitutional requirement for the general fund, a
special fund cannot end a biennium with a negative balance. Many are carefully reviewed every
two years, and for the largest part monies cannot be spent without specific legislative action
(direct appropriation) every two years. However, nearly 6 percent of total state spending occurs
automatically, approved in statute and which does not require legislative review or biennial
appropriation action. Any money collected for these statutory appropriations is automatically
appropriated, with an open ended spending limit.

There is also little awareness, much less publicity, about any accumulation of surplus funds
beyond knowledgeable legislators in individual committees. Unused funds do not cancel at the
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end of each budget period, as they do in most state accounts. Surpluses may be accumulated and
carried forward from year to year. Large recent state budget deficits have reversed the growth in
the number of special accounts - as limits on tax increases have forced the Governor and
legislature to look elsewhere, including unused balanced in special funds, for available balances
or additional revenues.

Number of Special Funds and Detailed Special Revenue Fund Activity

This report shows that the number of special funds has nearly doubled in the last 20 years, and the
increase in the number of special funds has been paralleled in the cash flow activity in one
particular fund, the Special Revenue Fund. The question naturally arises as to whether there is
any cause for alarm in the proliferation of such funds, or accounts within a fund.

In 1999, the Legislature passed a requirement that special funds and the proliferation of accounts
within them be studied. In the final report to the Legislative Commission on Planning and Fiscal
Policy, staff from the Fiscal Analysis Department in the House, The Office of Fiscal Policy
Analysis in the Senate, and the Department of Finance proposed “Guidelines for Creating and
Evaluating Funds and Accounts”. The guidelines, which were adopted by the Commission in
December 2002, include a rationale for separating state assets into funds other than the general
fund. The guidelines recommend as a general rule that there should be as few funds as possible
and the funds should have clearly defined purposes. The report to the Commission gives three
reasons for creating funds:

Constitutional—the state constitution establishes separate funds, which controls the actions of
the Legislature. The several transportation funds, the Permanent School Fund, the Permanent
University Fund, and the Environment and Natural Resources Fund are examples of
constitutionally established funds.

Federal Requirements—there may be requirements under federal law to segregate resources
from the federal government into a separate fund. The Federal Fund is an example of this
federally-mandated fund.

Policy Reasons—there may be policy reasons to establish a separate fund. One may be to
improve control and oversight. A separate fund may enhance the Legislature’s ability to
maintain proper oversight. A second reason may be to address the concerns of interest
groups affected by a related tax or fee increase. A third reason may be that the new spending
activity is significantly different from general fund spending so that a new fund is required.*

The rationale for creating multiple accounts within funds can include any of the above reasons.
Moreover, Minnesota statute requires the creation of a separate depository account for each tax*?,
and many other accounts have been created through statutory law. Accounts may also be created
in the special funds if an agency will need to control funds, especially for construction projects,
for a number of years. Since no legislative approval is needed to carry funds forward from one
biennium to the next in the special funds (as it is with the general fund), agencies uses these
accounts to know with more certainty what resources are available as projects continue. Finally,
commissioners are empowered by statute with broad administrative powers over their

 Budget Principle and Review: A Final Report to the Legislative Commission on Planning and Fiscal Policy,
February 2003, p. 9.
15 Minnesota Statutes, Chapter16A, Section 26
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departments, which they have used to create accounts within the Special Revenue Fund to
facilitate the work of the department.

In 2004, the state enacted legislation concerning oversight of the special funds. This legislation
requires state agencies to report to the legislature the number, purpose, and recent financial
activity of accounts that they control on the Special Revenue Fund. Chapter 284 also requires the
Department of Finance to review every account in the Special Revenue Fund over a four-year
period, beginning in fiscal year 2005. This review must include:

e a categorization of accounts by type,

e a legislative history of each account,

¢ afinancial history of each account,

o a rationale for the existence of the account under generally accepted accounting principles;

and
¢ an explanation of why the account should not be in the general fund.

Finally, the legislation provides three criteria for eliminating accounts within all of the special
funds:
e receipts to the accounts and transfers into the account average less than $1,000 per year in the
last four years;
o year-end balanced in the past four years average less than $1,000 per year; and
o the account has been in existence for at least four years.

In our investigation of special funds, we can account for some of the increase in the number of
special funds due to constitutional changes (the lottery) and due to federal requirements. In the
Special Revenue Fund, there are also obviously increases in the number of accounts and cash
flow activity in them due to federal requirements.

We are not able to determine definitively from this study is whether the rest of the increases are
due to legitimate policy reasons or not.

We are concerned about the large portion of the cash flow activity in the Special Revenue Fund
that is attributed to cost recovery and to providing additional program support (spending
categories A and B in Table 4 on page 20). In FY2004, nearly 72% of the Special Revenue Fund
cash flow was used to recover costs or provide additional program support. If Intergovernmental
Transfers (category E on that table) are likewise considered to be additional program support or
cost recovery, this amount increases to over 80% of the cash flowing through the Special
Revenue Fund, and nearly 70% of the increase in cash flow from FY1999 to FY2004.

Revenues coming into the Special Revenue Fund that are used to offset costs of services or
enhance programs can be considered a kind of fee, since general taxes for these spending
purposes would be deposited into and spent from the general fund.

When individuals and businesses are asked to pay fees, surcharges, fines, and so forth, especially
when these are outside the general fund, there should be a solid rationale for why these kinds of
charges are used rather than a more general tax and appropriations from the general fund. The
rationale typically used to justify a fee is threefold:

1. Fees are charged for particular governmental services that benefit the parties paying the

fees.
2. Feesare paid by choice, in that one can forego the service and thereby avoid the charge.
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Summary Analysis and Interpretation

3. Fees are collected not to raise revenues but to compensate the governmental entity
providing the service for its expenses. Expenses may be broadly construed, including "all
expenses imposed upon [the government] by the business" being regulated, including, for
example, administrative and enforcement costs.®

The fact that cash flow activity in the Special Revenue Fund has grown so dramatically, primarily
in the areas of cost recovery and program support, raises the question of whether the activities
being supported by this cash flow are most appropriately outside the scrutiny of the general fund.

Similar issues can be raised for charges among different levels of government. We do not have
enough information at this point to know whether these charges and transfer have a solid rationale
behind them. It seems at the very least that the intergovernmental transfers occurring through the
Special Revenue Fund are obscuring the scope and magnitude of state and local spending to some
extent.

A good case in point is provided by the Contractors Recovery Fund illustrated in this study. Data
from the Finance Department showed that in five of the last six years (FY1999 through FY2004),
this fund (which is actually an “account” in the Special Revenue Fund, which shows that
terminology is another confusing aspect of the non-general fund spending) took in more revenues
than it spent, with the surplus totaling over $1.3 billion over those five years. $2.5 million of the
accumulated $3.8 million in surplus money was identified as “in excess of need” and transferred
to the general fund as part of the 2003 balancing of the budget, but this was only after a fiscal
crisis of significant magnitude.

The existence of such a surplus does not automatically mean this fund is not appropriate, but it
does raise questions about what would have happened to the surplus in the absence of the 2003
fiscal deficit. Would programs have been developed just to spend the surplus? Since the fund is
not part of the general fund budget, use of the surplus would not have had to compete in the
normal budget process in the absence of the severe fiscal crisis at the time.

16 Emerson College v. City of Boston, 391 Mass. 415, 424-425, 462 N.E.2d 1098, 1105 (1984), quoted in
Administrative Bulletin A&F 6 from the State of Massachusetts Administration and Finance Agency. Available
at http://www.mass.gov/eoaf/administrativebulletin6.doc.
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VI. Recommendations

The use of special funds is a legitimate, and in some cases, required method of keeping track
of government funds, but there should be as few funds as possible and the funds should have
clearly defined purposes (see the discussion on the rationale for special funds on page 26).
This caution on the number and purposes of funds directs our recommendations.

While MCPFR was developing this report and these recommendations, HF 2446 passed both
houses of the legislature and was signed by the Governor on May 29, 2004, as Chapter 284 of
Minnesota Statutes. To show the consistency of our original recommendations with the law
that was passed, we have preserved them as they were written, with comments regarding the
new requirements of HF2446 appearing in brackets.

Concerning special (non-general) funds overall:

The rationale for all special funds should be carefully reviewed to ensure a
legitimate policy purpose for each fund. Consideration should be given to reducing
the number of special funds. This is because special fund balances and cash flow
activity is not scrutinized nearly as closely by the public as the general fund, and
because the number of special funds has increased from 18 to 35 over the last 20
years. Some consolidation and elimination occurred as part of the 2003 budget
balancing, which is a good start.
[Note: Chapter 284 requires the Commissioner of Finance to review one-
guarter of the accounts in the Special Revenue Fund each year, until all accounts
are reviewed. Each account must be described and a rationale for its existence
presented to the Legislature, with recommendations for elimination of any
accounts that do not have sufficient rationale. This is a good first step toward
carrying out this recommendation, but apparently applies only to the Special
Revenue Fund. The review requirement should be expanded to all funds and
accounts.]
Consideration should be given to a sunset clause for special funds. In the absence
of a clear rationale, or in case of political difficulties in agreeing on such a rationale,
sunsetting all new funds would force a periodic re-evaluation of why they exist and
whether or not they are fulfilling a legitimate public policy purpose.
[Note: Chapter 284 requires partial sunsetting of accounts in all special funds if
receipts and transfers in any account that has existed at least four years
averaged less than $1,000 per year in the past four years, with balances
averaging less than that amount, too. This, too, is a good first step toward
implementing this recommendation. We would encourage further consideration
for sunsetting special funds, and not just accounts within funds. The review
requirement mentioned above and the reporting requirement mentioned below
may also help in terminating accounts and funds that should no longer be
operating, acting as a kind of ““soft™ sunsetting.]
Special fund balances should be more widely disseminated and publicized in the
press. The steady growth in the special fund balances from several hundred million
dollars in the early 1980s to nearly $5 billion now (even with a decline most recently
as part of the budget balancing solution), means that a significant portion of state
funds are spent outside the scrutiny of the general fund. In order to hold government
accountable for the spending from these special funds, much more information is
required to be much more readily available.
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[Note: Chapter 284 requires all agencies with accounts in any special funds to
report at least annually to the appropriate finance committees of the legislature
on the number, purpose, and financial activity in the accounts. These required
reports should be publicized as they are made available in order to facilitate a
more general understanding of the special funds.]

Concerning the Special Revenue Fund in particular:

Consideration should be given to renaming the Special Revenue Fund. It seems
unnecessarily confusing to call on of 33 special revenue funds the “Special Revenue
Fund.” Perhaps something like the “Administrative Accounts” fund would be more
indicative of what it is and how its accounts are used.
The rationale for accounts in the Special Revenue Fund should be carefully
reviewed to ensure a legitimate policy purpose for each account. Consideration
should be given to further reducing the number of accounts. Again, because of the
lack of public scrutiny, this process needs to take place. While the number of
accounts in the fund did decrease by nearly 9% between FY2003 and FY2004, the
continued increase in cash flows suggests the need for greater oversight. [Note: This
is now current law. See note on the previous page regarding Chapter 284]
Consideration should be given to a sunset clause for all accounts in the Special
Revenue Fund. The logic is the same as for special funds above.
State government must provide more and better information about the cash flow of
accounts in the Special Revenue Fund. Currently, such information as is available is
nearly invisible and difficult to understand. Minnesota’s comprehensive annual
financial report (CAFR) provides only information about the Special Revenue Fund
as a whole. Information is generally unavailable regarding individual accounts
within the fund. Given the amount of money passing through the fund, more policy
makers at least, and ideally more Minnesota’s citizens, should be informed about the
number of accounts in the fund and their purposes, revenue, expenditures and
transfers. It is our understanding that when the “no tax” budget solution to the large
projected shortfall was being put together for the 2003 legislative session, there was
no single list of all accounts in the Special Revenue Fund that included a clear
description of their history and purpose. Progress has been made and this study is
part of that progress. Information like parts of this study should be routinely available
as part of budget considerations.

[Note: the provisions of Chapter 284 will go a long way toward beginning to

make this information more available to the public.]



VII. Appendix A: Minnesota State Special Funds and Fund Balances, FY2004

Closing
FY 2004 Budgetary
Special Fund Balance (000's) Comments
1 Minnesota Technology $ 3 *
2 MN Environment and Natural Resources Trust 314,710
3 Minnesota Future Resources 2,387 *
4 Petroleum Tank Release 14,680 *
5 State Government Special Revenue 35,461
6 Natural Resources 22,088
7  Health Care Access 136,774 *
8  Special Revenue 227,084
9  Agricultural 11,202
10 State Airports 8,148
11 Game and Fish 25,667
12 Iron Range Resources and Rehabilitation 21,482
13 Workforce Development 3,376
14 Municipal State Aid Street 133,431
15 County State Aid Highway 387,194
16 Trunk Highway 51,510
17 Trunk Highway Bond Fund (31,471) *
18 Highway User Tax Distribution 1,395
19 Federal -
20 Federal TANF Reserve 40,885
21 Workers' Compensation Special 20,384
22 Environmental 39,500
23 Remediation 30,766 *
24 Metropolitan Area Transit -
25 Greater Minnesota Transit 1,040
26 Metro Landfill Contingent - *
27 Closed Landfill Investment 30,693
28 Solid Waste - *
29 Maximum Effort School Loan 1,843
30 Medical Education and Research 3,251 *
31 Tobacco Use Prevention - *
32 Northeast Minnesota Economic Protection 90,296
33 Gift 5,163
34 Endowment 61
35 Endowment and Permanent School 539,224
36 Debt Service 244,399
Total $2,412,626
Source: Consolidated Funds Statement, Minnesota Department of Finance November 2004 Forecast. The
Consolidated Annual Funds Report does not include detail on all funds and uses a different accounting method
resulting in a total of $3.3 billion used in Figure 2.
*Notes on fund numbers:
1 No activity in 2005 — 2009
3 2003 legislation ended dedicated revenue source for fund
4 No activity or balance in 2008 — 2009
7 The governor has proposed to fold this fund into the General Fund
17 Fund was in deficit at the end of FY 2004
23 New for 2005
26 Folded into Remediation Fund. No activity or balance in 2005 - 2009
28 Folded into Remediation Fund. No activity or balance in 2005 — 2009
30 Was used to close budget deficit 31 Was used to close budget deficit—no activity or balance in 2005 -
2009
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VIII. Appendix B: Revenue, Expenditure and Fund Balance Data Sources, by Fiscal Year

1935 Shall Dedicated Find Be Removed From the Minnesota Constitution?: Testimony Favoring
Removing As Given Before the Constitutional Commission of Minnesota at St. Paul, Minnesota
Taxpayers Association (MTA), 1948

1946 Shall Dedicated Find Be Removed From the Minnesota Constitution?: Testimony Favoring
Removing As Given Before the Constitutional Commission of Minnesota at St. Paul, Minnesota
Taxpayers Association (MTA), 1948

1948 Shall Dedicated Find Be Removed From the Minnesota Constitution?: Testimony Favoring
Removing As Given Before the Constitutional Commission of Minnesota at St. Paul, Minnesota
Taxpayers Association (MTA), 1948

1957, 59 Research Bulletin No. 42, Financial and Administrative Review, 1959 Minnesota State
Legislature, Minnesota Taxpayers Association (MTA)

1967, 69 Research Bulletin No. 47, Where the money comes from and Where it goes, A Fiscal
Review of the 1969 Minnesota Legislative Session, MTA

1973 State of Minnesota Financial Report, Year Ended June 30, 1973, Minnesota
Department of Finance (DOF)

1974 State of Minnesota Financial Report, Year Ended June 30, 1974, DOF

1975 State of Minnesota Financial Report, Year Ended June 30, 1975, DOF

1976 State of Minnesota Financial Report, Year Ended June 30, 1976, DOF

1977 State of Minnesota Financial Report, Year Ended June 30, 1977, DOF

1978 State of Minnesota Financial Report, Year Ended June 30, 1978, DOF

1979 State of Minnesota Financial Report, Year Ended June 30, 1979, DOF

1980 State of Minnesota Financial Report, Year Ended June 30, 1980, DOF

1981 State of Minnesota Financial Report, Year Ended June 30, 1981, DOF

1982 State of Minnesota Financial Report, Year Ended June 30, 1982, DOF

1983 Comp. Annual Financial Report (CAFR), State of MN, for the year ended 6/30/83, DOF

1984 CAFR, State of Minnesota, for the year ended June 30, 1984, DOF

1985 CAFR, State of Minnesota, for the year ended June 30, 1985, DOF

1986 CAFR, State of Minnesota, for the year ended June 30, 1986, DOF

1987 CAFR, State of Minnesota, for the year ended June 30, 1987, DOF

1988 CAFR, State of Minnesota, for the year ended June 30, 1988, DOF

1989 CAFR, State of Minnesota, for the year ended June 30, 1989, DOF

1990 CAFR, State of Minnesota, for the year ended June 30, 1990, DOF

1991 CAFR, State of Minnesota, for the year ended June 30, 1991, DOF

1992 CAFR, State of Minnesota, for the year ended June 30, 1992, DOF

1993 CAFR, State of Minnesota, for the year ended June 30, 1993, DOF

1994 CAFR, State of Minnesota, for the year ended June 30, 1994, DOF

1995 CAFR, State of Minnesota, for the year ended June 30, 1995, DOF

1996 CAFR, State of Minnesota, for the year ended June 30, 1996, DOF

1997 CAFR, State of Minnesota, for the year ended June 30, 1997, DOF

1998 CAFR, State of Minnesota, for the year ended June 30, 1998, DOF

1999 CAFR, State of Minnesota, for the year ended June 30, 1999, DOF

2000 CAFR, State of Minnesota, for the year ended June 30, 2000, DOF

2001 CAFR, State of Minnesota, for the year ended June 30, 2001, DOF

2002 CAFR, State of Minnesota, for the year ended June 30, 2002, DOF

2003 CAFR, State of Minnesota, for the year ended June 30, 2003, DOF
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IX. Appendix D: Percentage of Cash Flows through Special Revenue Fund Accounts, by
Funding Source and Account Purpose, Fiscal Years 1999 - 2003

Fiscal Year 1999

Spending Purpose

A B C D E F Revenue
Revenue Source Cost Recovery | Pgm. Support | Indirect Costs | Contracts | Transfers | Unknown | Source Sum
1. Fees 22.97 16.87 0.01 -- 2.18 0.30 42.34
2. Investment Income -- 0.45 -- -- *x -- 0.45
3. Borrowing 0.03 0.24 -- - -- -- 0.27
4. Local government 6.48 0.25 -- 0.30 -- -- 7.03
5. State government 11.23 5.49 3.93 0.32 0.06 -- 21.03
6. Federal government 6.08 4.02 0.69 0.15 0.38 0.47 11.78
7. Non-profit or U of M -- ** - ** -- -- **
8. Gov’t. not specified 0.35 1.23 *x 3.66 -- -- 5.24
9. Legislative approp. -- 7.94 -- - -- 0.47 8.41
10. Other source 0.04 0.19 -- -- *x -- 0.22
11. Unknown 0.05 1.15 el 0.16 -- 1.86 3.22
Spending Purpose Sum 47.22 37.84 4.63 4.59 2.62 3.10 100.00
** |_ess than 0.01%
Note: $1,081,421,926.98 in total cash flow.
Fiscal Year 2000
Spending Purpose
A B C D E F Revenue

Revenue Source Cost Recovery | Pgm. Support | Indirect Costs | Contracts | Transfers | Unknown | Source Sum

1. Fees 19.98 11.57 0.01 -- 1.74 0.55 33.86
2. Investment Income -- 1.79 -- -- il -- 1.79
3. Borrowing 0.02 0.12 -- -- -- -- 0.14
4. Local government 6.17 0.46 -- 0.48 -- -- 7.11
5. State government 9.94 5.10 4.13 0.26 0.06 -- 19.48
6. Federal government 5.54 4.21 0.77 0.05 1.45 0.43 12.46
7. Non-profit or U of M -- 0.02 -- ** -- 0.15 0.18
8. Gov’t. not specified 0.63 0.87 *x 3.40 -- *x 4.90
9. Legislative approp. -- 16.94 - -- -- 0.43 17.38
10. Other source 0.03 0.19 -- -- 0.01 -- 0.22
11. Unknown 0.05 0.86 ** 0.24 -- 1.33 2.48
Spending Purpose Sum 42.34 42.15 4.93 4.42 3.26 2.90 100.00

** |_ess than 0.01%
Note: $1,187,420,031 in total cash flow.
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Fiscal Year 2001

Spending Purpose
A B C D E F Revenue
Revenue Source Cost Recovery | Pgm. Support | Indirect Costs | Contracts | Transfers | Unknown | Source Sum
1. Fees 17.18 20.44 0.01 -- 1.72 0.43 39.78
2. Investment Income -- 1.69 -- -- *x -- 1.69
3. Borrowing 0.02 0.02 -- -- -- - 0.04
4. Local government 5.84 0.26 - 0.60 -- -- 6.71
5. State government 10.02 5.01 4.06 0.42 0.05 -- 19.55
6. Federal government 5.44 412 0.41 0.17 6.20 0.43 16.77
7. Non-profit or U of M -- 0.07 -- 0.01 -- 0.17 0.25
8. Gov’t. not specified 1.58 0.98 0.01 3.44 -- *x 6.01
9. Legislative approp. -- 4.80 - 0.14 -- 0.34 5.27
10. Other source 0.02 1.75 -- 0.17 *k -- 1.77
11. Unknown 0.04 1.75 *x 0.07 -- 0.30 2.17
Spending Purpose Sum 40.14 40.89 4.50 4.84 7.97 1.66 100.00
** Less than 0.01%
Note: $1,293,218,755.76 in total cash flow.
Fiscal Year 2002
Spending Purpose
A B C D E F Revenue
Revenue Source Cost Recovery | Pgm. Support | Indirect Costs | Contracts | Transfers | Unknown | Source Sum
1. Fees 18.98 8.12 0.01 -- 2.45 0.07 29.63
2. Investment Income -- 1.20 -- -- *x -- 1.20
3. Borrowing 0.01 0.13 - -- -- - .0.15
4. Local government 4.94 0.25 - 0.67 -- -- 5.86
5. State government 10.41 4.58 4.71 0.63 0.04 -- 20.37
6. Federal government 5.30 5.00 0.52 0.14 11.00 0.47 22.43
7. Non-profit or U of M 0.18 0.09 -- *x -- 0.07 0.34
8. Gov’t. not specified 0.90 0.69 ** 2.79 -- *x 4.39
9. Legislative approp. *x 11.35 i 0.07 -- 0.32 11.74
10. Other source 0.03 0.23 -- -- 0.45 == 0.71
11. Unknown 0.01 2.95 - 0.01 -- 0.19 3.16
Spending Purpose Sum 40.77 34.60 5.25 4.31 13.94 1.13 100.00
** Less than 0.01%
Note: $1,515,514,804.79 in total cash flow.
Fiscal Year 2003
Spending Purpose
A B C D E F Revenue
Revenue Source Cost Recovery | Pgm. Support | Indirect Costs | Contracts | Transfers | Unknown | Source Sum
1. Fees 19.59 14.01 0.01 -- 3.77 0.10 37.47
2. Investment Income -- 211 -- -- il -- 211
3. Borrowing 0.03 0.02 -- -- -- - 0.05
4. Local government 4.73 0.24 -- 0.61 -- -- 5.58
5. State government 9.92 4.93 4.95 0.88 0.04 -- 20.73
6. Federal government 5.24 4.84 0.60 0.13 9.70 0.47 20.99
7. Non-profit or U of M 0.15 0.04 -- ** -- 0.22 0.41
8. Gov’t. not specified 0.68 0.45 0.01 2.90 -- - 4.03
9. Legislative approp. ** 5.78 *x 0.06 -- 0.32 6.16
10. Other source 0.01 0.20 -- -- 0.45 -- 0.67
11. Unknown 0.01 1.69 - *x -- 0.10 1.81
Spending Purpose Sum 40.36 34.31 5.58 4.59 13.96 1.20 100.00

** |_ess than 0.01%

Note: $1,606,934,397.76 in total cash flow.
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X. Appendix E: Special Revenue Fund Accounts with Cash Flow of >=$100,000 in FY FY2004

Explanation of Terms Appendix E Table Column Headings

The following explain the column headings in the table that follows on the next page.

AGENCY NAME: Name of state department or agency responsible for Special Revenue Fund account.
ACCOUNT NAME: Name given by Department of Finance to Special Revenue Fund account.
LEGAL CITATION: Statute or legislative act authorizing Special Revenue Fund account.

PURPOSE OF ACCOUNT: Describes from whom the monies in the fund are collected, and for what purposes they are used.
Many were provided by the Department of Finance, while some were compiled by MTA.

MCPFR Developed

Revenue & Spending Codes: Revenue Source-Account Purpose categories devised by MCPFR. These categories match each
account’s revenue streams with the uses those monies are put toward. Some accounts have multiple
Revenue Source-Account Purpose categories. We assumed that the cash flow in accounts with
multiple Revenue Source-Account Purpose categories is divided equally among each category, unless
statute dictates otherwise. In those cases, the percentage of cash flow credited to each category is
indicated by a fraction in parentheses after the letter-number category designation.

2004 Cash Flow: Amount of cash flowing through the Special Revenue Fund account during Fiscal Year 2004. It
includes receipts, expenditures, transfers in and transfers out.
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