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ELIMINATE PAPER WARRANTS BY USING DIRECT DEPOSIT OR
ELECTRONIC PAY CARDS FOR STATE PAYMENTS

Texas has used direct deposit of funds as an alternative to
paper warrants since 1981. Still, in fiscal year 2008, over 7.0
million warrants were issued to vendors, employees,
annuitants, and other recipients. During this period, 50
percent of all vendor payments and 13 percent of payroll and
annuity payments were paid by warrant. While direct deposit
rates have increased in the last few years, the state could
additional  benefits

realize from making payments

electronically.

Previous Texas Legislatures have addressed this issue.
Legislation requiring employees and vendors to receive
payment via direct deposit was enacted in the 1990s.
However, this mandate was repealed in 1999 based on claims
that it caused a hardship for state employees and small
businesses unable to open a bank account and establish a
relationship with a financial institution. Since then, state
agencies have successfully implemented programs to increase

payments made via direct deposit or electronic pay card.

An alternative to paper warrants and direct deposit, such as
an electronic pay card, would allow businesses and individuals
who do not have back accounts or sophisticated accounting
systems to receive an electronic payment. Instead of
transferring funds to a bank account, payment would be
deposited in an electronic pay card or debit card. The pay
card would replace the warrant and could either be cashed
like a warrant or used as a debit card. Requiring state
employees, vendors, and other recipients of state-issued
checks to receive payment from the state via direct deposit or
electronic pay cards could decrease administrative costs and

increase efficiencies.

FACTS AND FINDINGS

¢ The Comptroller of Public Accounts estimates that
each warrant converted to a direct deposit saves $1.80
in computer service time and handling.

¢ Since 1995, the Texas Health and Human Services
Commission has provided food stamp and welfare
recipients with benefits through a debit card. The Texas
Health and Human Services Commission reports this
change helped streamline program administration,
reduce the illegal sale of food stamps, and provide a
secure and convenient way for program recipients to

receive benefits.

¢ The Texas Workforce Commission and the Office of
the Attorney General are using electronic pay cards
to disburse benefits to unemployment insurance and
child support recipients.

CONCERN

¢ Drocessing paper payments (i.e., checks, warrants,
etc.) involves a substantial amount of paper, postage,
storage, processing time, and personnel cost that can
be reduced if direct deposit or an electronic pay card

were used as payment.

RECOMMENDATION

¢ Recommendation 1: Amend Texas Government
Code, Section 403.016, to require the Comptroller
of Public Accounts to pay all vendors, employees,
annuitants, and other recipients of state-issued
payments via direct deposit or electronic pay card.

DISCUSSION

The Comptroller of Public Accounts (CPA) is responsible for
processing payments of state funds to state employees,
annuitants, and state agency and institution of higher
education vendors. The only exceptions are the Texas
Workforce Commissions (TWC) unemployment insurance
payments and the Texas Health and Human Services
Commission’s (HHSC) Temporary Assistance for Needy
Families (TANF) and food stamps benefits. Both agencies
generate their own payments for these purposes. Figure 1
shows the number of warrants that Texas issued to vendors,
employees, annuitants, and child-support recipients in fiscal
years 2007 and 2008.

FIGURE 1
NUMBER OF WARRANTS ISSUED BY TEXAS,
FISCAL YEARS 2007 AND 2008

PAYROLL AND CHILD

ANNUITY VENDOR SUPPORT

PAYMENTS PAYMENTS PAYMENTS TOTAL
871,627 2.4 million 5.0 million 8.3 million
916,919 2.2 million 4.0 million 7.0 million

Source: Comptroller of Public Accounts.

CPA issued approximately 8.3 million warrants in fiscal year
2007, representing 68 percent of all payments issued by
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ELIMINATE PAPER WARRANTS BY USING DIRECT DEPOSIT OR ELECTRONIC PAY CARDS FOR STATE PAYMENTS

CPA. The total number of payments issued by warrant
decreased by 1.3 million in fiscal year 2008.

Each agency is responsible for authorizing CPA’s Payee/
Payment Services (PPS) to distribute its warrants in a specific
manner. Some agencies located in Austin retrieve warrants at
CPA, while other Austin area agencies contract with CPA’s
Texas Procurement and Support Services (TPASS) to deliver
the warrants to them. Agencies outside of the Austin area
typically authorize PPS to mail the warrants to the agency.

CPA offers vendors several free services to help them reconcile
state payments to their accounting records. One service is the

State-to-Vendor Payment Information website. Using a

personal identification number, vendors can see their warrant
or direct deposit payments for the current and past three
fiscal years. Vendors receiving direct deposit payments can
also sign up to receive an Advance Payment Notification
(APN) which contains information on how much money
will be deposited and when it will arrive. The vendor can
choose to receive the APN via email or FAX. Figure 2 shows
an example of an APN.

Both the State-to-Vendor Payment Information website and
APN include the invoice number and invoice description
fields that agencies enter in the state’s Uniform Statewide
Accounting System (USAS). The website provides the paying

agency’s name and contact information.

FIGURE 2

EXAMPLE OF AN AUTOMATED PAYMENT NOTIFICATION, FISCAL YEAR 2008

please destroy all copies of the original notification.

**|MPORTANT***

availability of funds with your financial institution.
Direct Deposit Notification -TIN: 17426950000-
Payment #: 4003071

Total Payment Amt: $312.38

DO NOT REPLY TO THIS MESSAGE. This message has been generated by an automated system. Confidentiality
Statement: The Advance Payment Notification you have received may contain confidential and privileged information.
Any unauthorized review, use, disclosure or distribution is strictly prohibited. If you are not the intended recipient,

The Texas Comptroller of Public Accounts has processed direct deposit payment(s) that are scheduled to post to
your account on the first business day after the date of this notice. Before expending funds, please verify the

Mail Code: 020

Total Interest Included: $00

Doc No: 20389198 $175.99
Inv No: 02LQ0398
TABLE TOP

Doc No: 20389198 $136.39
Inv No: 02LQ0398

TABLE BASE

Payment #: 4003072

Total Payment Amt: $149.59
Doc No: 20389199 $149.59
Inv No: 02LQ0390

1-DRAWER FILE CABINET

Agency: 529 HEALTH AND HUMAN SERVICES COMMISSION

Agency: 529 HEALTH AND HUMAN SERVICES COMMISSION

0.00

0.00

Total Interest Included: $00

0.00

Source: Comptroller of Public Accounts.
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ELIMINATE PAPER WARRANTS BY USING DIRECT DEPOSIT OR ELECTRONIC PAY CARDS FOR STATE PAYMENTS

According to CPA, some vendors have had problems
reconciling direct deposits they received from state agencies.
The majority of these complaints occur when paying agencies
do not enter all of the information that vendors need to
reconcile their payments. As shown in Figure 2, vendors can
receive information for every transaction line item if agencies
post the data to USAS correctly. The information on the
APN and payment web applications is pulled directly from
USAS. It is up to each agency to ensure that they provide
detailed information in USAS to allow vendors to reconcile
payments.

CPA also works with the largest vendors (determined by the
number of warrants received) to determine what information
is needed from agencies to reconcile their payments efficiently
and receive their payments by direct deposit. CPA then works
with the agencies that pay those vendors to convert the
payments to direct deposit. CPA staff is available to help
agencies work with any vendors to convert payments to
direct deposit.

PAST STATE EFFORTS TO ENCOURAGE DIRECT DEPOSIT

Previous Texas Legislatures have addressed the issue of
converting warrants to direct deposit. The enactment of
1991,

mandated that state employees receive payment through

legislation by the Seventy-second Legislature,

direct deposit. However, the mandate allowed broad
exceptions that rendered the mandate ineffective. The law
required CPA to issue a warrant to pay a person unless the
person properly notified the comptroller that receiving the
payment via direct deposit would be impractical, would be
more costly than receiving the payment by warrant, or that
the person was unable to establish a bank account. This
requirement essentially made it optional for state employees
to receive payment via direct deposit.

Six years after the direct deposit mandate for state employees,
legislation enacted by the Seventy-fifth Legislature, 1997,
required vendors to accept direct deposit beginning in 1998.
However, the requirement for vendors did not allow the same
exceptions granted to employees. The only way a vendor
could opt out from direct deposit was if they did not have a
bank account. This mandate and the one for state employees
were repealed by the enactment of legislation by the Seventy-
sixth Legislature, 1999, based on claims that it caused a
hardship for small businesses without accounting systems
sophisticated enough to process direct deposits.

STATE INITIATIVES FOR ELECTRONIC PAY CARDS

Despite repealing this requirement, the state continued to
consider new ways to reduce the number of paper warrants
issued. An electronic benefits task force was created in 1995
when HHSC launched the electronic benefits transfer (EBT)
program for food stamps and TANF recipients. Legislation
enacted by the Seventy-fifth Legislature, Regular Session,
1997, directed the task force to determine what other state
programs could benefit from the conversion of a warrant to
an electronic funds transfer, and the cost-effectiveness of such
an expansion. It directed the Office of the Attorney General
(OAG) and TWC to perform a cost-benefit analysis of
providing benefits electronically. The analysis led to electronic
pay cards being used by each agency to pay recipients their
unemployment and child support benefits.

FOOD STAMPS AND TANF PAYMENTS

The EBT program for food stamps and TANF recipients
began in October 1994. The program provides benefits to
over 2 million food stamp and welfare recipients on the Lone
Star card, an electronic debit card, and replaced millions of
warrants and food stamp coupons. Recipients can access
their benefits by using their Lone Star card at participating
retail locations, including U.S. post offices. They scan their
card to pay for a purchase in the same manner a debit or
credit card is used. Benefit recipients must choose a personal
identification number that is entered at the point of sale to
protect against unauthorized use of the card or in case it is
lost or stolen. No purchase is necessary if the TANF recipient
wants to withdraw funds from the debit card at a participating
retail location, but some stores may set a limit on how much
cash can be withdrawn at one time. The Texas EBT program
is one of the largest in the nation.

The Health and Human Services Commission (HHSC)
maintains that this move from a paper process to an electronic
process helped streamline program administration, reduce
the illegal sale of food stamps, and provide a safe and
convenient way to receive benefits. Retailers also benefited
from the transition to the debit card because they immediately
receive payment of food purchases made with the card.

CHILD SUPPORT PAYMENTS

The Office of the Attorney General’s Child Support Division
(CSD) collects and disburses child support payments to more
than one million families. In fiscal year 2007, CSD collected
over $2.3 billion in child support payments. OAG now
allows child support recipients to choose a warrant, direct
deposit, or payment card (Texas Debit Card) as their method

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009
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ELIMINATE PAPER WARRANTS BY USING DIRECT DEPOSIT OR ELECTRONIC PAY CARDS FOR STATE PAYMENTS

of payment. According to CPA, while almost 5 million
warrants were issued to child support recipients in fiscal year
2007, almost 78 percent of recipients received payments
electronically. The OAG estimates that it has saved $13.7
million by converting paper warrants to electronic payment

since fiscal year 2005.

The Texas Debit Card was introduced in April 2006 as a safer
and more convenient way to receive child support payments
than warrants or direct deposit. The card is issued by a vendor,
loaded with the amount of funds due to the recipient, and
may be used by the recipient anywhere Visa is accepted. Just
like cashing a paper check, the card can be taken to the
participating banks to withdraw the entire amount of funds.
Other benefits of the debit card as reported by OAG
include:

o abank account is not necessary;

e no check cashing fees;

e no lost or stolen checks;

e no waiting for checks to come in the mail; and
e no waiting for deposits to clear the bank.

UNEMPLOYMENT BENEFITS

Since June 2007, all
beneficiaries receive their benefits from TWC on an electronic
pay card (UI debit card) issued by Chase Bank. The debit
card is accepted anywhere that Visa cards are accepted. Like

unemployment compensation

a paper check, the UI debit card can be taken to a Chase
bank or a Visa bank teller service for one free cash withdrawal,
or smaller unlimited withdrawals can be made when making
purchases with the UI debit card at a retailer. Chase
supplements the customer service aspect of the Ul debit card
system by handling banking issues such as transaction
disputes through Chase Customer Service. Each debit card
lists a toll-free number for Chase Customer Service for the
claimant, and Chase is now offering access to online
statements. In November 2008, TWC will also be making
available online UI benefit statements.

Sometimes vendors charge to provide pay card services.
However, Chase does not charge TWC, the state, or
beneficiaries for the debit card or the transfer of benefits
payments to the cards. As is typically the case with retailers
who accept credit cards, the retailers must pay a service charge
to the credit card company to allow the use of their card for
purchases. The vendor negotiating the contract with TWC

earns fees from retailers when unemployment beneficiaries

make purchases through the vendor provided pay card.

After transitioning to the UI debit card, TWC was able to
eliminate costs incurred for warrant mailings such as postage,
warrant paper, security envelopes, and some labor costs.
During fiscal year 2008, 410,324 individuals were paid
unemployment benefits by debit card at an estimated annual
savings of $1.4 million to the agency in mailing and printing
costs. Overall, TWC has made a successful transition to the
UI debit card but reports that it is working on plans to
provide a direct deposit option in response to claimants’

requests.

INDEMNITY PAYMENTS

Senate Bill 908, Eightieth Legislature, 2007, included a
provision that required direct deposit of indemnity payments
for those state employees receiving their salary through the
same means. The Sunset Advisory Commission (Sunset)
made this recommendation as an efficiency and cost savings
measure in its review of the State Office of Risk Management
(SORM). The Sunset report states that such a move would
save SORM and injured state employees time, effort, and
money. SORM implemented the recommendation in
February 2008 and has increased its direct deposit rate of
indemnity payments to 20.7 percent in fiscal year 2008 from
7.5 percent in fiscal year 2007. As of August 2008, 31,979
indemnity payments had been paid for fiscal year 2008.

Some key findings from Sunset include:
o Paying workers’ compensation indemnity benefits by

check wastes taxpayer dollars.

o CPA makes most payments to state employees by
direct deposit.

o The workers' compensation program operated by
the Texas Department of Transportation pays most
indemnity benefits through direct deposit.

o Directdepositdelivers workers’ compensation benefits
faster and reduces hardships for employees.

Although the Sunset report estimated a $75,000 savings
from converting indemnity checks to electronic payment for
those state employees with direct deposit, as of the beginning
of fiscal year 2009, SORM has not quantified any savings.
Furthermore, SORM states that paying injured workers
through direct deposit has not reduced administrative costs
for the agency. As a workers’ compensation carrier, SORM is
required to mail an explanation of benefits (EOB) form to
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ELIMINATE PAPER WARRANTS BY USING DIRECT DEPOSIT OR ELECTRONIC PAY CARDS FOR STATE PAYMENTS

the claimant notifying them of the type of indemnity benefit
and the period for which payment is made. For paper
warrants, the EOB is mailed with the warrang; for direct
deposits, the date of the transaction is noted on the EOB and
is mailed alone. The same amount of administrative time is
required because now direct deposit must be verified before
the EOB is mailed; whereas before, receipt of the warrant
provided SORM verification of the payment processing.

SORM also reports that some additional administrative
duties are also now required for canceling or recalling
payments. While this is also not a significant percentage of
the payments process, a common occurrence is an adjuster
learning that an injured worker has returned to work and is
not due the entire payment processed. As a carrier, SORM is
required to make indemnity payments by specific deadlines,
and because of the two business day turn-around to process
payments through CPA, the processing must begin a few
days in advance. When information is received that a full
payment is not due, a paper warrant can be cancelled,
preventing the overpayment of state funds. The equivalent
recall of direct deposits requires a different process, including
attention to whether funding in the individual’s account will
be sufficient for a return of the payment.

While the transition to direct deposit has been difficult for
SORM, it is important to note that the rules SORM must
comply with as a compensation carrier are unique and do not
apply to vendors, state employees, or child-support

recipients.

CURRENT STATE EFFORTS TO REDUCE THE NUMBER OF
WARRANTS

Several efforts to educate vendors and employees about the
benefits of electronic funds transfer have been underway. The
e-Payment Promotions staff at CPA are dedicated to educating
state employees and vendors about the benefits of direct
deposit. The following are examples of efforts to promote
direct deposit payments:

o Direct Deposit Focus Group—This group, led by
CPA staff, includes state agencies and vendors who
are scheduled to meet quarterly to discuss ideas that
can lead to greater participation in direct deposit
payments for vendors.

e Direct Deposit Brochures—TxDOT, in collaboration
with CPA, designed and mailed a brochure with
paper warrants, an envelope-size version of the direct
deposit form that state employees who prefer direct
deposit must fill out.

o Direct Deposit Web Page—CPA has a website
with information and updates about direct deposit
payments for employees, state agencies, and vendors
interested in learning more about the benefits of this
type of electronic payment.

o Direct Deposit Mail-Out—Every May, CPA sends
direct deposit brochures with warrants to individuals
who have not yet elected to receive payment through
direct deposit. This brochure provides information on
the benefits of direct deposit and explains the process
of receiving payment electronically.

o Payee Direct Contact—CPA staff contact employees
and vendors who receive warrants every year to
inform them of the direct deposit option. According
to CPA, on average, there were 286 payees contacted
per month in fiscal year 2008. CPA reports that it
converted 2,721 payees to direct deposit in fiscal year
2008, a 79.4 percent success rate.

While these efforts have improved direct deposit rates and
reduced warrants, they do not include the option to replace

warrants with an electronic pay card.

ELIMINATE WARRANTS ISSUED BY THE STATE

While the state’s rate of employee participation in direct
deposit is at 87 percent, as of October 2008, and 50 percent
of bill payments to vendors are paid via direct deposit, there
are benefits to be realized from eliminating warrants. In
addition to direct deposit, the development of secure, no-
cost electronic pay cards can help reduce state costs and
provide an easy way for vendors, employees, and others to
receive state payments. As evidenced by several state agencies
serving low-income clients, electronic pay cards have reduced
costs, streamlined payment processes, and still provide a
secure way of delivering funds.

Recommendation 1 would amend Section 403.016 of Texas
Government Code to allow vendors, state employees,
annuitants and all other recipients of state-issued checks to
choose between direct deposit or an electronic pay card to
receive payment of state funds. The CPA would consider the
most conducive and cost effective strategy for implementing
this mandate, including entering into a contract with a
vendor to provide debit card services. Full implementation of
Recommendation 1 would be required by the end of the
2010-11 biennium.

Figure 3 shows a summary of state laws related to the direct
deposit of wages compiled by the National Conference of
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FIGURE 3

STATE LAWS RELATED TO DIRECT DEPOSIT OF PAYCHECKS, 2006

STATE PROVISIONS

Alabama May be mandatory at employers’ discretion.

Kentucky Employer may make direct deposit mandatory, but employer must bear the cost of any monthly service charges.
(Section 337.010) State employees may request, in writing, that they be paid via electronic fund transfer. The
state treasurer may decline, if the financial institution designated by the employee cannot receive electronic funds
transfers. (Section 41.165)

Louisiana Mandatory direct deposit at employer’s discretion permitted.

Maine Employer may make direct deposit mandatory provided deposit is readily convertible to cash, (i.e., the bank is in
close proximity and there are no withdrawal restrictions).

Mississippi Employer may require direct deposit, provided employee is permitted to choose the financial institution. (Reg. E,
Section 205. 1 0)

Missouri May be mandatory, at employer’s discretion; wages must be paid as often as semi-monthly. (Section 290-080)

North Carolina

Ohio

South Carolina

South Dakota

Tennessee

Employer may make direct deposit mandatory provided the policy is uniform and nondiscriminatory. (N.C. Admin.
Code T. 13, Section 12.0309)

Employer may make direct deposit mandatory.

Payment by direct deposit may be mandatory if: the wages are deposited in a South Carolina financial institution; the
employee is furnished with a statement of earnings and withholdings; and the employee is entitled to at least one
withdrawal for each deposit, free of any service charge. (Section 41-10-40)

May be mandatory, at employer’s discretion, provided employee incurs no special or extra costs as a result.

Direct deposit constitutes payment in lawful money, and employers may make it mandatory, since employers have the
right to choose the form of payment and the form of lawful money.

Source: National Conference of State Legislatures.

State Legislatures in 2006 regarding direct deposit of wages.
The figure shows that eleven states allow direct deposit to be
mandatory at an employers’ discretion. However, no mention
of electronic pay cards is made. All other states require that
the employee consent to direct deposit. Legislative Budget
Board staff research did not find any states that require

vendors to receive payment electronically.

FISCAL IMPACT OF THE RECOMMENDATION

The recommendation would not have a direct impact on
General Revenue Funds appropriated in the 2010-11
biennium. The
administrative costs but the extent to which cannot be
determined until full implementation is achieved in fiscal

year 2011. Additionally, state agencies would also be expected
to see savings as evidenced by HHSC, OAG, and TWC.

The introduced 2010-11 General Appropriations Bill does

not reflect

recommendation.

any adjustments as a result of this

recommendation would reduce CPA
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LIMIT THE STATE’S ROLE IN ADMINISTERING LOCAL

FIRE FIGHTER PENSION PLANS

The two primary functions of the Office of the Fire Fighters’
Pension Commissioner are to offer assistance and education
to the 121 fire fighter pension plans under the Texas Local
Fire Fighters' Retirement Program and to administer the
statewide Texas Emergency Services Retirement System for
182 volunteer fire fighter departments. The functions of the
Texas Local Fire Fighters’ Retirement program are duplicative
to other entities like the Pension Review Board and the Texas
Association of Public Employee Retirement Systems, and
many of the functions can be completed independently by
the local pension plans.

The state is statutorily liable for the actuarial soundness/
financial stability of the Texas Emergency Services Retirement
System, but other local pension plans are not afforded this
benefit and are liable for their own financial stability. These
plans are administered and funded at the local level. By
discontinuing the functions of the Texas Local Fire Fighters’
Retirement Program and establishing the Texas Emergency
Services Retirement System as an independent entity outside
of the Texas Legislature’s appropriation process, the state
could save approximately $1.1 million in General Revenue
Funds each biennium.

CONCERNS

¢ The Office of the Fire Fighters Pension Commissioner’s
duties related to the Texas Local Fire Fighters
Retirement Act are no longer needed.

¢ The state is currently liable for the actuarial soundness
of the Texas Emergency Services Retirement System
and is responsible for providing assistance for the
administration of the fund.

RECOMMENDATIONS

¢ Recommendation 1: Amend Vernon’s Annotated
Texas Civil Statute Article 6243e.3 to discontinue the
agency’s functions under the Texas Local Fire Fighters’
Retirement Act.

¢ Recommendation 2: Amend Texas Government
Code, Sections 865.010 and 865.011, to discontinue
the agency and commissioner’s functions under the
Texas Emergency Services Retirement System and

establish the fund as a separate entity outside of the
Texas Legislature’s appropriation process.

¢ Recommendation 3: Amend Texas Government
Code, Section 865.015, to eliminate the state’s
required contribution necessary to make the Texas
Emergency Services Retirement System actuarially
sound each year.

¢ Recommendation 4: Include a contingency rider in
the 2010-11 General Appropriations Bill to eliminate
all appropriations and riders related to the Office of
the Fire Fighters’ Pension Commissioner.

DISCUSSION

A survey conducted by the Texas Forest Service in fiscal year
2008 found that there were 1,800 fire departments in Texas.
Of'these departments, 81 percentwere volunteer departments,
14 percent were a combination of paid and volunteer
departments, and 5 percent were full-time paid departments.
In fiscal year 2008, the Office of the Fire Fighters’ Pension
Commissioner served 303 fire fighter departments, or 17
percent of Texas fire fighter departments.

The Texas Legislature created the Office of the Fire Fighters’
Pension Commissioner (FFPC) in 1937 to protect pensions
of local volunteer and paid fire department personnel and
their families. The Firemen’s Relief and Retirement Fund Act
established a framework for paid and volunteer departments
to provide a pension system for their fire fighters, although
today not all fire fighter departments offer a pension plan.
When FFPC was first created, its sole responsibility was to
oversee the distribution of state funding to local paid and
volunteer fire fighter departments.

In 1977, the Legislature enacted the statewide Texas
Emergency Services Retirement Act, establishing a statewide
pension fund that pools the assets of volunteer fire
departments. The administration of this statewide pension
fund became the responsibility of the FFPC as well. Today,
FFPC’s two functions are to provide assistance and education
to departments who participate in  the Texas Local Fire
Fighters' Retirement Program (TLFFRA) and administer the
Texas Emergency Services Retirement System (TESRS).
Figure 4 shows the two major functions of FFPC.
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FIGURE 4
FFPC FUNCTIONS, FISCAL YEAR 2008

Office of the Fire Fighters' Pension Commissioner

3% of appropriations
for the 2008-09 biennium

Assistance and Education
for TLFFRA Departments

- Assistance and education to
local fire fighter pension fund
boards (121 departments:
41 paid and 80 volunteer)

+ Investment, legal, and professional
management guidance to local boards

- Oversight and monitoring
* Records maintenance

+ Coordinate annual reports
+ Verify benefit amounts

+ Appeals processes

97% of appropriations
for the 2008-09 biennium

Administration of
TESRS Fund

+ Administration of pension fund
for emergency service personnel
(182 volunteer departments)

+ Collection of contributions
+ Investment of proceeds

- Benefit calculations

+ Issuance of payments

+ Recruitment

Note: TLFFRA (Texas Local Fire Fighters’ Retirement Program); TESRS (Texas Emergency Services Retirement System).

Source: Legislative Budget Board.

TEXAS LOCAL FIRE FIGHTERS’ RETIREMENT ACT

In fiscal year 2008, 121 departments received assistance and
educational services from the TLFFRA program. Not all
local pension systems of paid and volunteer fire departments
are a part of the TLFFRA program. The role of the TLFFRA
program has changed over the years. Between 1942 and
1988, FFPC was responsible for overseeing the distribution
of state funding to local departments under TLFFRA. The
Legislature initially appropriated $300,000 annually to fund
pension systems of local fire departments operating under
TLFFRA. The appropriated amount was decreased two times
in the 1980s before being eliminated in 1988. In 1999, the
Legislature amended the act allowing local departments to
use its pension fund assets to pay for administrative costs and
costs related to board member duties.

The Legislature no longer appropriates funds to local fire
department pension systems under TLFFRA, but assists 41
paid and 80 volunteer local fire fighter departments that
administer their own local pension fund by providing
education and guidance. Of the legislative appropriations to
FFPC in the 2008-09 biennium, 3 percent, or $287,500,
was allotted to the TLFFRA program. FFPC provides support
to TLFFRA departments, which includes:

o oversight and monitoring—interpretation  of

governing statutes;

o records administration—storage, annual review,

benefit calculations;

o appeals process—appeal of last resort in cases of
pp p pp

benefit determination discrepancies; and

o education—annual conference and continuing
education on investment management and pension

fund administration.

In December of 2006, the combined assets for all TLFFRA
department pension funds exceeded $1.2 billion. The board
of each TLFFRA department is responsible for the
administration of the plans assets and hiring of staff to
support the board. Similar to other local public pension
funds, the boards of the TLFFRA paid fire departments
administer their pension funds through the plan’s assets, city
contributions derived from local tax revenues, and employee
contributions. Pension systems under TLFFRA receive
support from city governments and city management, which
must be represented on the board of trustees of paid funds.
According to the Pension Review Board, in fiscal year 2007,
36 out of 41 paid fire fighter pension plans under TLFFRA
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were actuarially sound, meaning the amount of all
contributions was sufficient to cover the plans’ liabilities.

The other 80 TLFFRA plans are for volunteer departments,
and the majority of these are pay-as-you-go plans in which
the city pays benefit expenses as they arise through local tax
revenues. According to the 2000 Sunset Staff Report,
volunteer fire fighter pension funds are much smaller than
paid fire fighter funds and require less assistance from FFPC
because with few or no assets, many do not administer a
pension fund and therefore do not need actuarial advice.

As local fire fighter pension plans have become more self-
sufficient in managing and funding their pension plans, the
services provided by the TLFFRA program are no longer
necessary. Also, the availability of other resources for local
public pension plans eliminates the need for the services
provided by the TLFFRA program. Other public pension
plans of political subdivisions are funded and supported at
the local level and do not receive assistance from the state.
Local fire fighter pension plans that receive services from the
TLFFRA program can obtain similar services from other
sources.

OVERSIGHT AND MONITORING

The Pension Review Board (PRB), the state agency that
oversees Texas public retirement systems including fire fighter
pension systems, examines state legislation for potential
effects on Texas public retirement systems and interprets
governing statutes. All public pension plans are required to
report to the PRB, including the TLFFRA fire fighter plans.
In fiscal year 2008, the PRB added more staff and expanded
the scope of their mission. PRB provides technical assistance
for pension board trustees and administrators. Municipal
attorneys or legislative counsels are also available to interpret

local laws for pension plans.

RECORDS ADMINISTRATION

Typically, local pension board members or contracted
administrators maintain pension plan records, review benefit
and refund applications, and calculate benefits. If a plan
contracts for any of these services, the contract is paid from

the local pension plan’s assets.

APPEALS PROCESS

Public pension plans members typically appeal benefit
decisions to their board. The process usually involves filing
an appeal in writing to the board within a specified period
and supplying additional information related to the appeal.
The board decides on a hearing time and the board’s decision

is the final non-judicial determination. Appeals may be taken
to the state district court of the county. Between 1991 and
2008, FFPC processed 24 appeals indicating a low demand

for this service.

EDUCATION
Education resources that are similar to the TLFFRA program
include:

o The PRB offers regional seminars and an annual
conference for board members and pension plan
administrators. Both TLFFRA volunteer and paid
departments have attended PRB seminars and
conferences.

o The Texas Association of Public Employee Retirement
Systems (TEXPERS) also offers education for public
pension/retirement plans. Many fire fighter pension
plans are members of TEXPERS.

o Fire fighter departments may also be part of the Texas
State Association of Fire Fighters (TSAFF) and the
State Firemen’s and Fire Marshal’s Association of
Texas (SFFMA). In 2006, 29 percent of TLFFRA
departmentsattended theannual TLFFRA conference;
and in 2007, 34 percent of the departments attended
the annual conference, indicating a low demand for
these conferences.

Figure 5 shows that local fire fighter pension plans can
receive similar services to what the TLFFRA program
provides from other sources.

According to the 2000 Sunset Staff Report, most other states
do not have a separate state agency to assist local fire fighter
departments with administering their fund, and less than 7
percent of local fire fighter departments in Texas receive
assistance through the TLFFRA program. The Office of the
Fire Fighters’ Pension Commissioner’s (FFPC) duties related
to the Texas Local Fire Fighters’ Retirement Act are no longer
necessary. Firefighter pension plans are receiving the same
services through PRB and TEXPERS, making the FFPC’s
function duplicative. Recommendation 1 would amend
Vernon’s Annotated Texas Civil Statute Article 6243e.3 to
discontinue the agency’s duties under the Texas Local Fire
Fighters’ Retirement Act.

TEXAS EMERGENCY SERVICES RETIREMENT SYSTEM

The statewide Texas Emergency Services Retirement System
(TESRS) was established in 1977 through the statewide
Texas Emergency Services Retirement Act to operate a
pension system that would provide retirement, death,
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FIGURE 5

SOURCES THAT PROVIDE SIMILAR SERVICES TO THE TLFFRA PROGRAM, FISCAL YEAR 2008

SERVICES PROVIDED BY THE TLFFRA PROGRAM

ALTERNATIVE SOURCES OVERSIGHT AND RECORDS

FOR SIMILAR SERVICES MONITORING MANAGEMENT APPEALS PROCESS EDUCATION
Pension Review Board X X
Texas Association of Public

Employee Retirement Systems X

Fire Fighter Associations (TSAFF

& SFFMA) X
Municipal/local resources X X

Source: Legislative Budget Board.

disability, and survivor benefits to volunteer fire fighters.
FFPC contracts with investment managers, attorneys,
actuaries, accountants, and consultants to fulfill the agency’s
duties. There are also 4.5 full-time-equivalent (FTE) state
employees who work specifically with the TESRS fund. In
fiscal year 2008, 182 fire and EMS departments participated
in the TESRS fund, representing over 8,000 members and
their beneficiaries. FFPC’s management duties related to the
TESRS fund include:
o Collect contributions from participating departments:
As of August 2008, participating departments and
governmental entities contribute an average of $36.40
per member per month.

e Manage Fund Investments: A nine-member state
board of trustees oversees the TESRS fund. Legislation
enacted by the Seventy-ninth Legislature, Regular
Session, 2005, provided the TESRS board with more
authority to make plan design changes to improve the

retirement plan solvency.

o Calculate Benefits: FFPC issues payments to retirees
and their beneficiaries and maintain records for active
members. Members of the TESRS fund are volunteers
and do not have a salary; therefore, benefits are
based on years of service and amount of department
contributions.

In fiscal year 2007, TESRS paid $2.5 million in retirement
benefits, representing 92 percent of the system’s total
expenses. According to the TESRS 2007 investment policy,
benefits are funded by contributions from the participating
departments, investment returns, and contributions from
the state.

The state supports TESRS by appropriating General Revenue
Funds for the administration of the fund. Ninety-seven
percent of 2008-09 General Revenue Fund appropriations

to the FFPC were dedicated to the fulfillment of duties
related to the statewide TESRS pension fund.

As needed, the state contributes to the TESRS fund to make
it actuarially sound. Legislation enacted by the Sixty-fifth
Legislature, Regular Session, 1977, required the state to
contribute a sum necessary to make the statewide TESRS
fund actuarially sound, and this contribution may not exceed
one-third of the total of all contributions made by fire
department governing boards in one year. For example, if the
contributions made by participating fire departments totaled
$3 million, the maximum contribution that the state could
have made for the same year would be $1 million.

The 2002 Actuarial Valuation found that the statewide
TESRS fund was actuarially unsound and the state would
need to contribute approximately $651,000 per year for the
next 30 years to make the fund actuarially sound. In 2004,
the valuation report found that the TESRS fund was
actuarially unsound with unfunded liabilities over $13.4
million.

Before 1998, the TESRS plan’s administrative costs were
fully funded with General Revenue Funds. In fiscal year
2007, the TESRS fund investment earnings funded
approximately 79 percent of the TESRS administrative costs.
According to FFPC, administrative funding demands

compounded the actuarial problems of the statewide TESRS
fund.

Legislation enacted during the Seventy-ninth Legislative
Session, 2005, addressed pension-funding issues by giving
the TESRS Board of Trustees the authority to make benefit
plan changes. Benefit plan changes made included the
elimination of partial vesting for less than 10 years of service,
reduced benefits, and increased contribution rates. Also
during this session, for the first time, the agency requested
the statutorily mandated funding from the Legislature to
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make the fund actuarially sound. According to FFPC, the
TESRS Board of Trustees plans to request the appropriate
maximum annual contribution as required by state law in

each future biennium.

Figure 6 shows the agency’s exceptional item requests for the
statutorily required state’s portion of the contributions during
the Seventy-ninth, Eightieth, and Eighty-first Legislative
Sessions.

FIGURE 6

FFPC EXCEPTIONAL ITEM REQUESTS FOR THE
STATUTORILY REQUIRED STATE CONTRIBUTION,
FISCAL YEARS 2006 TO 2010

AMOUNT OF LEGISLATIVE

EXCEPTIONAL APPROPRIATIONS
LEGISLATIVE ITEM REQUEST IN RESPONSE
SESSION (EIR) TO EIR
Seventy-ninth $2 million for state ~ $1.4 million
Regular Session contributions for

2003-2005

Eightieth Session $267,385 $8.8 million
Eighty-first Session $1.7 million To be determined

Source: Legislative Budget Board.

In response to the FFPC’s exceptional item request during
the Eightieth Legislature, 2007, the Legislature appropriated
$8.8 million in General Revenue Funds to FFPC. This
amount was estimated to be the present value needed to
make the fund actuarially sound for fiscal year 2008. The
funds were transferred directly into the TESRS pension fund
and invested based on the board’s allocations.

As a result of the $8.8 million appropriated to the TESRS
plan by the Eightieth Legislature, 2007, the August 2008
actuarial valuation reports that with the expected
contributions from each participating department and
approximately $425,000 each year from the state for the
system’s administrative costs, the system has adequate

funding.

However, the actuarial valuation also reported that as a result
of the economic downturn the system experienced a
significant decrease in its assets the two months following the
August 31, 2008, valuation date. According to the report,
the system would have inadequate contribution arrangements
without the maximum annual contributions from the state
due to the system’s decrease in assets.

OTHER VOLUNTEER FIRE FIGHTER PENSION FUNDS

There are approximately 1,450 volunteer fire departments in
Texas. Data on the departments that offer a pension plan for
their volunteers is limited to those that are affiliated with the
FFPC and those that are independent and report to the PRB.
In July 2008, the PRB oversaw 11 volunteer fire fighter
pension plans that were not affiliated with FFPC. All of these
plans were closed paying benefits (CPB) plans, meaning the
plan has no active members, and the city or local authority is
paying the remaining benefits to retirees from local revenue.
The other known volunteer fire fighter pension plans in Texas
are those that participate in the TLFFRA program, and the
majority of these pension plans are pay-as-you-go plans in
which the city pays benefit expenses as they arise through
local taxes.

Other states have pension plans for volunteer fire fighters,
and these plans are referred to as Length of Service Awards or
a Relief Fund. These pension plans are a way to reward
volunteer fire fighters for their community service. A state’s
involvement in volunteer pension plans is usually limited to
enacting legislation that authorizes the establishment of local
pension plans for volunteer fire fighters and contributing a
small percentage of various tax premiums to the plan.
Typically, volunteer fire fighter pension plans are administered
locally. Minnesota found that local control of local pension
plans might produce increased community involvement,
personal service, and civic pride. Most volunteer fire fighter
pension plans in other states receive annual contributions
from their respective municipalities for each qualifying
volunteer, and legislative assistance is typically not provided.
In some cases, the volunteer fire fighters contribute to the
pension plan but the community or department usually pays
for the whole program. In Wyoming, the volunteer fire
fighter pension plan is funded by a tax on fire insurance
premiums and member contributions of $12.50 per month,
which can be paid by the participating fire fighter or by the
municipality if approved by the governing board. Arkansas,
Georgia, Kansas, Minnesota, Montana, Oklahoma, New
Hampshire, North Carolina, and South Carolina also fund
their pension plans through member contributions and/or
fire tax premiums.

ESTABLISHING THE TESRS FUND AS

AN INDEPENDENT ENTITY

In 2000, the Sunset Advisory Commission staff recommended
that TESRS be abolished because it was found that the
TESRS fund had matured and no longer needed the agency’s
help to successfully operate. The Sunset Advisory Commission
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staff also found that removing TESRS from the state’s
appropriation process and removing state support would
bring its operation more in line with typical pension
administration. The establishment of an administrative
budget from assets held in the fund would provide greater
accountability for the board of trustees. Some other benefits
to TESRS becoming an independent entity include:

o a greater flexibility to handle investments, purchases,
and personnel without the restrictions attached to
appropriated funds, such as employee caps and salary
limitations; and

e a greater opportunity to spend funds for recruitment
of volunteer fire fighter departments that are not part

of the TESRS fund.

The state is currently liable for the actuarial soundness of the
Texas Emergency Services Retirement System and is
responsible for providing assistance for the administration of
the fund. Other local public pension systems function
independently and are not in the appropriations process, and
other volunteer fire fighter pension plans in Texas and in
other states are administered and financially supported on
the local level.

Recommendation 2 would amend Texas Government Code,
Sections 865.010 and 865.011, to discontinue the FFPC’s
functions under the Texas Emergency Services Retirement
System and establish the fund as a separate entity outside of
the state’s appropriation process. This would bring its
operation more in line with typical pension administration
and provide greater accountability for the board of trustees.
Removing the TESRS fund from the appropriation process
would also eliminate some of the state restrictions on how
funds are spent.

Recommendation 3 would amend Texas Government Code,
Section 865.015, to eliminate the state’s required contribution
necessary to make the Texas Emergency Services Retirement
System actuarially sound each year. This would remove the
state’s liability for the TESRS fund now and in the future.

Recommendation 4 would include a contingency rider to the
2010-11 General Appropriations Bill eliminating all
appropriations, FTEs, and riders related to the Office of the
Fire Fighters’ Pension Commissioner.

FISCAL IMPACT OF THE RECOMMENDATIONS

Based on 2010-11 budget recommendations, Recom-
mendations 1 through 4 would save approximately $1.1
million in General Revenue Funds and avoid costs in the
future by no longer supporting the financial solvency of the

TESRS fund. Figure 7 shows the total fiscal impact of
Recommendations 1 through 4.

FIGURE 7

FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014
PROBABLE PROBABLE
SAVINGS REDUCTION OF

FISCAL IN GENERAL FULL-TIME

YEAR REVENUE FUNDS EQUIVALENTS

2010 $539,373 8.5

2011 $539,373 8.5

2012 $539,373 8.5

2013 $539,373 8.5

2014 $539,373 8.5

Source: Legislative Budget Board.

The introduced 2010-11 General Appropriations Bill does
not include any adjustments as a result of these
recommendations.
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OPTIMIZE THE TEXAS COMMISSION ON THE
ARTS’ CULTURAL ENDOWMENT FUND

The Texas Legislature established the Cultural Endowment
Fund in 1993 to provide a sustaining source of funding for
the Texas Commission on the Arts; however, a lack of
consistent legislative funding and contributions from private
donors has limited the fund’s growth. The fund does not
provide for the majority of the agency’s appropriation needs
as intended. There have been no legislative appropriations to
the fund for the last four fiscal years and no private donations
in the last two fiscal years, eroding its future value through its
inability to grow at the rate of inflation. There are two options
for optimizing the Cultural Endowment Fund: (1) use
legislative appropriations to encourage private contributions
to the fund, or (2) transfer the fund’s balance to the Texas
Commission on the Arts operating fund for a one-time
revenue gain of approximately $9.8 million.

FACT AND FINDING
¢ The Seventy-third Legislature, 1993, established the

Cultural Endowment Fund outside the Treasury
to provide a permanent and sustaining source of
financial support for the Commission on the Arts
and to eliminate the need for future appropriations
of General Revenue Funds. The fundraising goal
was set at $200 million by 2005, a level estimated as
necessary to support annual agency appropriations of

$9.3 million.

CONCERNS

¢ The Cultural Endowment Fund has not reached
its target of $200 million, ending fiscal year 2008
with a balance of $9.8 million. The fund has not
accomplished its purpose of providing a sustainable
source of financial support for the agency.

¢ Astablelong-term revenue stream to build the Cultural
Endowment Fund was never identified, and initial
legislative appropriations and private donations to
the Cultural Endowment Fund totaled approximately
$13 million, which limited its growth.

¢ No legislative appropriations have been made to the
Cultural Endowment Fund in the last two biennia,
and no private contributions have been made in the
last two years. There is no source of funds to build the
fund’s principal balance because Texas Government

Code requires interest and income to be removed from
the Cultural Endowment Fund and deposited in the
agency’s operating fund annually. This requirement
erodes the fund’s future value and prevents it from
growing at the rate of inflation.

RECOMMENDATIONS

Optimizing the Cultural Endowment Fund involves a choice
between two mutually exclusive options:

¢ Option 1: Amend Chapter 444 of

Government Code to create an incentive to encourage

the Texas

private donations to the Cultural Endowment Fund
by providing General Revenue Funds to the Fund
based on the amount of private funds deposited in
the Cultural Endowment Fund, and indexing the
growth of the corpus of the Fund to the Consumer
Price Index. Include a provision that if the Fund has
not increased private donation deposits by $5 million
by fiscal year 2014, the Fund’s balance would be
transferred to the Commission on the Arts’ operating
fund. Include a contingency rider in the 201011
General Appropriations Bill to appropriate General
Revenue Funds to the Cultural Endowment Fund.

¢ Option 2: Amend Chapter 444 of the Texas
Government Code to Cultural
Endowment Fund and transfer the fund balance

dissolve the

to the Commission on the Arts’ operating fund.
Include a contingency rider in the 2010—11 General
Appropriations Bill to amend the agency’s method
of finance to replace General Revenue Funds with
General Revenue—Dedicated Funds from the agency’s
operating fund.

DISCUSSION

The Texas Legislature established the Texas Commission on
the Arts (TCA) in 1965 to enable the receipt of funding from
the National Endowment for the Arts (NEA). To qualify for
federal arts-related funds, Texas must have a designated state
arts agency. TCA’s mission is to develop a receptive climate
for the arts in Texas, a function it achieves by processing,
distributing, and monitoring grants to non-profit
organizations and schools; promoting the arts and cultural
tourism; and raising public and private funds to support the

arts.
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During the Eightieth Legislature, 2007, the Texas Sunset
Advisory Commission (SAC) reviewed TCA and found the
state benefits from public arts funding through economic
stimulation and tourism generated by the arts, and concluded
that the agency achieves its mission. However, the SAC
analyzed administrative operations and recommended the
agency adopt rules pertaining to private donations and the
grant approval process. The Legislature elected to continue
the agency for six years.

GRANTS AWARDED

In fiscal year 2007, TCA awarded 1,481 grants and
distributed a total of $3.1 million. The average grant award
was $2,965. The agency awards grants to non-profit
organizations, local arts agencies, local governments,
universities, and public schools to supportarts organizations,
arts education, and cultural tourism. The agency offers
many specific types of grants, but the primary grant
categories in terms of funds distributed are core support
grants, project grants, and cultural tourism grants.

SOURCES OF FUNDING

TCA has received financial support from a variety of
funding sources. The five primary arts funding sources are:
General Revenue Funds; General Revenue-Dedicated
Funds; Federal Funds;
Appropriated Receipts, which include private donations

interagency contracts; and
and sale of TCA merchandise. Figure 8 shows the total
amounts appropriated to TCA from fiscal years 2006 to
2009.

General Revenue Fund appropriations typically comprise
the majority of TCA’s funding; however, that changed
during the 2008-09 biennium due to a method of finance
exchange. More General Revenue-Dedicated Funds were

appropriated to use fund balances in the agency’s operating
account.

General Revenue—Dedicated Funds appropriated to the
agency come from several sources that are deposited in the
agency’s operating account (Arts Operating Account). These
sources include:

o Interest and earnings from the Cultural
Endowment Fund (CEF): Legislation enacted by
the Seventy-third Legislature, 1993, established the
CEE The CEF’s purpose was to serve as a permanent
and sustaining source of support for the agency,
capable of generating enough interest to fund
agency operations and eliminate the need for future
appropriations of General Revenue Funds. The fund
exists outside the state Treasury, and the Legislature
may not appropriate funds directly from the CEF.
The fund’s fiscal year 2007 ending balance was $9.8
million. The fund earned $522,000 in interest that
year and a fair value adjustment increased its value

by $1.4 million.

o Sales from the State of the Arts specialty license
plate: The Seventy-third Legislature also established
the State of the Arts license plate, which has raised
more than $4 million in revenue to date. Plate sales
in fiscal years 2006 and 2007 were approximately
$400,000 each year.

o Restricted private donations: Private donors may
contribute to the fund but the donations are typically
minimal. The agency does not dedicate staff or
resources toward raising these funds.

Of these sources that deposit into the operating fund, interest
and earnings from the CEF provide the largest amount of

funding. The other funding sources make limited
FIGURE 8
TEXAS COMMISSION ON THE ARTS APPROPRIATIONS, FISCAL YEARS 2006 TO 2009
METHOD OF FINANCE 2006 2007 2008 2009
General Revenue Funds $2,364,127 $2,353,415 $159,750 $1,154,405
General Revenue—Dedicated Funds 609,040 593,745 2,932,397 1,627,600
(Arts Operating Account)
Federal Funds 791,200 791,200 863,500 863,500
Interagency Contracts 970,000 970,000 980,000 980,000
Appropriated Receipts 331,905 331,905 530,405 530,405
TOTAL $5,066,272 $5,040,265 $5,466,052 $5,155,910

Note: A method of finance exchange was used in fiscal year 2008, which resulted in a greater amount of funding from General Revenue—

Dedicated Funds and a reduction in General Revenue Funds.
Source: Legislative Budget Board.
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contributions to the operating fund now and are unlikely to
contribute more in the future. Future prospects from license
plate sales are limited; TCA expects sales of the plate to
decrease to $250,000 in fiscal year 2008. Because the agency
does not expend resources to raise private funds, donations
depend on the public’s willingness to contribute. The agency’s
fundraising efforts are limited because donors often prefer to
donate directly to the arts organization of their choice rather
than a state agency, and efforts to increase private fundraising
compete directly with the arts entities the agency exists to
support. The agency expended a total of $455,264 from the

arts operating account in fiscal year 2007.

Texas receives Federal Funds from NEA through a Partnership
Agreement, which includes formula-driven and competitive
grant awards. States must apply to receive NEA funding and
provide a plan for expending funds received that designates
or establishes a single state agency as the administrator of the
state plan. States must meet NEA standards in three areas:
(1) planning; (2) reporting; and (3) evaluation. The agency
expended $865,500 in Federal Funds during fiscal year
2007.

TCA receives funds from interagency contracts with two
agencies. In fiscal year 2007, the agency received $980,000
which included $310,000 from the Texas Education Agency
for arts education grants, and $670,000 from Texas
Department of Transportation for cultural tourism grants
and marketing efforts to promote cultural tourism

destinations in Texas.

The remaining amount of TCA’s appropriation is comprised
of Appropriated Receipts which include all funds available to
the agency outside the General Appropriations Act. These
include private donations and the sale of merchandise, such
as mugs, t-shirts, and caps. The agency expects most of its
appropriated receipts to be from restricted grants, and
believes the prospect for merchandise sales is small. The
agency expended $166,235 in fiscal year 2007 from
Appropriated Receipts.

STATUS OF THE CULTURAL ENDOWMENT FUND

Like many states that initially created endowment funds to
replace some or all of their appropriations of General Revenue
Funds, Texas' fund does not provide the majority of the
agency’s financial support. Analysis completed by the SAC
before the Eightieth Legislative Session identified several
problems with the CEF and recommended that it be
dissolved.

TCA was expected to raise $200 million for the CEF by
2005. This amount would generate enough earnings and
interest to support annual agency appropriations of $9.3
million, which is almost twice the agency’s current annual
appropriation. To reach the target value, the CEF would have
had to grow by more than $15 million annually for 12 years.
The current value of the CEF is $9.8 million. In its Strategic
Plan for Fiscal Years 2009-2013, TCA estimated its annual
appropriation need between $5 million and $5.5 million to
ensure continued programming. The CEF generates interest,
but not enough on an annual basis to provide consistent
support for the agency’s operations. The CEF generated more
than $1 million in interest per year during fiscal years
2004-2006. That amount decreased to $522,000 during
fiscal year 2007, and the fund lost $300,000 in fiscal year
2008.

There are several reasons the CEF has not grown as intended.
First, a long-term revenue stream to build the CEF was never
identified. The Legislature considered dedicating revenue
from several sources including gas, cigarette, or hotel
occupancy taxes, but none was selected. Second, legislative
appropriations and private donations to the CEF were
insufficient to meet the $15 million annual goal. The
Legislature initially appropriated $2.2 million to the CEF,
and total legislative appropriations as of fiscal year 2009 have
been $10.9 million. At the CEF’s creation, the agency was
given the authority to accept private donations for the
operating fund and the CEF. The agency has reported raising
a total of $1.8 million in private donations since the CEF’s

creation.

In addition to not growing as initially projected, the CEF’s
principal no longer has a means of growth which is eroding
its future value. The Legislature has not contributed to the
CEEF for the past two biennia. The appropriations ceased due
to the existence of a budget shortfall in fiscal years 2003 and
2004 and have not resumed. Private donations to the CEF
occurred in tandem with government appropriations. Fiscal
year 2006 was the last year private funds were donated to the
Cultural Endowment Fund, and that year, donations totaled
approximately $600. Interest earnings are not a source of
CEF growth. Texas Government Code requires interest and
earnings to be removed from the CEF and deposited in the
agency’s operating fund annually. The Legislature funded its
200405 biennial appropriation to the CEF using interest
earnings, but interest earnings are not typically used to build
the corpus of the CEE. If the lack of contributions to the
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CEF persists, the fund’s value will not grow at the rate of
inflation.

OPTIONS TO OPTIMIZE THE

CULTURAL ENDOWMENT FUND

The Legislature can either attempt to increase private
contributions to the CEF to enable it to serve its intended
purpose of reducing or eliminating the need for future
appropriations of General Revenue Funds, or dissolve the
CEF for a one-time revenue gain of approximately $9.8
million.

Option 1 would build the CEF in two ways. First, it would
amend Chapter 444 of the Texas Government Code to
provide General Revenue Funds to the CEF based on the
level of private contributions made to the CEE State
appropriations could leverage private donations through a
which
appropriations would be based on private donations deposited
in the CEE It is difficult to predict the level of private
donations that would result, how quickly the CEF would

one-to-one  matching system, in legislative

grow, and the point at which the agency would require less
General Revenue Funds. However, historical evidence
suggests that when the Legislature made direct appropriations
to the CEE private donors also contributed, and when
legislative appropriations ceased, private contributions
ceased. To mitigate risks of the approach, the maximum
amountof General Revenue Funds thatwould be appropriated
to the CEF could be capped. This option would require a
contingency rider in the 2010-11 General Appropriations
Bill to appropriate General Revenue to the CEE Another
option would be to provide General Revenue Funds to the
agency’s operating fund based on private donations to the

CEE

If the matching strategy does not generate at least $5 million
in private contributions to the CEF by fiscal year 2014, the
option would include a provision to transfer the CEF balance
to the Commission on the Arts' operating fund. If the
approach is effective in building the CEF to a level that can
support TCA’s appropriation need, future General Revenue
appropriations can be reduced or eliminated.

The second part of the option would index the growth of the
corpus of the CEF to the Consumer Price Index (CPI). The
agency would retain the annual income and interest earnings
needed for the corpus to grow at the rate of inflation, and the
remaining income and interest would be transferred to the
agency's operating fund. For example, if the CEF’s value was
$9.8 million and the rate of inflation for the year was

2 percent, the CEF’s corpus would need to grow by $196,000
in order to keep pace with inflation. If the CEF earned
5 percent interest and income that year ($490,000), the
recommendation would allow the CEF to retain $196,000,
and the remaining $294,000 would be transferred to the
operating fund.

Option 2 would amend Chapter 444 of the Texas
Government Code to dissolve the CEF resulting in a one-
time revenue gain of $9.8 million that would be transferred
to TCA’s operating account to ensure its use for the arts.
This option would also require a contingency rider to the
General Appropriations Bill that would amend the agency’s
method of finance to increase the share of General Revenue—
Dedicated Funds appropriated and decrease the share of
General Revenue Funds appropriated.

FISCAL IMPACT OF THE OPTIONS

Option 1 would result in a cost in General Revenue Funds of
$1,459,100 for fiscal year 2010 and $1,481,225 in fiscal year
2011 to match private contributions with General Revenue
Funds and because some of the CEF’s interest and income
would remain in the Fund as a result of indexing the corpus
of the Fund to the CPI. In addition, the loss of General
Revenue Funds in the short-term is expected to result in a

long-term savings in General Revenue Funds by building the

CEE

Figure 9 shows the five-year fiscal impact of the option. This
approach assumes $1.25 million in private donations and
$1.25 million in legislative appropriations are made to the
CEEFE and that the fund earns 5 percent income and interest
each year for five years. The probable loss in General Revenue
Funds was calculated based on the legislative appropriations
made and the amount of interest that would be retained in
the CEF for the corpus to grow at the rate of inflation. This
approach assumes total appropriations to TCA would remain
constant from the 2008-09 biennium. However, if the

FIGURE 9
FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014

FISCAL PROBABLE SAVINGS/(COST) IN
YEAR GENERAL REVENUE FUNDS
2010 ($1,459,100)

2011 ($1,481,225)

2012 ($1,586,344)

2013 ($1,692,401)

2014 ($1,764,521)

Source: Legislative Budget Board.

16 TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009



OPTIMIZE THE TEXAS COMMISSION ON THE ARTS’ CULTURAL ENDOWMENT FUND

Legislature were to increase the appropriation, there would
be additional costs in General Revenue Funds.

Option 2 would result in a one-time fiscal gain of $9.8
million in General Revenue—Dedicated Funds, and a net
fiscal impact of $9.3 million for fiscal year 2010 and a loss of
$490,000 for fiscal year 2011 because the option would forgo
future CEF interest earnings. The fiscal impact is shown in
Figure 10. This option would require the Legislature to
continue to appropriate the majority of the agency’s funding
in General Revenue Funds for the future but the actual
amount appropriated would be larger than that appropriated
now due to the loss of the CEF’s interest.

FIGURE 10
FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014
PROBABLE PROBABLE

SAVINGS/(COST) GAIN/LOSS) IN PROBABLE
FISCAL IN GENERAL GENERAL REVENUE- NET FISCAL
YEAR REVENUE FUNDS DEDICATED FUNDS IMPACT
2010 ($490,000) $9,800,000 $9,310,000
2011 ($490,000) $0 ($490,000)
2012 ($490,000) $0 ($490,000)
2013 ($490,000) $0 ($490,000)
2014 ($490,000) $0 ($490,000)

Note: This assumes a 5 percent rate of interest for the CEF.
Source: Legislative Budget Board.

The introduced 2010-11 General Appropriations Bill does

not include these recommendations.
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The Texas Facilities Commission maintains 17,267 parking
spaces in 46 lots and garages in the central Austin area, 85
percent of the agency’s total parking capacity statewide.
Sixty-two percent of this parking capacity is located within
the Capitol Complex corridor and in downtown Austin,
areas of limited parking options for non-state employees
commuting to work and school. Daily usage rates for state
parking lots and garages in central Austin range from less
than 10 percent to 95 percent, averaging 68 percent. Given a
32 percent average vacancy level, optimizing the use of the
state’s parking facilities would increase revenue and improve
the management and maintenance efficiency of this major
set of state assets.

Many of the state’s parking lots and garages are located on
prime real estate in the Capitol Complex corridor. The state’s
primary administrative offices, housing 24 percent of the
state’s workforce, are located in Travis County. While the
Texas Facilities Commission manages 5.4 million square feet
of office space in Austin, 37 percent of total occupied office
space in the area is leased from private building owners.
Rising lease rates and large amounts of lease inventory
expiring between 2010 and 2016 will significantly increase
yearly lease costs for the state. Reviewing underused parking
facilities in the Austin area for opportunities for increased
capacity or conversion to alternative purposes could help the
state avoid such costs.

CONCERNS

¢ More than 5,500 parking spaces in state-owned
facilities remain unused in the Austin area on a daily
basis, costing the state directly in maintenance and
management expenses and indirectly in potential lost
revenue from maximization of the assets. The Texas
Facilities Commission spent $1 million on operations
and utility expenses for state parking facilities during
fiscal year 2007.

¢ State parking facilities are underused, with 83 percent
maintaining an average use rate of less than 90 percent
and 33 percent maintaining average vacancy rates of
more than 50 percent. This excess capacity represents
both a direct cost to the state and a loss of potential

revenue.

¢ The Texas Facilities Commission reports that state
facility ownership costs in the Austin area are 8
percent lower than applicable lease costs. Rising
lease rates and the expiration of 39 percent of active
leases from 2010 to 2016 puts the state at risk for
significantly increased lease costs.

RECOMMENDATIONS
¢ Recommendation 1: Amend Texas Government
Code, Chapter 2165, to direct the Texas Facilities
Commission to lease excess parking spaces in state-

owned lots and garages to private citizens.

¢ Recommendation 2: Include a contingency rider in
the 201011 General Appropriations Bill that would
provide the appropriate administrative resources to
administer leasing operations within state parking
facilities. The rider would appropriate $120,715
in General Revenue Funds to the Texas Facilities
Commission and increase the agency’s full-time-

equivalent position cap by one position.

¢ Recommendation 3: Amend Texas Government
Code, Chapter 2165, to direct the Texas Facilities
Commission to lease underused parking lots and
garages to institutions of higher education, private

businesses, or local governments.

¢ Recommendation 4: Include a rider in the
2010-11 General Appropriations Bill that would
direct the Texas Facilities Commission to report on the
available capacity and use of state-owned parking lots
and garages under its authority and on opportunities
to redevelop severely underused facilities for other
purposes.

DISCUSSION

The state of Texas owns, manages, and maintains a building
inventory of more than 56 million square feet, valued at
$2.4 billion. The largest property-owning agencies include
the Texas Department of Criminal Justice, the Texas Health
and Human Services Commission, the Texas Department of
Transportation, the Texas Facilities Commission, and the
Texas Parks and Wildlife Department. However, the Texas
Facilities Commission (TFC) manages the majority of state-
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owned space in Travis County, where the state’s administrative
offices and agency headquarters are located.

TFC maintains 4.7 million square feet of usable space in 42
buildings in the Austin city limits, primarily general office
space located in the area immediately surrounding the state
capitol building. To support the 17,610 state employees
working in these buildings, the agency also manages 46
distinct parking facilities, lots and garages, in Austin
containing 17,267 parking spaces. Sixty-two percent of these
spaces are located in the Capitol Complex and the downtown
business district. TFC also manages more than 3,000 parking
spaces in 12 parking lots and garages located outside the
Austin area.

While these numbers seem to indicate that the state’s parking
facilities operate at maximum capacity, that is not the case.
Many factors contribute to reduced demand among state
employees for parking spaces. For example, according to the
U.S. Department of Transportation, 21 percent of Texans
commute to work by means other than driving alone in a
personal vehicle, immediately reducing parking demand by
state employees by 3,698 full-time-equivalent positions
(FTEs). Other factors reducing parking demand include
employees taking sick leave or vacation time, working
telecommuting schedules from home, attending offsite
meetings, and conducting work outside of their office.

These factors significantly reduce the demand for state
parking by agency employees. A 2008 study by Legislative
Budget Board (LBB) staff concluded that state-owned
parking facilities achieve an average usage rate of 68 percent,
leaving 32 percent of available parking spaces vacant at any
given time. Vacancy rates at individual parking facilities in
the study ranged from a low of 5 percent to a high of 92
percent, with one-third failing to achieve a usage rate of at
least 50 percent.

More eflicient management and use of these assets could
generate additional revenue for the state. By leasing individual
excess parking spaces, leasing entire underused parking
facilities, and evaluating severely underused facilities for
potential conversion to a more effective purpose, the state
would realize additional recurring non-tax revenue streams
and offset maintenance, utility, and building costs.
Implementation of these recommendations first requires the
TFC to conduct a thorough use analysis of each parking
facility in its inventory and calculate individual use rates
based on current need. Such a study is established in
Recommendation 4.

OPTIMIZING CAPACITY WITH

NON-TRADITIONAL DEMAND

The state has an opportunity to realize a new stream of
revenue by leasing unused individual parking spaces in state-
owned parking lots and garages in the Capitol Complex and
downtown areas of Austin. Commercial parking in the
central Austin business district has been reduced due to the
recent redevelopment of private parking facilities into office
buildings and condominium towers. Much of the remaining
parking available is divided into monthly contract parking
and daily rate pay parking. Contract parking on the northern
edge of downtown Austin, in the blocks adjacent to the
Capitol, can range from $110 to $165 per month. Daily pay
parking rates are typically capped between $7 and $10 per
day, with hourly rates starting around $3 for the first hour.

The north side of the Capitol Complex is bordered by The
University of Texas' Austin campus, which faces parking
shortages for students, staff, faculty, and visitors. In addition
to an extensive inventory of existing garages, the university is
finishing construction on a multi-story parking facility along
the northwestern edge of the campus on San Antonio Street,
which will add 315 new spaces to an existing facility. The
university also operates a multi-story parking garage one
block east of the Capitol Complex at 17th Street and Lavaca
next to an administrative building in the same block.

By leasing excess parking spaces in state-owned parking lots
and garages, the state would generate a new non-tax stream
of revenue that could offset much of the maintenance and
operational costs of the facilities while also improving citizen
access to business, government, and educational opportunities
in downtown Austin. Garages currently operating at less than
90 percent capacity, including 10 of the 12 garages included
in the LBB survey, would be ideal for leasing individual
spaces. Facilities achieving capacities above 90 percent are
not ideal because they lack sufficient flexibility to
accommodate visitors to state facilities and possible mid-
term and seasonal growth in state employee numbers. The
specific garages and lots included in such a program would
be determined by the detailed parking use study completed
by the TFC included in Recommendation 4.

The potential revenue generated by Recommendation 1 is
dependent on two factors: (1) a final determination of excess
parking capacity, to be calculated by the TFC; and (2) the
actual demand for parking in the area at the time the program
is instituted. While neither of these variables is precisely
known, enough data is available to estimate the amount of
revenue that could be generated by individual parking space
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leasing activities. Parking fees at The University of Texas,
Austin campus, range from $9 to $14 per month for surface
lot passes and from $43 to $79 per month for garage access,
and contract parking in downtown Austin can range from
$110 to $165 per month.

Based on these rates, lease rates for contract parking in state
parking facilities could range from $25 to $75 per month,
depending on specific demand and availability. The 2008
LBB staff study of parking capacity indicates there are
approximately 3,200 excess spaces available for lease in state
garages in the downtown Austin area. If 40 percent of these
spaces were leased by private individuals at an average rate of
$50 per month, the state would receive an additional
$771,000 in General Revenue Funds per year, or $1.5 million
per biennium. This amount of revenue would have paid for
94 percent of the total costs associated with TFC’s full
parking facilities inventory, including maintenance projects,
custodial services, and utility costs, during the 2006-07
biennium. At the upper range, the state could generate $4.6
million per biennium by leasing 80 percent of the available
excess spaces at an average rate of $75 per month. Figure 11
shows the potential yearly revenue projections for various
rates based on the percentage of available excess parking

spaces leased.

FIGURE 11
YEARLY REVENUE PROJECTIONS FOR
PARKING LEASE PROGRAM

MONTHLY  LEASING 40% LEASING 60% LEASING 80%
LEASE OF EXCESS OF EXCESS OF EXCESS
RATE SPACES SPACES SPACES
$25 $385,488 $578,232 $770,976
$35 $539,683 $809,524 $1,079,366
$50 $770,976 $1,156,464 $1,541,951
$75 $1,156,464 $1,734,695 $2,312,927

Source: Legislative Budget Board.

Recommendation 2 provides for the resources necessary to
manage a program charged with leasing excess individual
parking spaces within state facilities through a rider in the
2010-11 General Appropriations Bill. In addition to related
appropriations, the rider would increase the TFC full-time-
equivalent position cap by one position to staff the new
operations. This rider would be contingent on the enactment
of legislation amending Texas Government Code, Chapter

2165.

FULL FACILITY LEASE OPTIONS

Significantly underused facilities, those with usage rates
below 50 percent, should be considered for more extreme
leasing models. For such facilities it may be more efficient to
lease the entire facility to a single business, university, or local
government entity rather than attempt to lease a majority of
the excess spaces to individuals. By implementing
Recommendation 3, the state could recover the cost of
maintaining parking facilities through a flac-rate payment
structure and receive a percentage of revenue collected by the

lessee for use of the facility by individuals.

While approximately one-third of the state’s current parking
facilities might meet the classification requirements set above,
not all would be suitable for full facility leases. Garages and
lots identified for lease would need to be located within close
walking distance of large businesses, universities, or local
governmental entities, such as hospitals and city offices, that
have limited or insufficient parking. An ideal situation would
also require other immediately adjacent state parking with
adequate excess capacity to absorb state employees displaced
by the lease of a full facility. TFC state parking garages B and
G, located along San Jacinto Avenue between 16th and 17th
Streets, are a prime example of the convergence of these
requirements. LBB staff found the usage rates of garages B
and G to be 30 percent and 27 percent, respectively. The
garages are immediately across the street from multiple state
parking facilities, with average vacancy rates ranging from 20
percent to 45 percent, adequate to accommodate the current
state employee use experienced by garages B and G. Finally,
both facilities are located two blocks from The University of
Texas, Austin campus, which is currently attempting to
address limited parking options for its students, staff, faculty,

and visitors.

During fiscal year 2007, TFC spent $92,797 in utility,
custodial, and maintenance costs for garages B and G.
Conservative estimates indicate that the state could generate
$180,000 in General Revenue Funds annually by leasing
garages B and G to The University of Texas at Austin through
a 5- to 10-year split structure contract based on a set yearly
lease rate and supplemental profit-sharing agreement. That
amount of revenue is more than enough to cover the
maintenance costs of the facilities while retaining the
properties in the state inventory as they continue to
appreciate. Lease contract terms could be set at appropriate
lengths to allow the state to continually re-evaluate the
advantages of the lease operation and potentially return the
facilities to use as state employee parking or convert the
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properties to another state use as described in the next
recommendation.

The University of Texas, Austin campus, is not the only
potential party interested in leasing state garage facilities.
There are several large hospital complexes and private
enterprises within walking distance of the Capitol Complex,
and the city of Austin has recently expressed interest in
acquiring and operating existing parking facilities in the
downtown business district.

PROPERTY REDEVELOPMENT OPPORTUNITIES

While the state maintains a significant inventory of state-
owned office space in Travis County through TFC, 6.1
million square feet, TFC also leases 2.8 million square feet of
office space from private building owners in Austin for state
agencies. The 79 active leases comprising this space cost
$31.2 million per year in All Funds. In making these regular
lease payments, the state is paying the cost of building owners’
profit margins, elevated utility and maintenance expenses,
and property taxes, fees that would not be assessed, or could
be minimized, if the properties were state-owned facilities.

By redeveloping severely underused parking facilities in the
Capitol Complex to other uses, such as the construction of
new state-owned office buildings, the state would both
improve the efficiency of major state real estate assets and
reduce the long-term cost of leasing millions of square feet of
space per year. Recommendation 4 applies to parking facilities
with usage rates below 30 percent. These facilities should be
targeted for examination, with those falling below 10 percent
classified as ideal sites for redevelopment. For example, a
recent LBB study found TFC parking lot 8, located along
15th Street in the middle of the Capitol Complex, to have an
observable usage rate of less than 10 percent. The lot is
located in the same block as the state’s child care center. Both
of these properties were also recommended for redevelopment
to high-rise office buildings during a 2004 evaluation
conducted by the General Land Office.

A new state office building the approximate size of the
William B. Travis Building, 450,000 square feet, could be
constructed in the block currently occupied by TFC parking
lot 8 and the child care facility for less than $90 million.
With the additional space created by such a building, more
than 1,700 state employees could be transitioned out of
leased facilities, saving $3.7 million per year in All Funds.
While there would be upfront costs associated with the
construction of a new office building and the related bond
issuances, the project could begin generating savings for the

state before the end of the indebtedness period. Factoring in
the resulting savings from reduced lease needs, construction
costs, and financing expenses, the construction of a new
office building as described above would cost $50.1 million
over the life of the bond issuance, a savings of $38.0 million
from the initial construction cost. After fully paying off the
associated debt, the state could see savings in excess of $5.6
million per year. Figure 12 shows an example of the costs
and savings associated with such a project over the 20-year
life of a bond obligation.

FIGURE 12
ESTIMATED COST OF STATE BUILDING PROJECT,
20-YEAR PROJECTION

FISCAL LEASE SAVINGS DEBT SERVICE TOTAL COST
YEAR (IN MILLIONS) (IN MILLIONS) (IN MILLIONS)

1 $0.0 $2.8 $2.8

2 0.0 9.1 9.1

3 (3.9) 8.9 5.0

4 (4.0) 8.6 47

5 (4.1) 8.4 43

6 (4.1) 8.2 40

7 4.2) 7.9 3.7

8 (4.3) 7.7 3.4

9 (4.4) 7.4 3.0
10 (4.5) 7.2 2.7
11 (4.6) 7.0 2.4
12 @.7) 6.7 2.0
13 (4.8) 6.5 1.7
14 (4.9) 6.2 1.4
15 (5.0) 6.0 1.0
16 (5.1) 5.7 0.7
17 (5.2) 5.5 0.3
18 (5.3) 5.3 0.0
19 (5.4) 5.0 (0.4)
20 (5.5) 48 (0.7)
21 (5.6) 45 (1.1)
TOTAL ($89.3) $139.4 $50.1

Source: Legislative Budget Board.

The example shown in Figure 12 is based on a conservative
yearly lease cost adjustment of 2 percent per year. Actual
yearly increases in lease costs above 2 percent would accelerate
the rate of savings of such a project and decrease the over all
cost to the state. For example, a yearly lease cost increase of 4

percent would decrease the total cost of the building project
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to $32.7 million, or $1.6 million per year over a 21-year total
project length. Actual realized savings would depend on
multiple variables, including the number of employees
relocated from leased space, the size and capacity of a newly
constructed building, and the timing of construction and
financing costs.

Recommendation 4 also sets the requirement for TFC to
establish baseline usage rates for state-owned parking facilities
under their management. The establishment of base usage
rates for each facility is necessary to determine the most
appropriate application of the various recommendations
listed above, and must be completed prior to the
implementation of any activities related to Recommendations
1,2, 0r3.

FISCAL IMPACT OF THE RECOMMENDATIONS

These recommendations would generate an estimated net
gain of $1.8 million in General Revenue Funds during the
2010-11 biennium. The exact amount of new revenue is
dependent on the number of facilities ultimately determined
to be underused and included in leasing operations and the
mix of recommendations applied to those facilities, and
could be greater than estimated here. Figure 13 shows
probable yearly revenue resulting from a conservative

implementation of these recommendations.

FIGURE 13
FIVE-YEAR FISCAL IMPACT OF OPTIMIZING THE USE OF
STATE PARKING FACILITIES

PROBABLE
PROBABLE PROBABLE ADDITION/

SAVINGS/(COST)  GAIN/(LOSS)  (REDUCTION)

FISCAL IN GENERAL IN GENERAL  OF FULL-TIME

YEAR REVENUE FUNDS  REVENUE FUNDS  EQUIVALENTS

2010 ($62,933) $951,385 1

2011 ($57,781) $951,385 1

2012 ($57,897) $951,385 1

2013 ($57,897) $951,385 1

2014 ($57,897) $951,385 1

Source: Legislative Budget Board.

Recommendation 1 proposes leasing individual parking
spaces in state lots and garages with excess capacity to
private citizens working or attending school in the area.
Implementing this recommendation across 40 percent of
the excess spaces available in Capitol Complex facilities at
$50 per month would generate an estimated $1.5 million
in General Revenue Funds during the 201011 biennium.
TFC would require an additional full-time employee, at a
total cost of $63,000 in the first year, to implement a
parking lease program as described in Recommendation 1.
Recommendation 2 provides these resources. Program staff
would report to the director of the Facilities Leasing
Division at the Texas Facilities Commission.

Recommendation 3 proposes leasing entire parking facilities
foruseby private businesses, universities, orlocal governments.
Limited implementation of this recommendation as defined
in the example provided above, leasing TFC garages B and
G, would generate an estimated $360,000 in General
Revenue Funds during the 2010-11 biennium. This
recommendation could be implemented with existing agency
resources at no additional cost to the budget.

Recommendation 4 requires the TFC to conduct a study of
parking facility usage rates and report opportunities to
redevelop severely underused facilities. This recommendation
can be implemented with existing agency resources and has
no direct fiscal impact during the 2010-11 biennium.

The introduced 2010-11 General Appropriations Bill
contains rider language to implement Recommendation 4
but does not address Recommendations 1, 2, or 3.
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IMPROVE ACCOUNTABILITY FOR THE
TEXAS EMERGING TECHNOLOGY FUND

Through a collaboration of private sector, higher education,
and regional economic development entities, the Emerging
Technology Fund promotes technology-related research and
commercialization. Created by the Seventy-ninth Legislature,
Regular Session, 2005, and managed by the Office of the
Governor, the Emerging Technology Fund is comparable in
its objectives and investment capacity to technology
innovation agencies in other states. This level of economic
development potential should be accompanied by a higher
degree of accountability.

FACTS AND FINDINGS

¢ Out of the initial $200 million Emerging Technology
Fund appropriation, the Office of the Governor made
46 awards totaling $85.3 million during the 2006-07
biennium. The pace of grant allocations increased in
fiscal year 2008, when the agency made 33 awards
totaling $51.8 million.

¢ Technology development agencies in four states with
programs and funding similar to the Texas Emerging
Technology Fund are required by law to submit
annual reports. The reports contain performance
metrics such as companies and jobs created, as well
as private investment and matching grants leveraged.
Also, some provide information about significant
commercialization or research outcomes realized by
funded organizations.

¢ Under Emerging Technology Fund contracts, the
Ofhice of the Governor can take an equity position
in companies receiving commercialization program
awards. These arrangements have the potential to
generate significant rates of return for the state. On
the other hand, there is no guarantee that repayment
of awards will occur because start-up companies often
fail before they bring new products or processes to
market.

¢ Similar to the growth pattern of Emerging Technology
Fund awards overall, the number of companies in
which the Office of the Governor can take an equity
position grew from 30 to 54 during fiscal year 2008.

CONCERNS

¢ State law does not require the Office of the Governor
to produce an annual report that shows the Emerging
Technology Funds actual performance. This
accountability measure is standard among similar

technology development agencies in other states.

¢ The state’s growing investment in ecarly stage
technology companies and the high risk, high
return nature of Emerging Technology Fund equity
arrangements warrants additional disclosure to the
public identifying the companies in which the Office
of the Governor can take an equity position and
each company’s Emerging Technology Fund award

amount.

RECOMMENDATION

¢ Recommendation 1: Amend Section 490, Texas
Government Code, to require the Office of the
Governor to submit an Emerging Technology
Fund annual report to the Legislature that includes
performance metrics, such as companies receiving
private investment, total private investment received,
and total federal grants received. The report should
describe the planned and actual outcomes resulting
from technology commercialization and research for
the prior two fiscal years and disclose those companies
in which the Office of the Governor can take an equity
position. Annual reports should also show the amount
of awards provided to each company, institution of
higher education, and non-profit organization.

DISCUSSION

The Emerging Technology Fund (ETF) supports research
and commercialization projects that enhance Texas’
competitive standing in advanced technology. According to
the fund’s enabling statute, its purpose is to facilitate
commercialization, increase the number of high-quality jobs
in Texas, and expand higher education technology research
capabilities. The Department of Economic Development
and Tourism within the Office of the Governor (agency)
manages the ETE
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The agency began providing ETF awards in fiscal year 2006.
For the 2006-07 biennium, the agency expended $94.7
million from the original $200 million appropriation. The
agency estimates expenditures of $203.5 million for the
2008-09 biennium. The General Appropriations Act limits
ETF-related
$600,000.

annual  administrative  expenditures  to

The ETF consists of three programs.

o The commercialization program finances early
stage ventures focused on bringing high technology
products or processes to market. Awards under this
program have funded commercialization projects to
improve treatment of infectious disease and reduce
the cost of electricity.

o Through the

institutions of higher education and companies

research  matching  program,

receive state funding to acquire federal research and
commercialization grants. For example, a $975,000
grant to Carbon Nanotubes will help it market an
innovative fuel cell product. The federal National
Institute of Standards and Technology provided an
equivalent grant.

o The third program, research superiority, offers
grants that allow higher education-private sector
partnerships to develop research centers and attract
prominent scientists. For example, a $2.5 million
ETF grant to the University of Texas Health Science
Center at Houston led to the recruitment of a leading

researcher in nanotechnology.

Figure 14 shows ETF grant allocations by program. During
the 2006-07 biennium, the agency provided $36.1 million
in commercialization awards, $13.9 million in research
matching, and $35.5 million in research superiority grants,
for a total of $85.5 million. These award levels represent
program allocations of 42 percent, 16 percent, and 42
percent, respectively. State law in effect for the 2006-07
biennium required an allocation of 50 percent, 25 percent,
and 25 percent. The same statute, however, permitted the
Governor to allocate awards in a different manner with prior
approval from the Lieutenant Governor and Speaker of the
House of Representatives. Approval was granted for this
purpose in the 2006-07 biennium.

Legislation enacted by the Eightieth Legislature, 2007,
altered the allocation pattern to 50 percent, 16.7 percent,
and 33.3 percent for commercialization, research matching,
and research superiority, respectively. It also retained the

FIGURE 14
EMERGING TECHNOLOGY FUND ALLOCATIONS BY
PROGRAM, 2006—-07 BIENNIUM

Commercialization
$35,954,349
(42%)

Research
Superiority
$35,493,000

(42%)

Mat ching
$13,874,973
(16%)

Sources: Legislative Budget Board; Office of the Governor.

Governor’s authority, with prior approval from legislative
leadership, to adjust these allocations.

REVIEW OF AWARD APPLICATIONS

Applications for commercialization awards are reviewed by
Regional Centers for Innovation and Commercialization
(RCIC), the Life Science Center, the ETF Advisory
Committee, and the Office of the Governor, as well as the
state’s government leaders: the Governor, Lieutenant
Governor, and Speaker of the House of Representatives. The
seven RCICs are non-profit organizations established through
collaborations of economic development, higher education,
and private sector entities. In addition to reviewing
applications from within their regions, RCICs provide
support services for early stage companies. Each RCIC is
sponsored by a local economic development agency or
institution of higher education. A statewide Life Science
Center, based in Houston, processes applications related to

bioscience technology.

After an RCIC or the Life Science Center endorses an
application, it is submitted to a 17-member advisory
committee. Members of the advisory committee are
appointed by the Governor and must be business or higher
education leaders. Once a proposal is approved by the
advisory committee, the Governor’s staff conducts a nine-
step due diligence analysis. The analysis includes assessment
of the applicant’s financial condition and whether its proposed
milestones are reasonable. If a proposal clears the due
diligence stage, it is forwarded to the Governor, Lieutenant
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Governor, and Speaker of the House of Representatives for
final approval.

Applications for research matching and research superiority
are submitted directly to the Office of the Governor. At that
point, applications undergo a due diligence review, and if
approved, are reviewed by the ETF advisory committee and
the state government leaders. Applicants for matching grants
must already have obtained an equal or greater federal grant
amount and must represent a consortium of higher education
and private sector entities. Research superiority grants must
be matched by higher education contributions and meet
other criteria related to improving the state’s applied science
standing.

CONTRACT COMPLIANCE MONITORING

The agency negotiates agreements with companies receiving
establish  the

conditions under which disbursements will be made.

commercialization ~awards. Agreements
Conditions include achievement of milestones by specific
dates and maintaining primary business operations in Texas.
The first disbursement occurs soon after an agreement is

signed; the final one takes place four to six months later.

Each year of the agreement all entities must submit
compliance reports to the agency indicating milestone
achievement status. The agency compares the grantee’s actual

progress to its milestone contract terms. If the grantee is

making its best effort to achieve milestones on time, the
agency will deem the entity in compliance with its contract.
In general, the same monitoring process is followed in all
three programs.

OTHER STATES’ TECHNOLOGY DEVELOPMENT PROGRAMS

Texas is among several states providing financing and other
services for technology development. The Massachusetts
Technology Development Corporation (MTDC), created in
1979, is the oldest state entity offering this assistance. The
MTDC began as a state grant program and evolved into a
non-profit that helps finance early stage companies. Like
some newer programs, the MTDC takes an equity position
in start-up companies and, as a result, can fund new ventures

with its investment returns.

Figure 15 shows information about technology development
programs and agencies in four states with funding comparable
to the Texas ETE All of these programs have been operating
since 2001 and each received annual appropriations or total
funding in fiscal years 2007, 2008, or 2009 greater than $60

million.

Programs administered by the agencies in Ohio, Pennsylvania,
New Jersey, and Kansas support early stage companies
involved in commercialization and higher education or
private sector research. The Ohio Third Frontier Project and
the Kansas Bioscience Authority provide funding to recruit

FIGURE 15
COMPARISON OF MAJOR STATE TECHNOLOGY DEVELOPMENT PROGRAMS
FUND ELEMENTS OHIO PENNSYLVANIA NEW JERSEY KANSAS TEXAS
Technology Third Frontier Project Ben Franklin Edison Bioscience Emerging
Development Technology Innovation Programs Technology
Programs Programs Fund Fund
Agency Responsible Ohio Third Frontier Ben Franklin New Jersey Kansas Governor’s Office
Commission Technology Economic Bioscience

Development Development Authority

Authority Authority
Year Program/Fund 2002 2001 2006 2004 2005
Created
State Funding/Total $117 million $61 million $154 million $71 million $203 million

Financing Provided fiscal year 2008 fiscal year 2007

fiscal year 2007

fiscal year 2009

2008-09 biennium

Annual Report Yes Yes Yes Yes No
Required
Annual Report Private Investment Private Investment Public/Private Capital Not Applicable
Performance Leveraged Leveraged Investment Investment
Measures/Information  companies Created Jobs Created Jobs Created Jobs Created
Jobs Created Matching Grants Results Results
Results Information Leveraged Information Information

Sources: Legislative Budget Board; Ohio Third Frontier Commission; Ben Franklin Technology Development Authority; New Jersey Economic

Development Authority; Kansas Bioscience Authority.
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prominent researchers. The Pennsylvania and Ohio agencies
provide loans and grants to private investment funds that
capitalize start-up companies. Agencies in New Jersey and
Kansas can take equity positions in companies they fund.

Laws in the four states listed in Figure 15 governing each of
the agencies responsible for the emerging technology
programs in those states require them to submit annual
reports. The reports contain performance metrics that show
the number of companies and jobs created, and private
investment and outside grants leveraged by agency grants.
Also, annual reports for three of the states” agencies highlight
the projected or actual outcomes associated with program
awards. For example, the Ohio Third Frontier annual report
discusses important new products that grantees either have
or will bring to market. This information allows taxpayers to
understand the extent to which these programs benefit their
state.

REQUIRE ANNUAL REPORTS AND

EQUITY POSITION DISCLOSURE

Texas state law does not require the Office of the Governor to
submit an ETF annual report. This omission is problematic
for two reasons. First, the fund’s investment capacity aligns
with several large-scale state technology development
programs. Second, cumulative ETF award levels have grown
significantly since 2005, totaling $137.2 million by the end
of fiscal year 2008. Thus, the fund has reached a size that
warrants more public accountability.

Recommendation 1 would amend Section 490, Texas
Government Code, to require the Office of the Governor to
submit an annual report to the Legislature on the status of
the Emerging Technology Fund. The annual ETF report
would include performance metrics, such as companies
receiving private investment, total private investment
received, and total federal grants received. In addition to
that, it would describe the planned and actual outcomes
resulting from technology commercialization and research
for the prior two fiscal years.

Agreements related to the commercialization program
contain provisions that allow the Office of the Governor to
take an equity position in companies receiving awards. The
purpose of these arrangements is to provide the state a return
on its investment and give companies a financial incentive to

obtain private equity financing as quickly as possible.

An equity position occurs when a company obtains private
financing. The Governor’s Office can claim investment shares

based on the private investors’ valuation of the company.
Under ETF agreements, the state gains when a company
either sells shares on the open market or is bought out by
another firm. Rates of return under these agreements have
the potential to be very high. According to the Office of the
Governor, Cardio-Spectra generated a 47 percent return
within 18 months of its ETF award notification as a result of
Volcano Corporation purchasing the company.

ETF investments in early stage companies also carry a high
level of risk. According to a Copley News Service article, up
to 40 percent of early stage biotechnology companies fail to
repay their initial loans. As of September 2008, one company
that received ETF money has failed. Nanocoolers received a
$3 million award in March 2007. The company shut down
in November 2007 without repayment of its award. According
to the Office of the Governor, technical hurdles prevented
Nanocoolers from successfully creating a marketable product,
leading to the company’s dissolution.

As the fund’s cumulative award total grows, the likelihood of
company closures without repayment of ETF awards will
increase. The ETF currently has a rapidly growing cumulative
award total. During fiscal year 2008, the cumulative award
total increased by approximately 60 percent.

It is important that the Legislature and the public understand
the high-risk, high-return nature of ETF investments, and
that the state can take an equity position in companies
receiving awards. The fund’s growing investment stake makes
the need for such an understanding even greater. Currently,
however, there is no statutory requirement for the Office of
the Governor to disclose that the state may take an equity
position, or the risks associated with exercising this right, to
either the Legislature or the public. Implementation of
Recommendation 1 would address this concern by requiring
ETF annual reports to disclose those companies in which the
Office of the Governor can take an equity position. The
disclosure would indicate that returns resulting from
acquiring shares in companies financed by the ETF can be
much higher than conventional equity investments, but that
some companies may never repay their awards. Annual
reports would also show the amount of awards provided to
each company, plus institutions of higher education and
non-profit organizations.

FISCAL IMPACT OF THE RECOMMENDATION

Preparation and distribution of an ETF annual report as
proposed by Recommendation 1 would not significantly
increase expenditures for the Office of the Governor. The
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agency can collect performance-related information from
existing sources. The cost of producing and distributing ETF
annual reports could be minimized by printing and mailing
them at the same time as other reports required of the
agency.

The introduced 2010-11 General Appropriations Bill does
not include any adjustments as a result of these
recommendations.
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ESTABLISH A STATEWIDE CONTRACT FOR COMPUTER-ASSISTED

LEGAL RESEARCH SERVICES

Computer-assisted legal research services provide electronic
access to comprehensive legal, business, and media sources.
Although numerous state agencies in Texas purchase legal
research services from two primary vendors, the state lacks a

consolidated statewide contract.

Legal and judicial agencies in Texas have negotiated
independent contracts that offer more favorable rates than
market standards for these services. Other states have
implemented consolidated contracts for use by all state
agencies that have resulted in reduced subscription rates for
computer-assisted legal research services. A consolidated
statewide contract would allow Texas to negotiate discounts
based on the combined user volume of multiple state agencies.
‘Therefore, a statewide contract for these services based on
volume pricing would allow the state to receive optimal
pricing and terms for the provision of computer-assisted legal
research services. The Comptroller of Public Accounts plans
to review this service for a potential statewide contract in
fiscal year 2009.

CONCERNS

¢ In Texas, 145 state agencies and institutions of higher
education purchase legal research products from two
primary vendors and many agencies independently
contract with these vendors for computer-assisted
legal research services. These contracts cause the total
quantity of legal research services purchased by the
state to appear smaller than is actually the case, thus
reducing or eliminating discounts available based on

user volume.

¢ The rates Texas agencies pay for computer-assisted

legal research services vary from $12 to $109 per user

each month, even though they are receiving similar

services.

RECOMMENDATION

¢ Recommendation 1: The Comptroller of Public
Accounts should complete its planned analysis of
the feasibility of a statewide contract for computer-
assisted legal research services and consult with the
Office of Court Administration, State Law Library,
and Office of the Attorney General in completing this
evaluation.

DISCUSSION

Computer-assisted legal research (CALR) services provide
federal and state statutes, court cases and documents,
regulations, journal articles, legal references, and citation
services through electronic media, primarily the internet and
research software. Many of these services also include access
to non-legal academic journals and other forms of media,
including newspapers. CALR services allow a user to search a
wide array of legal resources by providing case synopses and
a history of legal documents.

The two primary providers of CALR services to state agencies
in Texas are LexisNexis (Lexis) and Westlaw (West). Both
Lexis and West provide case laws, state and federal statutes,
citations, treaties, and numerous other legal documents.
However, the analytical features and breadth of information
provided varies between the two CALR services. Figure 16
shows a comparison of the two primary providers of CALR
services used by state agencies.

From fiscal years 2005 to 2007, a total of 145 state entities
(agencies and institutions of higher education) purchased

FIGURE 16

COMPARISON OF LEXISNEXIS (LEXIS) AND WESTLAW (WEST) CALR SERVICES

LEXIS

WEST

¢ Lexis first became available to legal practitioners in 1973.

* Nexis was created in 1979 to provide news and business
information.

¢ Consists of over 5 billion documents from more than 40,000
sources.

« Provides risk assessment services, products to complete
compliance assessments, and business management tools.

Source: Legislative Budget Board.

Became available to legal practitioners in 1975.

Has developed searchable databases and access to non-legal
media services and reports.

More than 30,000 legal, financial, and business news
databases are available through the Internet.

Provides citation and continuing legal education services and
tools to help monitor financial markets and litigation trends.
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legal research products from Lexis and West. During this
period, 141 state entities purchased products from West or
its subsidiaries, while 115 state entities purchased products
from Lexis and its subsidiaries. From fiscal years 2005 to
2007, 111 state agencies purchased products from both Lexis
and West. This total includes legislative agencies and judicial
entities. Figure 17 shows fiscal year 2007 state agency
expenditures to West and its auxiliary companies, totaling
$5.3 million, and expenditures on products from Lexis and
its auxiliary companies, totaling almost $1.8 million. All
state agencies spent a combined $7.1 million on products
from West and Lexis in fiscal year 2007. During the past
three fiscal years, state agencies have paid a total of $19.9
million to West, Lexis, and their subsidiaries for all legal
research products, including CALR services.

Agencies spent approximately $4.1 million specifically for
CALR services from Lexis and West during the past three
fiscal years. This is second only to print materials in services
purchased from these two vendors, accounting for 20 percent
of all payments made from fiscal years 2005 to 2007.

TEXAS STATE AGENCIES CONTRACTING

FOR CALR SERVICES

The Judicial Committee on Information Technology (JCIT),
through the Office of Court Administration (OCA), has
negotiated contracts with both Lexis and West that all judicial
entities statewide may use. The State Law Library, as the
entity responsible for assisting courts with legal research

needs, has responsibility for these contracts. Figure 18 shows
the rates received by state judicial entities that choose to use
the Lexis contract, which is divided into limited access and

full access based on the number of databases a user accesses.

Prices for West services vary between $30 and $200 per
month for court users and each plan allows three passwords
per judge and their staff. Plans for use of materials by non-
court users also vary between $30 and $200 per month based
on the online services used; however, these prices are per

user.

Although all judicial entities in Texas could subscribe to West
and Lexis through the State Law Library’s contracts, many do
not. Some courts have independently negotiated contracts
with Lexis and West outside of the centrally administered
contract option. The Tenth Court of Appeals paid a flat rate
of $350 per month for unlimited access to select West
databases by all employees during fiscal year 2007. Nine
employees at the Tenth Court of Appeals used West during
fiscal year 2007; therefore, the monthly user fee was $38.89.

Texas has not negotiated a statewide contract with Lexis or
West that applies to all state agencies, although many agencies
have individually negotiated contracts with the companies.
The Office of the Attorney General (OAG) negotiated a
contract with Lexis for a flat rate of $10,950 per month. The
OAG contract allows 801 to 900 users unlimited access to a

FIGURE 17

STATE AGENCY LEGAL RESEARCH EXPENDITURES, FISCAL YEARS 2005 TO 2007

CALR SERVICES

CALR SERVICES

ALL WESTLAW PURCHASED FROM ALL LEXISNEXIS PURCHASED FROM TOTAL ALL TOTAL CALR

FISCAL PURCHASES WESTLAW* PURCHASES LEXISNEXIS* PURCHASES PURCHASES*
YEAR (IN MILLIONS) (IN MILLIONS) (IN MILLIONS) (IN MILLIONS) (IN MILLIONS) (IN MILLIONS)
2005 $4.57 $0.69 $1.61 $0.56 $6.18 $1.25
2006 $4.99 $0.73 $1.70 $0.57 $6.68 $1.30
2007 $5.30 $0.81 $1.80 $0.68 $7.10 $1.49
TOTAL $14.86 $2.23 $5.10 $1.81 $19.96 $4.04

*Estimated.

Source: Legislative Budget Board.

FIGURE 18

JUDICIAL ENTITY RATES FOR LEXIS SERVICES, 2009

ENTITY

LIMITED ACCESS*

FULL ACCESS*

Judges, Judicial Training Centers, OCA, Staff Attorneys

Library Staff, Prosecutors, Public Defenders

$23 per ID holder, per month

$58 per ID holder, per month

$38 per ID holder, per month

$73 per ID holder, per month

*Texas Factual Discovery (SPOOTX) may be added to either plan for $15 per ID holder, per month.

Source: Office of Court Administration.
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subset of CALR databases, at unit costs between $12.17 and
$13.67 per user per month.

Other agencies such as the Public Utility Commission have
negotiated contracts at a fixed-monthly rate that do not
specify the number of users authorized. Alternatively, the
Texas Education Agency has a contract based on usage rather
than a flat rate. Figure 19 shows a sampling of the average
monthly rates per user and type of contracts various state
agencies have negotiated with Lexis and West.

CALR CONTRACTING IN OTHER STATES

Other states have successfully negotiated statewide contracts
with both Lexis and West from which all state agencies are

eligible or required to purchase. These contracts include
various rate structures that accommodate the legal research
needs of a variety of state agencies. Figure 20 shows an

overview of these contracts.

In 1993, the Florida Department of Legal Affairs negotiated
a state term contract for CALR services that allowed trial
courts to receive reduced subscription rates for legal services,
while the appellate courts negotiated their own contract.
During fiscal year 2001, the Florida Office of State Courts
Administrator (OSCA) negotiated a contract with West for
both trial and appellate courts that reduced per password
rates by approximately 75 percent.

FIGURE 19

SAMPLING OF AGENCY RATES PER USER AND CONTRACT TYPE FOR CALR SERVICES

CALR 2005 AVERAGE 2006 AVERAGE 2007 AVERAGE
AGENCY PROVIDER PRICE/USER PRICE/USER PRICE/USER TYPE OF CONTRACT
OAG LexisNexis $12.17 $12.17 $12.17 Fixed monthly rate/801-900 users
TCEQ LexisNexis $22.01 $28.39 $27.58 Fixed monthly rate/125 users
Sixth Court of Appeals LexisNexis $32.00 $34.00 $36.00 State Law Library Contract
Texas Supreme Court Westlaw $39.20 $40.05 $40.89 Fixed monthly rate/unlimited users
TEA Westlaw $77.88 $59.78 $78.83 Based on usage, no flat rate
PUC Westlaw $100.01 $107.06 $109.21 Fixed monthly rate/unspecified users

Note: OAG = Office of the Attorney General; TCEQ = Texas Commission on environmental Quality; TEA = Texas Education Agency; PUC = Public
Utility Commission.
Source: Legislative Budget Board.

FIGURE 20
OVERVIEW OF STATEWIDE CONTRACTS WITH LEXISNEXIS (LEXIS) AND WESTLAW (WEST)
CALR
SERVICE CONTRACT

STATE PROVIDER ADMINISTRATOR RATE STRUCTURE(S)

Florida Lexis Department of Rates for most government entities are on a per user per month basis. Select
Management Services databases are provided at transactional billing rates and an annual flat rate.

Florida West Department of Rates are based on a per user per month basis.
Management Services

New Jersey Lexis Department of the Fixed price, flat-rate tiered structure provided for most databases; some
Treasury databases are available at a per transaction rate.

New Jersey West Department of the A per transaction fee is charged for access to all materials.
Treasury

Washington Lexis Office of State One price schedule applies to the Administrative Office of the Courts. A five-
Procurement tiered schedule applies to all other agencies.

New York West Office of General One plan allows hourly or transactional billing; a second option is based on a
Services tiered structure; a third option allows a three-month trial period. The agreement

is based on combined usage.
South West Division of the State Seven plans are available. Options include selecting hourly or transactional
Carolina Chief Information Officer  billing; a flat monthly rate; and negotiating a Special Offer Amendment.

Source: Legislative Budget Board.
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In 2002, the Florida Office of Program Policy Analysis and
Government Accountability (OPPAGA) recommended that
the Office of State Courts Administrator and the Departments
of State and Legal Affairs collaborate with DMS to develop
subscription options for use by all Florida state agencies with
West and Lexis. Additionally, OPPAGA recommended that
DMS make legal research subscription rate information
available online so that state agencies could choose which
company to use and verify charges when billed by the
vendors. The Department of Management Services (DMS)
negotiated the first statewide contract in Florida with both
West and Lexis during 2003 that set a ceiling for subscription
rates applicable to all state agencies. All state agencies are
required to use these contracts for CALR services. A standard
vendor number has been assigned to the state of Florida, and
each agency individually purchases from West or Lexis. State
agencies are billed directly for their purchases and are
individually responsible for verifying and paying the bill. The
statewide contract includes a provision requiring the CALR
vendors to pay Florida a one percent transaction fee, which is

used to finance the state’s online procurement system.

The New Jersey Administrative Office of the Courts (AOC)
initiated a contract with West that provided CALR services
to municipal court judges at no cost in exchange for providing
all court documents free of charge to West. Interested judges
created an account with AOC and were assigned a password
that allowed them to access West services from any location.
Additionally, the New Jersey Department of the Treasury
negotiated a statewide contract with both Lexis and West in
2005 that was available to all state agencies and cooperative
purchasing partners. The Lexis contract allowed unlimited
access to certain databases and materials at a fixed price, flat-
rate tiered structure. Access to materials not included in the
contract were available at a per transaction price. The West
contract was based on a per transaction fee to all materials.
Both contracts expired during June 2008 but have currently
been renewed under the original contract terms until
December 2008.

The Office of State Procurement in Washington negotiated a
contract with Lexis for use by all state agencies, political
subdivisions, qualified non-profit organizations, and certain
institutions of higher education. This contract went into
effect during September 2005 and includes two price
schedules. The first applies to courts and the Administrative
Ofhice of the Courts (AOC) and allows up to 1,250 users.
'The second option is a five-tiered schedule (based on number
of users) and applies to all entities in the Washington State

Purchasing Cooperative. The contract also includes a
provision in which Lexis agrees that the rates set forth in the
contract are comparable to or better than rates offered to
other governmental entities of a similar size. Additionally,
Lexis is obligated to provide rates that are more favorable to
the State of Washington if, during the term of the contract,
Lexis reaches an agreement with another governmental entity
of a similar size in which better rates are offered.

The Office of General Services in New York negotiated a
contract with West that became effective during September
2002. The state contract may be used by all state agencies
and departments, political subdivisions, and entities
authorized to use New York State centralized contracts.
Special discounts are included for faculty and students at
state educational institutions. The contract is based on a
combined usage subscription agreement with three plans
currently available. The first plan allows users to choose an
hourly or transactional billing option when using West and
sets the hourly and transactional price for accessing various
West services. A second plan provides a tiered structure based
on the number of users. Each user is assigned a password and
a flat monthly fee is charged for the use of certain databases.
The monthly charge per user ranges from $70 to $181
depending on the number of State of New York users. The
contract also allows for a three-month trial period available
to users that have not previously subscribed to West. The trial
provides unlimited access for as many as ten users per agency
at $250 per user. West is required to aggregate the usage of all
eligible New York employees and determine the cumulative
charge for the month. Each entity is billed individually and
state agencies forward invoices to the Office of the State
Comptroller, which is responsible for making payments.

The Division of the State Chief Information Officer in South
Carolina negotiated a Master Service Agreement with West
in 2002 that is open to all state agencies. The contract allowed
any state agency choosing to use the statewide contract to
cancel an existing subscription to West or West CD-ROM
library. Each agency that contracted with West using the
statewide contract was billed individually for their usage at
the rates negotiated in the contract. Seven plans are available
under the contract. One plan allows the user to select either
an hourly or a transactional billing option and specifies
transmission charges for a variety of documents and databases.
Two plans are applicable to state agencies with a maximum
of 14 West users and charge a flat monthly rate. Three
additional plans are available for state agencies with a

minimum of two passwords and apply a flat monthly rate.
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The final option under South Carolina’s contract allows state
agencies with more than 14 users to negotiate a Special Offer
Amendment specific to that agency.

MAXIMIZING TEXAS’ PURCHASING POWER

Other state’s experiences show that statewide contracts can
be negotiated with Lexis and West that employ a state
government’s bulk purchasing power. Additionally, the
services in these contracts are structured in a variety of ways
to meet the needs of numerous governmental entities. The
potential to reduce the cost of CALR services based on
volume pricing is further demonstrated by the favorable
prices OAG receives compared to other Texas agencies, as
well as the variety of prices charged per user across agencies.
State agencies could keep the savings from lower rates
negotiated in a statewide contract and apply them to other
administrative uses.

CPA has indicated that they plan to consider the creation of
a statewide contract for CALR services during fiscal year
2009. Recommendation 1 suggests that CPA pursue the
creation of a statewide contract for CALR services with
assistance from the OCA, State Law Library, and OAG. CPA
is now required to study and negotiate statewide contracts
and therefore can absorb the cost of any work necessary to
implement a statewide contract for CALR services. Section
2155.064, Texas Government Code, requires CPA to attempt
to benefit from bulk purchasing. Additionally, Section
2155.072, Texas Government Code, requires CPA to study a
minimum of one service annually that state agencies purchase
to determine whether a regional or statewide contract for the

service would benefit the state.

A consolidated state contract would include the CALR needs
of all agencies and entities in the judicial, legislative, and
executive branches of state government. Where possible the
contract should attempt to meet the needs of institutions of
higher education as well. CPA should consult with the OAG,
OCA, and State Law Library to develop and negotiate a
statewide contract for CALR services. This consultation will
ensure that appropriate subscription options are created to
meet the legal research needs of all impacted parties.
Additionally, these three agencies have experience negotiating
favorable contracts for CALR services and working with
Lexis and West as they provide court documents to both
these businesses. Upon implementation of a statewide
contract, CPA should take appropriate steps enabling state
entities to ensure the charges they receive for usage of CALR
services.

FISCAL IMPACT OF THE RECOMMENDATION

The recommendation in this report has no direct fiscal impact
on appropriations of General Revenue Funds during the
2010-11 biennium. The implementation of a statewide
contract for CALR services would result in reduced costs to
user agencies for procured computer-assisted legal research
services; however, any savings realized would be left as agency
appropriations and redirected to other administrative and

program Costs.
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IMPROVE ENERGY CONSERVATION IN STATE FACILITIES
BY USING SEASONAL THERMOSTAT SETTINGS

Utility expenses have risen during the past several biennia
while an aging infrastructure has decreased the efficiency of
climate control equipment in Texas state facilities. During
the Eightieth Legislature, 2007, the Texas Facilities
Commission received $2.8 million in supplemental
appropriations to meet utility costs incurred by agencies in
state-owned facilities during the 2006-07 biennium. This
was an increase of 17 percent above appropriations made for
utilities in 2006-07. An office environment’s temperature is
directly linked to employee comfort and productivity;
therefore, adjusting thermostats by several degrees could
reduce heating and cooling costs and increase state employee
productivity. Improving energy conservation is a simple
measure the state could implement to become more energy
efficient, cost effective, and environmentally friendly.

To ensure that energy conservation measures are used to help
offset costs associated with growing energy demands,
thermostats in state facilities should be set on a seasonal basis
inaccordance with industry standards for energy consumption
and employee comfort.

FACTS AND FINDINGS

¢ Texas state agencies and institutions of higher
education spend $218 million for electricity and
$55 million on natural gas and liquefied petroleum
annually. From fiscal years 2002 to 2007, electricity
expenditures for state agencies increased by 31 percent
and gas utility expenditures increased by 42 percent.

¢ The U.S. Department of Energy and the Texas
Comptroller of Public Accounts recommend that
thermostats be set at 78°F during warmer months
and 68°F during cooler months and lowered when a
building is unoccupied.

¢ The Texas Facilities Commission’s tenant manual
requires thermostats be set at 74°F +/- 2°E 'This
setting applies to the 71 facilities that the Texas

Facilities Commission manages.

¢ Establishing a baseline of energy consumption is
necessary to assess energy efficiency measures and
effectively manage energy usage.

CONCERNS

¢ State agencies are not required to consider energy
conservation standards when determining thermostat
settings for state office buildings. Since 2005, only
four of the 26 agencies that reported temperature
settings in their Energy Conservation Plans met
standards recommended by the U.S. Department of
Energy.

¢ There is no state standard to track energy
consumption and expenditures, making it difficult
to compare energy conservation and efficiency efforts
among agencies and determine whether agencies are
achieving quantifiable savings. Many state agencies
housed in buildings managed by the Texas Facilities
Commission report they do not have access to
detailed information regarding their energy usage and
expenditures.

RECOMMENDATIONS

¢ Recommendation 1: Amend Texas Government
Code, Chapter 2165, to require a state agency or
institution of higher education in charge and control
of a state building to adjust thermostat settings to
achieve occupant comfort within industry standards

fOl‘ energy conservation.

¢ Recommendation 2: Amend Texas Health and
Safety Code, Chapter 388, to require each state
agency or institution of higher education in charge
and control of a state building to report to the State
Energy Conservation Office on efforts to adjust
thermostat settings based on industry standards
for energy conservation and thermal comfort.
(This recommendation amends a current reporting

requirement and does not create a new report.)

¢ Recommendation 3: Amend Texas Government
Code, Chapter 447, to require the State Energy
Conservation Office to develop and maintain a
database of statewide energy consumption and
expenditures.
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DISCUSSION

Texas is currently the fifth largest user of energy in the world,
consuming 12 percent of all energy in the U.S. This
consumption is a result of the state’s petrochemical and
refining activities, the size of the population, and the number
of vehicles in the state. Texas leads the nation in both the
production and consumption of energy and maintains per
capita residential energy use that is higher than the national

average.

As Figure 21 shows, the commercial price of natural gas in
Texas, which is commonly used for heating, increased 159
percent from calendar years 1995 to 2005. The commercial
price of electricity in Texas, used for both cooling and heating,
increased 34 percent during the same period.

ENERGY EXPENDITURES BY STATE AGENCIES

State entities (agencies and institutions of higher education)
spend $218 million on electricity and $55 million on natural
gas and liquefied petroleum annually. From fiscal years 2002
to 2007, 68 percent of utility expenditures resulted from
electricity consumption while gas consumption comprised
22 percent of all utility expenditures. The remaining 10
percent supports the use of water and thermal energy.
Figure 22 shows state entity expenditures for electricity
increasing during this period. From fiscal years 2002 to 2008,
state entity expenditures for electricity increased by 31
percent, and natural gas expenditures increased by 42 percent.
The Comptroller of Public Accounts estimates that the state
spends $50 million annually on unnecessary utilities.

The Texas Facilities Commission (TFC) manages the
procurement of utilities for 71 state-owned buildings that

consist of over 10 million square feet and certain grounds.
Figure 23 shows the cost of electricity and gas used to heat,
cool, and light these facilities. During fiscal year 2007, this
cost was $17.3 million. The agency was appropriated $16.6
million in General Revenue Funds for utility expenditures
during fiscal year 2007, and an additional $2.8 million was
provided as a supplemental appropriation by the Eightieth
Legislature, 2007.

ACHIEVE ENERGY CONSERVATION THROUGH HEATING
AND COOLING TEMPERATURE CONTROLS

Energy conservation occurs when energy use is reduced
through the avoidance of excessive or wasteful consumption
and is a result of behavior modifications. Lowering the
demand for energy or modifying the level of its timing or
use, such as by turning out a light in an unused room, are
methods of achieving energy conservation. Energy efficiency
is a subcategory of energy conservation and occurs when less
energy is used to achieve the same outcome. Energy efficiency
is generally technology-based, such as using compact
fluorescent light bulbs instead of traditional light bulbs.

According to ENERGY STAR, a collaborative program
between the U.S. Environmental Protection Agency and the
U.S. Department of Energy (DOE), energy efficiency results
in immediate savings, making it the most cost-effective step
abusiness can take to become more environmentally sensitive.
ENERGY STAR lists heating and cooling systems that
operate at a full load when unnecessary and the use of
personal heaters or fans by employees as two of the most
common areas businesses can address to create energy

savings.
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FIGURE 22

STATE ENTITY EXPENDITURES ON ELECTRICITY AND
NATURAL GAS/LIQUID PROPANE GAS,

FISCAL YEARS 2002 TO 2008
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Note: The General Land Office was not included in natural gas/liquid
propane gas expenditures because it purchased large quantities of
natural gas for purposes other than direct consumption.

Sourcke: Texas Comptroller of Public Accounts.

ENERGY STAR notes that office buildings often run heating
and cooling systems 24 hours a day, but reducing system use
for one out of every 12 hours results in energy savings of
approximately 8 percent. The U.S. Department of Energy’s
Federal Energy Management Program (FEMP) has indicated
that programmable temperature controls often do not
correspond to building occupancy schedules. Adjusting
control schedules to better match occupancy schedules can
result in fuel savings and associated reductions in total costs.
FEMP contends that lowering a thermostat setting 10 degrees
for an average of eight hours each day results in a 10 percent
decrease in annual fuel consumption.

DOE and the Texas Comptroller of Public Accounts (CPA)
recommend that thermostats be set to 68°F during operating

hours during cooler months and lowered when a building is
primarily unoccupied. According to DOE, reducing a
thermostat by 10°F to 15°F for an eight-hour period can
reduce a household heating bill by 5 to 15 percent annually.
DOE and CPA also recommend thermostats be set to 78°F
in warmer months during occupied hours. FEMP has
determined that fuel consumption is reduced by 3 percent
for every degree a thermostat is decreased.

ACHIEVE COMFORT THROUGH HEATING

AND COOLING TEMPERATURE CONTROLS

Thermal comfort refers to the level of satisfaction a person
has with their surrounding environment. Many factors can
contribute to a person’s level of thermal comfort, including
air and radiant temperature, relative humidity, speed of air,
solar heat, individual metabolic rates, and attire. The
American Society of Heating, Refrigerating and Air-
(ASHRAE) has established
internationally accepted standards for indoor air quality.
ASHRAE Standard 55-2004 relates solely to thermal comfort
and can be applied to any building type. Standard 55-2004

is based on norms that are comfortable to 80 percent of

Conditioning  Engineers

occupants. The recommended temperatures under Standard
55-2004 are between 68°F and 78°F during cooler months
and 74°F and 82°F during warmer months, depending on
factors such humidity levels. These standards are also the
basis for the US Green Building Council’s Leadership in
Energy and Environmental Design (LEED) program.

The Occupational Safety and Health Administration (OSHA)
in the U.S. Department of Labor acknowledges that office
temperature is a matter of human comfort. OSHA does not
specifically regulate office temperatures; however, OSHA
does recommend that temperature controls between 68°F
and 76°F be maintained.

:IE?(L:!SEFi:::ILITIES COMMISSION UTILITY EXPENSES, FISCAL YEARS 2004 TO 2008
GAS
FISCAL ELECTRICITY NATURAL/LIQUID PROPANE TOTAL APPROPRIATIONS*
YEAR (IN MILLIONS) (IN MILLIONS) (IN MILLIONS) (IN MILLIONS)
2004 $12.9 $1.6 $14.4 $12.9
2005 $14.3 $1.9 $16.2 $12.9
2006 $15.4 $2.3 $17.7 $16.6
2007 $15.3 $2.0 $17.3 $19.4
2008 $15.5 $2.3 $17.8 $19.2
TOTAL $73.3 $10.0 $83.4 $80.9
*For all utilities (including water and thermal energy).
Source: Legislative Budget Board.
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CONSERVATION EFFORTS IN OTHER STATES

Illinois implemented a pilot program during the winter of
2005 in which thermostats in state facilities were lowered
from 72°F to 68°F during the day. Thermostats were
additionally lowered to 55°F during the evening and off-
hours. Facilities such as prisons and military barracks
maintained a temperature of 68°F at all times, and facilities
housing vulnerable populations and with temperature-
sensitive operations were not affected by any of the changes.
The settings were applied from November 1, 2005 to April
15, 2006 and resulted in $4.8 million in savings. During
November 2006, the Governor of Illinois implemented a
permanent energy efficiency initiative that reduced daytime
thermostat settings in state facilities to 68°F in winter and
increased them from 74°F to 78°F during summer months
and as high as 80°F during unoccupied periods. The Illinois
Department of Central Management Services reported that
the temperature adjustments decreased natural gas
consumption by 2.2 million therms (1 therm is equal to
100,000 BTU), reduced carbon monoxide emissions by nine
tons, and lessened nitrous oxide emissions by a total of 11
tons for 2005 and 2006.

In 2005, the Governor of Minnesota issued an executive
order requiring all state agencies to set heating temperatures
between 60°F and 70°E depending on the purpose of the
space, and 55°F for all unoccupied and vacated spaces. The
Governor required cooling temperatures to be set between
76°F and 78°F for all occupied spaces and that thermostats
be set to 85°F or turned off during nights and weekends.
Certain computer, research, and special care facilities were
exempt from these requirements. The Minnesota Department
of Administration and the Department of Commerce
reported that during 2006 state agencies subject to the
Executive Order saved approximately $1.25 million in energy
costs and reduced energy consumption by 4.8 percent.

CURRENT THERMOSTAT SETTINGS IN BUILDINGS
OCCUPIED BY TEXAS STATE AGENCIES

The Governor issued Executive Order RP 49 in October
2005 requiring all state agencies and institutions of higher
education to submit Energy Conservation Plans and Reports
on a quarterly basis to the Office of the Governor and the
Legislative Budget Board (LBB). Since the order was issued,
LBB has received reports from 82 state entities. Figure 24
shows the thermostat settings of the 26 entities that included
this information in their reports. A wide range of settings
were reported; however, only four entities reported thermostat
settings in accordance with recommended settings by DOE.

An additional four entities reported thermostat settings that
align with DOE recommendations only during winter
months, and four entities indicated they adjust thermostat
settings during periods when buildings are unoccupied. All
temperature settings reported are in the ranges recommended
for achieving thermal comfort. The lowest reported setting
during summer months was 72°F and the highest was 78°F.
During winter months, the lowest reported setting was 68°F

while the highest was 75°F

'The Tenant Manual issued by TFC requires thermostats to be
set at 74°F +/- 2°F. This setting applies to the 71 facilities
TFC manages. Many of TFC’s tenant agencies report they do
not have access to facility utility bills and related reports and
they have limited opportunities to alter energy consumption
through measures such as adjusting thermostats.

ADJUSTING THERMOSTAT SETTING TO ACHIEVE ENERGY
CONSERVATION AND THERMAL COMFORT IN TEXAS

State entities are required by statute to reduce electric
consumption by 5 percent annually from fiscal years 2007 to
2012. Recommendation 1 amends Chapter 2165, Texas
Government Code, to require each state agency or institution
of higher education that has control over a state building to
establish thermostat settings that conform to national
industry standards and best practices. These standards should
include thermal comfort standards as recommended by
ASHRAE that are within energy conservation standards set
by DOE. Additionally, specific thermostat settings should be
established for the hours in which a building is unoccupied,
as recommended by DOE. State entities could determine
which settings best address the thermal comfort of employees
and a building’s occupied hours through measures such as an
employee survey. The statutory requirement would exempt
certain facilities that have temperature sensitive operations
such as some law enforcement agencies, computer or
laboratory facilities, or buildings in which populations live or
are served on a 24-hour basis. This recommendation would
contribute to agency efforts to reduce electricity consumption
under the current statutory requirement.

State entities are also statutorily required to annually report
efforts to, and progress in, reducing electric consumption to
the State Energy Conservation Office (SECO).
Recommendation 2 amends Chapter 388 of the Texas Health
and Safety Code to require each state agency or institution of
higher education that has control over a state building to
include in their report to SECO efforts to adjust thermostat
settings. This section of the report should include, at a
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FIGURE 24
STATE AGENCY TEMPERATURE SETTINGS BY SEASON
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minimum, the seasonal specific thermostat settings of their
buildings and any attempts to alter settings at non-peak or

off hours.

Despite statutory requirements for entities to reduce and
report on efforts to decrease electric consumption, it is
difficult to determine whether an entity is achieving a real
savings of 5 percent. Each entity tracks energy usage and
expenditures using individual methods and data sources.
SECO, through an outsourced contract, is developing a
statewide energy database that will capture the utility usage
and expenditures of all state agencies. The database will be
accessible to agencies through the Internet and allow a
baseline of energy consumption to be established for each
agency. All information on a utility bill including physical
location, consumption, rates, and actual cost will be included

in the database, which will also contain building specific

information such as square footage. A two-year history of
utility bills will be available through the database when it
becomes operational during the 2008-09 winter, and all
utility bills going forward will be included. The database will
serve as the state’s primary energy management tool, and
interested parties will be able to use it to observe trends in

state and agency energy expenditures and consumption.

The database will allow for a common information technology
platform from which agency energy usage and expenditures
can be tracked. Therefore, the database will allow interested
parties to determine the actual energy consumption and
reduction of state agencies. State agencies that share building
space with other agencies will also be able to determine their
individual energy consumption and expenditures using this
database. The building specific information will allow
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formulas considering an agency’s square footage to determine
agency specific information.

Savings should be measured in reductions in energy
consumption. Because the price of energy is volatile, it is
possible that reductions in energy consumption could occur
while energy expenditures would remain steady or increase.
However, reductions in consumption result in monetary
savings through cost avoidance, even if an increase in the
price of energy does not result in a lower electricity bill.

Recommendation 3 amends Chapter 447 of the Texas
Government Code to codify the requirement for the creation
and maintenance of the energy database. This statewide
energy database would include energy consumption and
expenditure data for each state agency and include square
footage information regarding the total area occupied by
each state agency per building to allow each agency to
determine their individual utility consumption and
expenditures. The database would also be made available to
agencies that are considered tenants of the Texas Facilities
Commission. This will allow these agencies to access
information regarding their expenditure and usage history so
that they may better implement energy conservation efforts
within their daily operations.

FISCAL IMPACT OF THE RECOMMENDATIONS

The recommendations have no direct fiscal impact on General
Revenue Fund appropriations during the 2010-11 biennium.
It is possible that the recommendations would result in
reduced costs to state entities for utility expenditures;
however, the savings would be retained by entities and
redirected to other administrative and program costs.
Additionally, savings resulting from adjustments made to
thermostat settings would reduce requests from entities for
emergency or supplemental appropriations to cover utility

expenditures.

The introduced 2010-11 General Appropriations Bill does

not include these recommendations.
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STATE PRESERVATION BOARD FUNDING

The State Preservation Board is responsible for managing
various historical and cultural facilities in Austin, which
includes the management of the Bob Bullock Texas State
History Museum. Legislative appropriations, as well as three
funds outside the state Treasury and their related operating
accounts provide funding for specific agency functions. The
Capitol Fund, which has the highest balance of the three
funds, pays for building and grounds improvements and
maintenance, acquisition and preservation of historic

artifacts, and visitor education.

FACTS AND FINDINGS

¢ During the 2006-07 biennium, the Capitol Fund’s
total revenue equaled $5.4 million; it included $3.9
million, or 73 percent, from fees, leases, commissions,
business proceeds, and interest earnings; and $1.5
million, or 27 percent, from private donations.
Capitol Fund expenditures totaled $1.5 million that
biennium. Due to the fund’s net gain of $3.9 million,
its balance increased to $12.3 million at the end of
fiscal year 2007.

¢ The State Preservation Board projects that the
Capitol Fund balance will increase to $15.1 million
by the end of the 201011 biennium. This projection
is based on estimated revenue levels similar to the
2008-09 biennium and anticipated expenditures of
$2.1 million.

¢ The Legislature could eliminate appropriations for
the 2010-11 biennium to the State Preservation
Board’s Strategy A.2.1, Manage Education Program,
given that projected Capitol Fund revenues will
exceed fund-related expenditures by $1.4 million and
because the strategy’s estimated base level funding is
$1.2 million.

¢ Eliminating General Revenue appropriations to
Strategy A.2.1, and instead using Capitol Fund
revenues for visitor education is consistent with state
law which allows the fund to pay for any functions
currently supported by legislative appropriations,
including education. Both this strategy and the
Capitol Fund support visitor education services.

Therefore, allocating only the fund’s revenue for this
purpose would eliminate duplicative funding.

DISCUSSION

The State Preservation Board’s (SPB) mission is to restore,
preserve, and maintain the state Capitol, the 1857 General
Land Office Building, the Governor’s Mansion, and their
grounds. The agency also manages the Bob Bullock Texas
State History Museum. The agency uses appropriations of
General Revenue Funds and several other sources of funding
to meets it statutory obligations. During the 2006-07
biennium, the agency received $45.5 million in total
revenue—$24.5 million, or 54 percent, from appropriations,
and $21.0 million, or 46 percent, from three funds held
outside of the state Treasury: the Museum Fund, Capitol
Renewal Fund, and Capitol Fund and their related operating
accounts.

The Museum Fund acts as a reserve account by supplementing
revenue earned by the Bob Bullock Texas State History
Museum. As shown in Figure 25, the museum had losses of
$399,223 and $551,888 in fiscal years 2006 and 2007,
respectively. SPB partially offset these losses by shifting
$180,949 in fiscal year 2006, and $200,275 in fiscal year
2007 from the Museum Fund to the Texas State History
Museum Fund operating account.

Before fiscal year 2006, the Museum Fund’s balance increased
as a result of interest earnings, private donations, and the
museum’s net income. Since then, the museum’s increasing
losses, stemming from declining revenue and rising expenses,
caused the agency to rely more heavily on the Museum Fund
to cover operating expenses. As a result, the Museum Fund’s
balance decreased from $881,836 to $679,853 in fiscal year
2007.

The Capitol Renewal Fund finances major repairs,
replacement of fixtures and equipment, and restoration of
historic property. For example, in fiscal year 2007, the fund
paid for replacing light fixtures and carpeting. The fiscal year
2006 beginning fund balance developed from prior year
interest earnings revenue, incoming transfers from the
Capitol Fund, Pease Mansion sale proceeds, and
appropriations of General Revenue Funds. As Figure 26

shows, the projects mentioned previously and other
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FIGURE 25

TEXAS STATE HISTORY MUSEUM OPERATING ACCOUNT AND THE MUSEUM FUND, FISCAL YEARS 2006 AND 2007

TEXAS STATE HISTORY MUSEUM OPERATING ACCOUNT

MUSEUM FUND

FINANCIALS 2006 2007 FINANCIALS 2006 2007
Revenue $5,576,887 $5,551,432 Revenue $32,947 $34,761
Expenses Expenditures $1,509 $36,469
Personnel $2,671,480 $2,600,237
Repairs and —
Maintenance $220,189 $211,456 Beginning Fund Balance $1,031,347 $881,836
Rental/Leases $774,066 $1,097,863 Net Gain/(Loss) $31,438 ($1708)
All Other Museum Operating Account
$2,310,376 $2,193,763 Net Transfer Out ($180,949) ($200,275)
Total Expenses $5,976,110 $6,103,320 Ending Fund Balance $881,836 $679,853
Net Gain/(Loss) ($399,223) ($551,888)
Museum Fund $180,949 $200,275

Net Transfer In

Sourck: State Preservation Board.

FIGURE 26

CAPITOL RENEWAL FUND, FISCAL YEARS 2006 AND 2007

FINANCIALS 2006 2007

Revenue $540,675 $601,931

Expenses
Capitol Outlay $709,867 $929,964
All Other $124,690 $384,527
Total Expenses $834,557 $1,314,491
Beginning Fund Balance $12,321,170  $12,027,288
Net Gain/(Loss) ($293,883) ($712,560)
Ending Fund Balance $12,027,288  $11,314,727

Source: State Preservation Board.

expenditures reduced the fund’s balance from $12 million in
fiscal year 2006 to $11.3 million in fiscal year 2007.

The Capitol Fund receives revenue from two gift shops, a
visitor parking garage, fees from parking meters, automated
teller machine use, commissions from the extension cafeteria,
and leases for the press area, and cellular carrier space.
Additional income is provided by donations and interest
earnings. The agency uses the fund to pay for education,
property maintenance and improvements, historic
preservation, and costs associated with revenue sources such

as the cafeteria.

As shown in Figure 27, Capitol Fund revenues totaled $3.1
million in fiscal year 2006 and $2.3 million in fiscal year
2007. Private donations of $1.3 million accounted for the
higher fiscal year 2006 amount. Higher fee and lease revenue

in fiscal year 2007 resulted from additional cafeteria and
parking-related income associated with the legislative session.
Expenditures in those years also increased due to greater

facility improvement and maintenance workload.

Transfers of visitor parking garage and gift shop proceeds
represent another source of revenue to the Capitol Fund.
These transfers occur only when the agency determines that
the two enterprises have generated adequate annual surpluses.
As shown in Figure 27, gift shop revenues justified transfers
of $500,000 and $600,000 in fiscal years 2006 and 2007,
respectively. In fiscal year 2007, however, the agency
discontinued its practice of transferring $200,000 each year
from the visitor parking garage because the prior year’s net
proceeds had fallen to approximately $79,000.

Despite fluctuations in Capitol Fund revenues and
expenditures, fund balances increased during the 2006-07
biennium. The fund’s balance increased from $8.4 million to
$12.3 million, or $3.9 million, during that biennium. This
growth is consistent with the fiscal year 2005 fund balance
increase of $1.7 million.

Figure 28 shows projected Capitol Fund revenue and
expenditures for the 2010-11 biennium. Total revenue is
projected to exceed planned expenditures by $490,000 and
$900,000 in fiscal years 2010 and 2001, respectively—
creating a biennial net gain of $1.4 million. As in prior
biennia, the fiscal year 2011 gain is higher due to legislative

session-related revenue.
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FIGURE 27
CAPITOL FUND, FISCAL YEARS 2006 AND 2007

FISCAL YEAR 2006

FISCAL YEAR 2007

2006—07 BIENNIUM TOTAL

REVENUES
Interest Earnings
Commissions, Leases, and Fees
Gift Shops — Transfers In
Visitor Parking Garage — Transfers In
Private Donations
Total Revenues
EXPENDITURES
Capital Outlay
All Other
Total Expenditures
Beginning Fund Balance
Net Gain/(Loss)
ENDING FUND BALANCE

Source: State Preservation Board.

$421,425
672,484
500,000
200,000
1,343,212
$3,137,121

$83,679
66,865
$150,544
$8,392,553
2,986,577
$11,379,130

$611,139
910,981
600,000

0

136,413
$2,258,533

$1,028,982
309,389
$1,338,371
$11,379,130
920,162
$12,299,292

$1,032,564
1,583,465
1,100,000
200,000
1,479,625
$5,395,654

$1,112,661
376,254
$1,488,915
$8,392,553
3,906,739
$12,299,292

FIGURE 28

CAPITOL FUND PROJECTED REVENUES, EXPENDITURES, AND FUND BALANCE, FISCAL YEARS 2010 AND 2011

FISCAL YEAR 2010

FISCAL YEAR 2011

2010-11 BIENNIUM TOTAL

REVENUES
Interest Earnings
Commissions, Leases, and Fees
Gift Shops — Transfers In
Private Donations
Total Revenues
EXPENDITURES
Education
All Other
Total Expenditures
Beginning Fund Balance
Net Gain/(Loss)
ENDING FUND BALANCE
ADDITIONAL INFORMATION
Non-Donation Revenue

Sourck: State Preservation Board.

$400,000
731,800

0

168,200
$1,300,000

$170,000
640,000
$810,000
$13,682,435
490,000
$14,172,435

$1,131,800

$500,000
950,600
500,000
249,400
$2,200,000

$180,000
1,120,000
$1,300,000
$14,172,435
900,000
$15,072,435

$1,950,600

$900,000
1,682,400
500,000
417,600
$3,500,000

$350,000
1,760,000
$2,110,000
$13,682,435
1,390,000
$15,072,435

$3,082,400
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This financial analysis suggests that the agency could
allocate enough Capitol Fund revenue for visitor education
to make appropriations for this purpose unnecessary. The
base level 2010-11 funding for Strategy A.2.1, Manage
Education Program, is estimated to be $1.2 million.
Appropriations for the strategy could be replaced with
Capitol Fund allocations in the same amount, given the
fund’s projected revenues and net gain for the 2010-11
biennium. The strategy finances personnel-related and
other operating expenditures; while the fund pays for non-

personnel items, such as visitor center exhibits.

State law permits the agency to use Capitol Fund revenues
for education, with the exception of private donations. This
revenue source must be allocated according to the donors’
wishes. Also, the agency’s 2009-13 strategic plan indicates
that the Capitol Fund should be used for visitor education,
as well as acquisition and preservation of historical artifacts,

and to benefit the buildings the agency manages.

Currently, both the Capitol Fund and Strategy A.2.1
provide funding for visitor education. Using Capitol Fund
revenue in lieu of legislative appropriations would
consolidate allocations for visitor education and eliminate
the current funding duplication. It would also result in
annual savings of $1.2 million in General Revenue Funds
for the 2010—11 biennium.
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TO VICTIMS OF CRIME FUND

The Compensation to Victims of Crime Fund provides
funding for the victims’ compensation program administered
by the Office of the Attorney General and for a variety of
victims’ services programs administered by multiple Texas
state agencies. This fund is a constitutionally dedicated
account, and according to statute, it must be used for
compensation to crime victims before any of the fund may
be appropriated for other victims’ services programs. Only
excess funds beyond amounts needed for compensation
payments may be appropriated for other victims' services
programs. For the fund to be deemed solvent, it must have
enough money to pay approved victim compensation claims
each year. At current revenue and expenditure projections,
the fund will remain solvent. However, in recent years the
fund has been in danger of insolvency.

A combination of factors led to the increased use of revenues
in the Compensation to Victims of Crime Fund, including
greater demand for compensation payments, increased
appropriations to the Victims Assistance grant program at
the Office of the Attorney General, and increased
appropriations to other state agencies for victim services. By
increasing the revenues to and reducing specific expenditures
from the Compensation to Victims of Crime Fund, an
additional $13.3 million would be available for victim
compensation payments in the 2010-11 biennium and the
long-term solvency of the fund would be improved. This
report is an update to one published in the 2007 edition of
the Texas State Government Effectiveness and Efficiency
Report.

CONCERNS
¢ No

maintenance of a minimum fund balance for victim

statutory  guidance exists regarding the
compensation in the Compensation to Victims of
Crime Fund, making depletion of the fund more

likely.

¢ The appropriation of excess funds to various victim
assistance programs reduces the amount available for
compensation payments in future years.

¢ The fund balance of the Compensation to Victims
of Crime Auxiliary Fund, into which unclaimed
restitution paid by probationers is deposited, has
grown an average of $1.8 million per year from fiscal

years 2003 to 2008. Typically, less than $22,000 per
year in claims are made to the fund. The unused
balance could be used to fund victim compensation.

RECOMMENDATIONS

¢ Recommendation 1: Amend the Texas Code of
Criminal Procedure, Section 56.541, to create a
reserve in the Compensation to Victims of Crime
Fund equal to 5 percent of the funds obligated under
the Texas Code of Criminal Procedure, Section
56.541(a)(2). This reserve would not be available for

appropriations.

¢ Recommendation 2: Make a one-timeappropriation
to the Office of the Attorney General of $10 million
from the Compensation to Victims of Crime
Auxiliary Fund to be used for victim compensation.

¢ Recommendation 3: Amend the Texas Code of
Criminal Procedure, Chapter 56, to permit a periodic
transfer of 50 percent of the balance exceeding $5
million in the Compensation to Victims of Crime
Auxiliary Fund to the Compensation to Victims of
Crime Fund.

¢ Recommendation 4: Include a contingency rider
to appropriate $3.3 million transferred from the
Compensation to Victims of Crime Auxiliary Fund
to the Compensation to Victims of Crime Fund for

victim compensation.

DISCUSSION

The primary function of the Compensation to Victims of
Crime (CVC) Fund is to provide victim compensation,
which is payment to a victim of violent crime for costs
incurred as a result of the crime. These costs include medical
expenses, lost wages, funeral expenses, attorney fees, and
several other types of costs. The Texas Code of Criminal
Procedure, Section 56.54(e), prohibits the use of General
Revenue Funds for compensation payments. The CVC Fund
is a General Revenue—Dedicated Fund established by the
Texas Constitution, Article I, Section 31. Statute permits
excess funds to be appropriated for victim services and defines
excess funds as funds beyond the amounts needed for
compensation payments in a given year. Figure 29 shows the
agencies and program functions that receive CVC funding.
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FIGURE 29
PROGRAM FUNCTIONS SUPPORTED BY THE CVC FUND

Compensation to Victims of Crime Fund

Compensation
(Payment for cost
incurred as the
result of a crime)

Services
(Victim advocacy,
counseling, staff training,
sexual assault exams, etc.)

Office of the Employees’

Attorney General

Source: Legislative Budget Board.

Retirement System
(Public Safety Death Benefits)

| |
Office of the Texas Department
Attorney General of Criminal Justice

(Victim Assistance Program) (Victim Services)

The Sixty-sixth Legislature, 1979, passed the Crime Victims’
Compensation Act. For the 2008-09 biennium, the state of
Texas, through the Victim Compensation Program, is
projected to expend $119.2 million on behalf of crime
victims from the CVC Fund. The Victim Compensation
Program administered by the Office of the Attorney General
(OAQG) is the payer of last resort to crime victims. Victims
who exhaust other means, such as insurance, can apply for
payment for specific out-of-pocket expenses. Covered benefits
for victim compensation include hospital care and other
medical expenses, counseling, loss of wages or support,
funeral and burial expenses, relocation, attorney fees,
dependent care, crime scene clean-up, travel, bereavement
leave, emergency awards, and catastrophic injuries.

The Victim Compensation Program is an entitlement
program that offers compensation to cover specific expenses
previously listed. To receive this compensation, a person
must meet the following eligibility criteria:
e be a U.S. resident if the crime occurs in Texas, or a
Texas resident who becomes a victim in a state or
country without compensation;

o report the crime to law enforcement within a
reasonable period; and

o apply for compensation within three years of the date
of the crime.

Persons who may qualify for compensation include the
victim, a dependent, an immediate family member who
requires counseling, or an authorized individual acting on
behalf of the victim. During fiscal year 2007, the OAG
reviewed 25,458 victim applications for eligibility; of those,
6,106 were denied, resulting in a 76 percent application
approval rate.

MAXIMUM VICTIM AWARD AND PAYMENT TRENDS

The Texas Code of Criminal Procedure, Section 56.42, sets
the state’s maximum victim compensation award at $50,000,
plus an additional amount of $75,000 for catastrophic injury
resulting in permanent disability. Texas’ maximum award is
higher than most other states. The average maximum award
of all 50 states is $25,600, and the median maximum award

is $25,000.

Though Texas’ maximum victim award is $50,000, the
annual average total victim compensation payments are less
than $5,000. Figure 30 shows the average victim
compensation awards from fiscal years 2000 to 2007.

FIGURE 30

TEXAS’ AVERAGE AWARD FROM THE VICTIM
COMPENSATION PROGRAM,

FISCAL YEARS 2000 TO 2007

Award
$5,500
$5,300
$5,100
$4,900 /\
$4,700 / \
$4,500 » \

$4,300 Vi
S0y
$3,900
3,700
$3,500 : : : : | | |
000 2000 2002 2003 2004 2005 2006 2007

Sources: Legislative Budget Board; Office of the Attorney General.
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As Figure 31 shows, over 75 percent of victim awards were
$5,000 or less for fiscal years 2000 to 2006.

FIGURE 31
VICTIM COMPENSATION AWARDS TOTALS,
FISCAL YEARS 2000 TO 2006

NUMBER OF PERCENTAGE OF

DOLLARS VICTIM AWARDS  VICTIM AWARDS

PAID WITHIN THE WITHIN DOLLAR
RANGE PAYMENT RANGE RANGE
$1-$5,000 49,065 75.2%
$5,001-$10,000 6,736 10.3%
$10,001-$20,000 4,588 7.0%
$20,001-$30,000 1,854 2.8%
$30,001-$40,000 883 1.4%
$40,001-$50,000 1,898 2.9%
$50,001-$75,000 137 0.2%
$75,001-$100,000 43 0.1%
$100,001-$125,000 1 0.0%
$125,001-$150,000 3 0.0%
TOTAL VICTIM AWARDS 65,218 100.0%

Note: The data provided by the Office of the Attorney General
includes payments for fiscal years 2000 to 2006. Any payments made
to victims outside that timeframe are excluded.

Source: Office of the Attorney General.

REVENUE SOURCES FOR THE CVC FUND

The CVC Fund receives revenue from a variety of sources.
These are the major revenue sources for the fund:
e Consolidated Court Cost—As laid out in the Texas
Local Government Code, Section 133.102(a), the
CVC Fund receives 37.6 percent of revenues from
the Consolidated Court Cost. The court costs total
$40 for Class C Misdemeanors, $83 for Class A and
B Misdemeanors, and $133 for felonies.

o Restitution—Restitution  provides reimbursement
from offenders to victims for costs incurred as a result
of the crime and is ordered by a judge. If a victim also
receives payment from the compensation program, he
or she is required to submit any restitution payments
to the CVC Fund. OAG works with local prosecutors
to provide information about victim compensation
payments prior to a judgment, so that restitution
payments by the offender may be included in the
judgment and can reimburse the fund up to the

amount of a compensation award.

o Restitution Installment Fee—For offenders needing to
pay restitution in installments, a one-time fee of $12

may be charged. Half of this amount is deposited to
the CVC Fund. This fee was created by legislation
enacted by the Seventy-ninth Legislature, Regular
Session, 2005.

o Federal VOCA Grant-The federal Victims of Crime
Act (VOCA), enacted in 1984, allows the collection
of fines, fees, and forfeitures for federal convictions.
VOCA has awarded grants to the state’s compensation
program since 1986. These grants are made on the
basis of a formula that gives each state 60 percent of
the state’s fund paid to victims two years prior. The
VOCA grant received by the OAG can only be used

for compensation payments.

o Parole Administrative Fee-This fee is an $8
administrative fee paid each month by all parolees
on active supervision for crimes occurring after

September 1, 1993.

e Donations—Jurors receive information about the
CVC Fund and have the option to donate their daily
reimbursements to the fund.

o Subrogation—When a court awards money to a crime
victim in a settlement or a civil suit, the OAG shall
ask that the victim or claimant reimburse the fund for
the amount paid on behalf of the victim, up to the
amount of the civil award.

Figure 32 shows the amount each of these revenue sources
provided to the CVC Fund from fiscal years 2004 to 2008.

CAUSES OF POTENTIAL INSOLVENCY

At current expenditure levels, OAG projects the CVC Fund
will remain solvent at least through the end of fiscal year
2015. Despite the improved outlook for the fund, preventing
insolvency will require careful attention to expenditures.
Several factors have contributed to the fund’s depletion.

The first factor contributing to depletion of the CVC Fund
is that the demand for compensation payments under the
compensation program increased dramatically. Com-
pensation payment expenditures from the CVC Fund
increased 89 percent in the past 10 years, from $33.6 million
in fiscal year 2000, to a budgeted $63.5 million in fiscal year
2009. OAG attributes this increase in part to better
communication with victim service providers, who in turn
better educate victims about their options. For the 2008-09
Victim

biennium, estimated

Compensation Program from the CVC Fund total $119.2

expenditures for the
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FIGURE 32

MAJOR REVENUES TO COMPENSATION TO VICTIMS OF CRIME FUND

FISCAL YEARS 2004 TO 2008

REVENUE SOURCE REVENUE CODE 2004 2005 2006 2007 2008

Consolidated Court Cost 3713 $76,882,164 $78,919,506 $77,904,317 $78,649,239 $79,180,819
Restitution 3734 1,019,533 1,061,706 1,158,280 1,222,331 1,162,264
Restitution Installment Fee 3801 0 0 30 244 3,281
Federal VOCA Grant 3700 28,319,354 39,341,339 23,731,211 13,622,000 17,893,879
Parole Supervision Fee 3727 2,505,539 2,932,635 3,217,040 3,502,034 4,032,689
Donations 3740 192,837 191,342 218,565 204,489 238,061
Subrogation 3805 473,872 668,260 697,304 733,206 688,502

TOTAL REVENUE $109,393,299
Sources: Legislative Budget Board; Comptroller of Public Accounts.

$123,114,788

$106,926,747 $97,933,543  $103,199,495

million. These estimated expenditures represent 61 percent
of the total CVC Fund expenditures for the biennium.

The second factor contributing to the depletion of the CVC
Fund is the increased expenditures from the fund for victim
services programs. These programs occur at multiple state
agencies. The victim services program receiving the largest
share of CVC Funds is the Victim Assistance Program, a
grant-based victim services program at the OAG, where
expenditures have increased 896 percent from fiscal years
2000 to 2009. OAG’s Victim Assistance Program began in
the 1998-99 biennium; its purpose is to grant funds to
victim services providers. During the 1998-99 biennium,
$1 million was expended for Court Appointed Special
Advocates (CASA), which was the only provider to receive
grant funding. These expenditures represented 1 percent of
the total CVC Fund expenditures for the biennium. Over
the next four biennia, grant funding to victim services
providers substantially increased. For the 2008—09 biennium,
estimated expenditures for the Victim Assistance Program
from the CVC Fund total $66.4 million. These estimated
expenditures represent 34 percent of the total CVC Fund
expenditures for the biennium. It is worth noting that
expenditures from the CVC Fund for OAG’s Victim
Assistance Program have remained flat since the 2002-03
biennium, while victim services funding to other state
agencies has been reduced or eliminated.

In addition to OAG, several other agencies have historically
received CVC funding for victim services. Appropriations
from the CVC Fund to state agencies other than the OAG to
pay for victim services programs increased over a 10-year
period but then decreased due to concerns about insolvency.
During the 1998-99 biennium, $3.8 million was expended
by other state agencies, which represented 6 percent of the

total CVC Fund expenditures. During the 2004-05
biennium, CVC Fund expenditures by other state agencies
totaled $111.5 million, which represented 40 percent of
total fund expenditures during the biennium. To prevent the
depletion of the fund, the Legislature reduced or eliminated
CVC Fund appropriations to several state agencies during
the 2006-07 biennium, and $5.7 million was expended
during that time. The trend of reduced appropriations
continued for the 2008-09 biennium, with $8.7 million in
appropriations. These estimated expenditures represent
4 percent of the total CVC Fund expenditures for the
biennium. When combining expenditures for victim services,
the total estimated expenditure is $75.1 million for the
2008-09 biennium, or 38 percent of the fund’s expenditures.
Figure 33 shows the major categories of expenditures for
fiscal years 2000 to 2009.

Establishing a fund reserve policy and making optimal use of

available funding sources could help ensure the continued

solvency of the CVC Fund.

CVC FUND RESERVE POLICY

According to the Texas Code of Criminal Procedure, Section
56.541, victim compensation, which reimburses a victim for
costs related to the crime, is the primary funding priority for
the CVC Fund. Victim services is the secondary funding
priority from the CVC Fund. Victim services funding has
comprised an increasing amount of CVC Fund expenditures
from fiscal years 1997 to 2008. Currently victim services
funding from the CVC Fund is appropriated to OAG for its
Victim Assistance Program; to ERS for public safety death
benefits; and to the Texas Department of Criminal Justice
(TDCJ) for its victim services division.

50 TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009



STRENGTHEN THE SOLVENCY OF THE COMPENSATION TO VICTIMS OF CRIME FUND

FIGURE 33
COMPENSATION TO VICTIMS OF CRIME FUND EXPENDITURES,
FISCAL YEARS 2000 TO 2009
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M Other Agencies

Though three state agencies receive CVC funding for victim
services programs for the 2008-09 biennium, in previous
years more agencies received funding. During the 2004-05
biennium, nine programs at eight state agencies received
CVC funds. Figure 34 shows the money expended for victim
services programs at all state agencies that historically and
currently receive CVC Fund appropriations for this program
function.

For the 2008-09 biennium, estimated CVC Fund
expenditures at state agencies providing victim services total
$75.1 million. Though victim services programs provide
needed assistance to crime victims, all monies appropriated
to these programs are funds that cannot be used for
compensation payments. The amount expended from the
fund on victim services is based on excess amounts that are

not needed for compensation.

By current statute, most of the funds in the CVC Fund can
be spent. There is no minimum balance requirement for the
fund, with the exception of a $10 million catastrophic
contingency for each biennium as required by the Texas Code
of Criminal Procedure, Section 56.54(h). For many years the
CVC Fund had a large fund balance. From fiscal years 1998
to 2008, the CVC Fund end-of-year balances ranged from
$49.5 million to $269.5 million. Figure 35 shows the end-
of-year fund balances by fiscal year.

Since 1997, in compliance with the Texas Code of Criminal
Procedure, Section 56.541, the Office of the Attorney
General has been required to submit to the Governor,

Lieutenant Governor, and the Speaker of the House a biennial
certification by December 15 of each even-numbered year
for the next biennium that includes the following
information:
o projected deposits (revenues) to the fund, excluding
donations and federal aid;

o projected funding obligations for victim compensation
for the next biennium;

o reserving $10 million as a catastrophic contingency
after compensation needs have been met; and

o projected unexpended balance at the end of the
current fiscal year that will be available for victim
services appropriations during the next biennium.

Based on the legislative appropriation requests for the
2010-11 biennium, approximately $109.4 million would be
needed for compensation. After compensation, a $10 million
catastrophic contingency is deducted from estimated end-of-

fiscal-year balances

Victim services appropriations are made from the excess
funds available in the CVC Fund. Figure 36 shows an
example of how certification of the CVC Fund works, based
on the 2008-09 Biennial Certification submitted by the
Attorney General in December 2006.

Prior to the current requirements of the Texas Code of
Criminal Procedure, Section 56.541, from fiscal years 1998
to 2005, OAG was required to withhold 20 percent of the
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FIGURE 34
VICTIM SERVICES EXPENDITURES,
FISCAL YEARS 1998 TO 2009

VICTIM SERVICES PROGRAM 1998-99 2000-01 2002-03 2004-05 2006-07 2008-09
OAG VICTIM ASSISTANCE

Victim Coordinator/Liaison $0  $1,512,741  $4,827,523  $4,707,671  $4,890,745  $4,867,796
Statewide Victim Notification System 0 0 3,761,850 6,828,305 6,851,360 7,006,072
Sexual Assault and Crisis Prevention 0 853,592 12,050,287 13,789,311 13,599,688 13,749,731
Other Victim Assistance 0 0 23,557,728 21,164,764 20,999,307 21,046,375
Children’s Advocacy Centers 0 2,748,749 7,997,068 7,998,006 7,997,740 7,998,006
CASA 1,000,000 3,000,000 4,122,795 5,969,737 6,012,733 6,000,000
Legal Services Grants 0 0 5,035,738 5,000,000 5,000,000 5,000,000
Sexual Assault Services (TAASA) 0 453,682 750,000 750,000 750,000 750,000
OAG VICTIM ASSISTANCE TOTAL $1,000,000 $8,568,764 $62,102,989 $66,207,794 $66,101,573 $66,417,980
OTHER STATE AGENCIES

SHSU (CVI) $245,881  $1,054,235 $430,566 $555,534 $0 $0
TDCJ - BIPP 0 1,900,000 2,494,432 2,499,999 0 0
TDCJ - Victim Services 0 2,708,747 2,847,086 2,699,337 2,983,516 3,124,473
HHSC - Family Violence Shelters 3,600,000 8,600,000 30,725,641 34,693,696 0 0
DFPS - Foster Care/Adult Protection 0 0 31,965,418 65,565,418 0 0
ERS 0 0 0 3,291,976 2,750,000 5,527,500
OCA - Foster Care Courts 0 0 1,599,139 2,161,691 0 0
CPA 0 1,835 167 16,750 70 0

OTHER STATE AGENCIES TOTAL

Source: Legislative Budget Board.

$3,845,881 $14,264,817 $70,062,449 $111,484,401 $5,733,586  $8,651,973

FIGURE 35

COMPENSATION TO VICTIMS OF CRIME FUND

END-OF-FISCAL YEAR BALANCES,
FISCAL YEARS 1998 TO 2008

funds obligated for victim compensation and the Crime
Victims’ Institute (the latter of which is no longer funded by
CVC dollars). Due to the pressures put upon the CVC Fund

from appropriations for the 200405 biennium, the Seventy-

FISCAL FUND BALANCE  CHANGE (IN PERCENTAGE
YEAR (IN MILLIONS) MILLIONS) CHANGE
1998 $167.9 NA NA
1999 $205.4 $37.5 22%
2000 $234.9 $29.5 14%
2001 $269.5 $34.6 15%
2002 $260.5 ($8.9) (3%)
2003 $191.7 ($68.8) (26%)
2004 $137.5 ($54.3) (28%)
2005 $84.5 ($52.9) (39%)
2006 $67.1 ($17.5) (21%)
2007 $57.7 ($9.4) (14%)
2008 $49.5 ($8.2) (14%)

Sources: Legislative Budget Board; Comptroller of Public Accounts.

ninth Legislature, Regular Session, 2005, used a combination
of reducing victim services appropriations from the CVC
Fund and removing the 20 percent reserve to promote the
solvency of the fund while maintaining some victim services
expenditures.

Appropriations from the fund for victim services were
reduced by $105.6 million during the 2006-07 biennium.
The Seventy-ninth Legislature, Regular Session, 2005,
enacted legislation that removed the 20 percent reserve.
While these changes have allowed the state to fund the OAG’s
Victim Assistance Program at a level comparable to the
2002-03 and 2004-05 biennia, the funds expended for this
program, or any victim service program, are funds that will
not be available for victim compensation in future years.
Having a small reserve would help reduce the risk of future
insolvency and ensure that at least a modest amount of
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FIGURE 36
EXAMPLE OF THE BIENNIAL CERTFICATION FOR THE COMPENSATION TO VICTIMS OF CRIME FUND
ESTIMATED ESTIMATED ESTIMATED
CATEGORY FISCAL YEAR 2010 FISCAL YEAR 2011 BIENNIUM
Revenues

Excluding donations and federal aid
Funds obligated
Victim compensation
Estimated amount unexpended at the end of fiscal year 2009
Less: Catastrophic Contingency
Total estimated to be unexpended at the end of fiscal year 2009

Amount of excess funds anticipated in the Compensation to
Victims of Crime (CVC) Fund

Sum of Revenue and Previously Unexpended Funds
Total funds anticipated to be obligated

CERTIFIED AMOUNT OF EXCESS FUNDS

$86,693,000 $87,589,000 $174,282,000
51,029,642 61,029,642 112,059,284
0 0 $18,350,808

0 0 (10,000,000)

0 0 $8,350,808

$182,632,808
(112,059,284)
$70,573,524

Nore: Information in this figure is based on the 2010-11 certification submitted by the Attorney General in December 2008.

Source: Office of the Attorney General.

money is available for victim compensation should the state
face a biennium where there is not enough money to fund
both victim compensation and victim services at the level of
the preceding biennium.

Recommendation 1 would amend the Texas Code of
Criminal Procedure, Section 56.541, to create a reserve in
the Compensation to Victims of Crime Fund equal to 5
percent of the funds obligated for victim compensation
under the Texas Code of Criminal Procedure, Section
56.541(a)(2). This reserve would not be available for
appropriation and would be part of the biennial certification
process for the CVC Fund that the OAG provides to the
Legislature and the Governor. Without a minimal reserve
mechanism in place, insolvency is more likely to occur after
several years of high demand for both victim compensation
and victim services funding. Based on the current fund
balance and appropriations, this recommendation would
reserve $5.5 million for the 2010-11 biennium.

CRIME VICTIMS’ AUXILIARY FUND

The Crime Victims Auxiliary Fund (General Revenue—
Dedicated Funds) serves a function related to the CVC Fund.
Restitution is a court-ordered payment made by offenders to
a victim to reimburse the victim for costs incurred as a result
of the crime. Local community supervision and corrections
departments (CSCD), according to Texas Government Code,
Section 76.013, must retain money paid by an offender for a
period of five years and make a good-faith effort to locate the
victim if the money goes unclaimed. After five years, the

CSCD may retain 5 percent as a fee and then remit the
remainder to the Comptroller of Public Accounts, where it is
deposited into the Auxiliary Fund. After that occurs, a victim
seeking the restitution must apply to the comptroller. As of
the end of fiscal year 2008, the fund had a balance of $17
million.

Since fiscal year 2004, only a small amount of the funds have
been claimed (less than $22,000 per year). Figure 37 shows
the amounts claimed, deposited, and end of fiscal year
balances.

The Auxiliary Fund is under many of the same restrictions
as the CVC Fund. The Auxiliary Fund is a General
Revenue-Dedicated account established by the Texas
Constitution, Article I, Section 31, which states that the
Auxiliary Fund may only be expended for the purposes of
victim compensation or services. As a constitutional fund,
like the CVC Fund, the balance in the Auxiliary Fund is
not available for certification of the General Appropriations
Act.

Statute adds further restrictions to the Auxiliary Fund. The
Texas Code of Criminal Procedure, Section 56.54(c), restricts
the use of the Auxiliary Fund to victim compensation
payments; one exception to this rule was added during the
Eightieth Legislature, 2007, to permit the attorney general
use of the Auxiliary Fund for the Address Confidentiality
program, which began in fiscal year 2008.

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009

TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY 53



STRENGTHEN THE SOLVENCY OF THE COMPENSATION TO VICTIMS OF CRIME FUND

FIGURE 37

COMPENSATION TO VICTIMS OF CRIME AUXILIARY FUND (494)

FISCAL YEARS 2004 TO 2008

FINANCIAL INFORMATION 2004 2005 2006 2007 2008

Beginning balance $8,033,380 $9,358,759 $10,482,672 $12,309,486 $14,774,352
Restitution deposits 1,203,125 884,590 1,355,903 1,810,595 1,688,387
Warrants voided 1,359 0 214 0 0
Interest 124,660 239,817 470,697 667,593 678,752
Claims paid (3,764) (494) 0 (13,321) (21,595)
Address confidentiality 0 0 0 0 (53,629)
ENDING BALANCE $9,358,759 $10,482,672 $12,309,486 $14,774,352 $17,066,249

Sources: Comptroller of Public Accounts; Office of the Attorney General.

With a balance of $17 million and a minimal amount of
victim claims per year, the Auxiliary Fund is not being
optimized. Transferring a portion of the Auxiliary Fund to
the CVC Fund each fiscal year would allow the Auxiliary
Fund to be used for victim compensation payments.

Recommendation 2 would involve a one-time appropriation
of $10 million from the CVC Auxiliary Fund to be used for
compensation for fiscal year 2010, and Recommendation 3
would amend the Texas Code of Criminal Procedure, Chapter
56, to permit an ongoing transfer to the CVC Fund of 50
percent of the CVC Auxiliary Fund balance over $5 million.
Although the Legislature has the ability to appropriate
directly from the Auxiliary Fund for compensation, to
prevent depletion of the fund, a more formal statutory policy
is recommended for the ongoing transfer. Recommendation
4 would include a contingency rider to appropriate money

transferred by statute as described in Recommendation 3.
The $3.3 million transferred in fiscal year 2011 from the
Compensation to Victims of Crime Auxiliary Fund to the
Compensation to Victims of Crime Fund would be for
victim compensation payments. Figure 38 shows the step-
by-step calculation for the fiscal impact of Recommendations

2, 3, and 4.

The recommendations provided in this report involve a
combination of short- and long-term strategies. While the
short-term strategies may assist in preventing insolvency of
the Compensation to Victims of Crime Fund during the
2010-11 biennium, incorporating more long-term strategies
would help ensure victims are able to receive needed

compensation payments in future years.

IFI:AGPT:; :;80 THE CVC AUXILIARY FUND IF RECOMMENDATIONS ARE IMPLEMENTED, FISCAL YEARS 2009 TO 2013

FINANCIAL INFORMATION 2009 2010 2011 2012 2013
Beginning balance $17,066,249 $18,516,320 $10,052,923 $8,294,763 $7,415,683
Restitution deposits 1,388,516 1,388,516 1,388,516 1,388,516 1,388,516
Warrants voided 314 314 314 314 314
Interest 436,304 436,304 436,304 436,304 436,304
Claims paid (23,185) (30,000) (30,000) (30,000) (30,000)
Address confidentiality (351,879) (258,531) (258,531) (258,531) (258,531)
Ending balance (before transfer) $18,516,320 $20,052,923 $11,589,527 $9,831,367 $8,952,287
One-time direct MOF appropriation 0 $10,000,000 0 0 0
CVC Fund ongoing transfer

Balance over $5 million 0 0 6,589,527 4,831,367 3,952,287
Transfer of 50% of balance over $5 million 0 0 3,294,763 2,415,683 1,976,143
NEW ENDING BALANCES $18,516,320 $10,052,923 $8,294,763 $7,415,683 $6,976,143

Sources: Legislative Budget Board; Comptroller of Public Accounts.
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FISCAL IMPACT OF THE RECOMMENDATIONS

There is a $10 million fiscal impact on General Revenue—
Dedicated Funds from these recommendations for the
2010-11 biennium. Thisimpactisbased on Recommendation
2. However, the fiscal impact does not reduce the amount of
General Revenue Funds available for certification because
the CVC Fund and the Crime Victims™ Auxiliary Fund are
constitutionally dedicated accounts.

Implementing Recommendation 1 would reserve $5.5
million within the CVC Fund during the 201011 biennium,
which would not be available for appropriation. This
recommendation would reserve $2.5 million in fiscal year
2010 and $3.0 million in fiscal year 2011.

Implementing Recommendation 2 would involve a one-time
appropriation of $10 million in fiscal year 2010 from the
Crime Victims Auxiliary Fund for the purpose of victim
compensation. The fiscal impact from Recommendation 2
constitutes a cost of $10 million to the Auxiliary Fund in fiscal
year 2010.

Implementing Recommendations 3 and 4 would involve
an ongoing transfer beginning in fiscal year 2011 equal to
50 percent of the Auxiliary Fund end-of-fiscal-year balance
that exceeds $5 million. For fiscal year 2010, there is no
fiscal impact for this recommendation. For fiscal year
2011, this recommendation constitutes a revenue gain to
the CVC Fund of $3.3 million and a revenue loss of $3.3
million to the Auxiliary Fund.

Figure 39 shows the five-year fiscal impact of these

recommendations.
FIGURE 39
FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014
PROBABLE REVENUE PROBABLE SAVINGS/
GAIN/(LOSS) TO (COST) TO THE CVC
THE CVC FUND AUXILIARY FUND
FISCAL (GENERAL REVENUE- (GENERAL REVENUE-
YEAR DEDICATED FUNDS) DEDICATED FUNDS)
2010 $0 ($10,000,000)
2011 $3,294,763 ($3,294,763)
2012 $2,415,683 ($2,415,683)
2013 $1,976,143 ($1,976,143)
2014 $1,756,373 ($1,756,373)

Source: Legislative Budget Board.

The introduced 2010-11 General Appropriations Bill does
not include any adjustments for Recommendations 1, 3, and
4, but it does include a $10 million strategy appropriation
for Recommendation 2.
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IMPROVE BENEFITS PROGRAMS AT THE STATE
EMPLOYEES RETIREMENT SYSTEM

The Employees Retirement System of Texas manages a variety
of complex state employee benefits programs including
health, dental, life, and disability insurance, and a flexible
spending account. The agency contracts with vendors to
provide benefits to participants and is governed by a six-
member board that oversees the structure of the benefits
programs. The agency continually seeks opportunities to
improve services and contain costs and may adjust some of
its benefits program offerings with board approval.

The Employees Retirement System has a customer service
center thatanswers calls from employees, retirees, dependents,
and terminated employees about their benefits. State
employees may also contact their employing agency’s benefits
coordinator for assistance. Each state agency selects one of its
employees to act as the benefits coordinator, and that
employee is the liaison between the Employees Retirement
System and agency staff. The benefits coordinator enrolls
employees in Employees Retirement System programs and
provides employees information and assistance with benefit
decisions. However, since benefits coordinators are not
required to attend training or have any particular expertise in
human resources or employee benefits, there is risk that
employees may receive inaccurate information about their
benefits. To improve customer service, the Employees
Retirement System should provide a certification program to
properly train benefits coordinators to ensure that they are
providing employees with accurate information. The agency
should also correspond electronically whenever possible and
encourage participation in the flexible spending account,
which would benefit members by reducing costs.

FACTS AND FINDINGS

¢ The Employees Retirement System managed over
$2 billion in employee health benefits programs for
525,000 participants at 193 different state agencies,
institutions of higher education, and others in fiscal
year 2008.

¢ In fiscal years 2000 to 2009, state employees pledged
$511.0 million to the flexible spending accounts
program, TexFlex, which saved the state $31.7 million
in Social Security and saved employees approximately
$108.4 million in Federal Income Tax, Social Security,
and Medicare tax.

¢ In fiscal year 2007, the health plan administrator

generated 4.4 million explanation-of-benefits
statements detailing healthcare services provided
to participants; 3.9 million were mailed via U.S.
mail and 0.5 million were made available online to

members electronically.

CONCERNS

¢ Employees depend on the Employees Retirement
System to provide them with confidential, accurate,
and helpful information to make complicated
benefits decisions. This service is provided by benefits
coordinators at state agencies who may or may
not have the necessary expertise to properly advise
employees about their benefits.

¢ Some employees who are not enrolled in the
state’s flexible spending account program, TexFlex,
consistently have out-of-pocket health expenses that
would cost less if they were paid by employees with
pre-tax dollars.

¢ Explanation-of-benefits—informational ~statements
detailing healthcare services provided to health plan
participants—are available online, yet the Employees
Retirement System incurs an administrative cost
to have the statements printed and mailed to each
health plan participant after the participant receives

services.

RECOMMENDATIONS

¢ Recommendation 1: Amend Texas Government
Code, Chapter 815, to require the Employees
Retirement System to develop a certification program
for benefits coordinators and require agency staff
who counsel employees on benefits decisions to be
certified within one year of being selected as the
agency benefits coordinator.

¢ Recommendation 2: Amend Texas Government
Code, Chapter 815, to require the Employees
Retirement  System to report annually on
December 1 to the agency’s board, the Legislative
Budget Board, and the Governor which agencies do

not have certified benefits coordinator, and data about

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009

TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY 57



IMPROVE BENEFITS PROGRAMS AT THE STATE EMPLOYEES RETIREMENT SYSTEM

the costs incurred by the agency to support employees
at agencies without certified benefits coordinators.

¢ Recommendation 3: The Employees Retirement
System should promote the state’s flexible spending
account program, TexFlex, to employees who are
likely to benefit from this program and notify
members who have accounts about unspent balances
before the end of the fiscal year.

¢ Recommendation 4: The Employees Retirement
System  should distribute explanation-of-benefits
statements electronically.

DISCUSSION

The Employees Retirement System (ERS) Group Benefits
Program manages a variety of complex employee benefits
programs including health, dental, life, and disability
insurance, and a flexible spending account with a combined
value of over $2 billion. In fiscal year 2008, there were
525,000 participants at 193 different state agencies,
institutions of higher education, and others. Eighty-nine
percent of health insurance participants are enrolled in the
HealthSelect plan. HealthSelect is the self-funded managed
care point-of-service plan administered by Blue Cross Blue
Shield of Texas (BCBSTX). There are three areas in which
ERS  could

(1) ensuring participants receive accurate information about

improve services and contain  costs:
their benefits, (2) encouraging participation in the flexible
spending account, TexFlex, for members who would benefits
from the program, and (3) providing electronic explanation-

of-benefits statements (EOBs) to health plan members.

BENEFITS COORDINATORS

ERS uses a variety of methods to communicate information
to benefits plan recipients including mailings, the ERS
website, benefits fairs, and ERS and agency staff. ERS has a
customer service center staffed with approximately 25 full-
time benefits specialists who answer calls from employees,
retirees, dependents, and terminated employees about their
benefits. ERS also relies on state agency benefits coordinators
to assist employees with benefits decisions. A benefits
coordinator is an employee at a state agency who is selected
by the agency to serve as liaison between ERS and the agency
and to provide employees with benefits information and
assistance.

According to the Society for Human Resource Management,
a professional association devoted to human resource

management since 1948, full-time employee benefits
coordinators should have two to four years experience with
benefits administration, provide benefits orientation and
enrollment, and administer various employee benefits
programs, such as life, medical, dental, disability insurances,
and pensions. Private employers require benefits coordinators
to be qualified to manage the open enrollment process,
ensure benefits programs meet employee needs, comply with
legal requirements, process changes for current employees,
and terminate employees from benefits programs. ERS
benefits specialists working in the customer service center at
ERS attend a six-week training class covering all aspects of
the employee benefits program and must pass a proficiency
test after each module of the training. ERS offers benefits
coordinators an introductory training, specialized classes,

and refresher courses, but all are voluntary.

Not all state agency benefits coordinators attend training or
the annual benefits coordinators conference prior to annual
open enrollment. Because benefits coordinators are neither
required to attend training nor have any particular human
resource or employee benefits expertise, there is increased
risk that employees may receive and make benefit decisions
with inaccurate information from benefits coordinators.
According to ERS, plan members have complained about the
quality and availability of benefits information.

Some state agencies have a full-time human resource
professional acting as the benefits coordinator, while others
do not. In fiscal year 2007, the ERS customer service center
received over 400,000 calls; 46 percent of calls were handled
by the interactive voice response system and the other 54
percent were completed by an ERS benefits specialist. ERS
categorizes the majority of calls handled by a benefits specialist
as “general customer service.” The average cost for processing
a call is $3.78, which includes staff salaries, facilities,
technology, and the 800-number toll charges. The total cost
for the call center in fiscal year 2007 was $1.6 million.

In the first eight months of fiscal year 2008, ERS customer
service staff answered 109,746 calls. Figure 40 shows the 12
state agencies or caller types with the greatest number of calls
in the first 8 months of fiscal year 2008. Retired and
terminated employees are the most frequent caller types
because ERS customer service is their only point of contact.
Generally, the state agencies with the most employees are also
generating the most calls. Of the calls received in the first
eight months of fiscal year 2008, 48 percent came from

employees at agencies with benefits coordinators.

58 TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009



IMPROVE BENEFITS PROGRAMS AT THE STATE EMPLOYEES RETIREMENT SYSTEM

ZfllizETgoEMPLOYEES RETIREMENT SYSTEM CUSTOMER SERVICE CENTER, FISCAL YEAR 2008, SEPTEMBER 2007 TO APRIL 2008
NUMBER OF
CALLS IN THE NUMBER OF CALLS PER 100
FIRST 8 MONTHS PERCENTAGE OF EMPLOYEES/ EMPLOYEES/
EMPLOYEE TYPE OF 2008 TOTAL CALLS GROUP MEMBER GROUP MEMBER
Retired 26,088 23.8% 71,937 36
Terminated 19,266 17.6% NA -
Texas Department of Criminal Justice 9,670 8.8% 37,441 26
Department of Aging and Disability Services 6,766 6.2% 14,923 45
Health and Human Services Commission 6,219 5.7% 9,793 64
Department of State Health Services 5,315 4.8% 11,850 45
Department of Family Protective Services 4,960 4.5% 10,379 48
Texas Department of Transportation 3,936 3.6% 14,148 28
Department of Public Safety 2,792 2.5% 8,033 35
COBRA recipient 2,307 2.1% 1,540 150
Department of Assistive and Rehabilitative Services 1,680 1.5% 3,106 54
Texas Youth Commission 1,594 1.5% 4,113 39

Sources: Legislative Budget Board; Employees Retirement System.

Figure 41 shows the top 25 agencies with the most calls per
employee in the first eight months fiscal year 2008. Of the
agencies with the most calls per employee, 5 are considered
large agencies having more than 1,000 employees, 4 are
medium agencies having between 100 and 999 employees,
and the remaining 16 are small agencies with fewer than 100
employees. Texas Government Code, Chapter 670, limits the
number of human resource professionals a state agency with
500 or more employees may employ to one human resources
employee for every 85 agency staff members. It is common
for agencies with fewer than 85 employees to rely on general
administrative staff at the agency to perform the human
resources and benefits coordinator duties. As Figure 41
shows, agencies with fewer than 85 employees often have
more calls per employee.

ERS relies on benefits coordinators to assist state employees
covered by ERS benefits. To ensure benefits coordinators are
qualified, Recommendation 1 would amend the Texas
Government Code, Chapter 815, to require the Employees
Retirement System to develop a certification program for
benefits coordinators. Recommendation 1 would also require
agency staff who advise employees on benefits decisions be
certified within one year of being selected as the agency
benefits coordinator. ERS may charge state agencies for
training benefits coordinators on a cost recovery basis. The
amount ERS charges for the training would not exceed the
cost of providing the training.

Recommendation 2 would amend Texas Government Code,
Chapter 815, to require ERS to report annually on
December 1 to the agency’s board, the Legislative Budget
Board, and the Governor which state agencies do not have a
certified benefits coordinator and data about the costs
incurred by the agency to support employees at agencies
without certified benefits coordinators. The report should
include, but is not limited to, information on the cost of
handling calls from agencies without certified benefits
coordinators, the number of exceptions ERS processed for
agencies with uncertified benefits coordinators, complaints
from employees at agencies without certified benefits
coordinators, and options to serve employees at small agencies
or agencies without dedicated benefits staff. The information
will be helpful in evaluating the need for improvements to
how ERS provides benefits information to state employees.

FLEXIBLE SPENDING ACCOUNT

TexFlex is the state’s flexible spending account program
(ESA). FSAs allows employees to contribute to an account
through salary deduction and then withdraw the funds to
pay certain medical and dependent care expenses. The
Internal Revenue Service defines which expenses are FSA
reimbursable. The employee and the state save money when
an employee contributes to TexFlex. The salary deposited in
the FSA is not subject to the Federal Insurance Contributions
Act (FICA) which includes Social Security and Medicare tax
or the employee portion of Federal Income Tax (FIT), thus

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009 TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY 59



IMPROVE BENEFITS PROGRAMS AT THE STATE EMPLOYEES RETIREMENT SYSTEM

FIGURE 41

TOP 25 AGENCIES WITH THE MOST CALLS PER EMPLOYEE, FISCAL YEAR 2008, SEPTEMBER 2007 TO APRIL 2008

NUMBER OF AGENCY

STATE AGENCY NUMBER OF CALLS EMPLOYEES CALLS PER EMPLOYEE
Health Professions Council 6 2 3.00
Texas Office of Public Utility Counsel 24 15 1.60
Texas Board of Professional Engineers 27 30 0.90
Texas Commission on Fire Protection 26 32 0.81
Texas Ethics Commission 24 34 0.71
Texas Board of Architectural Examiners 16 24 0.67
Texas Board of Professional Land Surveying 3 5 0.60
Health and Human Services Commission 6,219 9,793 0.64
Texas Residential Construction Commission 29 48 0.60
Legislative Reference Library of Texas 14 26 0.54
Court of Appeals - Fourth District 19 34 0.56
Department of Assistive and Rehabilitative Services 1,680 3,106 0.54
Texas Veterans Commission 157 315 0.50
Texas Alcoholic Beverage Commission 307 628 0.49
Department of Family Protective Services 4,960 10,379 0.48
Texas Racing Commission 32 68 0.47
Texas Board of Law Examiners 10 21 0.48
Fire Fighters Pension Commission 3 7 0.43
Texas State Securities Board 40 88 0.45
Department of Aging and Disability Services 6,766 14,923 0.45
Court of Appeals - Third District 14 32 0.44
Department of State Health Services 5,315 11,850 0.45
Board of Tax Professional Examiners 2 4 0.50
Texas Water Development Board 122 283 0.43
Texas Secretary of State 99 233 0.42

Sources: Legislative Budget Board; Employees Retirement System.

providing employees who choose to contribute to TexFlex a
tax savings. FIT is based on a percentage of an employee’s
annual earnings and FICA is comprised of 6.2 percent for
Social Security and 1.45 percent for Medicare. The state
must also pay matching FICA taxes for each employee.

TexFlex has two types of accounts: a Health Care
Reimbursement Account (HCRA) or a Dependent Care
Reimbursement Account (DCRA). The HCRA allows
employees to set aside pre-tax income to pay themselves back
for eligible healthcare expenses, such as eyeglasses, dental
bills, prescription and over-the-counter drugs, and copays for
themselves and their dependents. The DCRA allows
employees to set aside pre-tax income to pay for eligible

dependent care expenses like a child’s day care or after-school

care.

As of September 2008, there were approximately 46,000
participants enrolled in the TexFlex program and $81 million
in planned contributions for the fiscal year, a slight increase
in enrollment and contributions from fiscal year 2008. In
fiscal years 2000 to 2009, state employees pledged $511.0
million to TexFlex, which saved the state $31.7 million in
FICA and saved employees approximately $108.4 million in
FIT and FICA.

Employees increase their available income when they
contribute to TexFlex. Figure 42 compares the income of
two employees who earn the same monthly salary, but one
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:I)?:f\l;:L?OF THE EFFECT OF A $1,000 ANNUAL TEXFLEX CONTRIBUTION ON EMPLOYEE SALARY

EMPLOYEE A EMPLOYEE B
EARNINGS AND DEDUCTIONS CONTRIBUTES TO TEXFLEX DOES NOT CONTRIBUTE TO TEXFLEX
Monthly Gross Salary $3,000.00 $3,000.00
TexFlex (83.33) 0.00
FIT (301.75) (314.25)
FICA (223.12) (229.50)
Retirement (180.00) (180.00)
Monthly Net 2,211.80 2,276.25
Gross Annual Salary Plus Available TexFlex 27,541.56 27,315.00
ANNUAL TAX SAVINGS $226.56 $0.00

Source: Legislative Budget Board.

contributes to TexFlex to pay his or her medical costs and the
other does not. At the end of the year, the employee who
contributed to TexFlex saved $226.56 in taxes. Some
employees who are not enrolled in TexFlex have out-of-
pocket health expenses that would be lower if they were paid
with pre-tax dollars. In fiscal year 2007, only 21.6 percent of
active health plan members who had more than $1,000 in
out-of-pocket medical expenses were enrolled in TexFlex.

Participation in flexible spending accounts may be low
because employees must choose the amount they would like
to set aside at the beginning of the fiscal year and must spend
the entire amount during the fiscal year, or they lose the
money. Once an employee designates a contribution amount
during open enrollment at the beginning of each year, the
employee is not allowed to change the amount or drop out of
the plan during the year. Federal law requires that the
employee forfeit any unspent funds in the account at the end
of the year. In fiscal year 2005, ERS adopted a grace period
which allows participants to spend their TexFlex balance on
eligible expenses and claim reimbursement from their funds
contributed in the prior fiscal year from September 1 through
November 15 of the new fiscal year. Participants then have
from November 15 through December 31 to submit all prior
fiscal year claims. In fiscal year 2007, there was almost $1
million in unspent funds. Currently, ERS uses unspent
TexFlex contributions to pay the administrative costs
associated with the TexFlex program and the agency adjusts
participants’ fees in the following year.

Recommendation 3 directs ERS to promote TexFlex to state
employees who are likely to benefit from a flexible spending
account and notify participants who have accounts with
unspent balances. Through the health plan administrator,
ERS can determine which health plan members consistently

have medical and pharmacy costs that could be paid with
TexFlex contributions. If ERS could increase the number of
employees contributing to TexFlex from 46,000 to 50,000
employees and the average contribution rate of each new
participant was $1,000, Recommendation 3 could save
approximately $0.3 million in FICA payments each year.

EXPLANATION OF BENEFITS

An EOB is provided to group benefit plan members after
they receive health care services. EOBs are distributed to
HealthSelect members to inform them of their healthcare
costs and coverage. EOBs lists the services the patient
received, the amount billed, covered and paid for each service,
and any amount the patient may owe the healthcare
provider.

EOBs are mailed to the member unless the member logs in
to the BCBSTX website and changes his or her user preference
to: “I would like to view and print my medical paper
statements (EOBs) online instead of receiving statements via
U.S. mail.” Once members choose to receive EOBs online,
they will go to the website and view or print their EOBs as
needed. Members may choose to stop paper EOBs and later
decide to restart paper EOBs by adjusting their user
preferences. Every ERS plan member can use the information
on his or her subscriber card to create an account on the
BCBSTX website to access health plan information and a

variety of services.

In fiscal year 2007, the HealthSelect plan administrator
generated 4.4 million EOBs; 3.9 million were mailed via
U.S. Mail and 0.5 million were made available online to
members who choose to view or print their EOBs on the
BCBSTX website. ERS is not able to estimate the specific
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cost associated with mailing EOBs because it is part of the
contract for administrative services with BCBSTX.

Other public health plans in Texas use electronic
correspondence to communicate with members. With the
exception of correctional officers at the Texas Department of
Criminal Justice, most state employees access a computer
and the Internet at work; therefore, most could readily access
the BCBSTX website and view or print their EOBs. ERS
could reduce the number of printed and mailed statements if
the default for receiving the EOB were electronic instead of
paper. Recommendation 4 directs ERS to make the default
for how members receive their EOBs to online through the
BCBSTX website instead of by U.S. Mail unless a participant
requests EOBs by mail. This change would increase efficiency
and reduce costs. Any savings would help reduce future cost

increases in plan administration.

FISCAL IMPACT OF THE RECOMMENDATIONS

These recommendations would not have a direct fiscal impact
to the state. Recommendations 1 and 2 would result in
improved customer service for plan participants.
Recommendations 3 and 4 could result in a small savings.
Recommendation 4 is currently part of the administrative
contract with the health plan third-party administrator,
BCBSTX. Reducing the number of EOBs will reduce the
plan’s administrative costs, but will not create immediate
savings for ERS.

The introduced 2010-11 General Appropriations Bill does
not include any adjustments as a result of these

recommendations.
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OF OBESITY AMONG STATE EMPLOYEES

Despite evidence that demonstrates the effectiveness of the
web-based weight management programs available through
the state health plan, program awareness, participation, and
use of these wellness resources is low. Web-based weight
management programs that provide individualized feedback
result in three times greater weight loss than information-
only weight management programs. A 5 percent weight loss
can result in cost savings to a healthcare system of more than
$400 per patient per year.

Most state employees who are members of the Employees
Retirement System have access to a web-based weight
management program that provides individualized feedback.
The First Care Plan is the only plan in the Employees
Retirement System Group Benefits Program that will not
offer a weight management program in fiscal year 2009.
Individualized weight management plans are developed
through the completion of a health risk assessment or health
questionnaire. Health risk assessments are not only important
for creating individualized weight management plans, but
can also serve as an information source for summarizing the
health of the state employee population. Increasing state
employee awareness and participation in the weight
management programs offered through the state health plan
could reduce state healthcare costs, increase employee
productivity, and increase the availability of population-
based data on the state employee population.

CONCERNS

¢ While there is no data on how many overweight or
obese state employees there are, in 2007, 66 percent
of adults in Texas were classified as being overweight
or obese; however, in fiscal year 2007, less than
1 percent of HealthSelect Plan members and their
dependents participated in the HealthSelect weight
management program or completed the online
health risk assessment.

¢  There is limited population-based health data
on the number of overweight and obese state
employees. This type of data, which health risk
assessments collect, would help decision makers
assess population needs, evaluate the effectiveness

of interventions, and improve existing programs.

¢ According to the Employees Retirement System,
some state employees are not aware of the role that
the agency plays and the resources that they offer
through the state health plans. This lack of awareness
contributes to low participation rates in benefits

including the weight management program.

RECOMMENDATIONS
¢ Recommendation 1: Amend Texas Government
Code, Chapter 664 (State Employees Health
Fitness and Education Act of 1983), to require state
agencies, except for institutions of higher education,
to provide state employees four hours of leave time
per year as an incentive for completing a health
risk assessment. Institutions of higher education as
defined in Texas Education Code, Section 61.003,
are exempt from this requirement, but may provide
employees four hours of leave time per year at their
own discretion as an incentive for completing a

health risk assessment.

¢  Recommendation 2: Include a rider in the
2010-11 General Appropriations Bill requiring the
Employees Retirement System to purchase access to
an online health risk assessment for state employees

that do not already have access to one.

¢  Recommendation 3: Amend Texas Insurance
Code, Section 1551.061, to require the Employees
Retirement System to submit a population-based
summary of the health risk assessment results and
an evaluation of the state health plan’s weight
management programs to the Governor and the
Legislative Budget Board.

¢ Recommendation 4: The Employees Retirement
System should draft a notice for all agency executive
directors to endorse and distribute to their
employees. The content should include the function
of a health risk assessment and an overview of each
of the weight management programs and other
wellness resources available through the Employees
Retirement System Group Benefits Program.
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DISCUSSION

The Employees Retirement System (ERS) administers health,
life, and dental insurance for state employees, retirees, and
their dependents through the Group Benefits Program. Of
the state employees in the Group Benefit Program, 89.8
percent are covered by the HealthSelect Plan, while the
remainder are covered by one of the Health Maintenance
Organization (HMO) plans. In fiscal year 2009, three HMOs
will be contracted as third-party administrators, and Blue
Cross Blue Shield of Texas will be contracted as the third-
party administrator for the HealthSelect Plan. As third-party
administrators, Blue Cross Blue Shield of Texas and the three
HMOs provide a health care provider network, pay claims,
and assist with various communication and programmatic
initiatives.  Legislative appropriations and employee
contributions fund the HMOs and HealthSelect Plan’s
initiatives. The state pays for 100 percent of the premiums
for full-time state employees, while state employees make
contributions for dependents and any additional optional
coverage. Figure 43 shows the administrative structure for
the Group Benefit Program.

RISKS OF BEING OVERWEIGHT OR OBESE

Overweight and obesity are both labels for ranges of weight
that are greater than what is generally considered healthy for
a given height. These labels are most commonly measured by
calculating the body mass index (BMI), which correlates
with the amount of body fat for most adults. While BMI
correlates with body fat for most people, BMI does not
accurately reflect body fat amounts in all adults. For example,
athletes may have a BMI that identifies them as overweight
even though they do not have excess body fat. A healthy BMI
range for the average adult is between 18.5 and 24.9. An

adult with a BMI between 25 and 29.9 is classified as
overweight, and an adult who has a BMI over 30 is classified
as obese.

Data on the number of overweight and obese state employees
is not available; however, in 2007 the U.S. Center for Disease
Control and Prevention found that 66 percent of Texas adults
were classified as being overweight or obese, exceeding the
national prevalence of 63 percent. Applying this percentage
to the individuals in the ERS Group Benefits Program would
mean that 182,545 of these 276,584 individuals are
overweight or obese. According to the Department of State
Health Services Obesity Data Sheet, in 2007 Texas had the
12¢h highest prevalence of adult obesity in the U.S., with an
average of 26.3 percent of the adult population categorized
as obese. If current prevalence trends continue, it is estimated
that 75 percent of Texas adults will be overweight or obese by
the year 2040.

Texans who are overweight or obese have an increased risk
for developing type II diabetes, cardiovascular disease, stroke,
metabolic syndrome, osteoarthritis, gallbladder disease,
asthma, sleep apnea, and certain cancers. In 2002, the
University of California at Los Angeles (UCLA) and the
RAND Corporation found that obesity posed a greater risk
for health complications and increased health spending more
than smoking or drinking, and obese individuals have 30
percent to 50 percent more chronic medical problems than
those who smoke or drink heavily.

COST OF BEING OVERWEIGHT OR OBESE

The health risks associated with being overweight or obese
directly affects employers through increased healthcare costs

FIGURE 43

ADMINISTRATIVE STRUCTURE FOR THE GROUP BENEFITS PROGRAM

Texas Employees Retirement System
Group Benefits Program

(GBP)

HealthSelect of Texas Plan

89.8% of GBP Members Enrolled
(Administered by Blue Cross
Blue Shield of Texas)

Note: Percentages do not add up due to rounding.
Source: Employees Retirement System.

HMO Plans

Community First Health Plan 1.3%
First Care Health Plan 4.3%
Scott and White Health Plan 4.6%
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and indirectly through lost productivity. A 2002 study
conducted by UCLA and the RAND Corporation found
that obese individuals spend 36 percent more on annual
medical needs and 77 percent more on medications than
people of normal weight, and incur greater costs than smokers
or problem drinkers. It is difficult to quantify the correlation
between healthcare costs and being overweight or obese for
the state employee population due to limited data.

Employers in Texas are indirectly affected by overweight and
obesity through lost productivity when employees are sick,
disabled, or simply not functioning up to standard at work.
Absenteeism and presenteeism are two terms used to describe
a loss of productivity by employees. Presenteeism refers to
diminished on-the-job performance due to health-related
problems. The Comptroller of Public Accounts (CPA)
estimated that costs to Texas businesses due to obesity and
obesity related illnesses totaled more than $3.3 billion in
fiscal year 2005. Figure 44 shows the distribution of estimated
costs attributed to adult obesity in Texas.

FIGURE 44

DISTRIBUTION OF ESTIMATED COSTS ATTRIBUTED
TO ADULT OBESITY IN TEXAS

FISCAL YEAR 2005

IN MILLIONS TOTAL = $3.3 BILLION
Absenteeism
$590.70 Presenteeism
17.7% $1,246.50
37.4%
Disability
$115.60
35%
Healthcare
$1,378.20
41.4%

Note: Amounts may not total due to rounding.
Source: Texas Comptroller of Public Accounts; U.S. Centers for
Disease Control and Prevention.

If current trends continue, the CPA estimates that overweight

and obesity-related illnesses could cost Texas businesses up to
$15.8 billion annually by 2025.

HEALTH PROMOTION PROGRAMS

As healthcare costs continue to increase, employers in both
the private and public sectors have made health promotion
resources and services available to their employees.

Health promotion programs encourage employees to change
their lifestyle and behaviors to move toward a state of optimal
health; reduce health risks; and prevent and manage disease—
all while optimizing the health productivity of an organization.
These programs provide individuals with incentives,
knowledge, and opportunities to make healthy choices. By
August 2007, 36 states had enacted state legislation
implementing or expanding health promotion and disease

management programs as a way to contain healthcare costs.

Employer-based health promotion initiatives include,
smoking cessation programs, health screenings, physical
activity programs, and weight management programs.
Weight management programs promote positive behavioral
changes, such as increasing physical activity levels and
integrating a balanced and healthy diet into one’s life to
maintain a healthy weight. Employers in the public and
private sector have supported weight management programs
as a way to reduce health care costs and increase productivity.
Tennessee has a weight management program that focuses on
healthy eating practices and exercise for state employees and
their dependents. The program includes the use of weight
loss teams to help participants commit to improving their
eating habits and participation in an exercise program. On
average, 76 percent of participants in the program lost
weight, and the average weight loss per person was 7 pounds.
Arkansas state employees are eligible for a $100 discount on
the enrollment fee to participate in a multi-faceted weight
loss program designed by the University of Arkansas for
Medical Sciences. Program components include guidance for
dietary change, behavior modification, and nutrition
education. A 2001 article in the American Journal of Health
Promotion showed that on average, health promotion
programs produce a return on investment of $4.30 per dollar
spent and is achieved through healthier workers, reduced
insurance costs, and less absenteeism.

THE SCOTT AND WHITE AND COMMUNITY FIRST

PLAN’S WEIGHT MANAGEMENT PROGRAM

Two of the three HMOs that contract with ERS offer
members access to a weight management program or health
risk assessment in fiscal year 2009. First Care Plan is the only
plan that does not provide members with access to these

benefits. The Scott and White Plan (S&W) and the
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Community First Plan (CF) will offer a web-based weight
management program called HealthMedia Balance (Balance
WMP) in fiscal year 2009. S&W has offered this program
since fiscal year 2005, but fiscal year 2009 will be the first
time that CF plan members will have access to the web-based
program. There is no cost associated with the Balance WMP
to the state or to plan members, and participation is voluntary.
In this program, participants take an online health risk
assessment on a secure website, and responses from the
assessment are used to create an automated, personalized
weight management plan for each individual. Questions on
the assessment are related to the participant’s food choices,
physical activity levels, and self-image. Responses to the
health risk assessment are not shared with other entities
besides the third-party administrator without an individual’s
consent. The Balance WMP focuses on maintaining a healthy
diet, recognizing behavioral and social cues to eating,
increasing physical activity, and promoting a positive self-
image. Program participants have access to the following
features:

e an opportunity to set up personal goals and action
plans;

e unlimited access to interactive tools and resources
designed to support weight loss and weight
maintenance including an online library, cookbook,
and various tools for making smart food choices;

e an opportunity to identify a support person who
will be sent an e-mail message with information on
how to encourage and support the participant in
his or her weight management efforts; and

e e-mail reminders and prompts throughout the
program.

Completion of the program occurs when an individual
decides that they no longer want to continue using the
resources available through the Balance WMP. For fiscal year
2007, the S&W plan was not able to provide an evaluation
of the program or identify how many ERS members
participated in the program. However, Kaiser Permanente, a
nation-wide managed health care organization, has offered
this program to its members since 2004, and has experienced
positive results. In 2004 and 2005, Kaiser Permanente
completed a study in which they compared the Balance
WMP to other web solutions that did not provide participants
with a personalized weight management program. The study
found that a weight loss of 5 percent attained by participation
in the Balance WMP resulted in cost savings from the

perspective of the health care system of more than $400 per
patient per year.

THE HEALTHSELECT WEIGHT MANAGEMENT PROGRAM

The HealthSelect weight management program (HealthSelect
WMP) is also a voluntary program and was added at no cost
to the state or to HealthSelect members. The HealthSelect
WMP was started in fiscal year 2007 as an enhancement to
the HealthSelect disease management and wellness programs.
Similar to the Balance WMDP individuals take an online
health risk assessment on a secure website and responses from
the assessment are used to create an automated, personalized
weight management plan. Questions on the HealthSelect
assessment are related to nutrition, physical activity, smoking,
and more specific information such as cholesterol levels,
waist size, and blood pressure. Responses to the assessment
are not shared with other entities besides the third party
administrator  without an individual’s consent. The
HealthSelect WMP is different than the Balance WMP
because each participant receives guidance and support
through telephonic lifestyle and motivational coaching. Also,
the HealthSelect plan recruits participants to the program
but an individual can start the program on their own as well.
Potential participants in the HealthSelect WMP are identified

by one or more of the following ways:

o A HealthSelect Plan member submits an on-line
health risk assessment and is identified as a potential
participant based on various trigger responses;

e A member starts the program on their own;

e A computer-based predictive modeling tool
identifies potential participants based on trigger
diagnoses such as metabolic syndrome;

e A member uses a certain prescription drug that is a
trigger criteria for outreach; or

e A customer service advocate, case manager, disease
management service, or a health care provider refers

a member to the program.

Once a member has been identified as a potential participant,
a Behavior Modification Coach (BMC) contacts the person
by telephone and by mail. The BMC is a fully credentialed
licensed professional counselor or licensed mastered social
worker with experience in cognitive and behavior
modification. Upon making contact with the person, the
BMC then assesses their readiness to engage in the program
and informs the person of the resources available from the

66 TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009



REDUCE HEALTHCARE COSTS AND CONSEQUENCES OF OBESITY AMONG STATE EMPLOYEES

Personal Health Manager on the HealthSelect Plan website.
The Personal Health Manager is a web-based health resource
and information tool that includes interactive tools for
wellness and information on disease prevention. The
following wellness tools are available in the Personal Health
Manager:
e Health Risk Assessment—Information obtained
from the assessment is used to create a customized
health plan for program participants.

o Custom Exercise Program—Creates an exercise
plan customized to the member’s desired workout
schedule and level of physical fitness.

e  Custom Meal Planner and Evaluator—Creates a
customized nutrition plan for each member and
integrates this plan with their exercise program.

o Life Skill Development Program—Creates a
personal self improvement plan focusing on
community and core values.

e Ask a Nurse, Dietician, Trainer, or BMC—Offers
access to health professionals and BMCs that are
fully credentialed with experience in cognitive
and behavioral modification skills. This tool is
a core component of the HealthSelect weight
management Program.

o Message Board and Reminder System—DProvides
accesstowellnessand condition-specificinformation
via secured messaging, alerts for screening tests,
and reminders for medical appointments and
medication refills.

Throughout the program, participants have access to a BMC.
The BMC provides telephonic coaching and education
including motivational interviewing, nutritional counseling,
physical activity counseling, behavior therapy, and
pharmaceutical therapy. The frequency of coaching contact is
based upon the needs of each participant and on mutually
agreed upon clinical and lifestyle management goals.
Ultimately, the participant decides how often contact is made
with a BMC and can contact their BMC directly for any
questions or requests for support at any time. Successful
completion of the program occurs when documented goals
and guidelines are met, but the participant is never formally
disenrolled in the program. Individuals can stop participating
in the program whenever they choose to. The HealthSelect
WMP was initiated as pilot program in 2006 and results

showed that 72 percent of the participants lost an average of

11 pounds. A 2008 study on weight-loss maintenance from
the Journal of the American Medical Association reinforced
the quality of the HealthSelect WMP with findings that a
combination of personal contact and web-based support are
key to successful long-term weight management.

WEIGHT MANAGEMENT PROGRAM PARTICIPATION

Despite research and pilot program results that support the
value of the Balance and HealthSelect WMPs, program
participation is low. As noted before, for fiscal year 2007,
S&W was not able to identify how many ERS members
participated in the Balance WMP. Out of a total of 440,893
members enrolled in the HealthSelect Plan, only 598 had
participated in the weight management program as of January
2008. This represents less than 1 percent of HealthSelect
plan members.

Low participation may stem from:
e An underuse of the health risk assessment (HRA);

e Limited availability of population-based health
data of state employees; and

o A lack of program awareness among state
employees.

The HealthSelect Plan uses health risk assessment results to
identify potential participants for their programs. Although
the HRA is a useful and secure tool, in fiscal year 2007, only
1,703 individuals had completed the assessment, representing
less than 1 percent of HealthSelect Plan members. If more
individuals complete the assessment, more potential program
participants could be identified.

Overall, the small percentage of ERS members completing a
HRA limits the availability of population-based health data
on overweight and obesity. Population-based health data
provides broad demographic data and helps decision makers
assess population needs, evaluate the effectiveness of

interventions, and improve existing programs.

Other states and private entities encourage employees to
complete an HRA by offering incentives. Arkansas provides
a $20 monthly reduction in insurance premiums to state
employees if they participate in a voluntary assessment.
South Dakota state employees receive $50 incentive credited
to a health risk and wellness account for completing an

HRA.

Recommendation 1 would amend Texas Government Code,

Chapter 664 of the State Employees Health Fitness and
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Education Act of 1983, requiring state agencies, except for
institutions of higher education, to provide general state
employees four hours of leave time per year as an incentive
for completing the Health Risk Assessment. Institutions of
higher education, as defined in Texas Education Code,
Section 61.003, are exempt from this requirement but may
provide employees four hours of leave time per year at their
own discretion as an incentive for completing a health risk
assessment.

Texas Government Code, Chapter 664, the State Employee
Health Fitness and Education Act of 1983, currently
authorizes state agencies to provide 8 hours of leave each year
to employees who receive a physical exam and complete a
health risk assessment (HRA). If Recommendation 1 were

implemented, incentives for state employees would include:

e 8 hours of leave per year completing a HRA and
getting a physical as currently authorized by statute;

or

e 4 hours of leave per year for completing a HRA
only.

Recommendation 2 would require ERS to purchase access to
an online health risk assessment for state employees that do
not already have access one. Currently, the First Care Plan is
the only plan that does not provide members with access to a
HRA or weight management program. If more individuals
complete a HRA, it could provide more population-based
data for assessing population needs. Greater completion rates
of an assessment will also help identify potential participants
of the weight management programs.

Recommendation 3 would amend Texas Insurance Code,
Section 1551.061, to require ERS to submit a population-
based summary of state employee HRA results and an
evaluation of all weight management programs to the
Legislative Budget Board and the Governor. This evaluation
summary should include but not be limited to the number of
overweight and obese state employees based on HRA results
and a summary of population-based outcomes related to
participation in the weight management programs. The
report should be submitted by December 1 of each even year
of the biennium beginning in 2010.

PROGRAM AWARENESS

According to ERS, there is a lack of awareness of the role that
ERS and the third-party administrators play in providing
state employees, retirees, and their dependents with health,
life, and dental insurance. Employees’ awareness and

perception of ERS affects the probability of an employee
providing health information through an HRA and
participating in one of the weight management programs.

ERS promotes health initiatives to employees and retirees
through newsletters, mailers, flyers, benefit books, their
website, health fairs, and during summer enrollment. ERS
also works closely with each agency’s benefit coordinator and
has promoted health initiatives during conferences and
through newsletters. In 2007, ERS formed a communications
workgroup to develop a strategy to help state agency leaders
encourage employees to participate in wellness programs and
identified the lack of trust among group benefit members as
a challenge. The communications workgroup has discussed
the possibility of creating special communication initiatives
for agency leaders to use with employees.

Governors and agency heads in other states have endorsed
and encouraged employee commitments to health, helping
to diffuse doubts and mistrust. According to the National
Governor’s Association, top management must visibly
proclaim that health is a critical value and an organizational
objective, for both the public and private sectors, while also
explaining the steps it will take to address poor health and
health risks.

Recommendation 4 directs ERS to compose a communication
piece for all agency executive directors to sign and distribute
to their employees. The content of the communication piece
should include but not be limited to: the role of ERS and the
third-party administrators, the function of the health risk
assessment, and an overview of the weight management
programs, and other available wellness resources offered
through the Group Benefit Program.

This communication piece would inform employees of their
respective executive director’s support of health initiatives,
such as the weight management program, and help to
alleviate employees’ concerns.

FISCAL IMPACT OF THE RECOMMENDATIONS

Recommendations 1, 2, 3, and 4 would not have a significant
fiscal impact during the 2010-11 biennium.

It is assumed that Recommendation 1 would not result in
any additional costs to the state; however, it would reduce
the number of hours a participating employee works by four

hours per year.

During the 2010-11 biennium, Recommendation 2 would
cost ERS $88,000 for providing all state employees with
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access to an online health risk assessment. This estimate is
based on the number of state employees that do not have
access to a health risk assessment and the cost per person for
the HealthSelect Personal Health Manager tool, which
includes an online health risk assessment. In fiscal year 2008,
the HealthSelect Personal Health Manager tool cost $6.60
per person per year. In fiscal year 2008, there were 13,200
state employees that did not have access to a health risk
assessment because they were enrolled in the First Care Plan
or chose to opt out of the ERS Group Benefits Program. The
cost to provide all state employees with access to an online
health risk assessment feature would be paid from the current
level of appropriations to ERS.

The introduced 2010-11 General Appropriations Bill
includes a rider to implement Recommendation 2.
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ESTABLISH PILL-SPLITTING PROGRAMS TO CONTAIN
STATE EMPLOYEE HEALTH PLAN COSTS AND REDUCE

OUT-OF-POCKET EXPENSES

“Pill splitting” is a strategy for containing prescription drug
costs. With this strategy, a user of a qualified medication buys
half as many pills at twice the dose. The user is responsible
for cutting their pills in half to achieve the prescribed dose.
This strategy is safe and effective with medications that split
easily, meet pricing criteria, and have a low risk of toxicity.
Depending on the pricing structure of the medication’s doses,
pill splitting can save money.

Prescription drug spending for Texas employee health plans
exceeded $1.0 billion in All Funds for fiscal year 2006 and
was estimated to be $1.1 billion for fiscal year 2007.
Nationally, retail costs of prescription drugs increased an
average of 7.5 percent per year from 1994 to 2006. By
establishing voluntary pill-splitting programs, Texas can help
to contain costs for state health plans and state employees.

CONCERN

¢ Texas is not taking full advantage of opportunities to
reduce prescription drug costs for state health plans.

RECOMMENDATION

¢ Recommendation 1: Amend the Texas Insurance
Code to require the Employees Retirement System,
Teacher Retirement System, The University of
Texas System Administration, and the Texas A&M
University System Administrative and General
Offices to each establish a voluntary pill-splitting
program with a mandatory copay reduction incentive
for member participation and require these agencies
to each establish a list of medications appropriate for
splitting.

DISCUSSION

“Pill splitting” is a strategy for containing prescription drug
costs. Savings accumulate when, month after month, a user
of a qualified medication buys half as many pills as normal at
twice the dosage. The user obtains the prescribed dose by
using a splitting device or knife to cut the pills in half.

According to the Henry J. Kaiser Family Foundation, retail
prescription prices increased on average 7.5 percent a year

between 1994 and 2005, rates almost triple that of the
average annual inflation rate. According to Legislative Budget
Board staff analysis, prescription drug spending for Texas
employee health plans exceeded $1.0 billion in 2006 and was
estimated to be $1.1 billion for 2007. The goal of an optional
pill-splitting program is to save money at the state and
individual level without compromising participants’ health.

The costs of medications do not necessarily increase
proportionately to the dosage. The cost of a medication often
reflects packaging, advertising, and research and development.
For instance, Employees Retirement System (ERS) paid an
average of $3.32 per 100 mg tablet of Lamictal (an
anticonvulsant) in fiscal year 2007. For the same year, ERS
paid $3.94 per 200 mg tablet. The relative costs of Lamictal
in the other state employee health plans were similar.

ELIGIBLE INDIVIDUALS AND MEDICATIONS

Only a relatively small number of medications are appropriate
for a pill-splitting program. Medications less suited for
splitting include those with the following characteristics:

o have some sort of external coating;

o are capsules, gels, or liquid;

o are extended-release formulations;

o are prepackaged (such as an oral contraceptive pill);

o are in a capsule form or asymmetrically shaped; or

o splitting the medication would alter its chemical

stability.

It is also not practical to split medications that only come in
a single dose or for which there is no per-dosage cost savings
in a pill-splitting program.

Likewise, not all individuals are appropriate candidates for a
pill-splitting program. Individuals who have limitations in
vision or dexterity may find splitting pills a challenge. For
such reasons program participants must consult with a doctor
to obtain medications in appropriate doses and quantities.

EFFICACY AND SAFETY OF PILL-SPLITTING PROGRAMS

Efficacy and safety are important considerations for pill
splitting. Even if individuals use a splitting device to divide
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their pills, the resulting halves can vary in size by up to 15
percent. Therefore, medications whose long-term efficacy is
unaffected by day-to-day fluctuations in dosage are best
suited for splitting.

Drugs that are safe for splitting have a high therapeutic index.
The therapeutic index is the ratio of the therapeutic and toxic
quantities of the drug. A drug with a narrow index (such as
seizure medications and blood thinners) is a drug that could
be toxic within those day-to-day fluctuations. A drug with a
high index will not have a toxic effect if the user takes slightly
more than prescribed but will still be therapeutic if
occasionally taken in doses slightly less than prescribed.

Statins, a type of medication used to lower cholesterol, have
proven to have both savings and safety associated with
splitting. In 2000, a one-year study involving over 2,000
patients at the Veterans Affairs Palo Alto Health Care System
in California found that splitting three statin drugs saved
over $138,000. Splitting medications had no adverse effect
on any of the participants’ cholesterol levels. Certain
medications used for the treatment of migraines, sexual
dysfunction, depression, and anxiety are also candidates for
splitting.

PILL SPLITTING IN OTHER HEALTH PLANS

Though pill splitting has only recently become a more
common cost-containment practice, doctors have long used
it in pediatric and geriatric dosing. Moreover, it has been an
informal cost-containment strategy in the retail world. A
2008 poll conducted by the Harvard School of Public Health
and the Kaiser Family Foundation for National Public Radio
found that approximately one-fifth of the respondents in
Ohio and Florida had split their pills to save money.

Though the practice is not yet widespread, it has been
successful in a number of notable contexts.

The University of Michigan offers a 50 percent copay
reduction to those employees taking some statin drugs who
are willing to split their medication. They instituted this
program in 2006 after establishing through a randomized
trial that patients were willing to split certain cholesterol-
lowering drugs in exchange for a copay reduction, and that
splitting their medications did not adversely affect their
cholesterol levels. In its first full year, the pill-splitting
program saved the University $195,000. The more than 500
employees who participated saved over $25,000 in drug
copay costs.

Since January 2004, Navitus, Minnesota’s pharmacy benefit
manager (PBM), has promoted a voluntary pill-splitting
program by offering eligible state employees a 50 percent
copay reduction. Their formulary consists of 19 medications.
In the year following the program’s implementation, it had a
participation rate of between 10 percent and 20 percent. It
now has a pool of 200,000 members who split 37 percent of
their eligible medications and realize out-of-pocket savings of
$60,000 per quarter.

Medco, Texas' former PBM, launched a voluntary pill-
splitting program in February 2006, though the Employees
Retirement System did not participate. This pill-splitting
program is available to Medco’s retail customers and includes
a “copay modification.” This program consists of nine
medications. According to Medco, they have a participation
rate around 40 percent.

The Texas Health and Human Services Commission (HHSC)
contracts with an agency for retrospective drug utilization
reviews. This entails looking at paid claims to find patterns of
inappropriate or unnecessary uses of some medications and
advising the doctor on more efficient prescribing strategies.
Pill splitting is one of the strategies used to maximize the
cost/benefit ratio of drug therapy. For fiscal year 2007, pill
splitting resulted in over $142,000 in General Revenue Fund
savings in the Medicaid program.

With the exception of the HHSC retrospective drug
utilization review, voluntary participation is common to all
these pill-splitting programs. Copay reductions are also the
norm for participation incentives, though health plans and
PBMsalso take other approaches. One PBM pays pharmacists
a one-time fee if they get members to participate in the pill-
splitting program. Other plans use a similar approach with
physicians. Doctors in these plans have incentives to meet a
list of measures including generic drug utilization, diabetic
foot screenings, and pill splitting.

ESTABLISHMENT OF A PILL-SPLITTING PROGRAM

Through a review of studies and current programs in other
states, Legislative Budget Board staff identified 31
medications that appropriate users could safely split to
achieve savings, as shown in Figure 45.

Figure 46 shows in fiscal years 2006 and 2007 over 350,000
Texas state employees used medications that are suitable for

a pill-splitting program.
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FIGURE 45
MEDICATIONS SAFE AND COST-EFFECTIVE
FOR A PILL-SPLITTING PROGRAM

CATEGORY MEDICATIONS
Antipsychotics Abilify Risperdal  Seroquel
Zyprexa

Blood Pressure, Aceon Atacand Avapro
Cholesterol, Crestor Diovan Lipitor
Hypertension Zocor Pravachol  Norvasc
Depression, Lexapro Paxil Zoloft
Anxiety Celexa

Diabetes Actos Avandia Januvia
Epilepsy Lamictal Topamax

Parkinson’s, Alzheimer’'s  Aricept Mirapex Razadyne
Migraine Headaches Axert Maxalt Zomig
Others Levitra Synthroid  Viagra

Source: Legislative Budget Board.

FIGURE 46
TEXAS STATE EMPLOYEES USING MEDICATIONS SUITABLE
FOR PILL SPLITTING, FISCAL YEARS 2006 AND 2007

STATE EMPLOYEE USAGE

PLAN 2006 2007
Employees Retirement System 163,818 130,442
University of Texas System 47,967 60,134
Teacher Retirement System

Active Care 62,922 51,381
Teacher Retirement System Care 126,953 107,452
Texas A&M University System 14,625 11,669
TOTAL 416,285 361,078

Source: Legislative Budget Board.

Figure 47 shows state health plan expenditures for
medications that are suitable for a pill-splitting program for
fiscal years 2006 and 2007.

Because pill splitting can reduce prescription drug costs for
both the state and its employees, Recommendation 1
would:

o direct the Employees Retirement System, Teacher
Retirement System, The University of Texas System
Administration, and Texas A&M University System
Administrative and General Offices to establish a pill-
splitting program with a copay reduction incentive
for voluntary member participation; and

o direct each of these agencies to establish a list of
medications appropriate for splitting.

This recommendation would require the state employee
health plans to work with Texas’ PBMs (Caremark and

FIGURE 47

STATE HEALTH PLAN COSTS FOR MEDICATIONS SUITABLE
FOR PILL SPLITTING EXCLUDING MEMBER CONTRIBUTIONS,
FISCAL YEARS 2006 AND 2007

STATE HEALTH PLAN
COSTS (IN MILLIONS)

PLAN 2006 2007
Employees Retirement System $52.8 $45.7
Teacher Retirement System

Active Care 18.7 16.7
Teacher Retirement System Care 52.9 46.6
University of Texas System 16.4 17.9
Texas A&M University System 5.2 4.6
TOTAL $146.0 $131.6

Source: Legislative Budget Board.

Medco) to develop a list of medications for a voluntary pill-
splitting program. A reduced copay incentive should be
included in the program to encourage eligible plan members
to participate in the program.

This recommendation would also require each agency to
report to the Legislative Budget Board and the Governor on
the plan design, medication formulary, participation, and
cost savings relating to their pill-splitting program no later
than December 1, 2010.

FISCAL IMPACT OF THE RECOMMENDATION

Recommendation 1 would save $789,879 in General
Revenue Funds and General Revenue—Dedicated Funds for
the 2010-11 biennium.

The fiscal impact in Figure 48 considers the following
factors:
o medications with more than 100 users would have
a 7.5 percent participation rate for the first year
and 15 percent each year thereafter. The 15 percent
assumption was derived from Minnesota’s experience
with participation rates between 10 percent and 20
percent at the end of their program’s first year; and

o medication strengths with fewer than 50 users, or a per
pill cost of less than $1, would have no participants.

The costs for setting up and advertising these programs could

be met with existing resources.

The fiscal impact estimates assumed that program participants
purchased approximately 2.5 million fewer pills. The
combined savings for state health plans and members would
be over $2 million each year. The copay reduction incentive
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would result in over $1 million in out-of-pocket savings for
plan members. This estimate presumes a 50 percent copay
reduction, though lesser reductions would still result in
savings to state employees. Since a significant portion of both
the UT and A&M health insurance expenditures fall outside
the appropriations process, the savings to appropriated funds
would be in addition to the savings to UT and A&M’s non-
appropriated funds.

Figure 49 shows estimated General Revenue Fund savings
by agency, relying on the same assumptions.

The introduced 2010-11 General Appropriations Bill does
not include any adjustments as a result of this

recommendation.

FIGURE 48
FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014

SAVINGS/(COST) SAVINGS/(COST) IN

FISCAL IN GENERAL GENERAL REVENUE- SAVINGS/(COST) SAVINGS/(COST) TOTAL SAVINGS
YEAR REVENUE FUNDS DEDICATED FUNDS IN FEDERAL FUNDS IN OTHER FUNDS IN ALL FUNDS
2010 $238,217 $25,076 $83,585 $71,047 $417,925
2011 $476,435 $50,151 $167,170 $142,095 $833,639
2012 $476,435 $50,151 $167,170 $142,095 $833,639
2013 $476,435 $50,151 $167,170 $142,095 $833,639
2014 $476,435 $50,151 $167,170 $142,095 $833,639
Source: Legislative Budget Board.
FIGURE 49
GENERAL REVENUE FUND SAVINGS BY AGENCY, FISCAL YEARS 2010 TO 2014
TEACHER

EMPLOYEES RETIREMENT TEACHER TEXAS A&M
FISCAL RETIREMENT UNIVERSITY OF SYSTEM ACTIVE RETIREMENT UNIVERSITY
YEAR SYSTEM TEXAS SYSTEM CARE SYSTEM CARE SYSTEM
2010 $174,680 $67,911 $575,572 $95,397 $22,367
2011 $349,359 $135,822 $115,143 $190,794 $44,733
2012 $349,359 $135,822 $115,143 $190,794 $44,733
2013 $349,359 $135,822 $115,143 $190,794 $44,733
2014 $349,359 $135,822 $115,143 $190,794 $44,733

Source: Legislative Budget Board.
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STUDY CONTRACTING WITH MEDICARE TO MAXIMIZE
THE STATE’S PRESCRIPTION DRUG FUNDING

The Texas state systems providing health insurance/care to
retirees (Texas A&M University System, The University of
Texas System, Employees Retirement System, and Teacher
Retirement System) use a Medicare subsidy to finance the
costs of prescription drugs in their plans. The systems expect
to receive about $115 million for fiscal year 2009 from this
subsidy. While the subsidy is substantial, Medicare would
pay more if the systems directly contracted with Medicare to
provide prescription drugs to Medicare-eligible retirees.
Therefore, Texas systems may not be maximizing this revenue

stream.

If Texas systems were to work together in directly contracting
with Medicare for the Medicare prescription drug subsidy,
some of the administrative costs might be averted. However,
because of the differences in how Texas systems prescription
drug programs are set up, in-depth analysis and planning
would be needed to achieve such savings in administrative
costs while maximizing revenues and minimizing negative
impacts on retirees. By studying the feasibility of directly
contracting with Medicare for prescription drug coverage in
place of the current drug subsidy, Texas could eventually
implement a plan that may increase revenues from Medicare
by almost $33 million per year in All Funds after full
implementation.

This report also updates information on clawback, Texas
reimbursement to Medicare for the cost of prescription drugs
for Medicaid clients.

FACTS AND FINDINGS

¢ Texas state systems providing health insurance/care
to retirees received approximately $92 million for
fiscal year 2007, and anticipate receiving about $103
million for fiscal year 2008 from Medicare as a subsidy
to pay for prescription drugs for Medicare-eligible
retirees. The systems expect about $115 million for
fiscal year 2009, $132 million for fiscal year 2010,
and $150 million for fiscal year 2011.

¢ Agencies in two states that contract directly with
Medicare receive more funding per retiree per month
than they would if they received the Medicare subsidy.
After administrative expenses, one state estimates

receiving an additional $14.42 per participant per

month, while another state estimates receiving an

additional $24.20 per participant per month.

¢ Directly contracting with Medicare is more
administratively cumbersome and takes about a year
to implement. Another state required 30 to 40 full-
time employees in their first two years of directly
contracting with Medicare but now requires 7 to 10
full-time employees.

CONCERNS

¢ While the retiree drug subsidy from Medicare to the
Texas systems is substantial, Medicare pays more
when employers and retirement systems provide
prescription drugs to retirees by directly contracting
with Medicare. Therefore, Texas retirement systems
are not maximizing this revenue stream. Texas could
potentially increase revenues from Medicare by
almost $33 million per year in All Funds. Because
of timing, however, increased revenues might not be

realized until after fiscal year 2011.

¢ If Texas systems were to work together in directly
contracting with Medicare for the Medicare Part D
prescription drug subsidy, some of the administrative
costs might be averted. However, because of the
differences in how Texas systems prescription
drug programs are set up, in-depth analysis and
planning would be needed to achieve such savings in
administrative costs while maximizing revenues and
minimizing negative impacts on retirees.

RECOMMENDATIONS

¢ Recommendation 1: Include a rider in the
2010-11 General Appropriations Bill that would
require the Teacher Retirement System to conduct
an in-depth study to analyze the pros and cons of
directly contracting with Medicare for prescription
drug coverage in lieu of the 28-percent-retiree-drug
subsidy. The Teacher Retirement System should
provide the final report to the Legislative Budget
Board and the Governor by March 31, 2010.

¢ Recommendation 2: Include a rider in the 2010-11
General Appropriations Bill that would require the
Teacher Retirement System to begin applications and
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negotiations with Medicare to become an Employer
Group Waiver Plan sponsor during fiscal year 2011
if the study indicates that directly contracting with
Medicare is cost effective and to notify the Legislative
Budget Board and the Governor within 45 days of
implementing the process.

¢ Recommendation 3: Include a rider in the
2010-11 General Appropriations Bill that requires
the Employees Retirement System, the Texas
A&M University System, and The University of
Texas System to provide data and information to
the Teacher Retirement System for the study on
directly contracting with Medicare for prescription
drug coverage. Based on the most cost-effective
recommendations of the study, require these
agencies to begin applications and negotiations with
Medicare for each to become an Employer Group
Waiver Plan sponsor during fiscal year 2011, or to
develop a Memorandum of Understanding with
the Teacher Retirement System to implement the
recommendations of the study.

DISCUSSION

The Medicare Part D prescription drug program began on
January 1, 2006. The program subsidizes prescription drugs
for Medicare-eligible individuals who enroll in a prescription
drug plan (PDP). Enrollment is voluntary, and plans vary by
premium and copayment amounts, deductibles, covered
medications, and other coverage options. The program is run
on a calendar year basis.

In 2008, 56 PDPs were available through 22 organizations in
Texas, with monthly premiums ranging from $12.10 to
$97.50. The average premium in Texas in 2008 was $38.10.
An additional 33 companies provided coverage through
Medicare Advantage prescription drug plans. Coverage limits
increase annually for inflation. For 2009, the basic plan has a
$295 deductible; a 25 percent copayment for annual
expenditures between $295 and $2,700; a coverage gap (100
percent copayment, also known as the “donut hole”) for
expenditures between $2,700 and $6,154; and a 5 percent
copayment for prescription drug expenses over the $6,154
cost limit. Figure 50 shows this standard benefit design for a
person with prescription drug expenditures of $7,200 a year
and a premium of $38.10 a month. By having Medicare Part
D coverage, this person’s out-of-pocket costs decrease to

$4,859, a savings of $2,341 for the year.

MEDICARE CLAWBACK

State budgets are primarily affected by the Medicare Part D
program in two areas. First, the federal Medicaid program no
longer pays for most prescription drugs for individuals on
Medicaid that are also Medicare-eligible (called “dual eligible”
individuals). Consequently, they are automatically enrolled
in a Medicare Part D plan. As a result, Medicare directly pays
for most of their prescription drugs. The original federal
legislation excluded benzodiazepines, barbiturates, drugs for
weight loss or weight gain, and a few other classes of drugs.
With enactment of the federal Medicare Improvements for
Patients and Providers Act of 2008, benzodiazepines and
barbiturates will be Medicare Part D covered drugs beginning
January 1, 2013.

States are required to pay Medicare for most of the costs that
states previously incurred for the dual eligible individuals’
prescription drugs. The amount states have to pay is officially
called “phased down contributions,” but is more commonly
referred to as “clawback.” The amount of clawback is
estimated by the Centers for Medicare and Medicaid Services
(CMS) based on each state’s per capita prescription drug
expenditures for this population in 2003 adjusted for national
per capita inflation for prescription drugs, changes in the
state’s Federal Medical Assistance Percentage (FMAP), the
number of dual eligibles, and with an annual reduction of
the state share from 90 percent in 2006 to 75 percent by
2015.

Since the Medicare Part D prescription drug program began
in January 2006, Texas clawback payments for fiscal year
2006 only included January 2006 to August 2006, covering
an average of 326,431 recipients per month. For fiscal year
2007, clawback payments were made for 335,160 recipients
per month. Clawback payments for fiscal years 2006 to 2008
and estimates of Texas clawback obligation for fiscal years
2009 to 2011 are shown in Figure 51.

In March 2006, Texas filed a complaint with the U.S.
Supreme Court against Medicare, objecting to states being
required to fund a benefit offered by the federal government.
The complaint contends that “the federal government has
usurped states’ sovereign powers and violated the U.S.
Constitution by mandating direct payments to the federal
government to fund the new Medicare prescription drug
program.” In June 2006, the U.S. Supreme Court denied
both the motion for a preliminary injunction against the
operation of the clawback provision and the motion for leave
to file a bill of complaint initiating an original action to
challenge the constitutionality of the clawback provision. No
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FIGURE 50

BENEFICIARY OUT-OF-POCKET COSTS UNDER STANDARD MEDICARE PART D BENEFIT

FOR PERSON WITH $7,200 ANNUAL EXPENSES, 2009

Catastrophic Coverage

Above $6,154
$295 §2,700 §6,154 §7,200
Total Spending — ™ \
15% (overoge Gop 80%
Plan Poys or “Donut Hole,” Catostrophic
0,
Deductible 100% Copayment Covernge
(100% Copoyment)
25%
(opayment 15% Plan Pays
3% Copayment
Cumulative Beneficiary b 7L P P
Deductible and —— 5295 $896 $4,350 $4,402

Copayment Spending

Limit on Deductibles and Copayments before
Catastrophic Coverage Kicks In

Total Annual Out-of-Pocket Spending:

§457 for premiums ot $38.10 a month
$4,402 for deductibles and copoyments

$4,859 Totol Beneficiory Spending under Medicare Part D

Beneficiory Cost without Prescription Drug Insurance:

§7,200

Savings to Beneficiary by Enrolling in Medicare Part D:

(82,341)
Source: Legislative Budget Board.

FIGURE 51
CLAWBACK AMOUNTS FOR TEXAS (IN MILLIONS)
FISCAL YEARS 2006 TO 2011

2009 2010 2011
2006 2007 2008 (ESTIMATED) (PROJECTED) (PROJECTED)

$136.2 $289.2 $298.4  $317.4 $344.3 $363.7

Norte: Clawback was levied for only eight months in fiscal year 2006.
Source: Texas Health and Human Services Commission.

further action on this is expected. While states can refuse to
make the clawback payment, CMS will reduce the Medicaid
funds it would otherwise send to states by the clawback
amount plus interest. Although the Governor vetoed
appropriations specifically for the clawback, appropriations
for Medicaid were used to pay it. The Health and Human
Services Commission has included clawback payments in its
2010-11 Legislative Appropriations Request, with an

exceptional item to cover cost increases.

STATE AS AN EMPLOYER

The second way that states are affected by the Medicare
Part D program is as an employer that provides prescription
drug coverage to Medicare-eligible retirees. Employers and
employer-funded retirement systems have several options
that allow them to receive Medicare Part D prescription drug
funding for Medicare-eligible retirees.

TWENTY-EIGHT-PERCENT-RETIREE-DRUG

SUBSIDY OPTION

The simplest option is the 28-percent-retiree-drug subsidy.
Medicare pays employers 28 percent of the total cost of
covered drugs for Medicare-cligible retirees who are not
enrolled in a PDD, within per person cost limits. The 2008
Segal Medicare Part D Survey of Multiemployer Health Funds
by the Segal Group, Inc., a benefits, compensation, and
human resources consulting group, found that 68 percent of

their clients nationally were receiving the 28-percent-retiree-
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drug subsidy in 2008. This rate of participation is down from
72 percent in 2007.

The Texas state systems providing health insurance/care to
retirees—the Texas A&M University System (A&M), The
University of Texas System (UT), the Employees Retirement
System (ERS), and the Teacher Retirement System (TRS)—
are using this option. Figures 52 and 53 show estimated
amounts of Medicare Part D funding to Texas systems for
fiscal years 2006 to 2011. Appropriations for fiscal years
2006 to 2009 and requests for fiscal years 2010 to 2011
assume that the systems receive the 28-percent-retiree-drug
subsidy. For UT, the General Revenue Fund share of the total
health benefits pool is decreasing (from 40 percent in fiscal

year 2000 to 28 percent in fiscal year 2007). This decrease
means the savings of General Revenue Funds in fiscal year
2007 was approximately $2 million. Over all systems
combined, the General Revenue Fund share is approximately
50 percent.

Data on prescription drugs used by Medicare-eligible
retirees is sent to Medicare, and the Texas systems bill
Medicare monthly, quarterly, or semi-annually. After
verifying Medicare eligibility and performing other checks,
Medicare sends the 28-percent-retiree-drug subsidy amount
to the systems within a month. Accounts with Medicare are
supposed to be reconciled within 15 months after the plan
year ends, but reconciliation for 2006 occurred in spring

FIGURE 52

ESTIMATED SUBSIDY RECEIVED OR EXPECTED BY TEXAS SYSTEMS, FISCAL YEARS 2006 TO 2011

SUBSIDY RECEIVED (IN MILLIONS)

TEXAS SYSTEM 2006 2007 2008 2009 2010 2011
Texas A&M University System $2.1 $3.3 $3.5 $3.7 $4.0 $4.2
The University of Texas System 35 7.1 7.4 7.5 8.5 9.5
Employees Retirement System 19.0 29.3 33.0 33.9 374 41.3
Teacher Retirement System 34.6 52.3 59.5 70.1 81.9 95.3
TOTAL $59.2 $92.1 $103.4 $115.3 $131.8 $150.4

Notes: The subsidy was provided for only eight months in fiscal year 2006. Information for the Employees Retirement System includes both
state retiree and Higher Education Group Insurance benefits administered by the Employees Retirement System. Fiscal years 2006 and 2007
are amounts after final reconciliation with Medicare; other years are estimated based on expected increases in the number of Medicare-eligible
retirees and in some prescription drug costs. Totals may not sum due to rounding.

Source: Legislative Budget Board.

FIGURE 53

ESTIMATED 28-PERCENT-RETIREE-DRUG SUBSIDY BY TEXAS SYSTEM, FISCAL YEARS 2006 TO 2011

IN MILLIONS
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Source: Legislative Budget Board.
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2008. The 2007 reconciliation occurred at the end of
November 2008.

Figure 54 shows information, by state system, on the number
of retirees for which the 28-percent-retiree-drug subsidy was
received in fiscal year 2007 and the amount of the 28-
percent-retiree-drug  subsidy per participant per month
(pp/mo). Texas systems received the 28-percent-retiree-drug
subsidy for 167,098 persons in 2007. They expect the
number of Medicare-cligible retirees to grow between 4
percent and 6 percent per year over the next five years, with
an increase to over 6 percent from fiscal year 2012 to fiscal
year 2013 at TRS. Payments of the 28-percent-retiree-drug
subsidy by Medicare to the Texas systems ranged from $42.93
pp/mo to $51.19 pp/mo, averaging $48.72.

FIGURE 54
PERSONS COVERED AND 28-PERCENT-RETIREE-DRUG
SUBSIDY BY STATE SYSTEM, FISCAL YEAR 2007

NUMBER OF  PER PERSON

PERSONS PER MONTH
TEXAS SYSTEM COVERED SUBSIDY
Texas A&M University System 6,766 $42.93
The University of Texas System 13,465 $46.25
Employees Retirement System 57,201 $44.98
Teacher Retirement System 89,666 $51.19
ALL STATE SYSTEMS 167,098 $48.72

Source: Legislative Budget Board.

GROUP CONTRACT WITH PDP OPTION

Instead of the 28-percent-retiree-drug subsidy, employers
may contract with a PDP on a group basis to have the PDP
provide Medicare Part D prescription drugs to the
employers Medicare-eligible retirees. In this option,
Medicare pays the PDD, but some of the cost reductions are
passed along to the employer. The savings under this option
should be larger than the 28-percent-retiree-drug subsidy.
Many private employers have chosen this option because it
is administratively simple. However, employers lose control
over pharmaceutical benefits, and negotiations for
prescription drugs for their other enrollees can be adversely
impacted because of loss of purchasing power.

Administrators at the Texas state systems consulted with their
pharmacy benefit managers (PBMs) and/or other PDPs to
determine whether this was a cost-effective option. The state
systems concluded that the additional revenues over the 28-
percent-retiree-drug subsidy were mostly offset by the
additional costs quoted by the PDPs. For example, the

estimated revenue from the 28-percent-retiree-drug subsidy
is about $45 pp/mo for ERS for fiscal year 2007. One PBM
told ERS that they would be willing to administer a group
contract with PDP program for $7 to $8 pp/mo. ERS
estimated that Medicare would pay $52 to $53 pp/mo. Thus,
ERS would expect a net reimbursement of $45 ($52.50—
$7.50), which is about the same amount ERS currently
receives. Slight variations in these assumptions could show a
loss or a gain. The cost of any extra administrative complexity
of having to have a separate program for Medicare-eligible
retirees is not considered in this analysis. Conversely,
competition among PDPs could lower quoted amounts for
such a contract, making this option more attractive. Further,
the pp/mo reimbursement from Medicare might be larger.
Nonetheless, additional savings pp/mo under this option
would likely be minimal.

DIRECT CONTRACT WITH MEDICARE OPTION

Alternatively, employers may contract with Medicare directly
as an “Employer Group Waiver Plan” (EGWP). Few public
entities have chosen this option. The option isadministratively
complex, with many new requirements and interactions with
Medicare. Consequently, it takes about a year to implement.
However, once it is implemented, revenues should be
considerably higher than the 28-percent-retiree-drug

subsidy.

A representative of the Oklahoma State and Education
Employees Group Insurance Board, which operates a direct-
contract EGWD, indicates that their Board’s prescription
drug coverage did not qualify for the 28-percent-retiree-
drug subsidy in January 2006 when the Medicare
prescription drug program was implemented. The agency
modified their prescription drug coverage to become a
direct-contract EGWP. In the first two years, 30 to 40 full-
time staff were needed to implement the program. Currently,
a staff of about nine administer the plan for approximately
38,000 members. Because their prescription drug offering
is generous, with low copayments by members and a
maximum out-of-pocket amount of $2,500 for preferred
prescription drugs, few members reach the out-of-pocket
Medicare
Consequently, Medicare payments are averaging only $53

level  triggering catastrophic ~ coverage.
pp/mo. Oklahoma staff advise against becoming a direct-
contract EGWP for plans that are able to take advantage of
the 28-percent-retiree-drug subsidy, especially for systems
that have an out-of-pocket limit on prescription drugs that

is less than the Medicare level for catastrophic coverage.
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Conversely, two public retirement systems that developed
direct-contract EGWDPs had positive results. The Missouri
Department of Transportation and Missouri State Highway
Patrol Retirement System has 4,860 retirees that are Medicare-
eligible, while the Pennsylvania Public School Employees
Retirement System has 37,279 retirees that are Medicare-
eligible.

Figure 55 provides information from an analysis by the
systems’ consultant comparing the amount of Medicare
payments to these systems under the direct-contract EGWP
with an estimate of what the 28-percent-retiree-drug subsidy
would have been. It includes the actual and estimated
operational cost pp/mo under these two options. It is
estimated that the Missouri system is receiving $14.42 more
pp/mo under their direct-contract EGWP than under the
28-percent-retiree-drug  subsidy, after accounting for the
higher operational cost under the direct-contract EGWP,
Similarly, it is estimated that the Pennsylvania system is
receiving $24.20 more pp/mo under their direct-contract
EGW?P than under the 28-percent-retiree-drug subsidy.

Administrators from Missouri and Pennsylvania contracted
with a consultant to implement the direct-contract EGWP.
The Missouri system had not had a prescription drug benefit
for their retirees prior to implementing the direct-contract
EGWP. The Pennsylvania system had a prescription drug
benefit, so it worked with its PBM in developing the direct-
contract EGWP. Neither of these retirement systems
increased staffing to establish the direct-contract EGWP or
to continue operations. Both systems began with the direct-
contract EGWP in 2006, the first year of the Medicare Part
D program, so they are in the third year of operations.
Administrators from both states indicate that the direct-
contract EGWP yields more net revenues than the estimated
amounts for the 28-percent-retiree-drug subsidy and is a
worthwhile approach. They conveyed that contracting out
the operations of the plan was worth the additional cost to
avoid the additional administrative hassle.

The results of applying the experience of the Missouri system,
which yielded the lower net reimbursement of $14.42
pp/mo, to the number of Texas systems Medicare-eligible
retirees for fiscal years 2010 to 2011 is shown in Figure 56.

FIGURE 55

COMPARISON OF MEDICARE REIMBURSEMENTS AND ADMINISTRATIVE COSTS OF TWO PUBLIC RETIREMENT SYSTEMS UNDER
EMPLOYER GROUP WAIVER PLAN AND 28-PERCENT-RETIREE-DRUG SUBSIDY

MISSOURI DEPARTMENT OF

TRANSPORTATION AND MISSOURI STATE
HIGHWAY PATROL RETIREMENT SYSTEM

PENNSYLVANIA PUBLIC SCHOOL
EMPLOYEES RETIREMENT SYSTEM

Number of Medicare-eligible retirees > 4,860 37,279
EMPLOYER 28-PERCENT- EMPLOYER 28-PERCENT-
GROUP RETIREE-DRUG GROUP RETIREE-DRUG
WAIVER PLAN SUBSIDY DIFFERENCE WAIVER PLAN SUBSIDY DIFFERENCE
Medicare Reimbursement pp/mo $57.16 $38.74 $18.42 $65.77 $40.07 $25.70
Operational Cost pp/mo (5.00) (1.00) (4.00) (2.00) (0.50) (1.50)
NET REIMBURSEMENT PP/MO $52.16 $37.74 $14.42 $63.77 $39.57 $24.20

Note: pp/mo is per participant per month.
Source: Independent Pharmaceutical Consultants, Inc.

FIGURE 56

ESTIMATED NUMBER OF TEXAS STATE SYSTEMS’ MEDICARE-ELIGIBLE RETIREES AND ESTIMATED ADDITIONAL REVENUES FROM
DIRECTLY CONTRACTING WITH MEDICARE, FISCAL YEARS 2010 AND 2011

NUMBER OF PARTICIPANTS

ADDITIONAL REVENUES (IN MILLIONS)

2010-11
TEXAS SYSTEM 2010 2011 2010 2011 BIENNIUM
Texas A&M University System 7,671 7,998 $1.3 $1.3 $2.6
The University of Texas System 15,587 16,367 2.6 2.7 5.3
Employees Retirement System 66,275 68,926 10.9 11.3 22.2
Teacher Retirement System 105,021 110,482 17.3 18.2 35.5
TOTAL 194,554 203,773 $32.0 $33.5 $65.5

Notes: Based on the Missouri Department of Transportation and Missouri State Highway Patrol Retirement System estimated increase of $14.42
per participant per month over the 28-percent-retiree-drug subsidy. Totals may not sum due to rounding.
Source: Legislative Budget Board.
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Assuming Texas systems’ performance is at least as good as
the Missouri performance, the Texas systems would receive
$65.5 million more than receipts under the 28-percent-
retiree-drug subsidy for the 2010-11 biennium, if the direct-
contract EGWP were in place.

While these estimates show additional revenues, there are
many unknowns. First, Texas systems’ results may not be
comparable to the Missouri or Pennsylvania experience. Also,
the other states figures may not have included all
administrative costs, especially any added costs of their PBM
for helping to administer the program. Furthermore, the
Medicare program operates on a calendar year, which may
create certain challenges for plans operating their health
insurance coverage on a fiscal year basis.

Nonetheless, the optimal way to administer the program in
Texas should be investigated. For example, some of the
functions could possibly be contracted out to lower costs.
Similarly, administrative costs may be minimized by having
one direct-contract EGWP for all Texas state systems
providing health insurance/care to retirees, rather than having
one for each system. Since retiree healthcare, including
prescription drug coverage, differs among the systems, an in-
depth analysis of ways to overcome the challenges would be
prudent.

FISCAL IMPACT OF THE RECOMMENDATIONS

Recommendation 1 directs TRS to conduct an in-depth
study to look into these issues. TRS was selected because it
has the largest population of Medicare-eligible retirees of all
of the state’s systems. The study should examine options for
increasing the amount of Medicare funding for prescription
drug coverage to the state’s systems providing health
insurance/care to retirees. It should analyze the pros and cons
of directly contracting with Medicare, including likely
additional administrative costs as well as additional revenues
from Medicare. The study should also determine the most
cost-effective model for the state to use and explore the
possibility of other state systems using TRS as the sponsoring
entity with Medicare. The final report is to be provided to the
Legislative Budget Board and the Governor by March 31,
2010.

Recommendation 2 directs TRS to begin applications and
negotiations with Medicare to become a direct-contract
EGWP sponsor during fiscal year 2011, if the study indicates
that directly contracting with Medicare is cost effective. TRS
is to notify the Legislative Budget Board and the Governor
within 45 days of implementing the process.

Recommendation 3 directs ERS, UT, and A&M to cooperate
with TRS by providing data and information for the study. It
further requires them to begin applications and negotiations
with Medicare for each to become an Employer Group
Waiver Plan sponsor during 2011, or to develop a
Memorandum of Understanding with TRS to implement
the recommendations of the study as soon as possible, if the
study indicates that it is cost effective to do so.

The cost of the study should be absorbed by the agencies
involved. Fiscal savings in General Revenue Funds and
General Revenue—Dedicated Funds could accrue in later
years if the study shows that directly contracting with
Medicare for prescription drug coverage is cost effective.

The introduced 2010-11 General Appropriations Bill
includes riders to implement the recommendations.
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INCREASE EMPLOYEE PARTICIPATION IN

THE TEXA$AVER PROGRAM

Having an adequate income during retirement is crucial for
state of Texas employees permanently leaving the workforce.
For many state employees, Social Security and pension
benefits will provide part of their needed income during
retirement. These benefits will not be enough for most state
employees to comfortably retire on; like other Americans,
state employees will also need to have some of their own
savings. To help employees meet this need, state agencies and
higher education institutions offer the Texa$aver Program, a
deferred compensation program, consisting of a 401(k) plan
and a 457 plan. Designing a strong deferred compensation
program that includes relevant information and education
about savings options is key to helping employees build a
secure retirement.

FACTS AND FINDINGS

¢ As of October 2008, 27.1 percent of state employees
contribute to the Texa$aver 401(k) plan (or 41,366
out of 152,514 who were eligible). Approximately
45 percent of 401(k) participants (or 18,425 out of
41,366) were new state employees who were auto-
enrolled in the plan. For the same period, 3.7 percent
of state and higher education employees participate
in the Texa$aver 457 plan (or 10,498 out of 286,160
who were eligible).

¢ State employees tend to be risk adverse, choosing a
plan fund with a lower rate of return with protection
of principal. Within the Texa$aver Program, 15.3
percent of plan assets for the 401(k) plan are in the
ING Stable Value Account and 16.9 percent are in
the same fund for the 457 plan.

CONCERNS

¢ For most state employees the combination of pension
and Social Security will not be enough to live on
during retirement; to provide a secure retirement,
most state employees must contribute to an optional

savings program or account.

¢ Participation rates in the Texa$aver Program, an
optional defined contribution program, are less than
28 percent. State employees are less likely to save in
the Texa$aver Program and are less likely to have
any other type of voluntary, non-pension retirement

savings, which means they may not have adequate
income during retirement.

¢ The cost of investing with the Texa$aver Program is
difficult to determine for an individual participant,
despite clearly published plan fees and fund expenses.
Not understanding the full costs may prevent an
employee from enrolling or cause an employee to
invest in more expensive fund options, which will

reduce savings available during retirement.

¢ Employee feedback indicates interest in different
types of fund options. Two notable fund types absent
from the Texas$aver Program are a socially responsible
investment fund, which may be of interest to public
employees, and an FDIC-insured fund option, which
would reassure employees who have concerns about

market volatility.

¢ House Bill 957 of the Eightieth Legislature, 2007,
required the automatic enrollment of new state
employees on or after January 1, 2008 in the
Texa$aver 401(k) plan. This change applied only to
new employees and enrolls them at 1 percent of salary,
without further adjustment unless there is action by
the employee. While automatic enrollment added
18,425 enrollees to the 401(k) plan as of October
2008, this default contribution rate is a low savings
amount that is unlikely to yield adequate retirement
savings for an individual employee.

¢ Employees have a strong interest in both an employer
match for the Texa$aver Program and a Roth 401(k)
option, yet neither feature is offered within the
Texa$aver Program.

RECOMMENDATIONS

¢ Recommendation 1: The Employees Retirement
System should disclose plan fees and investment fees
in a reader-friendly format on quarterly Texa$aver
statements so that plan participants can clearly
understand the total cost of investing in the Texa$aver
Program.

¢ Recommendation 2: The Employees Retirement
System should add a Federal Deposit Insurance
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Corporation-insured fund option and a Socially
Responsible Investment Fund option to the Texa$aver
Program.

¢ Recommendation 3: Amend Texas Government
Code, Section 609.5025, to expand automatic
enrollment in the Texa$aver 401(k) plan to all state
agency employees. Add an auto-escalation feature
to automatic enrollment to increase employee
contributions by 1 percent each year undl the
contribution rate reaches 5 percent of an employee’s
salary; employees will have the option to decline
enrollment and escalation.

¢ Recommendation 4: Amend Texas Government
Code, Chapter 609, to permit an employer match for
the Texa$aver 401 (k) Plan contingent upon legislative
approval, appropriations, and sufficient funding for
the pension.

¢ Recommendation 5: Include a contingency rider
in the 2010-11 General Appropriations Bill to
appropriate funds to the Comptroller of Public
Accounts for an employer match of $10 per month
($120 per year) for participants within the Texa$aver
401(k) plan.

¢ Recommendation 6: Amend Texas Government
Code, Chapter 609, to require the Employees
Retirement System, through its existing statutory and
administrative authority, to add a Roth plan option
to the Texa$aver Program for the 401(k) plan, and
contingent upon federal legislation, to the 457 plan.

¢ Recommendation 7: The Employees Retirement
System should expand educational offerings to state
employees regarding the Texa$aver Program and

general retirement savings.

DISCUSSION

Individual retirement savings through optional savings
accounts or programs complete the retirement income
sources many state and higher education employees will
depend on during their retirement years. One option for
state employees is a deferred compensation plan such as a
401 (k). The State of Texas offers the Texa$aver Program to
state agency and higher education employees. This program
includes two plan options: a 401(k) plan, which is available
to all state agency employees, and the 457 plan, which is
available to all state agency and higher education institution

employees. Texas is unusual in that it offers both a 401(k)
and a 457; most state and local governments only offer a 457
plan.

The Texa$aver Program, which includes the 401(k) and 457
plans, is a defined contribution plan. This means the program
isan employer-sponsored retirement plan where the employee
contributes a portion of his or her salary into the plan, and
the employee bears the investment risk.

For calendar year 2008, under federal rules, the 401(k) and
457 plans both permit a maximum of $15,500 contribution
per year, based on federal limits. Employees contribute to the
401(k) plan by percentages of their salaries; with the 457
plan, employees contribute a specified dollar amount. Since
the state offers both a 401(k) plan and a 457 plan, state
agency employees could contribute up to $31,000 during
calendar year 2008. Figure 57 shows the average account
balance, deferral amount, and number of accounts in the

401(k) and 457 plans as of December, 2007.

FIGURE 57
TEXA$AVER PROGRAM STATISTICS, DECEMBER 2007

PLAN STATISTIC 401(K) 457
$21,411 $16,966

Average account balance

Number of deferring participants

with accounts 28,636 9,706

Average monthly deferral amount $273.55 $347.90

Source: Employees Retirement System.

For the 401(k) plan, the Employees Retirement System
(ERS) reports an average 6.34 percent monthly deferral rate
as of December 31, 2007. The average annualized participant
salary for the 401(k) plan as of December 2007 was
$47,294.

Demographic information also helps illustrate who uses the
Texa$aver Program. As Figure 58 shows, a majority of
Texa$aver Program participants are female and most
participants are age 40 to 59.

The demographic and salary information for Texa$aver
Program participants corresponds somewhat to the average
state employee. According to Buck Consultants, the actuary
hired by ERS, the average ERS member in fiscal year 2008
was 43.7 years old, earned $39,468 per year, and had 9.5

years of service with the state.

Long-term saving, such as for retirement, can be difficult.
When the savings goal is decades away, the urgency of the
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FIGURE 58
AGE AND GENDER STATISTICS OF TEXA$AVER
PARTICIPANTS, DECEMBER 2007

401(K) 457

GENDER

Male 43.1% 48.7%
Female 56.8% 50.0%
AGE

Under 30 4.1% 9.8%
30-39 20.4% 20.0%
40-49 33.3% 27.9%
50-59 30.6% 29.4%
60 + 11.6% 12.9%

Note: A small number of participants were not able to be identified by
gender, so gender statistics do not sum to 100 percent.
Sources: Legislative Budget Board; Employees Retirement System.

circumstances that often motivates people to act is absent.
This circumstance is demonstrated by the age demographics
of Texa$aver Program participants. Employees from age 40
to 59, who are closer to retirement, form the majority of
participation in both plans. While all employees should
ideally contribute to a voluntary retirement savings program,
this is especially true for employees who have not yet vested
in the pension and may leave state employment before
vesting. The overall turnover rate for the state was 17.3
percent in 2008; it was 39.7 percent for those with less than
two years of service and 19.7 percent for those with two to
four years of service.

LOW PARTICIPATION RATES

As of October 2008, participation rates in the Texa$aver
Program were low. During this time, 27.1 percent of state
employees were actively deferring to the Texa$aver 401 (k)
plan (or 41,366 out of 152,514 who were eligible). The
401(k) plan participants include 18,425 auto-enrollees. For
the same period, 3.7 percent of state and higher education
employees were actively deferring to the Texa$aver 457 plan
(or 10,498 out of 286,160 who were eligible). There are
multiple factors affecting participation. Some employees may
not contribute because 6 percent of their salaries is deducted
for the ERS pension.

As part of the research for this report, the Legislative Budget
Board (LBB) staff conducted an electronic employee survey
on the Texa$aver Program during July 2008. The survey was
sent to all agency human resources directors to redistribute to
their agency’s employees via e-mail. The survey included
questions on why employees do or do not participate, features
they would like to see in the program, and what types of

other retirement savings they use. Approximately 12,000
employees completed the survey. Out of 5,532 survey
respondents who provided reasons for non-participation in
the Texa$aver Program, they chose not to participate for the
following reasons:

o 42.4 percent felt they could not afford to participate;

o 36.6 percent declined participation because the state
does not offer an employer match in the Texa$aver
Program;

o 21.5 percent were concerned about losing money by

investing;

e 19.6 percent found it confusing to enroll in the
program or select investments; and

o 19.3 percent were not aware of the Texa$aver

Program.

Respondents were permitted to choose multiple responses to
the above question.

In addition to low participation rates within the Texa$aver
Program, state employees are more likely to not have any
type of non-Texa$aver retirement savings. Of survey
respondents who did not participate in Texa$aver, 64.6
percent also did not have any other type of voluntary
retirement savings. For survey respondents who do participate
in Texa$aver, 63 percent do not contribute to any other type
of voluntary retirement savings.

NEED FOR INDIVIDUAL RETIREMENT SAVINGS

Most state employees have a potential of three income sources
during retirement: their ERS or TRS pension, Social Security,
and optional retirement savings, the most common being a
401(k) or an IRA. Access to a defined benefit pension may be
in part driving the lack of individual savings of state
employees. For many state employees the combination of
their pension and Social Security may not be enough to live
comfortably during retirement. Most financial advisors
recommend enough savings to replace anywhere from 70
percent to 120 percent of pre-retirement salary, depending

on an individual’s circumstances.

In 2008, the ERS pension provided annuitants an average of
$18,081 (or $1,507 per month) in benefits. Figure 59 shows
the average monthly benefit amounts based on years of
service for employees who retired in fiscal year 2008.

For those state employees with 25 years or more of credited
service, based on 2008 retirees, the ERS pension replaces 62
to 75 percent of an employec’s salary.
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FIGURE 59

AVERAGE ERS PENSION PAYMENTS FOR ERS MEMBERS RETIRING DURING FISCAL YEAR 2008

YEARS OF CREDITED SERVICE

9/30/07-8/31/08 5-10 10-15 15-20 20-25 25-30 30+
Average Monthly Benefit $469.14 $810.83 $1,327.05 $1,888.19 $2,640.09 $3,516.60
Average Final Monthly Salary $2,999.77 $3,127.14 $3,425.96 $3,888.34 $4,284.59 $4,700.85
Number of Retired Members 209 517 457 606 629 432
Percentage of Salary Replaced 15.6% 25.9% 38.7% 48.6% 61.6% 74.8%

Sources: Legislative Budget Board; Employees Retirement System.

For state employees, Social Security will also provide a
portion of their income during retirement. Figure 60 shows
the estimated monthly Social Security benefit for the
employees in Figure 59. This estimate is based on a person
retiring at age 66 in December 2008.

Figure 60 provides a rough estimate of potential Social
Security benefits. However, the concern regarding Social
Security is that its solvency as a system is in doubt. According
to projections by the Social Security Administration, the
system will begin paying out more in benefits than it collects
in revenue in 2017. These projections indicate that by 2041,
the Social Security Trust Fund will be depleted and Social
Security payroll taxes will only be able to pay out 78 percent
of promised benefits. Fixing Social Security will likely require
a combination of increased payroll taxes and reduced benefits.
It is important for state employees to consider this possibility
when planning for retirement.

Based on current Social Security benefit structure, for state
employees with 25 years or more of service, Social Security
would replace approximately 30 percent of their final salary.

To see the full effect of both Social Security and the ERS

pension, the combined percentage of salary has been summed
in Figure 61 for persons over 66 years of age.

For state employees with many years of service, the
combination of a pension and Social Security may cover a
large percentage of pre-retirement salary. However, certain
circumstances can significantly increase the need for income
during retirement, some of which may be hard to predict,
including:

o job change, particularly if leaving state service;

e divorce;

o becoming disabled and having to quit work sooner
than planned;

o living longer than planned;

o paying for health insurance and basic healthcare
costs;

o developing serious health problems that require

expensive medical care;
o needing to pay off a home mortgage; and

o taking care of an unexpected dependent (such as a

grandchild).

FIGURE 60

ESTIMATED MONTHLY SOCIAL SECURITY BENEFITS BY EMPLOYEE YEARS OF SERVICE, DECEMBER 2008

YEARS OF CREDITED SERVICE

INCOME 5-10 10-15 15-20 20-25 25-30 30+
Average Final Monthly Salary $2,999.77 $3,127.14 $3,425.96 $3,888.34 $4,284.59 $4,700.85
Annualized Final Salary $35,997.00 $37,526.00 $41,112.00 $46,660.00 $51,415.00 $56,410.00
Estimated Monthly Social Security $1,039.00 $1,066.00 $1,129.00 $1,227.00 $1,311.00 $1,399.00
Percentage of Salary Replaced 34.6% 34.1% 33.0% 31.6% 30.6% 29.8%

Norte: Estimates for this figure are based on the online Social Security Benefits Estimator.
Sources: Legislative Budget Board; Employees Retirement System; Social Security Administration.

FIGURE 61

PERCENTAGE OF SALARY REPLACED BY THE ERS PENSION AND SOCIAL SECURITY, BASED ON FISCAL YEAR 2008 RETIREES

YEARS OF CREDITED SERVICE

5-10 10-15

15-20 20-25 25-30 30+

Combined Pension and Social Security 50.3%

Source: Legislative Budget Board.

60.0%

71.7% 80.1% 92.2% 104.6%
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When planning for retirement, it is difficult for an individual
to project with accuracy decades into the future and be
certain of what his or her needs will be. By having individual
savings set aside for retirement to complement any income
from Social Security and a pension, state employees will be
better prepared to ensure a comfortable retirement free from
financial worries. State employees cannot control the future
of the pension system or Social Security, but they can control
whatever personal savings they build for retirement.

COMPARISON TO OTHER STATES

Comparing the Texa$aver Program features to other states’
deferred compensation programs shows options that could
be added to the Texa$aver Program. Many of the plan features
discussed in this report are present in other public sector
deferred compensation plans. Figure 62 shows an overview
of other states” deferred compensation plans.

FIGURE 62
DEFERRED COMPENSATION PLAN FEATURES OFFERED
IN STATE 401(K) OR 457 PLANS, 2008

PLAN OPTION

OR FEATURE NUMBER OF STATES
401(k) Plan 12

457 Plan 49

401(k) and 457 12
Employer match 12
Automatic enrollment 5

Roth 401(k) 5

Source: Legislative Budget Board.

As shown in Figure 62, only 12 states offer a 401(k) plan, all
of which also offer a 457 plan. State of Texas employees have
access to both plans, allowing them to maximize their savings
by being able to contribute more than the $15,500 annual
limit for 2008 if they only had access to one plan. Within
each feature or recommendation discussed, relevant
information on other state comparisons is discussed in that

section.

PLAN FEES

Fees are an important component of any retirement savings
program but especially for employer-sponsored plans such as
a 401(k) or 457. Deferred compensation plans like the
Texa$aver Program are one of the employee benefits funded
almost entirely from participant fees; generally there is little
or no cost to the employer unless the employer offers a
match.

Plan fees play a vital role in retirement savings because at the
end of a long-term period of saving, low fees compared to
high fees can add up to thousands of dollars. Since 2005,
plan fees for deferred compensation programs have received
more attention due to reports issued by the General
Accountability Office (GAO) and the Department of Labor
(DOL).

In a DOL primer on 401(k) plan fees, the agency uses an
example of how fees can affect an individual’s long-term
retirement savings within a 401(k) plan. According to the
DOL, plan fees of approximately 0.5 percent compared to
1.5 percent can equal a difference of $64,000 for an employee
starting with a $25,000 balance, saving for 35 years, and
earning an average return of 7 percent. Under a plan with 0.5
percent in fees, the employee’s account balance would grow
to $227,000; under a plan with 1.5 percent in fees, the
balance would grow to $163,000. As the DOL notes in its
example, the 1 percent difference in fees (0.5 compared to
1.5) would reduce the account balance by 28 percent.

According to the DOL, plan fees for deferred compensation
programs usually fall into one of three categories: (1) plan
administration fees, (2) investment fees, and (3) service fees.
Plan administration fees cover day-to-day operations and
basic administrative services such as record keeping,
accounting, legal services, educational seminars, access to
customer service representatives, investment advice, and
electronic access to plan information. Investment fees, which
are typically the largest component of 401(k) plan fees, are
associated with the management of plan investments. These
types of fees are deducted directly from an individuals
investments returns. Service fees are for services outside of

basic account services, such as a loan.

The fees for the Texa$aver Program align with the DOL
categories. Figure 63 shows information on administration
fees and service fees charged to Texa$aver Program

participants.

Based on the average 401(k) account balance of $21,411
from Figure 57, and applying the fees from Figure 63, the
average monthly required administrative and service fees for
a 401 (k) account in the Texa$aver Program equals $4.40.

A potential barrier to participation in a deferred compensation
plan is concern that the cost of investing through an employer
sponsored program is more than it would be if an individual
saved on his or her own. To reassure an employee who is
interested in the plan, plan sponsors, like the state of Texas,
should properly educate employees about the potential fees
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FIGURE 63
TEXA$AVER PROGRAM ADMINISTRATION AND SERVICE FEES, 2008
FEE AMOUNT FEE FREQUENCY

REQUIRED FEES — PAID BY ALL PARTICIPANTS

Recordkeeping Fee $0.1666 per $1,000 of account balance Monthly
Plan Participation Fee $0.33 Monthly
Basic Advisor Service $0.50 Monthly
OPTIONAL FEES — PAID BY PARTICIPANTS WHO USE THE SERVICE THE FEE APPLIES TO

Professional Account Management (PAM) 0.05% of account balance Monthly
Loan initiation $50 Per initiation
Monthly loan maintenance $2 Monthly

Sources: Legislative Budget Board; Employees Retirement System; ING.

involved. Educating plan participants about fees can present FIGURE 64
- dhallenoe. Combaring to beer oroubs. such as other scae | APMINISTRATION AND SERVICE FEES FOR STATE DEFERRED
g€ -omparing to peer groups, COMPENSATION PLANS, 2008
plans, can help. Figure 64 shows the 29 states that had fee PLANS WITH FLAT FEES
information available to help provide a comparison. STATE AMOUNT —p———
Of the 29 states listed in Figure 64, six states do not have California $1.50 Monthly
administrative fees for their deferred compensation plans for Georgia $4.17 Monthly
the current year for actively deferring employees. Seven states Missouri $3.00 Monthly
have only flat administrative fees, 14 have only asset-based Montana*- $0.42 Monthly
administrative fees, and 2 states, Montana and Texas, have a New Mexico $4.92 Monthly
combination of flat and asset-based administrative fees. Of New York $1.17 Monthly
the 14 states with only asset-based fees, 7 states have higher Oklahoma $1.00 Mont::y
*
asset-based fees than Texas. Te.xas ) $0.83 Monthly
Wisconsin $1.00-$5.50 Monthly
Through the program’s website, brochures, and newsletters, PLANS WITH ASSET-BASED FEES
the Texa$aver Program has disclosed all fees. The translation Alaska 0.1500% Annual
of those fees for an individual’s account is not easy. The Connecticut 0.1200% Annual
website and paper statements do not isolate fees for review. Hawaii 0.2310% Annual
Fees are listed as part of “other activities” which includes cash Kentucky 0.3200% Annual
earnings and dividends. Plan fees are not summed up on Maryland 0.1900% Annual
statements to make it easy to distinguish the costs of the Minnesota 0.1000% Annual
program. Due to the difficulty in applying those fees to an Montana* 0.15%-0.35% Annual
individual account, Texa$aver participants would benefit QOregon 0.2200% Annual
from more detailed information in quarterly account South Carolina 0.1530% Annual
statements and examples with average monthly and annual South Dakota 0.2600% Annual
costs. Recommendation 1 requires the Employees Retirement Tennessee 0.2500% Annual
* 0,
System to disclose plan fees and investment fees in a reader- Texas 0.1999% Annual
. . Vermont 0.1500% Annual
friendly format on quarterly Texa$aver statements, with
. . . . T Virginia 0.2800% Annual
information on specific amounts applied to individual
.. Washington 0.1300% Annual
accounts so that plan participants have an easy way to _
. . . Wyoming 0.5000% Annual
understand the total cost of investing in the Texa$aver
P STATE PLANS WITH NO ADMINISTRATIVE FEES
rogram.
& Alabama Colorado
Florida Idaho
INVESTMENT OPTIONS WITH TEXA$AVER New H h ohi
) ew Hampshire io
The Te).(a\fﬁzjwer Program has evolved since 19_91 when the *Indicates a state that has both flat fees and asset-based fees.
responsibility for the deferred compensation program Source: Legislative Budget Board.
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transferred to the Employees Retirement System (ERS) from
the Comptroller of Public Accounts (CPA). At the time of
the transfer, the 457 plan had 250 vendors and over 300
products. ERS made significant changes to the deferred
compensation program during the 1990s to make it user
friendly and affordable for state employees. Though having a
choice of funds is important, according to Smart Money
magazine, November 2006, having too many options may be
overwhelming for deferred compensation participants and
may contribute to the lack of participation. Almost 20
percent of non-Texa$aver participants who responded to the
LBB survey on Texa$aver said they did not participate
because they found it confusing to enroll or select
investments.

Currently, the Texa$aver Program offers 11 core funds plus
10 target retirement date funds whose investments are
allocated according to years of planned retirement. In
addition, Texa$aver participants have the option of choosing
their own investments through the Schwab Personal Choice
Retirement Account, which is a self-directed brokerage

account. The program offers a balanced choice of options
including stable value, money market, small-cap, mid-cap,
large-cap, and international fund. Figure 65 shows a list of
the Texa$aver Program options and related investment fees.

As mentioned previously, the cost of investing can have a
significant impact on the savings an individual can
accumulate. Investment funds group administrative costs
into an expense ratio, which includes the costs for managing
a specific fund. These expenses are deducted directly from
returns and they are in addition to the plan administrative
fees, such as the Texa$aver Program fees.

Experts recommend that investors select funds that have
expense ratios that are less than 1.00 percent for funds that
invest in large U.S. companies and no more than 1.25 percent
for funds that invest in small or international companies.
Within the Texa$aver Program, the cost of investing based
on fund expense ratios falls within these guidelines. Of all the
funds in the program, only three have gross expense ratios of
1 percent or more. ERS has negotiated rebates for five of the

FIGURE 65
TEXA$AVER PROGRAM INVESTMENT OPTIONS, 2008
CORE FUNDS
GROSS NET
EXPENSE EXPENSE
FUND NAME FUND TYPE RATIO REBATES RATIO
Fidelity Retirement Money Market Fund Money Market 0.42% 0.25% 0.17%
ING Stable Value Account Stable Value 0.19% 0.00% 0.19%
Fidelity U.S. Bond Index Fund Bond 0.32% 0.00% 0.32%
Vanguard Wellington Fund Balanced 0.16% 0.00% 0.16%
Davis New York Venture Fund A Large Cap Value 0.85% 0.45% 0.40%
Vanguard Institutional Index Fund Large Cap Blend 0.03% 0.00% 0.03%
Vanguard Growth Index Fund Large Cap Growth 0.07% 0.00% 0.07%
First Eagle Fund of American Y Mid Cap Blend 1.40% 0.40% 1.00%
Munder Mid-Cap Core Growth Fund Y Mid Cap Growth 1.08% 0.25% 0.83%
Lord Abbett Small Cap Value Fund | Small Cap Value 0.93% 0.00% 0.93%
Fidelity Diversified International Fund Foreign Stock 1.02% 0.25% 0.77%
TARGET RETIREMENT DATE FUNDS

Target Today Fund Target Retirement 0.62% 0.25% 0.37%
Target 2010 Fund Target-Date 2010-2014 0.65% 0.25% 0.40%
Target 2015 Fund Target-Date 2015-2019 0.66% 0.25% 0.41%
Target 2020 Fund Target-Date 2020-2024 0.67% 0.25% 0.42%
Target 2025 Fund Target-Date 2025-2029 0.67% 0.25% 0.42%
Target 2030 Fund Target-Date 2030-2034 0.68% 0.25% 0.43%
Target 2035 Fund Target-Date 2035-2039 0.69% 0.25% 0.44%
Target 2040 Fund Target-Date 2040-2044 0.69% 0.25% 0.44%
Target 2045 Fund Target-Date 2045-2049 0.69% 0.25% 0.44%
Target 2050 Fund Target-Date 2050+ 0.69% 0.25% 0.44%

Source: Employees Retirement System.
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core funds and all ten of the Wells Fargo Retirement Date
Funds. After rebates, all but one fund has a net expense ratio
of less than 1 percent; the remaining fund, the First Eagle
Fund, has a net expense ratio of 1 percent.

Some respondents to the LBB Texa$aver Program survey
provided feedback on the number of funds and stated that
they would like a greater selection of funds. This feedback
clashes with the idea of “choice overload” where too many
funds can have a paralyzing effect on new participants
wanting to enroll and choose investments. Examining other
states shows that, on average, states provide 18 fund choices.

Figure 66 shows an overview of states” fund options.

FIGURE 66
FUND OPTIONS AMONG STATE DEFERRED COMPENSATION
PROGRAMS, 2008

NUMBER OF FUNDS ALL STATES
Average Number of Funds* 18

Median Number of Funds* 17

FUND OPTIONS NUMBER OF STATES
Stable Value Fund 46

FDIC or NCUA-Insured Option 2

Target Retirement or Lifecycle 38
Socially Responsible Investment (SRI) 19
Self-Directed Brokerage Option 21

*If a state had target retirement date or lifecycle funds, those groups
of funds were counted as one since the intent is for an investor to
choose only one.

Source: Legislative Budget Board.

Texas has fewer funds than most other states. To compare
other states’ plans, target retirement date funds or lifecycle
funds were counted as a single fund since an investor is meant
to choose only one. Using this methodology, Texas only has
12 funds—11 core and a set of target retirement date funds.
One of the most common fund options across states was a
stable value fund, which is a fund option with a lower rate of
return and protection of principal. Forty-six states, including
Texas, offer a stable value fund. Target retirement date funds
or lifecycle funds were also common, with 38 states offering
them, including Texas. Twenty-one states, including Texas,
also offered a self-directed brokerage account which offers
plan participants access to thousands of funds.

One option that the Texa$aver Program does not offer is a
Federal Deposit Insurance Corporation (FDIC) insured fund
option. An FDIC-insured option provides protection against
losses. The FDIC is an independent federal agency created in

1933 to promote public confidence and stability in the
nation’s banking system. The maximum insurance amount is
$250,000 per depositor, per insured bank. This amount
includes principal and accrued interest up to a total of
$250,000. The $250,000 amount applies to all depositors of
an insured bank. The National Credit Union Administration
(NCUA) provides a similar function to FDIC for depositors
to a credit union. At least two states offer an FDIC-insured
or NCUA-insured option within their deferred compensation
plans. These states include Arizona, which offers a 3.25
percent interest on an NCUA-insured fund, and Wisconsin,
which offers an FDIC-insured option. Like a stable value
fund, an insured fund option would not be ideal for all
Texa$aver participants because it offers a lower rate of return.
However, offering an insured fund option may encourage
more state employees to invest because they would not have
to worry about losing money. Given the financial crisis in fall
2008, this may be a timely consideration for the Texa$aver
Program.

Another option that the Texa$aver Program does not offer is
a Socially Responsible Investment (SRI) fund. Nineteen
other states offer an SRI fund in their deferred compensation
program. With mutual funds, it is often difficult to decipher
what types of industries and companies in which a given
fund invests. An SRI fund is one that invests in businesses
providing products or services that adhere to specific criteria.
Some SRI funds will focus on specific issues, such as the PAX
World Balanced Fund, offered within lowa’s plan, evaluates
environment, social, and governance criteria before selecting
companies in which to invest. An SRI fund may be a viable
option for the Texa$aver Program that ERS should consider
adding to the program as a core fund. Public sector employees
tend to have an interest in public policy and service, and
government employees may be interested in this type of

investment option.

Recommendation 2 directs the Employees Retirement
System to add a Federal Deposit Insurance Corporation
(FDIC)-insured fund option and a Socially Responsible
Investment Fund option to the Texa$aver Program. Including
these funds will also warrant educational efforts by the
program so that participants can understand these new
options.

AUTOMATIC ENROLLMENT

Automatic enrollment for deferred compensation plans
transforms voluntary 401(k), 457, and 403(b) plans from
opt-in plans into opt-out plans (a 403(b) plan is the deferred

90 TEXAS STATE GOVERNMENT EFFECTIVENESS AND EFFICIENCY

LEGISLATIVE BUDGET BOARD STAFF — JANUARY 2009



INCREASE EMPLOYEE PARTICIPATION IN THE TEXA$AVER PROGRAM

compensation plan typically offered at universities and non-
profit employers). These plan types are typically offered as
voluntary retirement plans intended to supplement other
types of savings an individual might have, such as Social
Security and pensions. As an opt-in plan, an employee has to
make the decision to participate in a 401(k) or 457 plan and
then take the steps to enroll. Automartic enrollment addresses
employee inertia by requiring employees to make an active
decision to not participate, otherwise they are automatically
enrolled.

Texas sought to address employee inertia and boost individual
retirement savings within the state employee population with
the enactment of House Bill 957, Eightieth Legislature,
2007. This bill created the automatic enrollment of new state
agency employees after January 1, 2008 into the 401(k) plan
at 1 percent of their gross salary. Only employees who are
eligible for the Texa$aver 401 (k) plan are subject to automatic
enrollment; higher education employees, who are eligible for
the 457 plan and generally a university-sponsored 403(b)
plan, are not included in automatic enrollment. Participants
who are enrolled under this process have their contributions
invested in an age-appropriate target retirement date fund
unless they select another fund. As of October 2008, the
401(k) plan had 18,425 auto-enrollees. Figure 67 shows

information on 2008 automatic enrollments.

FIGURE 67
AUTOMATIC ENROLLMENT IN TEXA$AVER 401 (k) PLAN
THROUGH OCTOBER 2008

Total auto-enrollees 26,002
Total auto-enrollees still contributing 18,425
Percentage of new employees declining 6.33%
Retention rate for auto-enrollees 70.86%

Source: Employees Retirement System.

As of October 2008, approximately 45 percent of Texa$aver
401(k) plan participants were auto-enrollees. Though
increasing participation through automatic enrollment helps
employees to save, the employees who are now enrolled
through this process have a default deferral rate equal to 1
percent of their gross salary, which is a low savings rate.

For employers considering adding automatic enrollment to

their deferred compensation plans, there are several key
policy questions to consider:

o Who will automatic enrollment apply to? New hires
only? All employees?

o What is the default deferral rate for any employees
automatically enrolled?

e Will there be automatic escalation of the deferral rate

on a periodic basis?

o What will the default investment product be for

automatic enrollees?

o What is the opt-out timeframe before contributions

will be deducted?

In crafting automatic enrollment features within their
deferred compensation plans, public and private sector
employer have taken slightly different approaches. Texas is
one of five states that currently employ automatic enrollment
in their deferred compensation plans. Figure 68 shows the
states and plans that feature automatic enrollment.

As shown in Figure 68, the five states that have implemented
automatic enrollment use a low default enrollment level.
Three of these states allow employees 30 to 90 days to opt out
of the program and receive refunds from contributions. For
default investment funds for those employees who are auto-
enrolled, two of these states use target retirement date funds,
one uses a balanced growth fund, and one uses a stable value
fund. Employees can opt out at any time.

FIGURE 68

STATES THAT USE AUTOMATIC ENROLLMENT FOR DEFERRED COMPENSATION PLANS, 2008

STATE PLAN TYPE AUTO-ENROLLED POPULATION DEFAULT DEFERRED AMOUNT
Indiana 457 New employees on or after July 1, 2007 $15 per bi-weekly paycheck
South Dakota 457 New employees; date undetermined Undetermined

Texas 401(k) New employees on or after January 1, 2008 1% per monthly paycheck
Virginia 457 New employees on or after January 1, 2008 $20 per semi-monthly paycheck
West Virginia 457 New employees on or after July 1, 2007 $10 per semi-monthly paycheck

Source: Legislative Budget Board.
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Currently, none of the five states listed in Figure 68 offer
automatic escalation within their plan. Automatic escalation
is a feature where at regularly scheduled period, usually once
per year, a plan participants deferral rate is automatically
increased by a pre-determined amount. Automatic escalation
typically continues until the deferral rate of an individual
participant reaches a pre-determined maximum. Figure 69
shows an example of how automatic enrollment and
automatic escalation could work together to help employees
build retirement savings.

FIGURE 69
EXAMPLE OF AUTOMATIC ESCALATION
YEAR DEFERRAL RATE
1 Employee initially enrolls at 3%
2 Increased to 4%
3 Increased to 5%
4 Increased to 6%

Source: Legislative Budget Board.

Within the private sector, automatic enrollment of
participants in 401(k) plans has seen a significant increase
since the passage of the Pension Protection Act of 2006.
According to Deloitte’s 401(k) Benchmarking Survey, 2008,
approximately 42 percent of the 436 plans surveyed now
contain automatic enrollment within their plans; another 26
percent are considering offering it.

Default deferral rates under automatic enrollment for 401 (k)
plans in the private sector are somewhat different from
comparable public sector plans. For the Deloitte survey
respondents, 68 percent reported a default contribution rate
of 3 percent of employee salary; 16 percent of respondents
reported a default contribution rate of less than 2 percent of
employee salary.

fund and deferred

compensation plan provider, completed a study on

Vanguard, a mutual company
automatic enrollment in 2007 with detailed information
on 55 plans that have implemented this feature. Of these
55 plans, 87 percent applied automatic enrollment to new
hires only; the remaining 13 percent either applied to all
employees or initially started with new hires and then
expanded to all employees. The default deferral rates for
auto-enrolled plans varied within the Vanguard study.

Figure 70 provides more information.

Forty-seven percent of the 55 plans included in the Vanguard
study used a default deferral rate equal to 3 percent of an

FIGURE 70
DEFAULT DEFERRAL RATES FOR PLANS USING
AUTOMATIC ENROLLMENT, 2007

4%—Deferral

Rate
(13%)
3%—Deferral 5%—Deferral
Rate Rate
(47%) / (5%)
\ 6%—Deferral
Rate
2%—Deferral (4%)
Rate
(27%) 1%—Deferral
Rate
(4%)

Source: Vanguard.

employee’s salary. In addition, 55 percent of these plans
include an automatic employee contribution increase of

1 percent per year.

Based on the LBB survey on Texa$aver, automatic
enrollment is the least important feature to state and higher
education employees. In the survey, respondents were asked
to rank six features in terms of what would make them
more likely to participate (non-participants) or more likely
to participate at a higher rate (Texa$aver participants). The
six features included (1) automatic enrollment, (2) Roth
401(k)/457, (3) employer match, (4) different fund options,
(5) educational opportunities, and (6) investment advisor
service. Of these features, both Texa$aver participants and
non-participants typically ranked automatic enrollment
last. Though weighing employee feedback is helpful in
determining what changes, if any, to make to the Texa$aver
Program, based on both the experience of other employers
and the experience of Texas’ automatic enrollment program,
the expansion of automatic enrollment with an auto-
escalation may prove to be the most successful strategy to

encourage employees to save for retirement.

With the current automatic enrollment, the opt-out rate by
new employees for the Texa$aver Program has been less than
7 percent, and the long-term retention rate of auto-enrollees
is 71 percent. Though expanding automatic enrollment to all
employees would likely increase the opt-out rate, some
employees would not decline. By adding an automatic
escalation feature, employees would not only be enrolled in
the plan, but also benefit from small increases each year to
help them build retirement savings. Both automatic
enrollment and automatic escalation can be declined by an
employee, but the benefit comes from making an active
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choice to not participate or increase contributions, rather
than an employee having to make an active choice to
participate. Recommendation 3 would expand automatic
enrollment to include all state agency employees as a one-
time event. To accommodate the one-time event, automatic
enrollment for all state agency employees into the 401(k)
could be part of the open enrollment during the summer
2010. Much like the current automatic enrollment for new
state employees, this enrollment would apply only to the
population of employees who currently qualify for the
Texa$aver 401 (k) program; this process would not apply to
employees of higher education institutions.

Recommendation 3 would also include an automatic
employee contribution escalation feature which would
increase employee contributions by 1 percent each year unless
the employee opts out. This escalation feature would include
amaximum contribution cap, setat 5 percent of an employee’s

salary.

EMPLOYER MATCH

Many employer-sponsored retirement savings plans in both
the public and private sector offer an employer contribution.
An employer contribution is a deferred compensation
program feature where an employer offers a cash contribution,
usually in the form of a match, based on an employee
contributing to the program. An employer match is often
structured in terms of a specified dollar amount or percentage
of salary, up to a maximum.

An employer contribution has traditionally been one of the
most effective incentives to encourage employees to save as
part of a voluntary retirement plan. According to Deloitte, in
its 401(k) Benchmarking Survey, 2008 edition, 62 percent of
employers offered a matching contribution.

Though public sector employers are less likely to offer an
employer match, 12 states currently offer one. One possibility
for why employer contributions for defined contribution
plans in the public sector is less likely is because these
employers also tend to have traditional defined benefit plans.
Of the 12 states that offer an employer contribution in their
401(k) or 457 plans, 11 of them also have traditional pension
plans. Figure 71 shows additional information on plans
specifics for the 12 states that offer a match.

Offering an employer matching contribution typically
provides a strong incentive for employees to save as part of
the defined contribution plans. States that have implemented
an employer match have seen a significant increase in

participation. The National Association of Government
Defined Contribution Administrators, Inc. (NAGDCA)
does a biannual survey of public sector plans. From its 2006
survey, 10 of the states offering an employer match detailed
their experiences with implementing a match. Four states,
including Indiana, Michigan, Missouri, and Tennessee, have
participation rates in excess of 50 percent, at least part of
which is due to the match. Both Delaware and Iowa reported
that their participation rates doubled after implementing a
match.

Private sector employers tend to offer higher matches. One of
the most common match structures is a $0.50 match for
every $1.00 in employee contribution, up to 3 percent of an
employee’s salary. Offering this level of match to state
employees would cost Texas more than $60 million
annually.

One option for the state would be to establish an employer
match for the Texa$aver 401(k) plan similar to the match
offered by other states. This option would allow the state to
offer a small match, which would provide an incentive to
employees to save, while still being affordable to the state.
Figure 72 shows examples of the cost of a small match based
on several scenarios of match amounts and participation

levels.

Another match option for the state of Texas is to offer a time-
limited employer match for the Texa$aver 401(k) plan to
encourage employee savings. West Virginia offers a $100 per
year match for the four-year period beginning in fiscal year
2008. This match program is based on a minimum $10
monthly contribution. Colorado has also used a temporary
match, which increased participation in the state’s 457 plan
significantly. Colorado offered a four-year period for a match,
from January 2001 to May 2004. The match was structured
in such as way that it offered a 3 percent match in 2001 and
2002, 2 percent in 2003, and 1 percent in 2004.

Recommendation 4 would amend Texas Government
Code, Chapter 609, to offer an employer match within the
Texa$aver 401(k) plan, subject to appropriations by the
Legislature. Recommendation 5 would add a contingency
rider in the 2010-11 General Appropriations Bill to
appropriate funds to the Comptroller of Public Accounts
for an employer match of $10 per month ($120 per year)
for participants within the Texa$aver 401(k) plan. These
funds would be transferred to ERS during payroll processing
and distributed among 401(k) participant accounts. These
two recommendations would be subject to available funds

and approved only if the pension system has sufficient
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FIGURE 71

STATES WITH EMPLOYER MATCH FOR DEFERRED COMPENSATION PLANS, 2008

STATE PLAN TYPE VOLUNTARY DEFERRED COMPENSATION MATCH MANDATORY RETIREMENT PLAN
Delaware 457 Offered in fiscal year 2008, but suspended in fiscal Defined Benefit — Employees contribute 3% of
year 2009 to balance budget salary that exceeds $6,000 per year. The state
contributes 7.44%.

Indiana 457 Up to $15 per biweekly paycheck ($390 annually) A two-part plan — For the pension, the employer
contributes; no employee contribution. For the
Annuity Savings, the state contributes 3% of an
employee’s salary; employees can voluntarily
contribute up to an additional 10% of salary.

lowa 457 Up to $75 per month ($900 annually) Defined Benefit — Employees contribute 4.10% of
salary; the state contributes 6.35% for the employee.

Maryland 457 Up to $600 annually Defined Benefit — Employees contribute 5% of
salary; the state contributes an amount determined
annually.

Michigan 401(k) Up to 3% 401(k) — State contributes 4%. The additional 3% is
the matching contribution based on an employee’s
voluntary contribution.

Missouri 457 Up to $25 per month with at least 12 months of Defined Benefit

service
North 457 Up to 4% may be vested in a member account. The Defined Benefit — Employer contributes 4.12% to
Dakota employer match will vest in a member account. While  retirement pool of funds; employee contributes 4% to
this does not increase the employer contribution a member account. If the employee also contributes
overall, it allows members who cash out to roll it over  to the 457 plan, 4.00% of the employer contribution
to another pension system or retirement savings goes to the member account; the other 0.12% is
account. deposited to the retirement pool.

Oklahoma 457 Up to $25 per month as part of 401(a) account. Defined Benefit — State contributes 13.5%;
employee contributes 3.5%.

Tennessee 401(k) Up to $50 per month ($600 annually). Defined Benefit — State contributes 5% plus
additional amount determined each year for actuarial
soundness; no employee contribution.

Virginia 457 Up to $20 per pay period ($480 annually) Defined Benefit — State contributes a percentage
based on total payroll; employee contribution is 5%.

West 457 Up to $100 per year for four years Defined Benefit — State contributes 10.5%;

Virginia employee contribution is 4.5%.

Wyoming 457 Up to $20 per month ($240 annually). Defined Benefit — State contributes 5.68%;

Source: Legislative Budget Board.

employee contributes 5.57%.

FIGURE 72 funding. Sufficient pension funding is defined as a 90
ANNUAL COST OF OFFERING AN EMPLOYER MATCH WITHIN percent funded ratio and the Employees Retirement System
THE TEXA$AVER 401(K) PLAN .
receiving normal costs.
ANNUAL COST BY NUMBER OF
EMPLOYEES PARTICIPATING The cost for a $10 per month match ($120 annually) is $17.1
MATCH AMOUNT (IN MILLIONS) million per year if 142,860 employees participated. This
MONTHLY  ANNUAL 50,000 75,000 150,000 estimate deducts the opt-out rate for automatic enrollment,
$10 $120 $6.0 $9.0 $18.0 6.33 percent, from 152,514 employees for a total of 142,860
employees who would qualify for a match.
$15 $180 $9.0 $13.5 $27.0
$20 $240 $12.0 $18.0 $36.0 ROTH 401(K) OPTION
$25 $300 $15.0 $22.5 $45.0 With the enactment of the federal Pension Protection Act of
Source: Legislative Budget Board. 2006, one of the retirement savings features made permanent
was the Roth 401(k). Originally permitted in 2001, since its
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permanency in 2006 the growth of the Roth 401(k) has
increased significantly.

Tax benefits are one of the defining features of saving in
retirement accounts such as the 401(k) and the individual
retirement account (IRA). With the advent of Roth options,
the tax benefits from these programs offer two distinct
benefits. Traditional 401(k) plans provide a pre-tax benefit
contributions for these plans, which are deducted from
employee paychecks, are deducted from pay before income
taxes are withheld. The money saved in a traditional 401 (k)
grows tax-deferred and is taxed upon withdrawal. Roth
savings offer an after tax benefit; the Roth 401(k) has the
same advantages to savers as a Roth IRA. With a Roth 401 (k),
taxes are paid up front and withdrawals, including earnings,
are tax-free.

The difference in the tax benefits offered by traditional
401(k)s compared to Roth 401(k)s is significant, and the
population that may benefit from a Roth 401(k) varies. In
long-term saving for retirement, one consideration is future
tax rates. There is no certainty about what future income tax
rates will be. Employees who are most likely to benefit from
a Roth 401 (k) include:

e an employee who anticipates being in a higher tax

bracket during retirement; and

e an employee who would like to qualify for a Roth
IRA, but does not due to income limits.

For many savers, contributing to a combination of pre-tax
options such as the traditional 401(k) and the after tax
options such as the Roth 401 (k) may provide effective means
to mitigate risks of future tax rates.

According to Deloitte’s 401(k) Benchmarking Survey, 2008,
the Roth 401(k) is one of the fastest developing features of
401(k) programs. In 2008, 23 percent of plans surveyed
reported offering a Roth 401(k), which is nearly double the
12 percent of plans reporting one in 2007. Another 28
percent of 401 (k) plans are planning to add a Roth option or
looking at the possibility.

The public sector has been slower to adopt Roth 401(k)
options. Out of the 50 states, only five states offer a Roth
401(k) option. These states include Kentucky, Michigan,
North Carolina, South Carolina, and Tennessee. Part of why
states have not adopted a Roth option within their deferred
compensation plans is that 37 states only offer a 457 plan;
under current federal law, Roth options are not permitted for
457 plans. As of August 2008, federal legislation is pending
that would permit Roth options within 457 plans. At least

two states, Minnesota and Oregon, are interested in offering
a Roth 457 plan when it becomes available. Some public
universities that tend to offer 457 and 403(b) plans are
offering Roth 403(b) plans, which were also permitted within
the Pension Protection Act of 2006. Texas A&M University
now offers a Roth option in its 403(b) plan.

According to the LBB Texa$aver survey, employee interest in
offering a Roth option within the 401 (k) and 457 plans ranks
as the second highest priority behind an employer match.
Twenty-five percent of survey respondents who do not
participate in the Texa$aver Program ranked a Roth option
as the second highest priority of six different plan features
that would encourage them to participate in the Texa$aver
Program; 32 percent of survey respondents who do participate
in Texa$aver ranked Roth second. In addition, of the survey
respondents who provided information on the types of non-
Texa$aver retirement savings plans that they contribute to,
35 percent responded that they contribute to a Roth IRA.

Recommendation 6 would amend Texas Government Code,
Chapter 609, to require the Employees Retirement System
(ERS) to offer a Roth 401(k) plan option and a Roth 457
option once it is permissible by federal law. Since adding a
Roth 401 (k) would essentially add another plan, costs would
be paid from monthly participant fees.

RETIREMENT PLANNING EDUCATION

Tying into all of the major features discussed is financial
literacy and education regarding retirement planning. The
LBB Texa$aver survey and national trends in personal finance
suggest that some state employees may not fully understand
how to invest or how to participate in the Texa$aver Program.
While some employees do enroll, they may not be sure of the
best ways to build and maintain retirement savings once they
have started.

Employees need to understand how to enroll in the Texa$aver
Program and select investments. In the LBB Texa$aver survey,
some employees feedback suggested a need for education
about retirement planning. Of survey respondents who do not
participate in the Texa$aver Program, 19.6 percent cited
confusion over enrolling or choosing investments as one of
their reasons for not participating, and 19.3 mentioned not
knowing about the Texa$aver Program.

Once an employee starts saving for retirement, savings need
to be maintained and participation adjusted from time to
time to account for changes in circumstances and the market.
Employees should periodically evaluate whether they are
contributing the right amount to reach retirement goals and
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if their investment allocation is appropriate to those goals. To
meet the needs of both new participants and ongoing
participants, ERS includes a two-part advisor service in the
Texa$aver Program. The basic service allows access to
Financial Engines, an online software that allows participants
to run detailed retirement savings scenarios based on their
goals. Participants also receive an annual personal evaluation
statement with recommendations for saving. For participants
who want more advice, for an additional service fee they can
use a Professional Account Manager. Employee feedback
from the LBB Texa$aver survey suggests that current
participants may not be doing periodic evaluations. Of the
survey respondents who do participate in Texa$aver, 57.3
percent of them rarely or never change their contribution
rate.

Another concern about participants maintenance of
retirement savings is highlighted by the loans used by
Texa$aver Program participants. A loan is one of the features
offered in deferred compensation programs. Loans from a
401(k) can be helpful if an account holder is in need. Both
plans within the Texa$aver Program include a loan option.
There is no credit check and a borrower pays back his or her
account with interest that may be lower than what would be

paid to a bank.

To take out a loan within the program, participants must
have account balances of at least $1,050. The plan charges a
$50 loan application fee (which is part of the $1,050
minimum balance required) and an ongoing $2 monthly
maintenance fee while the loan is outstanding. Loan amounts
are permitted under the following rules:

e if the balance is $1,000 to $10,000, the entire balance

can be borrowed;

o if the balance is $10,001 to $20,000, up to $10,000

can be borrowed; and

o if the balance is $20,001 and higher, a participant
can borrow 50 percent of the balance, not to exceed
$50,000.

Financial advisors generally discourage taking loans against
401 (k) or 457 accounts. ING, the Texa$aver Program vendor,
notes some disadvantages to taking loans from a Texa$aver
account. The interest paid back on the loan may be less than
what would have been earned had it been invested. Loan
payments are also made with after-tax dollars, which negates
the pre-tax advantage of the current program. If an employee
leaves state employment with a loan balance, the balance is
due upon termination unless loan payments continue to be
made to ING. If a participant defaults on the loan, it is

taxable. In addition, many participants will cease monthly
contributions while repaying a Texa$aver loan, which can
affect progress in reaching retirement goals.

The Texa$aver Program participants use loans. As of
December 2007, the Texa$aver Program participants had
outstanding loans totaling $85.2 million; $80.2 million from
the 401(k) plan and $5.0 million from the 457 plan. These
outstanding loan amounts stem from 24,683 loans; the
average loan amount in the 401(k) plan totaled $3,540 and
the average loan amount in the 457 plan totaled $2,455. Of
these loans, 8,792 participants had more than one loan.
During the discussion of the October 2007 ERS Board
Meeting, anecdotal information regarding Texa$aver loans
indicates that a number of loans are taken out towards the
end of the calendar year, suggesting that participants are
using plan balances to do holiday shopping.

ERS offers a number of educational programs throughout
the year. The two most frequent events are the “Be Benefit
Wise and Ready, Set, Retire” program offered at least once a
quarter and the Texa$aver Fair, which coincides with the
National Save for Retirement week in October. In addition,
Texa$aver Program information is also presented at the
Summer Enrollment Benefits Fairsand specialized webcasting.
During fiscal year 2007, 20,732 employees attended 739
education programs.

Despite the extensive educational efforts by ERS, employee
feedback and participant behavior suggests that more
education would be helpful to state employees. This need for
additional education would be intensified if any of the
previous recommendations described in this report are
implemented. Plan fees, new fund options, automatic
enrollment and escalation, a Roth 401(k), and an employer
match would all require increased educational efforts by ERS
and its Texa$aver Program vendor. Recommendation 7
would require the Employees Retirement System to revise its
educational offerings in order to help employees not only
enroll in the Texa$aver Program but also maintain savings
efforts over time.

FISCAL IMPACT OF THE RECOMMENDATIONS
Implementing these recommendations would result in a total
cost of $34.3 million in All Funds for the 2010—11 biennium.
These biennial costs are allocated as follows: $19.5 million in
General Revenue Funds, $2.1 million in General Revenue—
Dedicated Funds, $6.9 million in Federal Funds, and $5.8
million in Other Funds.
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Recommendation 1 relates to the disclosure of plan fees.
There is no fiscal impact for this recommendation.

Recommendation 2 would add two new fund options to the
Texa$aver Program, a FDIC-insured option and a SRI fund
option. There is no fiscal impact for this recommendation.

Recommendation 3 expands automatic enrollment and adds
auto-escalation for the 401(k) plan. Administrative fees for
the program are funded from member contributions; new
accounts added through automatic enrollment would be
subject to the existing fees. There is no cost for this

recommendation.

Recommendations 4 and 5 add a small employer match of
$10 per month ($120 per year) per participant in the
Texa$aver 401(k) plan. The estimate assumes participation
by 142,860 employees (152,514 employees minus the
automatic enrollment opt-out rate of 6.33 percent). The
employer match comprises the total $34.3 million costs for

the 2010-11 biennium. The cost for the employer match
includes conservative figures that reflect the likely maximum
cost. Since the long-term retention rate for auto-enrollees is
71 percent, the potential cost for an employer match of $10
per month would likely be lower than $34.3 million per

biennium.

adds a Roth 401(k)

Administrative fees for the program are funded from

Recommendation 6 feature.
member contributions; a Roth 401 (k) account would incur
the same monthly costs that the current 401(k) and 457
plans do. There is no cost for this recommendation.

Recommendation 7 directs ERS to extend educational
efforts. There is no cost for this recommendation.

shows the fiscal impact of these

Figure 73

recommendations.

The introduced 2010-11 General Appropriations Bill does

not address these recommendations.

FIGURE 73
FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014

PROBABLE SAVINGS/

PROBABLE SAVINGS/

PROBABLE SAVINGS/ PROBABLE SAVINGS/

FISCAL (COST) IN GENERAL (COST) IN GENERAL (COST) IN (COST) IN
YEAR REVENUE FUNDS REVENUE-DEDICATED FUNDS FEDERAL FUNDS OTHER FUNDS
2010 ($9,771,615) ($1,028,591) ($3,428,637) ($2,941,341)
2011 ($9,771,615) ($1,028,591) ($3,428,637) ($2,941,341)
2012 ($9,771,615) ($1,028,591) ($3,428,637) ($2,941,341)
2013 ($9,771,615) ($1,028,591) ($3,428,637) ($2,941,341)
2014 ($9,771,615) ($1,028,591) ($3,428,637) ($2,941,341)

Source: Legislative Budget Board.
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END THE USE OF GENERAL REVENUE FUNDS TO PAY FOR
INSURANCE COMPANY EXAMINATIONS

The Texas Department of Insurance conducts periodic
examinations of insurance carriers based in the state. The
examinations assess the ability of each carrier to meet its
financial liabilities and the carrier’s compliance with state
law. Insurers pay an examination fee to cover the costs of the
examination and an assessment to cover the overhead costs.
Insurers receive tax credits for fees and assessments paid.

Revenue from the fees and assessments is deposited to the
Insurance Operating Account, but the credits are taken
against the insurance premium tax, which is General Revenue
Funds. In effect, General Revenue Funds are being used to
pay for insurance company examinations.

CONCERN

¢ Under the existing structure of insurance company
examination fees, overhead assessments, and tax credits
for those charges, insurance company examinations
are, in effect, paid for with General Revenue Funds.

RECOMMENDATION
¢ Recommendation 1: Repeal Texas Insurance Code,
Sections 221.006, 222.007, 223.009, 401.151(e),
and 401.154 to eliminate the credit for examination
fees and overhead assessments.

DISCUSSION

Insurance premium taxes are imposed on insurers doing
business in Texas. The tax rates vary by the line of insurance,
as shown in Figure 74.

FIGURE 74
TAX RATES FOR INSURANCE PREMIUMS TAX

TAX RATE
PERCENTAGE OF
TAXABLE GROSS

INSURANCE LINE PREMIUMS
Property and Casualty 1.60%
Life, Accident, and Health 1.75%
Title 1.35%
Reciprocal or Inter-insurance Exchanges 1.70%
Unauthorized Insurance, Surplus Lines, and 4.85%

Independently Procured

Source: Comptroller of Public Accounts.

The Comptroller of Public Accounts collects the taxes and
deposits them to the General Revenue Fund. One-fourth of
the tax is constitutionally dedicated to public education and
is transferred to the Foundation School Fund for distribution
to school districts. Because each dollar in public school
funding from the Foundation School Fund reduces General
Revenue Fund spending for public schools by $1, essentially,
100 percent of the insurance premium tax is General Revenue
Funds.

The state collected more than $1.3 billion in insurance
premium taxes in fiscal year 2008. Figure 75 shows a history
of tax collections for the insurance premium tax from fiscal
year 2000 to fiscal year 2008.

FIGURE 75
INSURANCE PREMIUM TAX COLLECTIONS
FISCAL YEARS 2000 TO 2008

IN MILLIONS
$1,400

$1,200

$1,000

$800

$600

$400

$200

2000 2001 2002 2003 2004 2005 2006 2007 2008

Norte: Collections shown are net of all credits.
Source: Comptroller of Public Accounts.

EXAMINATIONS, FEES, AND ASSESSMENTS

The Texas Department of Insurance (TDI) conducts periodic
examinations of insurance companies domiciled in Texas to
evaluate their ability to meet financial obligations and to
assess the carrier’s compliance with state law. TDI can
examine a carrier as often as TDI considers necessary, but not
less frequently than once every five years. TDI is also
responsible for examining foreign companies doing business
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in the state, but TDI rules allow the agency to rely on
examinations performed by the insurance regulatory agency
in each carrier’s home state to satisfy this requirement. As a
result, TDI performs few examinations of foreign carriers.

In addition to financial examinations, TDI conducts quality
of care examinations of Health Maintenance Organizations
(HMOs) and Workers’ Compensation Health Care Networks.
These examinations occur at least every three years and

evaluate each company’s compliance with statute.

In fiscal year 2008, TDI performed 153 examinations at an
average cost of $85,136 per examination, which includes
direct, indirect, and overhead costs. TDI charges each insurer
examined a fee to cover salaries of TDI employees and of
third-party examiners hired by TDI, travel, and miscellaneous
expenses of examiners. In addition, TDI imposes an overhead
assessment on all domestic insurers to cover agency spending
related to examinations. The assessments pay for operating
expenses of the agency’s Examinations Section, including
support staff salaries, utilities, rent, office equipment, and
supplies. TDI sets the rate of the overhead assessment
annually.

In 2008, TDI charged Texas firms an overhead assessment of
0.00278 of 1 percent of assets plus 0.00967 of 1 percent of
gross premiums, excluding premiums attributable to qualified
pension plans. According to TDI, the maximum charge to
any one insurer was more than $1 million, and at least 95
percent of that was overhead charge. Figure 76 shows the
amount of examination fees and overhead assessments billed
and collected by TDI in fiscal years 2005 to 2008. Most of
the cost of examinations is incurred in the form of the
overhead assessment which spreads the cost of examinations
over all domestic insurers. Revenue from the fees and

assessments is deposited to Insurance Operating Account
0036 (General Revenue—Dedicated Funds).

Insurers and HMOs can claim a credit against the insurance
premium tax for the examination fees and overhead
assessments; Workers’ Compensation Health Care Networks
cannot claim a credit. Texas domiciled companies that
maintain their books outside the state cannot claim credits
for the travel portion of direct expenses. A company’s credit
may not exceed its tax liability. Credits cannot be carried
forward to future years or back to previous years. As a result,
the total amount of credits granted can be less than fees and
charges collected by TDL

Examination credits taken by Property and Casualty Insurers,
Title Insurance Companies, and HMO:s totaled $5.8 million
in fiscal year 2007. Figure 77 shows the total amount of
examination and overhead credits taken by those insurance
lines in fiscal year 2007.

Although not included in Figure 77, life, accident, and
health insurers qualify for credits for examination fees and
overhead assessments. Prior to fiscal year 2009, life insurers
also received credits for valuation fees imposed to cover TDI’s
costs of checking life insurers’ mortality reserves. Life insurers’
filings reported valuation fees, examination fees, and overhead
assessments in a way that made it difficult to determine the
amount of examination and overhead credits separate from
valuation credits. While it is difficult to determine the actual
amount of examination and overhead credits taken by these
insurers, examination fees and assessments collected from
life, accident, and health insurers averaged $4.6 million per
year in fiscal years 2004 through 2007. With the inclusion of
credits for life, accident, and health insurers, tax credits to
insurers for examination fees and overhead assessments total
about $10.4 million per fiscal year.

Recommendation 1 would repeal the insurance premiums
tax credits for examination fees and overhead assessments.

Eliminating the credits would increase the amount of

FIGURE 76

COLLECTION OF EXAMINATION FEES AND OVERHEAD ASSESSMENTS

FISCAL YEARS 2005 TO 2008

IN MILLIONS
FISCAL DIRECT EXAMINATION OVERHEAD QUALITY OF CARE
YEAR BILLING ASSESSMENT BILLING TOTAL BILLED TOTAL COLLECTED
2005 $2.8 $8.3 $0.07 $11.2 $11.1
2006 $2.7 $11.1 $0.05 $13.9 $11.7
2007 $2.5 $8.2 $0.04 $10.7 $13.0
2008 $2.8 $10.2 $0.05 $13.0 $12.4

Source: Texas Department of Insurance.
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FIGURE 77

CREDITS FOR EXAMINATION FEES AND OVERHEAD
ASSESSMENTS FOR PROPERTY AND CASUALTY,
HMOS, AND TITLE INSURANCE COMPANIES,
FISCAL YEAR 2007 (IN MILLIONS)

LINE OF INSURANCE CREDITS
Property and Casualty $4.9
Title Insurance 0.2
Health Maintenance Organizations 0.6
TOTAL FOR THESE LINES $5.8

Source: Comptroller of Public Accounts.

insurance premiums tax due to the state by approximately
$10.4 million per year, excluding the effect of other credits.

EFFECT OF OTHER CREDITS

Inaddition to the credits for examination expenses, companies
receive insurance premium tax credits for guaranty fund
assessments and certain  Texas Windstorm Insurance
Association (T'WIA) assessments. Companies claim the
examination and overhead credits before the guaranty and
casualty pool credits because the guaranty and casualty pool
credits, unlike the examination and overhead credits, do not
expire. In some cases, insurers do not have enough premium
tax liability to take the full amount of all credits available. For
these insurers, repealing the examination and overhead
credits would cause them to exhaust their guaranty and
windstorm credits faster and resume paying insurance
premium taxes sooner. In those instances, the gain to the
General Revenue Fund from repealing the credic for
examination fees and overhead assessments would be delayed,
but not reduced or eliminated.

The effect of other credits will be particularly important for
the next five years because of tax credits available to TWIA
members for windstorm assessments related to hurricane
damages in 2008. Insurers can take 20 percent of their TWIA
credits each year for five years, and an insurer can take credits
for more than five years if their tax liability is insufficient to
exhaust the credits in five years.

RETALIATORY TAXES

Forty-nine states, including Texas, impose retaliatory taxes
on insurers domiciled in other states. Retaliatory taxes
encourage equal treatment of insurers engaged in interstate
commerce. The Texas retaliatory tax applies if the aggregate
taxes, fees, and assessments (net of credits) imposed on a
Texas-based insurer by an insurer’s state of incorporation are
higher than those assessed on the out-of-state insurer writing

insurance in Texas. Texas collected $33.5 million in retaliatory
taxes in fiscal year 2007. Retaliatory taxes are included as part
of the insurance premium taxes shown in Figure 75.

Under certain circumstances, the elimination of a Texas tax
credit would reduce retaliatory taxes paid to this state by out-
of-state insurers and increase the amount of retaliatory taxes
paid by Texas companies in other states. Since TDI examines
few out-of-state insurers, eliminating examination fees would

have little impact on retaliatory taxes.

CONSIDERATION OF OTHER OPTIONS

Two other options for eliminating the General Revenue Fund
loss from credits for examination fees and overhead
assessments were considered. These options were repealing
the examination fees and assessments or granting a credit for
the fees against the insurance maintenance tax paid by

insurers.

Insurance maintenance taxes are initially deposited to the
General Revenue Fund then transferred to the Insurance
Operating Account (General Revenue-Dedicated Funds).
Appropriations from the maintenance tax and other insurance
fees pay for TDI operations and, to a lesser extent, for
programs at the following agencies: the Commission on Fire
Protection, the Texas Cancer Council, the Department of
State Health Services, the Texas Forest Service, the Texas
Department of Transportation, the Office of Attorney
General, and the Travis County Public Integrity Unit, which
investigates allegations of insurance fraud. The Insurance
Operating Accountisaself-levelingaccount. After considering
balances, fees, and other revenue collections in the account,
TDI determines the amount of additional revenue necessary
to fund expenditures from the account and sets maintenance
tax rates to generate the needed revenue. Actual maintenance
tax rates and the statutory maximum rates vary by line of
insurance as shown in Figure 78.

Either repealing the examination fees and overhead
assessments or granting a credit for those charges against the
maintenance tax would initially reduce revenue in the
Insurance Operating Account. TDI would have to increase
maintenance tax rates to replace the lost revenue.

These options were rejected for two reasons. First, unlike the
examination fees and overhead assessment, maintenance
taxes are imposed on both domestic and out-of-state insurers.
Increasing the maintenance tax on foreign insurers would
reduce retaliatory taxes paid to the General Revenue Fund
and possibly increase the taxes paid by Texas-based insurers
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FIGURE 78
MAINTENANCE TAX BASES AND RATES,
FISCAL YEAR 2008

TYPE OF STATUTORY

INSURANCE BASE MAXIMUM TAX RATE

Motor Vehicle Premium 0.200% 0.070%
Value

Fire Premium 1.250% 0.280%
Value

Workers’ Premium 0.600% 0.069%

Compensation Value

Casualty Premium 0.400% 0.129%
Value

Title Premium 1.000% 0.127%
Value

Life, Accident, Premium 0.040% 0.040%

and Health Value

Third-Party Administrative 1.000% 0.149%

Administrators Fees

Prepaid Legal Gross 1.000% 0.042%
Revenue

HMO Multi- Per Enrollee $2.00 $1.23

Service

HMO Single Per Enrollee $2.00 $0.41

Service

HMO Limited Per Enrollee $2.00 $0.41

Service

Source: Texas Department of Insurance.

in other states. Second, the maintenance tax rate on life,
accident, and health insurers is at the statutory maximum. As
a result, increases in the maintenance tax would be limited to
other lines of insurance. This would shift the cost of examining
life, accident, and health insurers to the other insurance

lines.

FISCAL IMPACT OF THE RECOMMENDATION
Figure 79 shows the estimated fiscal impact of repealing the

insurance premium tax credits for examination fees and
overhead assessments. The estimate assumes that credits
would be granted in fiscal year 2010 for fees and assessments
imposed in 2009. The estimate also assumes that a number
of TWIA members would have sufficient windstorm credits
to eliminate their premium tax liability in fiscal years 2010
through 2014. In fiscal year 2015, the revenue gain would
increase to approximately $14 million, and each year
thereafter the revenue gain would be approximately $10
million. Seventy-five percent of the gain would go to the
General Revenue Fund and 25 percent would go to the
Foundation School Fund.

FIGURE 79

FIVE-YEAR FISCAL IMPACT OF REPEALING INSURANCE
PREMIUM TAX CREDITS FOR EXAMINATION FEES AND
OVERHEAD ASSESSMENTS

PROBABLE GAIN/

PROBABLE GAIN/ (LOSS) IN THE

FISCAL (LOSS) IN GENERAL FOUNDATION
YEAR REVENUE FUNDS SCHOOL FUND
2010 $0 $0
2011 $6,992,000 $2,331,000
2012 $6,992,000 $2,331,000
2013 $6,992,000 $2,331,000
2014 $7,467,000 $2,489,000

Source: Legislative Budget Board.

The introduced 2010-11 General Appropriations Bill does
not reflect any changes as a result of this recommendation.
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CLOSE LOOPHOLES RELATED TO SALES TAXES

ON MOTOR VEHICLES

Texas receives almost $3 billion per year from the Motor
Vehicle Sales and Use Tax. Statutory provisions related to
leasing companies’ deductions and the gift tax can currently
be misapplied thereby reducing the amount of motor vehicles
sales taxes paid to the state.

Texas taxes leasing companies on the purchase of vehicles
intended for leasing, as opposed to taxing the gross receipts
of a lease contract. Leasing companies can reduce their sales
tax liability by deducting the fair market value of a vehicle, or
multiple vehicles, that they are no longer leasing, and the
Texas Tax Code provides that a retired vehicle titled in a
“related company’s name” can also be used to reduce the tax
liability of the owner (lessor). With many franchised dealers
having partial ownership of leasing companies, the pool of
vehicles available to lessors for deductions is bigger than it
would be without such a provision. In addition, the Texas
Comptroller of Public Accounts does not receive the necessary
information to verify compliance with provisions related to
allowable deductions. This could reduce the amount of sales
tax revenue that is paid to the state. Allowing lessors to make
tax-exempt vehicle purchases and requiring them to pay on
the gross receipts of the leased vehicle’s contract would
protect against abuse of the fair market value deduction
provision and could generate an additional $46.6 million in
motor vehicle sales tax revenue for the 2010-11 biennium.

Another area that has potential for abuse is the gift tax on
motor vehicles. In Texas, individuals receiving a vehicle as a
gift are exempt from the motor vehicle sales tax, and instead,
pay a $10 gift tax. Tightening the eligibility rules that allow
individuals to claim a vehicle as a gift could increase revenue
from motor vehicle sales tax by an additional $29.3 million
in General Revenue Funds for the 2010—11 biennium.

CONCERNS

¢ Short of an on-site audit of a lessor, the Texas
Comptroller of Public Accounts does not have
sufficient data to verify that the value of the retired
vehicle has not been used more than once as a
deduction or that the 18-month retirement limit
has not been exceeded. The lack of such verification
measures increases the risk of abuse and makes abuse
difficult to detect.

¢ Data from the Texas Comptroller of Public Accounts
from calendar year 2007 shows that the top 33 leasing
companies (determined by number of car purchases)
paid $48.1 million in motor vehicle sales tax on $2
billion of vehicle purchases. They also claimed $1.2
billion in fair market value deductions, allowing them
to reduce their tax liability by $73.9 million. This is
money that is foregone by the state.

¢ In the year after implementation of the law that
requires purchasers of vehicles involving a private-
party sale to pay tax on the standard presumptive
value of a vehicle (as opposed to the reported
purchase price), the number of transactions claiming
the gift tax has increased by 23.6 percent, or 78,012

transactions.

RECOMMENDATIONS

¢ Recommendation 1: Effective September 1, 2010,
amend Chapter 152 of the Texas Tax Code to require
lessors of motor vehicles to report vehicle information
for vehicles purchased and retired on a quarterly
basis to the Comptroller. This would provide the
Texas Comptroller of Public Accounts the necessary
information to verify compliance with the law.

¢ Recommendation 2: Effective September 1, 2010,
amend Section 152.026 of the Texas Tax Code to
impose a tax of 6.25 percent on the gross receipts of a
leasing contract, similar to the tax for rentals of motor
vehicles of 30 days or more.

¢ Recommendation 3: Amend Section 152.025 of the
Texas Tax Code to allow for a gift tax of $10 only
if a person receives a vehicle as a gift from a parent,
stepparent, spouse, grandparent, child, stepchild,
grandchild, guardian, or estate. A notarized statement
confirming the relationship should be required.

DISCUSSION

Texas assesses a motor vehicle sales tax of 6.25 percent on all
vehicle purchases, with some exemptions provided. In fiscal
years 2007 and 2008, the motor vehicle sales tax generated
almost $3 billion in General Revenue Funds in each fiscal
year. Leasing companies purchase several thousand vehicles
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per year, with the top 33 leasing companies (by number of
vehicles purchased) purchasing almost $2 billion in vehicles
in calendar year 2007.

Individuals purchasing a vehicle are allowed to trade in a
vehicle to reduce the portion of the purchase price that is
taxable. Similarly, a leasing company is allowed to minimize
or eliminate its tax liability by claiming a fair market value
deduction. Section 152.002 of the Texas Tax Code provides
that a person who is in the business of selling, renting, or
leasing motor vehicles, who obtains the certificate of title to
a motor vehicle, and who uses that motor vehicle for business
or personal purposes may deduct its fair market value from
the total consideration paid for a replacement vehicle if:

o the replacement vehicle is titled in the person’s

name;

o the person uses the replacement vehicle for business

or personal use;

o the retired vehicle has not been used as a deduction
before; and

o the replaced vehicle has been retired and offered for
sale within the last 18 months of the time it was taken

out of service.

The same section of the Texas Tax Code allows a licensed
leasing agency to deduct the value of a retired vehicle even if
the vehicle is titled to another person. This deduction is only
possible if the retired vehicle has been leased for more than
180 days and “either person: (A) holds a beneficial ownership
interest in the person of at least 80 percent; or (B) acquires all
of its vehicles exclusively from franchised dealers whose
franchisor shares common ownership with the other person.”
This provision was added by legislation enacted by the
Seventy-sixth Legislature, 1999. The provision allows two
entities, a leasing company and a car dealer, for example,
under common ownership (80 percent threshold) to claim
the fair market value deduction of vehicles the other has
retired. With many dealers having partial ownership of the
leasing companies, the pool of vehicles available to lessors for
deductions is bigger than it would be without such a
provision. This law may create ways to avoid paying the sales
tax. While lessors did pay $48 million in motor vehicle sales
tax, they were also able to avoid a substantial amount of tax
responsibility. In calendar year 2007, 33 of the lessors with
10 or more vehicle purchases claimed $1.2 billion in fair
market value deductions and reduced their tax liability by

$73.9 million.

The fair market value deduction is claimed at the time the
replacement vehicle is titled and registered at the county tax
assessor-collector’s office. Each county tax assessor collects
and remits the motor vehicle sales tax to the Texas Comptroller
of Public Accounts (CPA). A business claiming the deduction
must maintain records necessary to document the accuracy
of the retired vehicle’s fair market value, and complete a title
application/tax statement (Form 130-U) that includes a
description of the retired vehicle, including its vehicle
identification number (VIN). However, Form 130-U is not
an effective tool for the purposes of verifying whether a
leasing company is obtaining a deduction or complying with
the law. Even though a leasing company can deduct the value
of multiple retired vehicles, it is only required to provide the
VIN of one vehicle and indicate whether there are additional
trade-ins by marking “yes” or “no” on Form 130-U. No
information is collected on the number of additional vehicles
being claimed, the value of the additional vehicles, or their
VING.

Absent an on-site audit of each leasing company, CPA does
not have the necessary information to ensure that the
deductions leasing companies are claiming have not been
used before or that the 18-month retirement limit has not
been exceeded. The lack of data necessary to monitor the
validity of these retired vehicles increases the risk of abuse.

ABUSE OF GIFT TAX

Another area that has potential for abuse is the gift tax on
motor vehicles. If a person receives a vehicle as a gift, that
person is exempt from the motor vehicle sales tax, and
instead, incurs a $10 gift tax. Before October 2006, used
vehicles purchased through private-party transactions were
taxed based on the buyer’s reported purchase price. Therefore,
buyers could understate the purchase price on the Form 130-
U and pay little tax on their vehicle purchases. It was possible
to pay less than the amount of the gift tax if the reported
purchase price was low enough. To reduce abuse of this
provision, the Legislature passed a law that no longer allowed
buyers to report the purchase price of their used vehicles.
Instead, the Seventy-ninth Legislature, 2005, amended the
law to require individuals to pay the sales tax on at least 80
percent of the standard presumptive value of a used vehicle
or the appraised value of a used vehicle if the purchase price
is less than 80 percent of the standard presumptive value. The
standard presumptive value is determined by a national
vehicle valuation guide that calculates prices based on Texas
sales data.
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Without the option to report the purchase price there is an
incentive to claim a vehicle purchase as a gift and pay less tax.
In the year after the implementation of the standard
presumptive value provision, the number of vehicles claimed
as gifts increased by 23.6 percent, or 78,012, in calendar year
2007, as shown in Figure 80. A total of 330,908 gift tax
transactions were reported in calendar year 2006, while
calendar year 2007 had 408,920 transactions.

There are no requirements that the person making the gift be
a relative of the person claiming the gift tax or that the vehicle
being given is below a certain value. The only evidence
needed to confirm that the vehicle was received as a gift is the
signature of the person making the gift on Form 130-U.

Some states verify compliance with the law by requiring
statements of facts or affidavits from individuals claiming
exemption from the sales tax. Furthermore, some states allow
only tax-exempt vehicle gift exchanges only between related
parties. Figure 81 shows that California, Illinois, Michigan,
and New York provide exemptions to the sales tax when a
vehicle is received as a gift from a relative. They all require
proof of relationship. Florida exempts gifts of vehicles from
taxation if there is a sworn statement stating that it is a gift.

MITIGATING THE RISK OF ABUSE

Inappropriate reductions to the amount of tax owed on the
purchase of a motor vehicle results in a loss to the state’s
General Revenue Fund. While the exemptions to the motor
vehicle sales tax discussed above are allowed in statute, there
is a risk that they may be used in a manner that is inconsistent
with the intent of the Texas Legislature. Recommendation 1
would amend statute to require leasing companies to report
detailed vehicle information for retired vehicles and VINSs for

those retired vehicles used as a deduction to CPA on a
quarterly basis. Implementing these reporting requirements
would enhance the state’s ability to detect and reduce the
potential for abuse of payment of motor vehicle sales tax on
leased vehicles. Alternatively, the fair market value deduction
for lessors could be repealed; which would make any reporting
beyond Form 130-U unnecessary. This change would also

increase tax revenues.

Recommendation 2 would also help to limit the risk of abuse
by changing the way lessors pay taxes on the purchase of cars.
Currently, lessors are required to pay tax on the purchase
price of a vehicle, less any fair market value deduction.
Recommendation 2 would amend Section 152.026 of the
Texas Tax Code, which assesses a tax on gross rental receipts.
Rental companies pay the tax on the rental contract on a
monthly basis and not at the time the rental vehicle is
purchased and titled. Section 152.026 provides that for
vehicles rented for 30 days or less, a 10 percent tax is due on
gross receipts; if the rental contract is for 31 to 180 days, a
tax rate of 6.25 percent of gross rental receipts is due. Under
Recommendation 2, leased vehicles would fall under the
latter part of the provision. However, for vehicles leased for
more than 180 days, the tax will be computed based on the
total amount due under the lease agreement and paid at the
time of the contract initiation. For example, a lessor would
be required to collect $900 in tax upon leasing a vehicle with
a 36-month lease agreement and $400 monthly payments as
shown in Figure 82. This up-front collection of the sales tax
is often referred to as an accelerated tax payment and is done
in some states as an alternative to having the lessor collect the
tax at the time each payment is made.

FIGURE 80
NUMBER OF VEHICLES CLAIMED AS GIFTS IN TEXAS, CALENDAR YEARS 2000 TO 2007
500,000
400,000 /A
300,000 //M *
200,000
100,000
0
2000 2001 2002 2003 2004 2005 2006 2007
Source: Comptroller of Public Accounts.
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FIGURE 81

STATE LAWS ON TAX OWED ON VEHICLE RECEIVED AS A GIFT, 2007

STATE

STATE LAW

California

California exempts the sale or use of vehicles if the seller is the parent, grandparent, child, grandchild, or spouse of

the purchaser or if the seller and purchaser are minor brothers or sisters. The seller must not be a car dealer. Those
claiming this exemption must submit proof of the relationship. Sales by a stepchild to a stepparent, or vice versa, are

not exempt.

The sale of a motor vehicle to a revocable trust is exempt, provided that the sale does not change beneficial

ownership of the property.

Florida

Vehicles acquired by gift accompanied by a sworn statement describing the motor vehicle and stating that there are no

outstanding liens, a distribution to the heirs of an estate, a transfer between spouses of marital property, and a transfer
between former spouses as part of the property settlement in a divorce are exempt from tax.

lllinois The tax rate is $15 for each vehicle acquired when the transferee or purchaser is the spouse, mother, father, brother,
sister, or child of the transferor; or when the transfer is a gift to a beneficiary in the administration of an estate who is

not a surviving spouse.

Michigan

No tax is owed on transfers or purchases of vehicles when the transferee or purchaser is the spouse, parent, sibling,

child, stepparent, stepchild, stepbrother, stepsister, grandparent, grandchild, legal ward, or a legally appointed
guardian with a certified letter of guardianship, of the transferor; or vehicles transferred as a gift to a beneficiary.

Minnesota

Vehicles acquired by inheritance, acquired by gift between individuals or by gift from a limited use vehicle dealer to an

individual, when the transfer is without monetary or other consideration, transferred by guardian to ward, transferred
between joint tenants without monetary consideration, or transferred between a husband and wife in a divorce

proceeding are exempt from tax.

New York
stepchildren, unless the vendor is a dealer.

A sales tax exemption is provided for motor vehicles sold between spouses, parents, children, stepparents, and

Texas Atax of $10 is imposed on the recipient of a gift of a motor vehicle.

Source: Legislative Budget Board.

Rental companies can also deduct the fair market value of a
retired vehicle. This deduction is used to establish the
minimum gross rental receipts tax liability in the same way
that a leasing company establishes its tax liability. Figure 82
shows an example of how the minimum gross rental receipts
tax is determined for rental companies and applies the same
methodology to leased vehicles.

The rental company can satisfy the minimum tax liability by
collecting tax when it rents the vehicle and reports and remits
the tax to the CPA. If the vehicle is retired from rental service
prior to the minimum tax amount being met, the company
must pay the difference as shown in Figure 82. The CPA
indicates that not collecting enough tax to satisfy the
minimum due is not a common occurrence. Under
Recommendation 2, leasing companies would be subject to
these same rules. There is also a potential to generate more
revenue for the state because the leasing company will
continue to collect the tax on lease payments even after the
minimum tax liability is met if the vehicle remains in service.
Given the economic downturn the automobile industry is
currently facing, Recommendations 1 and 2 would be

effective September 1, 2010, to allow time for the economy

to recover.

Recommendation 3 would amend Section 152.025 of the
Texas Tax Code to allow a $10 gift tax only if a person receives
a vehicle as a gift from a parent, stepparent, spouse,
grandparent, child, stepchild, grandchild, guardian, or estate.
This change could reduce the number of people claiming
vehicles as gifts. Furthermore, requiring a notarized statement
confirming such a relationship to qualify for the gift tax on
motor vehicles may address the increase in the number of
vehicles claimed as gifts and the subsequent loss in revenue.

FISCAL IMPACT OF THE RECOMMENDATIONS

Recommendation 1 would have no fiscal impact to
appropriations of General Revenue Funds. Recommendation
2 is estimated to generate an additional $46.6 million in
motor vehicle sales tax in the 2010-11 biennium as a result
of collecting the tax on the gross receipts of the lease contract.
This revenue estimate accounts for delayed implementation
and decreased motor vehicle sales tax collections. Additional
revenue may be generated, capturing revenue that is currently
not collected due to non-compliant deductions and from tax
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ZI:LL(I:TJEL::K)N OF MINIMUM GROSS RECEIPTS TAX ON LEASED VEHICLES
UNDER CURRENT LAW RECOMMENDATION 2
MULTIPLE RETIRED ONE RETIRED MULTIPLE RETIRED

TAX DUE DATE VEHICLES VEHICLE VEHICLES
Monthly Lease Rate $400 $400 $400
Length of Lease (in Months) 36 36 36
Total Lease Contract $14,400 $14,400 $14,400
Tax Rate NA .0625 .0625
Taxes on Lease Payment Due upon Initiation of contract NA $900 $900
Purchase Price of Leased Vehicle $40,000 $40,000 $40,000
Value of Retired Vehicle 1 $15,000 $15,000 $15,000
Value of Retired Vehicle 2 $25,000 N/A $25,000
Taxable Receipts $0 $25,000 $0
Motor Vehicle Sales Tax Rate .0625 .0625 .0625
Minimum Tax Due NA $1,562.50 $0
Taxes Paid on Lease Payment NA $900 $900
Remaining Tax Due Once leased vehicle is retired NA $662.50 $0
TOTAL TAX DUE $0 $1,562.50 $900
Source: Legislative Budget Board.
receipts collected beyond the minimum tax due. An FIGURE 83
accelerated payment provision, which requires lessors to pay FIVE-YEAR FISCAL IMPACT, FISCAL YEARS 2010 TO 2014
the full amount of tax owed on the leasing contract, would FISCAL PROBABLE GAIN/(COST) IN
protect the state against any initial loss of not collecting the YEAR GENERAL REVENUE FUNDS
tax upon titling and registering the vehicle as currently 2010 $14,666,660
assessed. 2011 $61,218,802
The fiscal impact of Recommendation 3 to amend gift tax 2012 $61,218,802
provision would generate $29.3 million in General Revenue 2013 $61,218,802
Funds in the 2010-11 biennium. This estimate is based on 2014 $61,218,802
the difference of the increased growth in gift transactions Source: Legislative Budget Board.

(78,012) after the implementation of the standard pre-
sumptive value provision and the expected average growth
(19,854) for calendar year 2007. The average value of vehicles
received as gifts during calendar year 2007 was estimated to
be $4,035 and calculated based on data provided by the Texas

Department of Transportation from Forms 130-U.

Figure 83 shows that $75.9 million in General Revenue
Funds will be generated in 2010-11 biennium as a result of
these recommendations. The subsequent biennia are expected

to generate a similar amount.

The introduced version of the 2010-11 General
Appropriations Bill does not include any adjustments as a

result of these recommendations.
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REVISE THE PROPERTY TAX EXEMPTION FOR
POLLUTION CONTROL EQUIPMENT

Equipment used for the control of air, water, or land pollution
has been exempted from property taxation by constitutional
amendment since 1994. The Texas Commission on
Environmental Quality maintains a list of qualifying
equipment, and property owners can submit an application
for a partial or total exemption from property tax for this
equipment. Although the agency has kept such a list for some
time, House Bill 3732, Eightieth Legislature, 2007, directed
the agency to adopt a nonexclusive list by rule that would
include 18 categories of pollution control equipment.

In February 2008, the agency implemented rules with the
new nonexclusive pollution control equipment list and an
application procedure for property owners seeking an
exemption. County tax appraisers, county governments, and
environmental groups oppose certain aspects of the rules,
especially related to heat recovery steam generators, one of
the new categories specifically named in the legislation. These
groups argue that the function of these generators is not
primarily pollution control, although some percentage of
their function does help control pollution. The appraisers
and environmental groups estimate that the current 100
percent exemption for heat recovery steam generators and
related equipment could reduce taxable values of commercial
property by $2 billion. Total taxable value for each school
district is an element in the state’s school funding formula. A
modification to the methodology that the Texas Commission
on Environmental Quality uses to assess pollution control
equipment would likely reduce exemptions to property tax,

which could cause a change in school district taxable values.

FACTS AND FINDINGS

¢ In February 2007, the Comptroller of Public
Accounts estimated the cost of the school property
tax exemption for pollution control equipment
would grow from $92.0 million out of $7.4 billion
in taxable value lost in 2007 to $157.9 million out of
$11.9 billion in taxable value lost in 2012.

¢ The first 35 applications for pollution control
property tax exemptions related to heat recovery
steam generators and enhanced steam turbine systems,
which were statutorily added to Section 11.31 of
the Texas Tax Code by House Bill 3732, Eightieth

Legislature, 2007, account for equipment valued at
more than $2 billion.

¢ 'The Texas Commission on Environmental Quality is
now creating a new methodology to determine the

tax-exempt value of heat recovery steam generators.

CONCERNS

¢ The Texas Commission on Environmental Quality
requires property owners seeking tax exemption
for equipment that is not on the agency’s list to
use an established cost analysis procedure, but it
allows property owners secking tax exemption for
equipment in the 18 new categories to generate their
own methodology for determining the pollution
control exemption. Some of the methodologies
proposed by property owners have produced greater
tax exemptions than the established cost analysis
procedure would permit.

¢ DProperty owners who receive a determination from
the Texas Commission on Environmental Quality
before the agency modifies its methodology are not
currently required to reapply for a new determination,
which could give them a greater tax exemption than
property owners with similar equipment after the
methodology change.

¢ Since the enactment of House Bill 3732, Eightieth
Legislature, 2007, the Texas Commission on
Environmental Quality established and dissolved
two advisory groups to address issues related to the
statute. As a result, the agency does not have ongoing
advisory body for issues related to the tax exemption
for pollution control equipment.

RECOMMENDATIONS

¢ Recommendation 1: Amend Texas Tax Code,
Chapter 11, to require the Texas Commission on
Environmental Quality to use its own cost analysis
procedure as a maximum exemption when making a
use determination for equipment listed in Texas Tax

Code, Section 11.31(k).

¢ Recommendation 2: Amend Texas Tax Code,

Chapter 11, to require property owners to re-apply
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for a use determination from the Texas Commission
on Environmental Quality when the agency has
modified the use determination methodology.

¢ Recommendation 3: Amend Texas Tax Code,
Chapter 11, to require a permanent advisory
committee on tax exemptions of pollution control

property.

¢ Recommendation 4: Include a contingency rider in
the 2010-11 General Appropriations Act allowing
members of the permanent advisory committee on
tax exemptions of pollution control property to be
reimbursed for travel expenses.

DISCUSSION

In 1993, Texas voters approved a constitutional amendment
permitting an exemption from property taxation for pollution
control equipment, which is any facility, device, or method
used for the control of air, water, or land pollution. This
exemption applied to pollution control equipment installed
on or after January 1, 1994. According to the Texas
Constitution, Article 8, Section 1-l, pollution control
property exempted from ad valorem taxation must be “all or
part of real and personal property used, constructed, acquired,
or installed wholly or partly to meet or exceed rules or
regulations adopted by any environmental protection agency
of the United States, this state, or a political subdivision of
this state for the prevention, monitoring, control, or reduction
of air, water, or land pollution.”

In 2001, the Seventy-seventh Legislature directed the Texas
Commission on Environmental Quality (TCEQ) to adopt
specific standards for evaluating applications and a formal
procedure for applicants and appraisal districts to appeal a
determination. Figure 84 shows the estimated cost of
exemptions for pollution control property from 2007 to
2012, as reported by the Comptroller of Public Accounts
(CPA) in February 2007. As Figure 84 shows, CPA
estimated the cost of the school property tax exemption for
pollution control equipment would grow from $92.0

million out of $7.4 billion in taxable value lost in 2007 to
$157.9 million out of $11.9 billion in taxable value lost in
2012. The CPA estimates are based on the school tax rate
after the recent property tax relief legislation. Additional tax

is lost to other jurisdictions.

The estimates in Figure 84 pre-date the enactment of House
Bill 3732 by the Eightieth Legislature, 2007, which directed
TCEQ to adopt a nonexclusive list of pollution control
equipment, including 18 property categories that were
previously not included in exemptions for pollution control
equipment. The legislation further required TCEQ to review
the list every three years and establish standards for removing
equipment from it. The bill established a 30-day period for
application review. Because much of the legislation addressed
advanced clean energy projects, TCEQ requested direction
from the Attorney General of Texas in October 2007
regarding whether House Bill 3732 applied only to pollution
control property associated with such projects. In December
2007, the Attorney General issued an opinion that the
amendments to Section 11.31 of the Texas Tax Code in
House Bill 3732 applied to all pollution control equipment.
In February 2008, TCEQ adopted rules to implement the
legislation. Because CPA’s reported pollution control property
tax exemptions in Figure 84 were estimated before the
enactment of the legislation or TCEQ’s rules implementing
the bill, the fiscal impact of the legislation on tax exemptions
for pollution control property is still undetermined. The first
35 applications for pollution control property tax exemptions
related to two of the 18 categories added by House Bill 3732
account for equipment valued at more than $2 billion,
although TCEQ is unlikely to grant exemptions for the entire
value of that property.

The only states that do not allow for some type of tax
exemption or credit for pollution control equipment are
Alaska, Delaware, and South Dakota. The District of
Columbia also has no tax exemption or credit for pollution
control. These exemptions and credits are administered in
vastly different ways, as states have vastly different tax

FIGURE 84

COST OF SCHOOL PROPERTY TAX EXEMPTION FOR POLLUTION CONTROL EQUIPMENT, 2007-2012,

AS ESTIMATED IN FEBRUARY 2007

YEAR 2007 2008 2009 2010 2011 2012
Taxable Value Lost $7,385.1 $8,123.6 $8,935.9 $9,829.5 $10,812.5 $11,893.7
(in millions)

Estimated Tax Lost $92.0 $103.2 $114.8 $127.7 $142.0 $157.9
(in millions)

Source: Comptroller of Public Accounts.
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structures. Texas provides for a property tax exemption and,
as in Idaho, Indiana, Mississippi, and South Carolina, an
exemption on sales and use tax for state or federally mandated
equipment only.

PROCESS FOR EXEMPTION OF

POLLUTION CONTROL EQUIPMENT

To receive a tax exemption for pollution control, a property
owner must first file an application with TCEQ. Applications
must be postmarked by January 31 for property constructed
or installed during the previous calendar year. TCEQ will
issue its final determination by or before April 30, the
deadline for filing an exemption request with an appraisal
district. The agency’s finding will include a use determination
of the pollution control property. “Use determination” is a
positive or negative finding that the property is used wholly
or partially for pollution control purposes and a listing of the
percentage of the property that the agency has determined to
be used for pollution control. After receiving a use
determination from TCEQ), the property owner must file the
use determination with its local appraisal district to receive a
property tax exemption. The chief appraiser is required by
statute to accept the agency’s use determination as conclusive
evidence that the property is used wholly or partly as pollution
control property.

According to statute, the following specific types of property
are not eligible for use determination:

o motor vehicles;
o residential property;
o property for recreational, park, or scenic uses; and

o property subject to a tax-abatement agreement
executed before January 1, 1994, except for property
acquired, constructed, or installed after the agreement

has expired.

For commercial waste facilities, the statute does not allow
owners to receive the exemption solely because a facility
manufactures or produces a product used in pollution control
or provides a service that monitors, controls, or reduces
pollution. While land is eligible, only the part that actually
contains the pollution control equipment or that is used
solely for pollution control purposes is eligible. Land used
solely as a buffer zone is not eligible.

EQUIPMENT AND CATEGORIES LIST

Since February 2008, TCEQ has maintained an Equipment
and Categories List (ECL) of pollution control equipment.

Part A of the ECL consists of property that the agency
previously evaluated and determined to be either wholly or
partly pollution control equipment. Before the enactment of
House Bill 3732, TCEQ kept the list of the equipment in
Part A, which it called the predetermined equipment list.
Most of the equipment listed in Part A is 100 percent
exempted from property tax. Part B consists of 18 categories
added to Texas Tax Code, Section 11.31(k) by House Bill
3732, and this equipment is wholly or partly exempted on a
case-by-case basis. Figure 85 shows the 18 categories in Part
B. By rule, property owners secking an exemption for
equipment listed in Part B may request a specific percentage
of the equipment to be exempted by using either a
predetermined Cost Analysis Procedure (CAP) or proposing
a different calculation method. The pollution control
percentage for this equipment is listed as “V” for variable and
must be calculated on an application-specific basis.

Application fees for a use determination by TCEQ are based
on the ECL. Statute requires that these fees not exceed
TCEQ’s administrative costs for processing the information,
making the determination, and issuing a notification of the
determination to the applicant. TCEQ sets these fees by rule.
They increase according to the level of analysis that TCEQ
expects will be necessary to issue a use determination.
Figure 86 shows the tiers of application fees.

HEAT RECOVERY STEAM GENERATORS

Heat recovery steam generators (HRSGs) and enhanced
steam turbine systems (ESTSs) are two of the 18 categories of
pollution control equipment in Part B of the ECL. These
types of equipment are sometimes used in tandem. The initial
group of applications for tax exemption of HRSGs and
ESTSs requested a wide range of use determinations based
on the calculation used. In 34 of the first 35 applications,
there were three primary types of calculations used:
o output-based emissions (20 applications), of which
19 requested 100 percent and the other requested 71
percent;

o cfficiency-based output (7 applications), of which
two requested 35 percent and five requested 61.2
percent; and

o best available control technology (7 applications),
which ranged from 13 percent to 25 percent.

For the applications using calculations based on output
emissions and comparison with the best available substitute
technology, TCEQ performed a use determination of 100
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FIGURE 85

PART B OF THE TCEQ EQUIPMENT AND CATEGORIES LIST, CREATED 2008
NO. PROPERTY %
B-1 Coal Cleaning or Refining Facilities \Y
B-2 Atmospheric or Pressurized and Bubbling or Circulating Fluidized Bed Combustion Systems and Gasification \Y

Fluidized Bed Combustion Combined Cycle Systems
B-3 Ultra-Supercritical Pulverized Coal Boilers Y
B-4 Flue Gas Recirculation Components \%
B-5 Syngas Purification Systems and Gas-Cleanup Units \%
B-6 Enhanced Heat Recovery Systems \%
B-7 Exhaust Heat Recovery Boilers \Y
B-8 Heat Recovery Steam Generators \%
B-9 Super heaters and Evaporators \%
B-10 Enhanced Steam Turbine Systems \%
B-11 Methanation \Y
B-12 Coal Combustion or Gasification By-product and Co-product Handling, Storage, and Treatment Facilities \%
B-13 Biomass Cofiring Storage, Distribution, and Firing Systems \%
B-14 Coal Cleaning or Drying Processes, such as coal drying/moisture reduction, air jigging, precombustion \%
decarbonization, and coal flow balancing technology.
B-15 Oxy-Fuel Combustion Technology, Amine or Chilled Ammonia Scrubbing, Catalyst based Fuel or Emission Conversion V
Systems, Enhanced Scrubbing Technology, Modified Combustion Technology, Cryogenic Technology
B-16 If the United States Environmental Protection Agency adopts a final rule or regulation regulating carbon dioxide as a \Y
pollutant, property that is used, constructed, acquired, or installed wholly or partly to capture carbon dioxide from an
anthropogenic source in this state that is geologically sequestered in this state.
B-17 Fuel Cells generating electricity using hydrocarbon derived from coal, biomass, petroleum coke, or solid waste. \Y
B-18 Any other equipment designed to prevent, capture, abate, or monitor nitrogen oxides, volatile organic compounds, \%
particulate matter, mercury, carbon monoxide, or any criteria pollutant.

Source: Texas Commission on Environmental Quality.

FIGURE 86

APPLICATION FEES FOR A POLLUTION CONTROL EQUIPMENT USE DETERMINATION

WHOLE OR PARTIAL USE FOR
TIER EQUIPMENT AND CATEGORIES LIST POLLUTION CONTROL FEE
Tier | All property listed on the application must be located on Part A of the ECL NA $150
or must be necessary for the installation or operation of property located on
Part A.

Tier Il Not on the ECL 100% pollution control $1,000

Tier Ill Not on the ECL Partially used for pollution control $2,500

Tier IV All property listed on the application must be located on Part B of the ECL NA $500

or must be necessary for the installation or operation of property located on

Part B.

Source: Legislative Budget Board.

percent for HRSGs and 0 percent for the ESTSs. The
applications using calculations based on efficiency have not
yet been decided. This determination proved controversial
with county tax appraisers, county governments, and some
environmental groups, all of which wanted to ensure that the
value of the tax exemption was proportional with the value of
the pollution control part of the equipment. TCEQ assembled

an Advisory Group on Heat Recovery Steam Generators that
met twice in August 2008 to discuss the HRSG applications.
Attendees included representatives from industry, appraisal
districts, local governments, and an environmental group.
These groups were unable to achieve consensus on the
appropriate method of use determination.
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HRSGs are much more costly than most of the equipment in
Part A of the ECL. The cost of HRSGs can be up to three
times the cost of the ESTSs, as well. Because the first 35
applications for pollution control property tax exemptions
related to HRSGs and ESTSs account for equipment valued
at more than $2.0 billion, TCEQ’s use determination of 100
percent for HRSGs and 0 percent for ESTSs could reduce
taxable property value in the affected tax districts by as much
as $1.5 billion for these applications alone. The reported cost
of each application requesting tax exemptions for both
HRSGs and ESTSs ranges from $13.9 million to $129.9
million. The reported cost of each application requesting tax
exemptions for HRSGs alone ranges from $9.3 million to

$46.0 million.

COST ANALYSIS PROCEDURE
The Cost Analysis Procedure (CAP) is TCEQ’s default

formula for assessing the use determination of equipment
that is in Tier III (not on the ECL and partially used for
pollution control) and an available method of wuse
determination for equipment in Tier IV (on Part B of the
ECL). Tier III applicants must use the CAP formula, but

Tier IV applicants may propose a different calculation. None
of the applications for property tax exemptions for HRSGs
used the CAP formula. Figure 87 shows the CAP formula.

The inclusion of the PCF and BP variables in the CAP
formula consider the economic benefit to the property owner
of the pollution control equipment. The statute requires that
the applicant provide any information requested by the
Executive Director. If an applicant cannot provide the
information required to use the formula, then a negative
determination will be issued. If the CAP formula produces a
negative number or a zero, then there is no creditable partial
percentage for the project and the result is a negative use

determination.

USE THE COST ANALYSIS PROCEDURE

AS A CAP ON USE DETERMINATION

Recommendation 1 would amend Texas Tax Code, Section
11, to require TCEQ to use the CAP formula as a maximum
exemption when making a use determination for equipment
listed in Texas Tax Code, Section 11.31(k). The maximum
exemption granted any applicant requesting an exemption
for equipment under Part B of the ECL should not exceed

FIGURE 87
COST ANALYSIS PROCEDURE FORMULA, 2008

FORMULA

[(PCF X CCN) — CCO — BP]

Partial Use Determination =

X 100
CCN

VARIABLES
Production Capacity Factor (PCF)

The capacity of the existing equipment (or process) divided by the capacity of the new equipment (or process). For an increase in
production capacity, PCF adjusts the capacity of the new equipment to the capacity of the existing equipment. For a decrease in
production capacity, PCF adjusts the capacity of the existing equipment to the production capacity of the new equipment. In this case,
the method of calculation is modified so that PCF is applied to Capital Cost Old rather than Capital Cost New.

Capital Cost New (CCN)
The estimated total capital cost of the new equipment or process.

Capital Cost Old (CCO)

The cost of comparable equipment/process without the pollution control. There are three methods for calculating CCO, all of which
must follow generally accepted accounting principles. These methods are: (1) if comparable equipment without the pollution control

feature is on the market in the U.S., then CCO is the average market price of the most recent generation of technology; (2) if condition 1
above does not apply, and the company is replacing an existing unit, then the company shall index the original cost of the unit to today’s
dollars using a published industry-specific standard; and (3) if neither conditions 1 nor 2 apply, and the company can obtain an estimate
of the cost to manufacture the alternative equipment without the pollution control feature, then CCO is the average estimated cost to
manufacture the unit, using the most recent generation of technology.

Byproduct (BP)

For property that generates a marketable byproduct, in addition to providing pollution control, the net present value of the byproduct
reduces the partial determination. The value of the byproduct is calculated by subtracting transportation and storage costs of the
byproduct from the market value of the byproduct. This value is then used to calculate the Net Present Value of the byproduct over the
lifetime of the equipment. TCEQ provides an equation for calculating BP.

Source: Texas Commission on Environmental Quality.
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the exemption that would be granted if the applicant were
using the formula. The CAP formula includes variables that
account for the economic benefit to the property owner of
the pollution control equipment. TCEQ allows Tier IV
applicants to develop their own methodology to encourage
innovation in use determination. If the agency would prefer
to continue to encourage such innovation, the statutory
change should be permissive in allowing applicants to develop
their own use determination methodology. However, that
methodology should not exceed the maximum allowable use
determination from an application of the CAP formula.

Recommendation 2 would require property owners to re-
apply for a use determination when the TCEQ has modified
the use determination methodology. All Tier IV applications
that have been approved by the agency would therefore need
to re-apply for determination under the new methodology.

ESTABLISH A PERMANENT ADVISORY COMMITTEE FOR
POLLUTION CONTROL EQUIPMENT

Since the enactment of House Bill 3732, TCEQ established
two advisory bodies to address the ECL: the Advisory Group
for the Predetermined Equipment List, which is now
dissolved, and the Advisory Group on Heat Recovery Steam
Generators, which is not expected to meet again. With the
possibility of more applications from equipment in Part B of
the ECL, the TCEQ may need further advice from outside
experts when making use determinations for unfamiliar
technologies. As statute requires that TCEQ reconsider the
ECL every three years and as there may be more complexities
involving the equipment categories on Part B of the ECL, an
established advisory committee consisting of representatives
from industry, appraisal districts, local governments, and
environmental groups could help guide the public policy
decisions of TCEQ regarding these new categories for
pollution control equipment. Recommendation 3 would
require TCEQ to create a permanent advisory committee on
tax exemptions for pollution control property tax exemptions.
Recommendation 4 would include a contingency rider in the
2010-11 General Appropriations Act allowing members of
this advisory committee to be reimbursed for travel
expenses.

FISCAL IMPACT OF THE RECOMMENDATIONS

Section 403.302 of the Texas Government Code requires
CPA to conduct a property value study to determine the total
taxable value for each school district. Total taxable value is an
element in the state’s school funding formula. These
recommendations would likely reduce exemptions to

property tax, which could cause a change in school district
taxable values reported to the Commissioner of Education by
CPA, and thereby avoid future state costs.

'The amount by which these recommendations would reduce
property tax exemptions is undetermined. The taxable
property listed in Section 11.31(k) of the Texas Tax Code
(and again in Part B of the ECL) has not been valued yet. The
first 35 applications for tax exemptions for HRSGs alone and
HRSGs acting in tandem with ESTSs are related to only one
or two of the 18 new pollution control categories in Part B of
the ECL, and these applications dealt with over $2.0 billion
in taxable property. The total actual taxable value lost of
pollution control property in 2007 was $8.2 billion, which
was greater than CPA’s estimated taxable value lost of $7.4
billion in pollution control property for 2007, as shown in
Figure 84. If TCEQ had granted a 100 percent use
determination for both HRSGs and ESTSs, those 35
applications would have increased the total taxable value lost
from pollution control property in Texas by 25 percent.
However, TCEQ did not grant a 100 percent use
determination for both HRSGs and ESTSs, and the agency
is in the process of developing a new methodology for this
equipment. CPA will not have data available on the cost of
school property tax exemptions or special appraisals until
February 2009.

The introduced 2010-11 General Appropriations Bill does
not include any adjustments as a result of these

recommendations.
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AT PORTS OF ENTRY

The Texas Alcoholic Beverage Commission is the agency
responsible for the enforcement and regulation of all aspects
of the use, distribution, sale, storage, exportation, and
importation of alcoholic beverages. The Texas Alcoholic
Beverage Code requires individuals entering Texas to pay the
tax on alcoholic beverages and cigarettes imported for
personal consumption. The agency collected $3.5 million to
$4.0 million annually in taxes on importations from fiscal
years 2003 to 2008.

Several factors reduce the efficiency with which the state
collects this revenue. The Texas Alcoholic Beverage
Commission permanently staffs 19 of 26 border crossings
and does not staff air or seaports. However, no formal cost-
benefit analysis has been conducted to determine the most
efficient use of staffing for the collection of alcohol and
cigarette tax revenue. Secondly, the limit on importation of
alcohol for personal consumption into the state for Texas
residents differs from the limit for non-residents.
Standardizing the importation limits for Texas residents and
non-residents would streamline and maximize the efficient
collection of this tax. Increasing the importation limits for
Texas residents and non-residents to the greatest of either
current limit on the importation of alcohol for personal
consumption would generate an additional $150,000 in

General Revenue Funds per fiscal year.

CONCERNS

¢ No formal cost-benefit analysis has been conducted
to base an allocation of staffing resources for the
collection of alcohol and cigarette revenue at ports
of entry. From fiscal years 2003 to 2007, this revenue
as a percentage of expenses ranged from 101 percent
to 115 percent. Revenue as a percentage of expenses
decreased to 92 percent in fiscal year 2008, and the
Texas Alcoholic Beverage Commission projects that
this percentage will decrease further in fiscal years
2009 and 2010.

¢ The limit on importation of alcohol for personal
consumption into the state for Texas residents differs
from the limit for non-residents. Standardizing the

RECOMMENDATIONS

¢ Recommendation 1: Amend the Texas Alcoholic
Beverage Code to direct the Texas Alcoholic Beverage
Commission to conduct a cost-benefit analysis,
including air and seaports, and use the findings of
the analysis to make staffing determinations for the
placement of taxpayer compliance officers at ports of
entry.

¢ Recommendation 2: Amend the Texas Alcoholic
Beverage Code to raise the importation limits for
Texas residents and non-residents to the greatest of
either current limit on the importation of alcohol for
personal consumption.

DISCUSSION

The Texas Alcoholic Beverage Commission (TABC) is the
agency responsible for the enforcement and regulation of all
aspects of the use, distribution, sale, storage, exportation,
and importation of alcoholic beverages. In fiscal year 2008,
an average of 628.4 full-time-equivalents positions carried
out the agency’s functions. TABC is primarily funded with
fees, fines, and other revenues paid by the alcoholic beverage
industry. TABC collected an estimated $245.2 million in
fiscal year 2008, including taxes, fees, and other revenue.
This revenue is deposited into the General Revenue Fund.
TABC operates under an appropriations limited to revenue
collection rider which means that all agency appropriations
are contingent on the agency’s ability to generate enough
revenue through collection of fees to cover its biennial
allocation. The agency was appropriated $80 million in
General Revenue Funds for the 2008—09 biennium.

TABC is responsible for the collection of taxes and an
administrative fee on alcohol imported into Texas for personal
consumption. The twenty-first amendment to the U.S.
Constitution grants each individual state the authority to
control the importation and use of alcoholic beverages within
its boundaries. Beginning in 1982, TABC is required to
collect the cigarette tax on the importation of small quantities
of cigarettes for personal consumption from foreign

countries.
importation limits for Texas residents and non-
residents would streamline and maximize the efficient
collection of this tax.
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TAXES, FEES, AND LIMITS ON IMPORTATION OF ALCOHOL
AND CIGARETTES FOR PERSONAL CONSUMPTION

The Texas Alcoholic Beverage Code requires individuals
entering Texas to pay the tax on alcoholic beverages and
cigarettes imported for personal consumption, plus an
additional administrative fee of $0.50 for each container of
alcohol. The administrative fee on alcohol is a flat rate per
container, and no fee is collected on cigarettes. The state tax
on alcohol varies depending on volume and the type of
alcohol, and ranges from $0.25 to $1.25. As shown in
Figure 88, restrictions on importation also include age and
frequency of importation.

FIGURE 88
RESTRICTIONS ON THE IMPORTATION OF ALCOHOL FOR
PERSONAL CONSUMPTION, FISCAL YEAR 2009

RESTRICTION TEXAS RESIDENTS NON-RESIDENTS
Importation » 3 gallons of wine ¢ 1 gallon of wine
Limit . 1 quart of distilled or disFiIIed spirits
spirits combined
24 12-ounce containers of beer
Age Age 21 or older
Frequency Individual can import alcohol

only once in 30-day period

Source: Texas Alcoholic Beverage Commission.

Before 1982, the Comptroller of Public Accounts’ (CPA)
staff was responsible for the collection of the cigarette tax at
border crossings. This duty is now carried out by TABC
officers at the ports of entry. TABC now collects $1.50 per
pack of cigarettes. The state tax on cigarettes is $1.41 per
pack but TABC is authorized by statute to round the tax
imposed on the importation of both alcohol and cigarettes to
the nearest quarter of a dollar.

PORTS OF ENTRY PROGRAM AND BORDER COLLECTIONS

The Ports of Entry (POE) program is operated within TABC’s
Tax Division and is responsible for the operation of the state’s
tax stamp program used for the collection of state taxes on
alcohol and cigarette imports into Texas. TABC taxpayer
compliance officers sell and affix stamps to alcohol containers
and each pack of cigarettes as proof that the state tax has been
paid. TABC recently automated the stamping process, and
the agency reports that this practice streamlined the
administration and processing of the stamps for alcohol
containers. Before the implementation of this new technology,
each officer was liable for as much as $10,000 worth of
stamps kept in a binder or locked in a cashbox. The stamps

had to be physically issued, tracked, logged, and audited.
Cigarette stamps issued by CPA are still stored and sold
manually.

TABC taxpayer compliance officers are responsible for selling
stamps for the importation of alcohol and cigarettes for
verifying
importation limits, age restrictions, and other rules that may

personal  consumption, compliance  with
disqualify a person from importing alcohol or cigarettes. If
consumers do not meet alcohol and cigarette importation
restrictions, taxpayer compliance officers are authorized to
confiscate the items. Each confiscated item must be destroyed
and a receipt given to the consumer. In fiscal year 2007, there
were 15,704 containers confiscated and 12,357 were
confiscated in fiscal year 2008 (including packs of

cigarettes).

Six TABC port offices monitor Texas’ 26 international border
crossings, seven of which are unstaffed. TABC reports that
random checks are conducted at the unstaffed international
crossings that allow vehicle passengers to enter the state.
Figure 89 shows the 26 international crossings in Texas and
shows the staffing status of each.

Although authorized to do so, TABC does not collect taxes at
other ports of entry, such as airports or cruise terminals where
travelers are returning from international flights or cruises.
TABC reports that over the last 10 years staff conducted two
random checks at airports in Houston and Austin and
determined that staffing airport terminals was not cost
effective due to the limited amount of alcohol brought into
Texas via airlines. According to agency staff, restrictions on
carry-on items and luggage contents imposed since September
11, 2001 further reduced the likelihood of alcohol imports
by air travelers.

For the 2008-09 biennium, the POE program was
appropriated $8.1 million in General Revenue Funds, an
estimated $3.8 million of which was expended in fiscal year
2008. According to TABC, as of the beginning of fiscal year
2009, the POE program had 103 employees and a budget of
$3.7 million. Taxpayer compliance officers collected $4.0
million in fiscal year 2007 and $3.5 million in fiscal year
2008. This makes up a small portion of the $182.1 million
collected in excise taxes in fiscal year 2007 and the $191.4
million collected in fiscal year 2008. Figure 90 shows the
number of containers stamped and revenue collections at

ports of entry from fiscal year 2003 to 2008.
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FIGURE 89
TABC STAFFING OF TEXAS/MEXICO PORTS OF ENTRY, FISCAL YEAR 2009
REGION INTERNATIONAL BRIDGE TABC STAFFING
El Paso Region PDN - Paso Del Norte Permanent
BOTA - Bridge of the Americas (Cordova) Permanent
Ysleta or Zaragosa Permanent
Stanton Street Bridge (designated commuter lane only) No
Fabens Permanent
Fort Hancock No
Presidio Permanent
Eagle Pass Region Amistad Dam Random Check
Del Rio Permanent
Eagle Pass International Bridge | Permanent
Eagle Pass Bridge Il Permanent
Laredo Region Columbia Random Check
Laredo IV (World Trade Bridge) - only commercial traffic No
Gateway (Bridge I) Permanent
Lincoln/Juarez (Bridge II) Permanent
Hidalgo Region Falcon Dam Random Check
Roma Permanent
Rio Grande City Permanent
Los Ebanos Ferry No
Anzalduas (not open yet) NA
Hidalgo Permanent
Pharr Permanent
Progreso Region Donna (not open yet) NA
Progreso Permanent
Brownsville Region Los Indios Permanent
Gateway Bridge Permanent
B & M Railroad Permanent
Veterans International Bridge (Los Tomates) Permanent

Source: Texas Alcoholic Beverage Commission.

FIGURE 90 FACTORS IMPACTING THE COLLECTION OF REVENUE
REVENUE AND CONTAINERS FROM IMPORTATION OF

ALCOHOL AND CIGARETTES AT PORTS OF ENTRY, . . .
FISCAL YEARS 2003 TO 2008 for personal consumption and the efficient collection of the

Several factors impact importation of alcohol and cigarettes

CSCAL CIGARETTES ALCOHOL related tax. The onset of violence along the Mexican border

YEAR CONTAINERS REVENUE CONTAINERS  REVENUE

2003 3,088,489 $1,595,204 2,274,620  $2,357,935
2004 2,927,695 $1,332,193 2,614,627  $2,667,966
2005 2,385,021 $977,859 2,603,444  $2,603,671

2006 1,943,999 $945,959 2,431,746  $2,709,685 birth certificates. Starting in 2009, U.S. citizens will need to
2007 1,221,659  $1,240,261 2,439,214  $2,746,750 provide passports to enter the U.S. from Mexico. Also
2008 604,454 $906,681 2,277,899  $2,550,079 curtailing people’s travel has been the increase in gas prices.

Source: Texas Alcoholic Beverage Commission. Data from the Texas Center for Border Economic and

has deterred tourists and Texas residents from visiting the

area. TABC believes that new travelling requirements for
U.S. citizens have also contributed to the decrease in border
crossing traffic. Entry to the U.S. from Mexico has become
stricter for U.S. citizens—requiring identification cards and
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Enterprise Development at Texas A&M International
University shows that vehicular and pedestrian border
crossings in Texas decreased by 39.4 percent and 34.3 percent,
respectively, from 2007 to 2008. Furthermore, importation
for personal consumption is also affected by economic
conditions in both the U.S. and Mexico, especially those
affecting currency valuations. TABC staff believes that with
fewer people crossing the border, fewer alcohol and cigarette
imports will likely occur.

Taxpayer compliance officers are not peace officers and lack
the authority to search or detain the public for failure to
declare taxable items. If a person neglects to declare their
importation of alcohol or cigarettes for personal consumption
to a taxpayer compliance officer, even if a container is visible,
the taxpayer compliance officer cannot require the person to
declare the container or pay the tax. In effect, taxpayer
compliance officers are available at border POEs to provide
persons with the opportunity to comply with the law via the
purchase of stamps, but they do not actively collect the tax.
TABC staff suggests that this problem is exacerbated by the
proximity of taxpayer compliance officers to the “primary”
U.S. border-crossing stop, which U.S. Customs controls.
The closer the TABC taxpayer compliance officer is to U.S.
Customs officials, the more likely individuals are to declare
their imported items to TABC officials and pay the required
tax. The more distance between these two points, the more
opportunity individuals have to conceal their imported items
and to avoid stopping to declare items to the taxpayer

compliance officer.

TABC reports that no formal cost-benefit analysis has been
conducted to base the allocation of staffing resources for the
collection of alcohol and cigarette revenue at POEs. As noted
above, taxpayer compliance officers are permanently assigned
to 19 crossings of the 26 border crossings and another three
crossings are spot checked periodically. The seven crossings
that are not permanently staffed are considered by the agency
to be low-volume and are monitored on an informal basis.
Further, air and seaports are not staffed but the cost-benefit
analysis of staffing these ports has been informal and limited.
Because no formal analysis has been done, the state cannot
accurately determine the amount of uncollected revenue

being forgone at unstaffed POEs.

Furthermore, Legislative Budget Board (LBB) staff analysis
shows that collection of alcohol and cigarette revenue per
taxpayer compliance officer at border POEs in fiscal year
2008 ranges from approximately $6,000 to $95,000 (with
only one bridge above $50,000), the average being about

$34,000. The average cost of salary and benefits for one
taxpayer compliance officer is approximately $38,000. From
fiscal years 2003 to 2007 collection of alcohol and cigarette
revenue at POEs as a percentage of expenses, a performance
measure for TABC, ranged from 101 percent to 115 percent.
For fiscal year 2008, the measure dropped to an estimated 92
percent and the agency projects that it will continue to
decline in fiscal years 2009 and 2010. TABC’s POE program
budget for fiscal year 2009 exceeds alcohol and cigarette
revenue collections in fiscal year 2008 by approximately
$270,000. Recommendation 1 would amend the Texas
Alcoholic Beverage Code to direct TABC to conduct a cost-
benefit analysis, including air and seaports, and use the
findings of the analysis to make staffing determinations for
the placement of taxpayer compliance officers at POEs.
TABC should report its findings and resulting POE staffing
assignments to the LBB and the Governor no later than
January 1, 2010.

Another factor affecting the collection of taxes on alcohol is
that the importation limits for Texas residents differs from
non-residents. These differing importation limits existed in
statute at least as far back as the 1977 re-codification of the
Texas Alcoholic Beverage Code. Figure 91 shows the
importation limits for residents and non-residents.

FIGURE 91
TEXAS IMPORTATION LIMITS FOR THE PERSONAL
CONSUMPTION OF ALCOHOL, FISCAL YEAR 2009

IMPORTATION LIMIT, IMPORTATION LIMIT,

ALCOHOL TEXAS RESIDENTS NON-RESIDENTS
Beer 24 12-ounce containers 24 12-ounce containers
Wine 3 gallons (10.5 liters) 1 gallon (3.5 liters) of

wine or distilled spirits

Distilled Spirits 1 quart (1 liter) combined

Source: Texas Alcoholic Beverage Commission.

Differences in limits for residents and non-residents require
taxpayer compliance officers to verify residency and apply the
appropriate limit on the importation of alcohol for personal
consumption. TABC reports that standardizing importation
limits would streamline the process and reduce confusion for

consumers.

Recommendation 2 would amend the Texas Alcoholic
Beverage Code to raise the importation limits for Texas
residents and non-r