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1.  Introduction and overview
Sally Wallace

The period since 1990 has presented a new set of challenges and oppor-
tunities for public fi nances in the USA. Demographic trends have put 
substantial pressure on non- discretionary public expenditures such as 
health care, legal challenges have put pressure on education fi nancing, 
and aging infrastructure continues to call for more federal, state and local 
investment. Policy changes at the federal level such as changes in income 
tax policy aff ect states tied to the federal income tax, and revised and 
new mandates for issues such as water and air quality reduce state and 
local governments’ fi scal ‘space’. Control over many of these challenges 
is beyond the bailiwick of state and local governments, but dealing with 
their repercussions on public fi nances is a central job of state and local 
governments. Dealing with these forces has arguably become increas-
ingly diffi  cult due to domestic and international competition for economic 
development and the politics associated with holding down local taxes 
such as the property tax.

The economic downturn of the early 2000s and the 2008 recession 
underscore the volatility of the economic landscape facing state and local 
governments. Because of the overarching landscape of pressures outside 
their control and diffi  cult economic times, state and local governments 
are more hard- pressed than ever to fi nd creative solutions to long- term 
fi nancing issues. How can state and local governments cope? Is there room 
for more tax revenue at the subnational level? Do states need to reduce 
expenditures? Are there means of creative fi nancing out there? These ques-
tions and more were the focus of a conference sponsored by the Fiscal 
Research Center of the Andrew Young School of Policy Studies, Georgia 
State University, in May 2008. The conference brought together state and 
local public fi nance scholars and practitioners to share their research and 
experiences regarding state and local governments’ use (or potential use) 
of ‘out of the box’, or novel, new public fi nance mechanisms to deal with 
the demographic, economic and political pressures facing them. The con-
ference participants presented original work that asked whether state and 
local governments have ‘gone outside the box’ to deal with the strains on 
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current public fi nances – or whether they have gotten along by adhering to 
the status quo. Some of the papers looked toward the future by analyzing 
the applicability of out of the box policies for the future.

Brought together in this volume, the chapters and comments by discus-
sants provide an extensive landscape of state and local fi scal policy today 
and for the future. The chapters thereby provide students and policy-
 makers with evaluations of actual practices and analysis of potential 
policy changes for the future – made by well- known scholars in the area of 
state and local public fi nance.

Part I of the book provides insight into the major state and local policy 
challenges and why and how states have become creative in their response. 
In Chapter 2, Ronald Fisher posits six ‘headliner’ challenges to state and 
local fi scal policy: health care costs and provision; assessment, produc-
tivity and accountability in education; privatization of higher education 
and related issues of access; corrections and public safety; resurgence of 
the property tax revolt; and the expectation that economic development 
is a primary objective or responsibility of state–local government. Fisher 
provides data and analysis to demonstrate the magnitude of the growth 
in public health care costs and points out that the complications of health 
care as a social issue merit a federal–state–local policy discussion regarding 
the reform of fi nancing. Fisher points out three other expenditure- related 
issues likely to be problematic for state and local governments: the need 
for real advances in achievement in education; the increased private cost of 
higher education; and the need for re- evaluation of ‘policy and approach’ 
to criminal justice. In addition, he notes that the continued attack on 
property taxes will further constrain local government choices as they deal 
with demographic and economic pressures. Finally, Fisher highlights the 
potential damage done to state and local choices by the focus of state and 
local economic development policy. In conclusion, he calls for more prac-
tical research in areas that focus on these larger issues in state and local 
budgets to help governments overcome these challenges.

Chapter 3 by Robert Tannenwald, Jennifer Weiner and Igor Popov 
presents two alternative explanations of state policy- makers’ increasing 
creativity: ‘alienation’ and ‘tax obsolescence’. The alienation hypothesis 
holds that as the economic status of the average American has stagnated 
and state and local spending has increased, there has been a voter back-
lash against ‘big government’ and additional tax hikes. The obsolescence 
hypothesis is one that has been uttered by many public fi nance economists 
– state and local tax polices simply do not fi t today’s economy. As a result, 
the growth in tax revenues has not mirrored the economic growth of the 
nation. Tannenwald et al. support these main hypotheses by presenting 
data demonstrating the reluctance of governments to increase tax rates for 
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corporate and individual income and sales taxes over the last 20 years. They 
also show us data on the increasing disparities in income distribution and 
lack of public confi dence in government. However, they also point out that 
spending did not decrease over the same period of time – thereby increasing 
the pressure for new levels of creativity in state budgets in this millennium.

The obsolescence hypothesis is supported in the chapter by exploring 
the following trends: the intensifi cation of interjurisdictional competition; 
the shift in the nation’s mix of production and consumption from goods 
to services; the proliferation of electronic commerce; and the tendency of 
state courts to invalidate the local property tax as the principal means of 
fi nancing public primary and secondary education. The chapter summa-
rizes by pointing out that future pressures – less buoyancy to the property 
tax and a tough federal budget defi cit – may reduce state–local tax policy 
creativity and call for good old- fashioned tax increases to deal with the 
pressures from 2009 forward.

David Sjoquist presents an interesting tax counterfactual in Part II, 
Chapter 4. What do states without an income tax do? How do they raise 
revenue – or do they simply make do with less? To provide insights into 
these questions, Sjoquist selects a sample of income tax states and com-
pares a number of fi scal characteristics between the no- income tax states 
with that sample. He carefully decomposes the various possible diff erences 
including expenditures per capita, grants, composition of revenue and 
relative state versus local revenue. Excluding Alaska, the no- income tax 
states carry a higher sales tax burden than the income tax states – other tax 
burdens are similar between the two groups.

Chapter 4 ends with an interesting hypothetical: if an income tax state 
eliminated their income tax, what changes would have to occur to other 
components of the revenue structure to keep the state fi nances whole? This 
exercise uses the state of Washington as the no- income tax example, and 
calculates changes in the revenue necessary for the average income tax 
state to obtain Washington’s revenue structure. The changes are substan-
tial (measured as dollars per capita) – state property taxes would have to 
increase by over 1000 percent on average (the largest percentage change) 
and state general sales and gross receipts taxes would have to increase by 
over $600 per person to attain Washington’s revenue distribution. It is 
questionable as to whether income tax states would be willing to make 
such changes – or whether there is much public sentiment for eliminating 
the state income tax regime.

Robert Wassmer (Chapter 5) takes a look at the impact of California’s 
Proposition 13 on the state and local revenue structure in California. 
Since Proposition 13 was instituted, property taxes as a share of state and 
local tax revenue in California have fallen from 26 percent to 13 percent. 
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The state is now in the lower quartile in terms of property tax reliance. 
Wassmer asks how California has coped with the reduction in property 
tax reliance and what state and local governments might do in the future 
to cope with property tax limitations.

Between 1977–78 and 2005–06, total state and local revenue in California 
increased relative to the US average as a share of personal income and on 
a per capita basis. According to Wassmer, a large share of the increase in 
state and local revenue in California came from an increase in personal 
income tax revenues. Because of the concentration of personal income 
tax revenues from high- income taxpayers, Wassmer points out a potential 
instability in the share of income tax revenues from the capital income 
attributed to individuals at higher income levels. He points out that until 
recently, the general growth of the economy masked some of the fi scal 
stress accompanying the change in the composition of revenue.

Accompanying the revenue shifts post- Proposition 13, the state’s edu-
cation spending per student fell from the top fi ve in the nation to 33rd. 
Wassmer argues that further fi nancing and school expenditure initiatives 
have severely restricted state and local government budget discretion in 
the state. The budget crisis of 2007–09 in an environment of decreased 
budgetary fl exibility has led to a number of proposed solutions, including 
revising the budget process and revenue reform to move to a more stable 
revenue structure (such as a less progressive income tax and a signifi cant 
state- level property tax). Wassmer suggests there are other alternatives 
and off ers us an ‘out of the box’ solution involving the use of a cap- and-
 trade agreement to enable companies to reach the state’s greenhouse gas 
emissions goals. In this case, the state could benefi t by retaining a portion 
of the revenue earned from auction sale of initial allocations.

The two chapters in Part III of the book look at alternative forms of 
state income taxation. Rork and Wheeler (Chapter 6) focus on alterna-
tive corporate income tax forms and Wallace (Chapter 7) focuses on the 
potential of an integrated income tax. In Chapter 6, the authors analyze 
the implications of moving from factor apportionment corporate income 
taxes to a gross receipts tax (GRT) at the state level. Gross receipts taxes 
have gained in popularity, evidenced by the adoption of the GRT in four 
states since 2002 (joining Washington). Using micro- level corporate data 
for Georgia, the authors analyze the impacts of moving from a standard 
state corporate income tax to a GRT.

Rork and Wheeler do a good job of providing us with the basics regard-
ing how a GRT works in most states. As a broad- based tax on receipts, it 
is a potentially powerful revenue engine and relatively simple from a tax 
administration standpoint. However, as they point out, it may be criticized 
on the basis of its turnover nature – whereby the tax gets embedded and 
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passed forward in multiple- stage production processes. They provide us 
with an interesting empirical analysis of the change in the concentration 
of tax payments among fi rms from moving a state’s corporate income 
tax to a gross receipts tax (adjusting the GRT tax rates so that there is 
no net revenue change and using a one- factor apportionment formula as 
an intermediate step). Using a panel micro data fi le of more than 90,000 
state corporate income tax returns, they simulate the impacts of a GRT in 
Georgia. They fi nd that there is little change in the concentration of tax 
payments moving from a state corporate income tax to a GRT.

In Chapter 7, Wallace develops an empirical analysis of the revenue impact 
of moving a state income tax system (corporate and individual) to a con-
sumption tax. With a proliferation of federal consumption tax proposals in 
the US and their increased use around the world, it is natural to ask whether 
a ‘true’ consumption tax is feasible for a US state. The objective of this chap-
ter’s analysis is to demonstrate how a conventional income tax system could 
be converted to a fl at rate consumption tax in a US state under a revenue-
 neutral scenario. Wallace uses data for Georgia to decompose the revenue 
impacts of the main changes need to move a standard income tax system to 
a consumption- based tax system. As she points out, there are some major 
revenue swings; the loss of itemized deductions and personal exemptions will 
be burdensome to all taxpayers and may be particularly so to low- income 
taxpayers. Taxing fringe benefi ts and eliminating tax benefi ts for retirement 
contribution increase revenue, but at a high political cost. However, she 
demonstrates that there are reasonable ways to estimate the impacts of such 
a change and, in the case of Georgia, some of the distributional implications 
of the change can be off set with an overall rate reduction.

The fi nal section of the book, Part IV, contains two chapters that high-
light the budgetary aspects of state and local governments’ fi scal choices. 
In Chapter 8, Katherine Willoughby examines state government leaders 
in ‘structural balance’ as determined by the Government Performance 
Project (GPP). Structural balance is the ability of government to support 
ongoing expenditures with ongoing revenues, and consideration is given 
to tax structures, countercyclical devices, fi nancial management strate-
gies and various fi scal ratios. The research uses information generated by 
the most recent iteration of the GPP 50- state survey, conducted in 2007. 
Willoughby fi rst provides an overview of the current fi scal condition of 
state governments and relays the concerns of current governors regard-
ing reaching and maintaining structural balance. She includes a helpful 
accounting of the GPP methodology and criteria used to measure state 
budget and fi nancial management. Using the GPP results, she assesses the 
characteristics of strong states (those with structural balance) as well as 
states that are not in as positive a budget balance position.
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Willoughby identifi es nine state governments as leaders in reaching and 
maintaining structural balance and fi nds that there are some character-
istics that defi ne these states that could provide useful examples to other 
states. On the revenue side, these states are characterized as follows: they 
did not transfer earmarked funds into the general fund, increase short-
 term borrowing, draw down budget stabilization or contingency funds 
or accelerate tax payments. Additionally, on the expenditure side, these 
states did not use hiring or program increase freezes but they were more 
likely to require employees to contribute additionally toward health ben-
efi ts and to implement privatization initiatives.

In Chapter 9, Daniel Mullins brings the tax and expenditure limitation 
(TEL) information and debate up to date. Mullins argues that while TELs 
have been around for more than 100 years, the TELs since the 1970s have 
brought in more rigorous constraints to state and local fi scal policy. He 
also demonstrates that the impact of TELs increases over time, so that it 
becomes diffi  cult to analyze the impact of any one TEL policy given that 
often many have come before.

Mullins provides a great deal of detail on the types of TELs that have 
been passed since 1990. He also summarizes the literature on why we have 
this continued passage of TELs. Various explanations abound, includ-
ing ‘runaway’ property taxes, mistrust of government and a demand for 
increased effi  ciency in government. The impacts of the TELs also vary. 
Mullins summarizes a wide- ranging literature, and suggests that TELs 
have little eff ect on the overall size of the state and local public sector and 
have decreased the use of local broad- based taxes (specifi cally property 
taxes), have expanded the fi scal role for state governments, and have 
altered the composition of the local public sector, increasing the use of 
special districts (special purpose districts designed to meet specifi c needs 
of the local population including security, sanitation, and recreational 
services). The chapter provides a large amount of specifi c and timely data 
on TELs.

Finally, in Chapter 10, Bert Waisanen brings together the lessons 
learned from the individual chapters to draw conclusions regarding the 
future of state and local tax and expenditure policy.
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2.  Major state–local policy challenges: 
outside- the- box solutions needed
Ronald C. Fisher1

INTRODUCTION

What are the key or most fundamental fi scal policy challenges currently 
facing state and local governments in the United States? That simple 
question is the somewhat daunting topic for this chapter. Of course, this 
requires that the characteristics that make a challenge ‘key’ or ‘fundamen-
tal’ be identifi ed. The objective here is to identify long- run issues that are 
fi scally important for states and localities, have been relatively intractable 
in a policy sense, and have a broad impact on society beyond the solely 
fi scal implications for subnational governments.2

I anticipate (and indeed hope) that the views expressed in this chapter 
will be somewhat controversial, challenging and contrary. They should be 
controversial because the reader may believe that the wrong issues have 
been selected and identifi ed. Perhaps one believes that some of these do 
not meet the four characteristics noted above, or readers may believe that 
other issues are more fundamental or important than the six selected (see 
below). The discussion should be challenging because part of the objective 
is to stimulate creative thinking and new ideas that may help to resolve 
these diffi  culties, both for the state and local governments and for the 
broader society. And the issues may be a bit contrary from the perspec-
tive of economists who work on subnational government fi scal policy. 
Only two of the six issues discussed are tax policy issues; the others refl ect 
spending or programmatic activities of state and local governments. This 
is not the fi rst time it has been noted that research by public fi nance spe-
cialists tends to focus more on taxes and revenue than on expenditure and 
service issues.3

The six key long- term substantial, intractable and socially broad issues4 
identifi ed and discussed in the chapter are:

1. Health care costs and provision.
2. Assessment, productivity and accountability in education.
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3. Privatization of higher education and related issues of access.
4. Corrections and public safety.
5. Resurgence of the property tax revolt.
6. The expectation that economic development is a primary objective or 

responsibility of state–local government.

THE ‘DIRTY’ HALF- DOZEN

Health Care Costs and Provision

The magnitude and growth rate of health care costs is an important eco-
nomic issue throughout the economy, so it is not surprising that the issue 
of health care costs is also a crucial one for state and local governments. 
Although the policy focus is sometimes on those without health insurance 
coverage, it seems clear that the more comprehensive issue is the cost of 
health care, whoever pays (see Samuelson, 2008). Obviously, the issues 
surrounding Medicaid are well documented and have received substantial 
attention, but state and local government budgets are also substantially 
aff ected by health care issues from other sources – including employee 
benefi t costs, health care costs for the institutionalized population, and 
public health programs.

Here are the facts:

Nearly one in fi ve persons now receives health care services fi nanced  ●

by Medicaid (58 million in 2005, 19.5 percent of the population; US 
Social Security Administration, 2006).
State Medicaid direct expenditure for services in 2007 was estimated  ●

at about $310 billion, about 21 percent of total state government 
spending according to the National Association of State Budget 
Offi  cers (NASBO) (including administrative and insurance pre-
miums costs, Medicaid expenditure was estimated at about $340 
billion or 23 percent of state spending; National Association of State 
Budget Offi  cers, 2007).
The relative fi scal importance of Medicaid has increased substan- ●

tially, from 12 percent of state spending in 1990 to the 21 or 23 
percent in 2007; aggregating state and local governments together as 
one entity, Medicaid spending amounts to about 13 to 14 percent of 
total state–local expenditure.
The state government share of aggregate Medicaid expenditures (23  ●

to 50 percent of the total) requires about 15 to 16 percent of state 
own- source revenue.
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The Congressional Budget Offi  ce estimates that Medicaid expendi- ●

ture will grow at an annual average rate of about 8 percent through 
2017.
Best estimates suggest that total health care spending amounts to  ●

between 25 and 30 percent of state–local budgets, second only to 
education as a component of spending.

In addition to Medicaid, the other components of health care spending 
or costs for state and local governments are substantial. In a report on the 
issue by NASBO (2004), it was estimated that total health care spending 
by states represented about 31.5 percent of state government expenditure 
in 2003 (with Medicaid at 22.5 percent, various public and community 
health services at 4.9 percent, and health care benefi ts of state employees 
at 2.6 percent). Using Census data for state–local governments for 2005, 
the sum of expenditures for Medicaid, public hospitals, public health 
programs and employee health costs is about $600 billion. This represents 
about 25 percent of total state–local expenditure and nearly 30 percent of 
state–local general expenditure.

It is sometimes overlooked that state and local governments are major 
employers, as well as service providers. For 2006, state–local FTE employ-
ment was about 16.1 million, with annual payroll (wages and salaries) 
of about $728 billion. If the overhead rate for health care benefi ts is 15 
to 16 percent of payroll (the amount implied by the NASBO health care 
expenditure report and compensation analysis by industry by the Bureau 
of Labor Statistics), then state and local governments have annual health 
care costs for employees of about $110 to $115 billion. And this does not 
include health care costs for retired employees that state and local govern-
ments may still cover.

Although health care costs are, therefore, one of the largest categories of 
state–local spending (about equivalent to education spending) and the one 
where costs continue to increase at the greatest rate, it seems inappropriate 
to think of this issue as a state–local government issue, per se. Rather, this 
is a social issue, aff ecting every industry and person. Nor does it seem to 
be an issue that state and local governments will be able to resolve inde-
pendently. Certainly a number of states have experimented with diff erent 
health care fi nancing mechanisms, consistent with the traditional notion 
that states can be eff ective ‘experimental laboratories’ for social policy 
solutions. But some of the state initiatives are more cost transfer programs 
than overall cost reduction, and others rely on rationing mechanisms. 
Until these issues are resolved nationally, health care costs will seemingly 
continue to be a major factor for state–local government fi scal health, as 
they are for many other sectors of the economy.
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Assessment, Productivity and Accountability in Education

The focus on educational resource diff erences – equity – that dominated in 
the 1970s and 1980s has, in large part, given way to a focus on measuring 
and improving educational results – productivity. Just as with the earlier 
expansion in state fi nancing of education, these changes have reduced the 
autonomy of local education governments. But the fundamental issue – 
how to improve the educational level of students – remains.

Here are the facts:

In 2004–05, only 74.7 percent of public high school students gradu- ●

ated within four years after beginning their freshman year; only 
about half of students in the major urban schools graduate on time.
The percentage of the 16-  to 24- year- old age group who has not  ●

completed a high school program (‘dropouts’) remains substan-
tial, at 9.3 percent in 2006, (although it declined from 12.2 percent 
in 1986). Although the dropout rate declined for both Blacks 
and Hispanics also during this period, their dropout rates (10.7 
and 22.1 percent, respectively) remained higher than the rate 
for Whites (5.8 percent) in 2006 (US Department of Education, 
2008).
Nearly two- thirds of high school graduates still do not have suffi  - ●

cient academic preparation for college. Only 36 percent of students 
graduating in 2005 completed the 1983 National Commission on 
Excellence recommendations for college- bound students (4 units 
of English, 3 units of social studies, 3 units of science, 3 units of 
mathematics, 2 units of foreign language and 0.5 units of computer 
science).
Eighth- grade reading scores in the National Assessment of  ●

Educational Progress increased very modestly since 1992, but 
there was no change in diff erences between White and minor-
ity students; eighth- grade NAEP mathematics scores increased 
substantially for all groups, but racial and ethnic diff erences were 
unchanged.
Based on NAEP mathematics tests of 17- year- olds, fewer than 7  ●

percent score at the highest level implying capability of multistep 
problem- solving and algebra.
All but three states (Iowa, Montana and Rhode Island) now have  ●

substantial state- set academic requirements for high school gradu-
ation (many of which were established or strengthened since 1985); 
23 states now require students to pass a competency test in order to 
graduate from high school; and all the US states have report cards 
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on schools and rate schools or identify low- performing schools (US 
Department of Education, 2007).

State governments initiated the emphasis on accountability during the 
1990s, resulting partly from the legal decisions that forced states to take 
more fi scal responsibility for the distribution of educational resources and 
for ensuring adequacy of educational production. A second driving force 
was the long- run trend of continuous increases in real per student spend-
ing by public schools and decreases in average class sizes, whereas student 
performance either declined or did not improve nearly as fast as spending 
grew. With the adoption of the No Child Left Behind Act in 2002, the 
federal government became an additional force encouraging educational 
assessment and accountability.

Although there has been some improvement in the NAEP test scores, 
particularly since 1997, the results remain quite uneven. Improvements 
have occurred for some subject areas more than others, and there remain 
wide diff erences in measured outcomes among diff erent states and diff erent 
segments of the population. Recent attention has also focused on a set of 
student assessments used internationally, which show that achievement by 
students in the US remains below that of students in many other nations that 
have lower educational spending. There also is concern about  ‘dropouts’ – 
students who do not complete high school. Although the dropout rate (the 
percentage of 16–24- year- olds who are not high school graduates in any 
way) declined from 12.2 percent to 9.3 percent from 1986 to 2006, it also 
remains quite uneven and is substantially higher in some locations and for 
some types of students. Only about three- quarters of high school freshmen 
graduate four years later. Recent attention has focused on high schools in 
major urban areas, where one analysis (Swanson, 2008) found that: ‘only 
about one- half (52 percent) of students in the principal school systems of 
the 50 largest cities complete high school with a diploma’.

The clear challenge is to explore mechanisms to improve educational 
outcomes, not just to assess better. For some students, improvement 
or success requires achieving a higher level of educational attainment – 
graduating at a minimum level or moving on to higher education levels. 
For others, improvement or success requires advancing the level of compe-
tence in specifi c subjects or disciplines. To a state–local public offi  cial, the 
issue is how to make the educational system work better.

The Privatization of Higher Education and Implications for Access5

A substantial increase in demand for higher education and the result-
ing strong growth in the number of higher education students have 
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contributed to increased costs of providing post- secondary education. 
These cost increases are due partly to the required expansion in capital 
facilities, partly to increasing costs of scientifi c research facilities, partly to 
increased competition for faculty with private sector, non- academic jobs, 
and partly because of rising health care costs for all employees. State and 
local government support for public higher education has not increased 
in real, per- student terms, and thus has not kept pace with the increase in 
costs of providing higher education. Consequently, students are bearing 
a larger share of the costs for higher education than in the past, leading 
some to the view that a process of ‘privatization’ of higher education is 
under way in the US.

Here are the facts:

Public higher education (full- time equivalent, FTE) enrollment was  ●

about 10.2 million in 2007, and has increased about 36 percent since 
1982. Expansion has been especially substantial recently, with 15 
percent growth since 2002. Public colleges account for 75 percent of 
higher education enrollment in the US.
Public higher education expenditures per student (Department of  ●

Education, constant 2006–07 dollars) were $24,024 in 2000, up from 
$17,780 in 1985.
Average tuition at public, four- year institutions was $10,913  ●

in 2006–07, an increase of 72 percent from the $6351 level in 
1997–98.
In 2003–04, the average undergraduate student at public, four- year  ●

institutions borrowed $12,707 to pay college costs.
State–local expenditures accounted for 63 percent of revenue for all  ●

public higher education institutions in 2007, down from 78 percent 
1982 (SHEEO, 2008).
Net tuition (net of fi nancial aid) increased from 22 percent of public  ●

higher education revenue in 1982 to 36.6 percent in 2007 (SHEEO, 
2008).

Over the 25- year period since the early 1980s, state and local govern-
ment support for public higher education increased in nominal terms, but 
not enough to off set increases in the number of students and costs. State 
expenditures for higher education have remained at about 10 percent of 
total state expenditure since 1992. Real state–local support per student 
for higher education was the same in 2007 as in 1982. But higher educa-
tion revenue per student in real terms increased. Consequently, real net 
tuition paid by students increased. In essence, the increased relative costs 
of higher education and the increase in the number of students has been 
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fi nanced by students paying higher tuition and bearing a larger fraction 
of costs. Simply put: more students, higher costs, all covered by higher 
tuition.

This result is illustrated especially clearly in Figure 2.1. The bottom of 
the bar that represents government support for public higher education, 
while varying over the period, is relatively constant. The top of the bar, 
representing real net tuition, has clearly increased in size.

The substantial increase in higher education enrollment has been 
concentrated in public higher education institutions. This growth has 
led to higher education spending per student, refl ecting higher costs. 
Public support, although increasing, is now a smaller fraction of that 
expenditure than in the past. Consequently, tuition costs are substan-
tially higher than in the past, increasing by 72 percent from 1997 to 2007. 
Even after allowing for increases in fi nancial aid for students, tuition net 
of fi nancial aid has increased from 22 percent of public higher education 
revenue in 1982 to 36.5 percent in 2007. In contrast, state–local expen-
ditures accounted for 78 percent of revenue for public higher education 
institutions in 1982, but only 63 percent in 2007. Therefore, the average 
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Figure 2.1  Public FTE enrollment, educational appropriations and total 
educational revenue per FTE, US, Fiscal 1982–2007
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bachelor’s degree recipient now leaves a public university with nearly 
$13,000 of debt.

The increase in costs (expenditure) and the increase in the relative 
importance of tuition have created pressures for both students and univer-
sities. As tuition increases in real terms, there is concern about access to 
higher education opportunities for students from less affl  uent families, and 
implications for both economic growth and economic equality. For uni-
versities, the relative decline in public support has required higher educa-
tion institutions to seek alternative sources of private funding, furthering 
the notion of ‘privatization’.

The growth in higher education enrollment has been fueled by an 
increase in demand in the labor market for individuals with post- secondary 
degrees, and the resulting growing wage diff erence between students with 
a high school education and a college education. In 2006, median annual 
earnings in the US for individuals with a high school education only were 
$27,383, whereas median annual earnings for individuals with a bachelor’s 
degree were $46,435, a nearly 70 percent diff erence. That diff erence has 
been growing substantially, providing an incentive for more individuals 
to enroll for post- secondary education. The irony, and related public 
policy issue, arises from the fact that just at a time when post- secondary 
education seems essential for continued economic growth and vitality, the 
nation is requiring that higher education be fi nanced privately to a much 
greater degree than in the past.6

Corrections and Public Safety

Despite the fact that corrections represents less than 3 percent of state–local 
spending, and criminal justice services in aggregate less than 7 percent, and 
that both the incarceration rate and share of state–local spending going to 
criminal justice activity has stabilized (or even declined), corrections and 
criminal justice activities in general remain on this list of six key state–local 
issues. The issue remains fundamental, in my opinion, because of the dif-
ferential application and impact of our criminal justice policy in society.

Here are the facts:

State–local governments spent about $60 billion on corrections in  ●

2005, representing about 3.5 percent of state direct spending (3.4 
percent in 2007 – NASBO, 2007; 3.6 percent in 2005 – US Census 
Bureau, various years b).
Corrections spending increased substantially as a share of state  ●

budgets in the 1980s and 1990s, but has stabilized (or even declined 
a bit) since (see Figure 2.2 for spending increases).
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State–local governments spent about $169 billion on criminal justice,  ●

in aggregate, in 2005 (police protection, corrections, and the judicial 
and legal system), representing about 6.1 percent of state spending 
and 8 percent of local spending in 2005.
Criminal justice expenditures increased as a share of state and local  ●

budgets in the 1980s and 1990s, but have declined modestly since.
The US has the highest incarceration rate (number per 100,000  ●

population) in the world (501 in 2006). The US incarceration rate 
doubled in the 1980s, and increased by 60 percent in the 1990s, but 
has grown only 5 percent since 2000 (see Figure 2.3).
More than 7.2 million people were in jail or prison, on probation,  ●

or on parole in the US in 2006 – 3.2 percent of the adult population, 
with about 1.6 million persons incarcerated in federal and state 
prisons.
93 percent of prisoners are male, about 58 percent are African- ●

 American, Hispanic or Latino, and half of inmates in federal or state 
prisons are parents of minor children.
Only 52 percent of state prisoners were sentenced for violent crime,  ●

whereas 20 percent are in state prison for drug off enses. About 23 
percent of federal prisoners were sentenced for violent crimes or 
weapons charges, and 53 percent were sentenced for drug off enses.
The violent crime rate in the US has declined since 1992, and  ●

 property crime rates have generally declined since the mid- 1970s.
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It is well known that the United States has the highest rate of imprison-
ment of any nation (suggesting, I suppose, that public safety is a normal 
good). With about 5 percent of the world’s population, the US has about 
25 percent of incarcerated persons. Among the states, incarceration 
rates vary from 151 per 100,000 population (Maine) to 846 (Louisiana). 
Similarly, corrections spending varies from 1 percent of state expenditure 
(West Virginia) to more than 5 percent (Michigan). The incarceration rate 
for African- American males is 3042 (per 100,000 in the population), much 
greater than for Hispanic and Latino males (1261) or White males (487). 
According to research reported by Loury (2007), an African- American 
male has a 32 percent chance of serving in a state or federal prison during 
his lifetime. There also is substantial variation in the type of criminal 
activity that leads to prison. The most recent report from the US Bureau 
of Justice Statistics (Sabol et al., 2007) fi nds that ‘three off ense categories 
– drug, weapons, and immigration off enses – accounted for 87 percent of 
the growth in Federal prisoners’ since 2000.

Criminal justice activity, and corrections specifi cally, seems to be an area 
of state–local service where both the fi scal cost and the social cost suggest 
that a re- evaluation of policy and approach may be appropriate. States 
and localities are spending a substantial and increasing amount even when 
most measurements suggest serious crime has declined. The focus on drug 
and immigration incidents seems to have contributed to the concentration 
of criminal justice activity on minorities, and especially minority males, 

600

500

400

300

200

100N
um

be
r o

f o
ffe

nd
er

s p
er

10
00

00
 p

op
ul

at
io

n

19
82

19
80

19
84

19
86

19
88

19
90

19
92

19
94

19
96

19
98

20
00

20
02

20
04

20
06

0

Source: Reprinted from Offi  ce of Justice Programs, US Department of Justice, Bureau of 
Justice Statistics.

Figure 2.3  Incarceration rate, 1980–2006



 Major state–local policy challenges  19

which creates social and economic consequences in those communities. 
There seem to be a number of obvious questions. What types of criminal 
activity should be the primary focus for state–local law enforcement? Is 
incarceration the appropriate response for drug and immigration off enses, 
especially with so many minor children involved in those families? What 
are the alternatives? How might states and localities reduce direct and 
social costs?

The Resurgence of the Property Tax Revolt

Property taxes are one of the fundamental fi scal foundations for local gov-
ernment in the US, but they remain exceptionally controversial. The tax 
is criticized for its incidence and distributional implications, for its eff ect 
on specifi c groups of taxpayers, for the incentives it creates, and because 
of disparities in the tax base among localities. Because of these concerns, 
the property tax seems continually to be under assault, and the target for 
reform, reduction or even elimination (Fisher, 2008).

Here are the facts:

In fi scal year 2005, property taxes generated $346.3 billion of  ●

revenue and accounted for about 28 percent of all local government 
general revenue and more than 72 percent of local government taxes 
(see Figure 2.4).
Property taxes provide about one- third of general revenue for public  ●

schools nationally, 55 percent of revenue for townships, a quarter of 
revenue to county governments and about one- fi fth of revenue for 
cities, on average.
In aggregate nationally, property taxes ($346.3 billion) are of  ●

roughly the same order of magnitude as corporate income taxes 
($355 billion) and sales taxes ($271.2 billion from general taxes and 
$197.8 billion from selective taxes).
In 2005, aggregate property taxes were 3.15 percent of personal  ●

income, the same ratio that existed in the 1950s. The tax- to- income 
ratio was higher in the 1970s and 1980s, but has remained near 3 
percent since 1982.
According to the American Housing Survey for 2005, the median  ●

market value for year- round, owner- occupied housing was $165 344, 
and the median monthly real estate tax was $127. This suggests 
annual property taxes of $1524 and an eff ective property tax rate on 
owner- occupied homes of less than 1 percent. Other recent analyses 
suggest median eff ective property tax rates on all real property of 
about 1.6 percent, in both cases relatively low rates.
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The initial ‘property tax revolt’ was tied to Proposition 13, adopted 
by California voters in 1978. Subsequently, property tax reform and 
reduction was often related to fi nancing of K–12 (Kindergarten to 
grade 12) education because of the resource disparities between school 
districts implied by property tax reliance for funding schools (Kenyon, 
2007). In the last several years, the ‘property tax revolt’ seems to have 
gained new life as a number of states have acted to reduce the property 
tax by expanding alternative revenues and some states have considered 
serious proposals to eliminate the tax. Florida considered such a plan, 
which would have involved substituting sales tax, in 2007. Georgia 
considered various property tax elimination options in 2007 and 2008. 
Similar discussions have taken place in Indiana and Texas, among other 
states.

The latest version of property tax opposition may have been fueled 
partly by the substantial increase in housing values that occurred since 
1990, especially in certain parts of the country. In some states, average 
ratios of home value to income exceeded fi ve, implying that monthly 
mortgage payments were high relative to income by historical standards. 
If households had made housing purchase decisions based on an expecta-
tion of a fi xed monthly payment, and if those payments were high relative 
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to income, then an increase in monthly payments – from interest rate or 
property tax changes – could be problematic.

A state representative in Georgia made the argument as follows:

The biggest part of the problem is that property taxes are increasing faster than 
personal income . . . Even though people are not earning more income, the 
government is requiring that they pay more taxes. Because of this phenomenon, 
a family can live in a home for 30 years and suddenly fi nd they cannot aff ord 
it anymore because their property taxes have increased so much. (Lunsford, 
2007)

One might think that the bursting of the housing market bubble 
and subsequent decline in housing prices would mitigate the pressure 
for property tax reduction. I think just the opposite. Concerns about 
housing aff ordability seem greater now than ever, with a variety of 
schemes suggested to maintain home ownership. And in some states 
with limitations on the growth of property taxes or taxable values, prop-
erty taxes may be able to continue to increase even while property values 
decline.7 Neither of these two observations, it seems to me, is likely to 
lessen the call for property tax reduction.

Proposals to eliminate the property tax might be of four types:

1. Eliminate the property tax with no revenue replacement.
2. Eliminate the property tax and substitute (in full or in part) revenue 

from other local government taxes or fees.
3. Eliminate the property tax and substitute (in full or in part) a state 

property tax, possibly coupled with a state aid mechanism to distrib-
ute the state revenue.

4. Eliminate the property tax and substitute (in full or in part) revenue 
from other state government taxes, again possibly with a state aid 
program.

These are very diff erent options with substantially diff erent implications. 
It is clear that in addition to an issue of relative tax mix (sales–income–
property), there also are issues about the provision of public services and 
the relative role of state compared to local governments. Many proposals 
for property tax relief would not only change tax reliance, but also greatly 
reduce the autonomy of local government. Citizen concern and opposition 
to property taxation is long- standing, but until these issues are resolved, 
the fi scal health of state–local governments will continue to be at risk. 
Moreover, the structure of fi scal federalism in the US itself may be at risk, 
if eliminating property taxation comes to mean eliminating autonomous 
revenue sources for local government.
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The Expectation that Responsibility for Economic Development is a 
Primary Role of State and Local Governments

‘Get jobs’: I am not sure precisely when it began, but at some time the 
responsibility to ‘get jobs’ – to stimulate local economic development – 
became a standard expectation or role for state and local government and 
its offi  cials. It is also not clear how or whether this fi ts with Musgrave’s tra-
ditional characterization of the allocation, distribution and stabilization 
functions of government. Encouraging economic growth might be thought 
of as part of the stabilization function, but Musgrave (and others) viewed 
this as a national government responsibility. Today, this is an expectation 
for every mayor, governor or infl uential state legislator. It is often a (some-
times the) key issue in political campaigns. Every state and major city has 
an economic development agency, tax incentives for investment or job 
creation are ubiquitous, and ‘trade’ missions to other nations are common. 
Is this a good direction for state and local government to take?

Here are the facts:

Diff erences in income among states and regions in the US have been  ●

reduced continually and dramatically over the twentieth century.
One estimate in the 1990s (Bartik, 1994) suggested that states and  ●

localities spent up to $70 per person annually on direct and indirect 
economic development incentives.
Although (or perhaps because) fi scal incentives for investment are  ●

off ered by every state and most large counties and cities, Wasylenko 
(1997, p. 47) concludes: ‘Taxes do not seem to have a substantial 
eff ect on economic activity among states’.

The direct cost of state–local economic development activity is unclear, 
at best. These expenditures are diffi  cult to measure, partly because respon-
sibility is often diff used among many departments and many governments, 
partly because many incentives are off ered as tax reductions rather than 
direct spending (requiring measurement of revenue lost through tax expen-
ditures), partly because incentives may take the form of reduced- interest 
or guaranteed loans, and partly because incentives are sometimes oper-
ated through quasi- governmental agencies. In addition, net cost depends 
on the eff ectiveness of the incentives. If an incentive generates a suffi  cient 
amount of economic activity that otherwise would not have occurred (and 
resulting tax revenue), then the net cost could be reduced or even become 
negative.

One recent analysis for Michigan (Bartik et al., 2003) calculated that 
about $700 million of public resources was devoted annually to economic 
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development activity in the state. If accurate, this level of expenditure 
represents about 1 percent of total state–local government spending in 
the state. Even if inaccurate by a factor of two, this is still a relatively 
low level of state–local expenditure (certainly compared to education or 
health care). From that perspective, it may not seem to matter much that 
the overwhelming implication of a number of studies is that many (if not 
most) state economic development incentives are ineff ective, or at least not 
worth the cost.

The most serious cost of the state–local governmental focus on stimu-
lating economic development may, therefore, be an opportunity cost. One 
aspect of that is the time and eff ort that public offi  cials and staff  spend 
on development activity, rather than the more traditional subnational 
government responsibility of producing public services. Similarly, citizens’ 
expectations of public offi  cials and state–local governments may be based 
more on ‘creating jobs’ than what seems often to be perceived as the more 
mundane task of running eff ective schools, maintaining a well- functioning 
transportation system, and so on. The issue, then, is whether state and 
local governments would be better served focusing relatively more on the 
traditional allocation function – how to provide more or better public 
services at lower cost – rather than on an elusive and often unsuccessful 
competition for private  sector jobs.

RESOLUTIONS

How important are these six topics or issues for state–local fi scal policy? 
Although all of the magnitudes may not be identifi able, it seems ines-
capable that these account for the great bulk of state–local budgets. A 
conservative estimate suggests that these six issues represent at least two-
 thirds of state–local budgets. Property taxes account for about 20 percent 
of state–local own- source revenue. Health- related expenditures represent 
20 to 25 percent of state–local spending. Support for public higher educa-
tion amounts to 8 percent of state–local spending, and criminal justice 
services account for about an additional 7 percent. Therefore, these four 
areas represent roughly 55 to 60 percent of budgets of state–local gov-
ernments. K–12 education, in aggregate, represents nearly 30 percent of 
state–local spending, but only a portion of that is related marginally to 
assessing, reporting and improving educational performance and attain-
ment. One analysis suggests that the annual cost of implementing only 
the NCLB law is between $2 billion and $8 billion. And there is no single 
measure of direct costs for economic development activity by state–local 
governments. For that issue, the opportunity cost – the defl ection or 
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misdirection of interest and eff ort away from providing traditional public 
services – may be greater than direct expenditure, in any case.

Are these issues new? In a similar review of key fi nancing issues facing 
state and local government in the 1980s, Roy Bahl (1984) focused on: the 
importance of slower economic growth on state–local budgets; regional 
shifts in economic activity and population, and the implications for 
high-  and low- spending states; the diffi  culty of maintaining the public 
capital infrastructure; the tax and expenditure limitation movement; the 
need for development of an urban policy and revitalization of central 
cities; and changes in the relationship between the federal government 
and the state–local sector. It is interesting that although the key fi scal 
policy issues seem to be quite diff erent 30 years after Bahl’s analysis, 
many of the exogenous factors infl uencing fi scal policy – variable national 
economic conditions, uneven regional growth, aging of the population, 
and changes in the racial and ethnic composition of the population – are 
similar.

What are the solutions? The ultimate goals from addressing these 
major policy challenges are easy to list: improve educational outcomes 
and strengthen post- high school preparedness; improve access to post-
 secondary or college education; re- evaluate criminal justice and imprison-
ment strategy and adopt alternatives; contain health care costs; maintain 
the fi scal viability of local government and improve perception of the 
property tax; and refocus state–local government eff ort on the provision 
of basic services. But achieving such objectives remains elusive.

What to do? For many of these issues, there has been no shortage of 
research, journal articles, books, reports and conferences. But real under-
standing, policy change or diff erent outcomes have been more diffi  cult to 
achieve. Economists and other academic specialists who study state–local 
government seem more comfortable and successful as analysts rather than 
engineers – explaining why or how something happens rather than identi-
fying how to do it better. But engineering may be precisely what is needed. 
In some cases new ideas or options may be necessary; in others, existing 
ideas may need to be implemented. This may be a particular role for the 
public policy schools, as some have already embraced.

Changes in academic research direction may also be appropriate. For 
instance, public fi nance analysts have devoted substantial research and 
eff ort to the issues of state–local business taxation. Should a tax be on 
gross receipts, value added or profi ts, or should there be a business tax 
at all? And if there is one, how should it be apportioned? Does a lack of 
uniformity raise the effi  ciency cost, and by how much? And for taxpayers, 
how should economic activity be organized to minimize that tax burden? 
Yet, state–local direct business taxes account for less than 3 percent of 
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own- source revenue for state–local governments. Surely some redirection 
of that research eff ort toward the issues discussed in this chapter might be 
welfare- enhancing.

This volume is focused on ‘thinking outside the box’ in the world of 
state–local fi scal policy. I suggest that there is no greater area of need for 
such thinking than the six issues identifi ed and discussed in this chapter. 
Surely these issues have been intractable, which is one reason why they 
were selected for discussion. Though diffi  cult, they also seem to be ones 
where even modest improvements can have a substantial impact on not 
only the fi scal position of state–local governments, but also the function-
ing of our economy and society.

NOTES

1. I benefi ted from comments and suggestions by many participants at the conference in 
May 2008 organized and hosted by the Andrew Young School of Policy Studies, with 
comments by Roy Bahl and Kurt Thurmaier especially helpful.

2. The defi nition excludes, therefore, the current fi scal diffi  culties faced by states and locali-
ties arising from the national macroeconomic slowdown (or recession) and the credit 
market crisis, refl ected most obviously in the decline of housing prices, the reduction 
in liquidity, and increase in foreclosures. This situation certainly seems likely to aff ect 
subnational government substantially over the next several years and is a short- run chal-
lenge. But the focus in this chapter is on more continuing, long- run concerns.

3. For discussion of how these issues overlap and interact, see Fisher (2007).
4. It may be important to distinguish these fi scal issues under the control of state and local 

governments from external or exogenous factors that currently are important and aff ect 
state and local fi nances and policy. The aging of the population, changes in ethnic com-
position of the population, regional population shifts, growing income inequality, the 
rising relative cost of energy and increasing environmental concerns are all among the 
key external factors that are infl uencing state–local fi nances and policy choices.

5. Several participants at the conference held by the Andrew Young School suggested that 
perhaps higher education fi nance and provision should not be included among the six 
major issues facing state–local government. Alternatives suggested included transporta-
tion and population change. A strong case might be made, I think, for transportation 
to supplant higher education on this list. Many roads and bridges are old and require 
substantial maintenance or replacement; road congestion in major metropolitan areas 
is substantial and increasing; rising energy costs are increasing attention on mass transit 
options; gasoline excise taxes may no longer be the preferred mechanism for fi nancing 
roads; and so on. I decided to keep higher education on the list instead of transportation 
primarily because the higher education issue seems newer. Many of the current transpor-
tation issues could have been (and were) raised in the 1970s. So, this issue seems to be a 
perennial one for states and localities. But the change in higher education funding and 
resulting shift of costs to students has been a fact since 2000 at a time when demand for 
higher education (and the return to it) is increasing.

6. The challenges and contrasts are apparent in my own state of Michigan. The Governor’s 
administration has set as a state goal to: ‘double the number of residents with a college 
degree’. The fi nance system for K–12 education was changed substantially in the 1990s. 
State high school graduation requirements were established for the fi rst time in 2006. The 
Governor has proposed raising the high school dropout age to 18. But the high school 
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completion rate for the Detroit public school district is about 25 percent, the lowest in 
the nation. And state government fi nancial support for higher education has declined as 
a share of the state budget and has even declined in nominal amounts in some years.

7. In Michigan, for instance, annual increases in taxable property values are limited to the 
lesser of 5 percent or the rate of infl ation. Assessed values are set at 50 percent of market 
value, but because of the taxable value limitation, taxable values are substantially less 
than assessed values for many properties. Thus, taxable value might increase by the rate 
of infl ation. Even with falling market values, taxable value could still be less than 50 
percent of market value.
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3.  Genesis of state–local creativity
Robert Tannenwald, Jennifer Weiner and 
Igor Popov1

INTRODUCTION

The premise of this chapter is that state and local governments in the USA 
have been forced to become more creative in raising revenue in recent 
years. Actually, states have exhibited creativity in raising revenues when 
confronting past challenges. In each recession, and with each wave of 
increased responsibility, states have come up with all sorts of clever ways 
to boost receipts. The Great Depression spawned state sales taxes. The 
property tax revolt of the late 1970s and early 1980s induced greater reli-
ance on user fees and charges. The severe contraction in state revenues in 
the early 1990s inspired creative ‘Medicaid arrangements’ – a euphemism 
for clever exploitation of loopholes in federal regulations to divert money 
intended for health care into state general funds.

Nevertheless, some ‘bread and butter’ options, such as surcharges and 
increases in statutory tax rates, have been enacted less frequently during 
the 1990s and 2000s than they were in the 1970s and 1980s. Indeed, the 
1990s were marked by a proclivity for tax cuts, a few years of discipline 
on the spending side, and increased federal aid (relative to very depressed 
levels in the 1980s), leading to a build- up of reserves. States have been 
drawing down these reserves since the mid- 2000s to help make ends 
meet.

Furthermore, interest has intensifi ed in forms of taxation not as widely 
or seriously considered in the past. Gross receipts taxes and value added 
taxes are perhaps the most prominent cases in point. ‘Loophole closing’, 
including combined reporting, although not as novel, has become more 
prevalent. Slow but steady growth in support for the Streamlined Sales 
Tax Agreement (SSTA) is another manifestation of states’ ‘thinking 
outside the box’ to augment revenues over the long run. More and more 
states are also expanding casino gambling as a means of augmenting rev-
enues (see Prah, 2004, 2007, 2008; Peterson, 2006; Butterfi eld, 2005).

In trying to explain why state tax policy- makers have become increasingly 
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creative in their revenue- raising strategies, we posited two explanations: 
‘alienation’ and ‘tax obsolescence’.

The Alienation Hypothesis

The prototypical American has become disillusioned and alienated, in 
large part because their material well- being has, at best, improved little 
since the early 1980s, while the income and wealth of the nation’s richest 
households have skyrocketed. Inequality has widened sharply, especially 
during the 1980s. To the extent that incomes grew at all in the lowest two 
income quintiles, they did so primarily because of an increase in labor 
force participation of the lower- earning spouse. In eff ect, as asserted in 
the title of an article published in the New York Times during the spring 
of 2008, which reprints a chapter of a new book by Steven Greenhouse, 
the prototypical American has been ‘Worked over and overworked’ 
(Greenhouse, 2008a, 2008b).

Meanwhile, Ronald Reagan began his presidency (during a recession) 
by blaming the nation’s economic woes on ‘big government’. In his fi rst 
inaugural address, he asserted: ‘It is no coincidence that our present trou-
bles parallel and are proportionate to the intervention and intrusion in our 
lives that result from unnecessary and excessive growth of government’.2

When, following several years of rapid growth in state and local spend-
ing, large state fi scal defi cits surfaced in the late 1980s and early 1990s, 
states enacted tax increases that, in the aggregate, were unprecedented in 
magnitude. Angered voters, their dissatisfaction stoked by the ideology 
of many of their national leaders, took out some of their frustration on 
elected state offi  cials. Even if they did not necessarily throw out incum-
bents, they let their elected representatives know that they were fed up 
with what they perceived as large, ineffi  cient government that did not seem 
to be helping ‘average Americans’. They would not tolerate additional, 
visible, direct tax hikes. Governors and legislators got the hint. Their tax 
policies still refl ect their fear of voter backlash.

The ‘Obsolescence’ Hypothesis

State and local tax systems, designed decades ago, are poorly designed to 
‘meter’ and ‘tax’ the stocks and fl ows that have assumed an increasingly 
important role in the twenty- fi rst century’s economy. As a result, state and 
local governments have been compelled to tweak their tax systems in novel 
and creative ways, or to introduce taxes radically diff erent from tradi-
tional levies, in order to raise needed revenues. Factors contributing to this 
growing obsolescence include: (1) the eviscerating impact of intensifying 
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interjurisdictional competition in a global economy; (2) the rising impor-
tance of hard- to- tax services in the mix of consumption and intermediate 
purchases; (3) the spread of diffi  cult- to- tax electronic commerce; and (4) 
constraints imposed by state court cases on local governments’ authority 
to fi nance public education through the property tax.

The Role of Changing Public Attitudes

Since the alienation hypothesis has been less widely discussed and is more 
controversial than the obsolescence hypothesis, this chapter focuses pri-
marily on evidence supporting the former. Though such evidence is weak, 
we still believe that a change in public attitude towards government spend-
ing has constrained the choices of state tax policy- makers. We are less 
certain about our hypothesized explanation for this shift in attitude, that 
is, public disgruntlement over a lack of economic progress for the proto-
typical American and growing inequality.

THE STATES’ GROWING RELUCTANCE TO RAISE 
TAXES

Since 1993, the states have become less likely to raise, and more likely to 
lower, statutory tax rates on personal income, corporate income and retail 
sales, the ‘big three’ taxes imposed by most states. From 1974 through 1994, 
we recorded 53 instances in which states raised statutory personal income 
tax rates, including temporary surcharges, compared to 26 instances of 
reductions in such rates. In every year for which data were available during 
this period, instances of tax rate increases were greater than tax rate reduc-
tions, with the exception of 1974 and 1984. Since 1994, only two states 
have reported a statutory personal income tax increase. By contrast, there 
have been 23 reported reductions in tax rates during this period (Figure 
3.1). (However, there have been recent instances in which scheduled statu-
tory rate reductions have been postponed, such as in Massachusetts, in 
2001). Propensities to raise or lower corporate tax rates and sales tax rates 
have exhibited a similar intertemporal trend (Figures 3.2 and 3.3).

When looking at the net revenue consequences of all state tax changes, 
not just changes in the statutory rates of the ‘big three’ state taxes, one also 
sees a decreasing propensity to raise taxes and increasing willingness to 
lower them. According to the Fiscal Survey of the States, published by the 
National Association of State Budget Offi  cers (NASBO, various years), 
the latter half of the 1990s and early 2000s was an unprecedented period of 
continuous net tax cuts (Figure 3.4). In the aggregate, the states cut taxes in 
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Figure 3.1  Number of states enacting changes in the personal income tax 
rate
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the years prior to the recession of 1981–82, but then raised them sharply a 
few years into the recovery. As a percentage of total state tax receipts they 
rose to a local peak of 3.1 percent in 1984. After a brief respite in 1986, the 
states continued to enact net tax increases for the remainder of the decade, 
even when the economy was expanding at annual rates of between 3.5 
percent and 4.5 percent (US Bureau of Economic Analysis, 2008). Modest 
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Figure 3.4  Revenue changes as a percentage of total revenues
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tax increases continued throughout the 1991–92 recession; without them 
the states would have faced a massive aggregate defi cit. In 1993, state 
aggregate legislated tax increases as a percentage of state tax receipts rose 
to 2.5 percent. After one more year of net tax increase, the states then 
began seven years of consecutive net tax reductions. Modest tax hikes 
were enacted in 2003–06 (relative to total state tax receipts); the states then 
resumed their tax- cutting ways in 2007. As of the December 2007 NASBO 
report, states were not planning tax increases in the aggregate in fi scal year 
2008 (FY2008).

TRENDS IN STATE SPENDING AND RESERVES

States’ tax- cutting proclivities were not matched by spending cuts. 
Infl ation- adjusted state spending see- sawed in the early 1980s and then 
grew at an average annualized rate of 3.4 percent from FY1984 through 
FY1990 (Figure 3.5). Thus, at the same time that inequality widened, state 
and local spending accelerated. Real state spending did not decline at all 
during the recession of the early 1990s. Given their low reserves, states 
chose to tax their way out.

State and local spending also grew sharply relative to other sectors of 
the economy. After falling from 14.2 percent in 1975 to 12.5 percent in 
1984, state and local expenditures as a share of gross domestic product 
(GDP) jumped sharply over the remainder of the 1980s and the early 
1990s, hitting a local peak of 14.4 percent in 1992. The rate of increase in 
infl ation- adjusted state and local spending per capita also slowed in that 
year (Figure 3.6). Moreover, the composition of state and local expendi-
tures changed in ways that may have further disgruntled taxpayers. Direct 
purchases as a share of state and local expenditures fell, while transfers as 
a share of state and local expenditures rose (Figure 3.7).3

After the recession in the early 1990s, the states held real growth in 
spending within the 1- to- 3 percent range for a few years, and state and 
local spending as a share of GDP fell. However, states loosened their purse 
strings in the late 1990s. For 1994–2000 as a whole, real spending grew at 
about the same it did from 1984 to 1990. So states heeded the call for tax 
cuts, but did not pay for them with commensurate spending cuts.

In spite of these trends, states were able to build reserves up from the 
low levels they had reached at the end of the 1980s. According to NASBO 
reports, states built up sizeable year- end balances that helped to soften 
the fi scal blow of the early 1980s recession (9 percent as a percentage 
of general fund expenditures by the end of FY1980 (Figure 3.8). Still, 
the states depleted most of these reserves rapidly during the ensuing 



34 State and local fi scal policy

–8

–6

–4

–2

0

2

4

6

8
R

ea
l b

ud
ge

t %
 c

ha
ng

e

Fiscal year

19
79

19
80

19
81

19
82

19
83

19
84

19
85

19
86

19
87

19
88

19
89

19
90

19
91

19
92

19
93

19
94

19
95

19
96

19
97

19
98

19
99

20
00

20
01

20
02

20
03

20
04

20
05

20
06

20
07

20
08

Note: Barred intervals are offi  cial NBER recessions.

Source: NASBO (various years).

Figure 3.5  State real annual budget increases, fi scal 1979–2008
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Figure 3.7  Direct purchases, transfers and interest payments as a 
percentage of state and local expenditures
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Figure 3.8  Total year- end balance as a percentage of expenditures, fi scal 
1979–2008
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contraction, emerging with a balance- to- spending ratio of only 1.5 percent 
by the end of FY1983. During the subsequent economic recovery and 
expansion, states did not replenish their reserves. Balances as a percentage 
of spending peaked at just over 5 percent in FY1985, remained below that 
fi gure for the remainder of the decade, and settled at a low of 3.4 percent 
in FY1990, just before the next economic downturn. Without much of a 
cushion to fall back on, the states had to slow growth in spending and to 
raise taxes. However, during the ensuing recovery, the states were able to 
build their reserves- to- spending ratio. Over the course of the 1990s, the 
states saved enough to raise their year- end balances to 10.4 percent of 
spending by FY2000. As in past recessions, the states spent their reserves 
down during the early 2000s. However, a combination of stock- market 
related revenue gains and spending reductions enabled them to build their 
reserves back up quickly, to a record 11.5 percent of spending in FY2006. 
Over FY2007 and FY2008, however, the states have increased their spend-
ing sharply, and drawn down a large fraction of their reserves, so that as 
a percentage of spending, reserves now stand at 6.7 percent. A reduction 
in the ratio of year- end balance to spending of such a magnitude in the 
latter years of an expansion did not take place in the previous two busi-
ness cycles. Given current public opinion, state fi scal policy- makers would 
rather draw down reserves than raise taxes or cut spending.

How did the states manage to build such large balances over the course 
of the 1990s and again during the mid- 2000s? In both periods, acceler-
ating federal aid, especially Medicaid assistance, played an important 
role. Federal aid to the states was cut sharply during the Reagan era. It 
recovered partially after this era had passed. Figure 3.9 displays federal 
aid to state and local governments in constant 2000 dollars from federal 
fi scal year 1980 (FFY1980) to FFY2007. The aid is broken down into 
Medicaid and non- Medicaid components. Both components, but espe-
cially Medicaid, have risen rapidly, with occasional pauses, since the late 
1980s. (The trends are more evident when each component is measured 
as a percentage of total federal spending and of GDP, as reported in 
Figure 3.10.) Only since 2004 has this aid leveled off . The acceleration in 
growth of Medicaid spending during the fi rst half of the 1990s was attrib-
utable in part to increasing reliance of state governments on ‘Medicaid 
arrangements’, a euphemistic term describing tactics by which many states 
diverted some Medicaid grants into their general funds without increasing 
their own spending on medical treatment for eligible patients. The design 
and implementation of these ‘arrangements’ displayed a considerable 
amount of creativity on the part of state governments. The original tactics 
were devised by a Massachusetts state employee, who won a generous 
merit award for her ingenuity (Worcester Telegram and Gazette, 1991).



 Genesis of state–local creativity  37

$0

$50000

$100000

$150000

$200000

$250000

$300000

$350000

$400000

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006

State & local total State & local medicaidState & local non-medicaid

Source: Offi  ce of Management and Budget (2008).

Figure 3.9  Federal outlays to state and local governments: constant 2000 
dollars (millions)

0.0

0.5

1.0

1.5

2.0%

2.5

3.0

3.5

4.0

1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2006

State & local total State & local medicaidState & local non-medicaid

Source: Offi  ce of Management and Budget (2008).

Figure 3.10  Federal outlays to state and local governments as share of 
GDP



38 State and local fi scal policy

GROWING INEQUALITY AND SLUGGISH GROWTH 
IN MEDIAN INCOME

By almost any measure, inequality, in both income and wealth, has 
widened in the United States since the early 1980s. Furthermore, the 
average income of households in the bottom two income quintiles has 
been stagnant, despite the rising incidence of two- earner households. The 
real median wage of males has fallen.

Consider the trends presented in Figure 3.11, which reports real mean 
household income by quintile for the United States from 1967 through 
2006. From 1967 through 1973, a period which included a recession, real 
incomes grew in all fi ve quintiles nonetheless. The quintile with the fastest-
 growing average real income by far was the bottom one (3.4 percent at 
an annual rate). The quintile exhibiting the second- fastest income growth 
was the second. The average income of the top 5 percent grew more slowly 
than that of either of these two quintiles.

The period from 1973 through 1982 was marked by income stagnation. 
Over the whole 10 years, average real income declined in the bottom three 
quintiles, was fl at in the second- highest, and rose only slightly in the top-
 earning quintile.

Commencing in 1982, as the nation started to recover from recession, 
inequality widened dramatically. From 1982 through 1993, average real 
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Figure 3.11  Growth in income inequality, 1967–2006: average real 
household income by quintile and for top fi ve percent
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incomes in the bottom two quintiles grew by less 0.5 percent a year. The 
comparable fi gures for the top quintile and top 5 percent were 2.2 percent 
and 3.3 percent, respectively. From 1993 until 2006, inequality continued 
to widen, albeit at a slightly slower pace. While the average annual rate 
of growth in the mean real income of the bottom three quintiles ranged 
from less than 0.6 percent (lowest quintile) to less than 0.8 percent (third 
quintile), the comparable fi gures for the top quintile and the top 5 percent 
were 1.9 percent and 2.8 percent, respectively. For the whole 1967–2006 
period, the mean real income of the bottom quintile grew by 38 percent. 
In the top quintile, it grew by 83 percent. In the top 5 percent, it grew by 
105 percent.

If the prototypical household did, in fact, become bitter and disillu-
sioned, leading to a change in state and local fi scal behavior, the seeds of 
this development were sown between 1973 and 1993. Over this 20- year 
period, the real incomes of the bottom two quintiles did not budge. Those 
of the middle quintile rose at an annualized rate of only 0.2 percent per 
year. The top quintile and top 5 percent enjoyed gains at annualized 
growth rates of 1.3 percent and 1.9 percent, respectively. Over a 20- year 
period, disparities of this magnitude mount up.

Trends in the inequality of the distribution of wealth tell a similar 
story. According to data collected by Mishel et al. (2007), the ratio 
of the median wealth of the top 1 percent to the median wealth of all 
US households has risen sharply since the early 1960s. This inequality 
widened dramatically in the 1980s (Figure 3.12), the period during which, 
according to our hypothesis, the public’s cynicism about state govern-
ment intensifi ed.

Without women’s greater participation in the labor force, median 
household income might have declined from levels of the late 1970s. The 
median real average weekly wage of men has declined (Figure 3.13). In 
1979 it was $793; by 1990 it had fallen to $743. It bottomed out in 1993–95 
at $712, a decline of over 10 percent from its previous peak. It has risen 
slowly since this trough, but as of 2007 it was still more than 6 percent 
below its 1979 value. So, the prototypical American household has been 
treading water only by working harder. For many women, entry into the 
workforce greatly enhanced the quality of their life. For those compelled 
to work out of fi nancial necessity, life did not necessarily get better. All the 
additional costs that often fall on two- earner families – commuting, cloth-
ing, daycare and other services – had to be borne, diminishing the gain in 
household disposable income.
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Figure 3.12  The ratio of the wealthiest 1 percent to median wealth in the 
United States
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Figure 3.13  Median real weekly earnings per worker by sex, 1979–2007
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HAVE CHANGING ATTITUDES TOWARDS 
GOVERNMENT, STATE GOVERNMENT, OR 
STATE AND LOCAL TAXES IN PARTICULAR, 
BEEN EVIDENT IN POLLING DATA OR OPTING 
BEHAVIOR?

It is all well and good to document growth in government spending during 
the 1980s and early 1990s, large tax increases in the early 1990s, a subse-
quent aversion of state policy- makers to tax increases, widening inequal-
ity and a lack of signifi cant improvement in the prototypical American’s 
economic well- being. However, is there evidence that these developments 
are linked, as we have posited, in surveys, election data or econometric 
studies? We found the evidence to be inconclusive.

Polls: Attitudes Towards Government

If our hypothesis is correct, we would expect to fi nd evidence that public 
confi dence in state government fell in the early and mid- 1990s and would 
be lower than during previous comparable periods in the business cycle 
(recession and recovery). A few polls have tracked confi dence in govern-
ment over time. Teixeira (1992) conducted a longitudinal study probing 
changes in a wide range of public attitudes, including the degree of public 
cynicism towards government in general. He did not distinguish among 
levels of government. Among the many questions he posed were: (1) ‘Can 
government be trusted?’ (2) ‘Does government waste tax money?’ and (3) 
‘Is government run by big interests?’ His observations run in four- year 
intervals, from 1964 through 1988. He found large increases between 
1964 and 1980 in the percentage of respondents who felt that government: 
(1) can never be trusted or trusted only some of the time; (2) wastes tax 
money; and (3) is run by big interests (as opposed to run for the benefi t of 
all). Contrary to our expectation, these percentages then fell (although to 
nowhere near their levels of 1964), over the course of the 1980s, the period 
when inequality increased markedly. Unfortunately, Texeira provides no 
data on attitudes towards government after 1988.

The US Advisory Commission on Intergovernmental Relations (ACIR, 
various years) and Cole and Kincaid (2006) conducted a poll over several 
years investigating the level of confi dence of the American public in the 
various levels of government. Results are reported since 1987 (Figure 3.14). 
Between 1987 and 1992, the percentage of respondents reporting ‘a great 
deal or a fair amount’ of trust in state governments plummeted from 73 
percent to 51 percent; the percentage expressing little confi dence or none 
at all skyrocketed from 23 percent to 44 percent. Confi dence in the federal 
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and local levels experienced a similar pattern. Confi dence in all levels of 
government recovered partially over the remainder of the 1990s. Unlike in 
the early 1990s, no level of government suff ered a marked erosion of con-
fi dence during the recession of the early 2000s. Cole and Kincaid found a 
sharp decline in confi dence in the federal government in 2006.

The ACIR and Cole and Kincaid surveys also asked: ‘From which level 
of government do you believe that you get the most for your money?’ 
Results are available from most years since the early 1970s (Figure 3.15). 
During this period, state government is almost always chosen as the level 
of government that provides the least value for money. State government’s 
rating was near record lows in 1993, then shot up to a record high by 1999. 
It is not clear whether this change in sentiment refl ected approval of state 
governments’ growing fi scal conservatism during the mid-  and late-1990s. 
Since 1999, the public’s rating of the state governments’ relative budgetary 
effi  ciency has declined to a level close to its all- time low. These low ratings 
might be a factor inhibiting states from basic tax rate increases and induc-
ing more creative thinking about how to raise revenues.

One poll, conducted by The Gallup Organization and Hart & Teeter 
Research and reported by Shaw and Reinhart (2001), has periodically 
posed the following question: ‘I am going to read you a list of institutions 
in American Society, and I’d like you to tell me how much confi dence you 
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Figure 3.14  Trust and confi dence in governments: federal, state and 
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have in each one – a great deal, quite a lot, some, or very little.’ One of the 
institutions on the list was ‘state government’ (Figure 3.16). Unfortunately, 
this poll did not include a question probing confi dence in state and local 
government between May 1975 and April 1994. In that period, the per-
centage of respondents who answered either ‘a great deal’ of confi dence or 
‘quite a lot’ of confi dence plummeted from 47 percent to 20 percent, and 
that responding ‘very little’ rose from 16 percent to 31 percent. By 1998, 
confi dence in the states had improved, so that the percentage expressing 
‘a great deal’ or ‘quite a lot’ of confi dence had risen back to 36 percent, 
and the percentage expressing ‘very little’ confi dence had fallen back to 17 
percent. This partial restoration of confi dence may refl ect public support 
for the belt- tightening and tax- cutting that states undertook, or a trend 
typically found during economic recovery and expansion. Because of the 
19- year gap in polling results, one cannot determine precisely whether the 
precipitous drop in confi dence between 1975 and 1994 is typical of years 
during and/or immediately following a recession, or represents signifi cant 
secular erosion.

A similarly worded question used by The Gallup Organization (various 
years a) elicited diff erent results from those of Shaw and Reinhart. In this 
poll, The Gallup Organization asked respondents: ‘How much trust and 
confi dence do you have in the government of the state where you live 
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when it comes to handling state problems?’ Again a long gap in the data 
– this time from 1976 to 1997 – severely limits its relevance to the issues 
addressed in this chapter. The percentage of the respondents who reported 
‘a great deal’ or ‘a fair amount’ of confi dence in state government is dis-
played in Figure 3.17. No clear- cut pattern emerges, other than a marked 
erosion of confi dence in 2001 and 2003. Again, these are years during and 
immediately following a recession. (The high relative confi dence level in 
1998 may refl ect the fact that the poll, unlike in other years, was taken 
between Christmas and New Years Day.)

Another piece of polling data that may be relevant is the question posed 
by the US Advisory Commission on Intergovernmental Relations (various 
years) and Cole and Kincaid (2006): ‘Which do you think is the worst tax 
– that is, the least fair?’ Taxes listed in this question included the federal 
income tax, the state income tax, the state sales tax and the local property 
tax (Figure 3.18). Since the early 1970s, when the question was fi rst posed, 
the two state taxes have routinely received far lower relative ‘unfairness’ 
ratings than the federal or local tax. Since the late 1990s, the relative 
unfairness of the local property tax has risen sharply, to levels not seen 
since the days of the ‘property tax revolt’, in the early 1970s. By contrast 
the state income and sales taxes have continued to be rated as relatively 
fair. One might interpret these results as a window for state governments to 
raise state tax rates, if coupled with property tax relief. However, given the 
widespread concern about the fi scal condition of municipal governments, 
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any such arrangement would be diffi  cult to sell politically unless accompa-
nied by substantial increases in state aid to cities and towns. Under such a 
policy package, states would still need to fi gure out ways to raise revenues 
to fi nance state programs.

Polls: The General Mood of the Country

A deterioration in the general mood of Americans during the 1980s and 
early 1990s could have led to decreased tolerance for taxation in subse-
quent years.

Gallup polls (The Gallup Organization, various years b) did, indeed, 
detect a spreading generalized dissatisfaction among Americans in the 
1980s (Figure 3.19). The percentage of respondents registering dissatis-
faction with ‘the way things are going in the United States at this time’ 
fell sharply in the vicinity of the cyclical trough of both the 1981–82 and 
1991–92 recessions. The incidence of general optimism rose sharply after 
the former contraction, perhaps as the second of the oil shocks absorbed 
by the national economy fi nally receded into the distance. Note, however, 
the gradual deterioration in mood after 1986, even as the economy con-
tinued to expand at a rate above potential. The recession of 1991–92 
precipitated dissatisfaction ratings rivaling those of the oil- shock days 
of the late 1970s (in June 1992, 84 percent of those polled expressed 
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dissatisfaction with the direction the country was taking). Dissatisfaction 
dominated the national mood for several more years, as the economy 
experienced the fi rst of its ‘jobless’ recoveries. Satisfaction levels rose only 
gradually, not surpassing 50 percent until early 1998. Satisfaction began to 
decline with the economy in mid- 2001, received a boost from the trauma 
and patriotic reaction to 9/11, and has fallen steadily since, regardless of 
the economy’s performance.

The aborted recovery of optimism in the last half of the 1980s, the pro-
nounced pessimism of the early 1990s, and its persistence throughout most 
of the remainder of the decade, may have been related to the stagnation 
of the weekly male median wage, discussed earlier in this chapter. After 
falling sharply from 1979 to 1981, it bounced around during the ensuing 
fi ve years. However, it fell steadily from 1987 through 1995. Only after 
it started to rebound steadily, in 1996, did satisfaction levels rebound. 
Perhaps these collective mood swings, especially the depressed mood of 
the later 1980s to mid- 1990s, inhibited the enactment of visible increases 
in state tax rates in subsequent years.

Change in Propensity to Oust Incumbents or Candidates of Incumbent’s 
Political Party in State Elections

We uncovered little empirical evidence of a high propensity of voters to 
oust incumbents in gubernatorial elections during or after the recession of 
the early 1990s (Figure 3.20). In years when approximately two- thirds of 
governors have been up for re- election (‘mid years’ in the national electoral 
cycle), usually 30 percent to 40 percent of candidates run by the incumbent 
party lose. The highest ‘ouster rate’ in mid-year elections between 1970 
and 1996 was registered in 1970 when, among 35 elections, the party in 
power changed in 15 of them (43 percent). In 1990 and 1994, the ouster 
rates were 42 percent and 39 percent, respectively. In 1994, Republicans 
picked up 12 of 36 gubernatorial offi  ces, or 33 percent, that they had not 
held before. The comparable number for Democrats was one. According 
to Moore (1995) the Republican candidates who ousted Democrats ran on 
aggressive tax- cutting platforms; after the election, according to Moore, 
70 percent of the population lived in a state with a Republican governor. 
He also reports that a large percentage of Democratic state legislators 
went down to defeat at the hands of Republican candidates (he did not 
supply numbers).

Econometric evidence linking economic conditions with voters’ pro-
pensity to oust incumbent political parties is largely absent. While Chubb 
(1988) found a positive relationship between growth in national and state 
personal income and the success of the incumbent party in gubernatorial 
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elections, most other studies fi nd an insignifi cant or even negative impact 
(for example, Peltzman, 1987; Adams and Kenny, 1989; Simon et al., 
1991; Levernier, 1993; Mitchell and Willett, 2006).

Econometric evidence investigating the impact of increases in state taxes 
on voting behavior, and how this impact might have changed over time, is 
also inconclusive. Kone and Winters (1993), looked at 407 gubernatorial 
elections from all 50 states from 1957 to 1985. They found evidence that 
incumbents are slightly more likely to be thrown out of offi  ce after having 
raised sales taxes, but found no negative consequences for raising other 
state taxes. They found no electoral reward for lowering state taxes.

However, a sharp increase in voters’ aversion to tax increases may still 
have aff ected tax policy, even if it did not increase the likelihood that tax-
 raising incumbents would fail in re- election bids. Some incumbents who 
raised taxes may have been deterred from running for another term. Also, 
since the sample examined by Kone and Winters encompassed 28 years, 
and ended in 1985, one should be cautious in drawing conclusions from 
their study about the political implications of tax increases since the early 
1990s.

Niemi et al. (1995) attempted to estimate the impact of increases in 
state taxes on subsequent support for the political parties of gubernatorial 
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incumbents by examining the determinants of voters’ actual behavior. 
For data they used ABC/Washington Post exit polls taken during 34 
gubernatorial elections in 1986. They found that raising the rate of the 
general sales tax, personal income tax or one of the ‘sin’ taxes (alcohol, 
tobacco, cigarettes) decreased the probability that a voter would support 
the incumbent’s party by 13 percent. They also found a statistically signifi -
cant negative correlation between the number of such taxes raised during 
an incumbent’s tenure and the probability that a voter would support the 
incumbent’s party. However, since these results pertain to one year, they 
provide no insight into trends over time in the impact of tax increases on 
voters’ choices.

THE OBSOLESCENCE HYPOTHESIS4

Many scholars and observers of subnational taxation have alleged that 
state and local revenue systems are becoming increasingly ‘out of sync’ 
with the economy’s changing structure (see, for example, Boyd, 2000; 
Tannenwald, 2001, 2004; Brunori, 1998). The economic stocks and fl ows 
that these systems are designed to ‘meter’ comprise a shrinking fraction 
of the nation’s wealth and economic activity. Four trends, in particular, 
have been cited as threats to the long- term viability of state and local tax 
systems as we know them:

1. The intensifi cation of interjurisdictional competition.
2. The shift in the nation’s mix of production and consumption from 

goods to services.
3. The proliferation of electronic commerce.
4. The tendency of state courts to invalidate the local property tax 

as the principal means of fi nancing public primary and secondary 
education.

The Intensifi cation of Interjurisdictional Competition

States and municipalities have engaged in fi scal competition since the 
founding of the republic. Indeed, to some observers, the persistence and 
ubiquity of such competition imply its inevitability among fi scally autono-
mous subnational governments. As long as businesses, shoppers and 
vacationers are mobile, states and municipalities will continue to design 
their revenue systems in part to attract and to retain fi rms, residents and 
consumers (Tiebout, 1956).

While it can be benefi cial, according to Alice Rivlin (1996), tax 
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competition ‘has escalated into a bidding crescendo that is injuring the 
winners as well as the losers’ (Rivlin, 1996). Burstein and Rolnick (1996) 
have characterized it as a ‘negative sum game’, in which jurisdictions 
short- change themselves on critical public goods (such as education 
and infrastructure) to fi nance incentives for prospective employers. Any 
attempts to raise taxes in a direct and transparent way – say by raising 
corporate statutory rates – is eff ectively undercut by employers’ threats 
to pull up stakes and to move to a jurisdiction with a more ‘favorable’ tax 
climate.

Fiscal competition has intensifi ed for a variety of reasons. During the 
late 1970s and early 1980s, the combination of soaring energy costs and 
persistently high rates of unemployment galvanized states and municipali-
ties to do something to attract and to maintain jobs for their constituents. 
The shift to services has also been partially responsible. Industries requir-
ing proximity to primary resources (such as steel) or central locations 
(such as autos) have declined in importance in the United States, while 
sectors that are growing, such as services, are more footloose. Even within 
an industry, new communications technology has enhanced mobility. 
Stiff er competition from overseas has also played a role in motivating 
jurisdictions to off er whatever inducements are necessary to attract and to 
retain businesses.

The damper that competition places on subnational corporate income 
taxation is partially refl ected in the declining ratio of state and local corpo-
rate income tax collections to corporate profi ts since the late 1970s (Figure 
3.21). This ratio peaked in 1980 at 8.8 percent. By 2004, it had sunk to 
4.1. (By 2007, it had risen back to 5.1 percent.) Some of the lost revenue 
has been recouped through the personal income tax because competitive 
pressures and desire to conform to federal tax law have led to state legisla-
tion permitting the formation of limited liability partnerships (LLPs) and 
limited liability corporations (LLCs).

Apart from competitive pressures to keep taxes low, state revenue 
offi  cials have faced an increasingly broad and sophisticated campaign by 
large multijurisdictional corporations to reduce their taxes through tax 
avoidance (Brunori, 2006; Pomp, 1998; Fox et al., 2007; Sullivan, 2007). 
A number of factors are responsible, such as the increasingly global scope 
and concomitant organizational complexity of multijurisdictional entities, 
and the greater attention paid by tax planners to state and local corporate 
taxation as its burden rose over the course of the 1970s and 1980s. As 
alluded to above, these perfectly legal and largely successful tax avoid-
ance schemes have given state governments an opportunity to gain back 
some lost revenue through ‘loophole- closing’. It is one thing to raise taxes 
on business simply to augment revenue, even at the peril of undermining 
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competitiveness. It is another thing to enact reforms that ‘level the playing 
fi eld’ as well as raise revenue, that close the door on tax provisions inserted 
in the law largely at the behest of lobbyists, provisions that were not 
explicitly designed to promote socially or economically desirable behavior 
(such as investment tax credits). However, the erosion of the bases of state 
corporate income taxes and similar taxes (such as Texas’s former franchise 
tax) has been one of the strongest inducements to consideration of alter-
native business tax regimes (such as Ohio’s Commercial Activities Tax, 
Michigan’s Business Tax, New Hampshire’s Business Enterprise Tax, and 
Texas’s Margin Tax).

Erosion of State and Local Sales Tax Bases

Much has been written about the implications for sales taxes of the 
nationwide decline in the proportion of both production and consumption 
accounted for by goods, and the rise in the proportion accounted for by 
services. In 1960, 42 percent of US wages and salaries were earned in the 
goods- producing sector (manufacturing, mining, construction and agri-
culture). Forty- seven years later, the share attributed to goods production 
had fallen to 19 percent. By contrast, the share of US wages and salaries 
generated by the delivery of private services rose over this period from 16 
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percent to 38 percent. As for the change in the mix of personal consump-
tion, in 1960, American households allocated 41 percent of their consump-
tion dollars to services. By 2007, this percentage had risen to 64 percent 
(Bureau of Economic Analysis, 2008). These trends, along with the rise of 
electronic commerce (discussed in the next section), have allegedly eroded 
the sales tax base because the taxation of services is so diffi  cult politically 
and administratively. Russo (2005) has presented evidence that the ratio 
of taxable sales to personal income and/or gross domestic product has 
trended downward in recent decades, despite an obscuring idiosyncratic 
spike in the consumption of consumer goods during the late 1990s and 
early 2000s. When in need of additional revenues, therefore, states have 
occasionally turned to increases in state statutory sales tax rates. However, 
as noted above, states have been more reluctant to raise statutory sales tax 
rates in recent years. Many states have reached the point where further 
increases in sales tax rates are neither politically feasible nor economically 
benefi cial. Hence, a further impetus to ‘tax creativity’.

Tannenwald (2001, 2004) wonders if the switch from a ‘goods’ to a 
‘services’ economy has eroded the base of the sales tax as much as has 
been generally assumed. True, the rapid rise in services as a percentage of 
consumption has taken its toll on taxable sales. However, on the produc-
tion side of the ledger, goods- producing industries have generally enjoyed 
protection from sales taxation since its inception – so their declining share 
of production has not had as much of an impact on sales tax productivity 
as some argue. State and local governments had never taxed such inter-
mediate purchases that much in the fi rst place. Conversely, as the produc-
tion of services has expanded, sectors that have not historically enjoyed 
sales tax protection have grown, and the taxation of their intermediate 
purchases has off set reduction in the sales tax base elsewhere. At the same 
time, the intermediate purchases of all businesses, regardless of sector, are 
shifting away from goods to services (contracting out, telecommunications 
and computer systems development and maintenance, specialized consult-
ants in other fi elds, and so forth). This third trend has diminished sales 
tax productivity. So two factors – the change in mix of consumption, and 
the increasing share of intermediate purchases accounted for by services 
– have reduced sales tax productivity. A third factor, the growing share 
of production accounted for by services, has boosted sales tax productiv-
ity. What has been the net impact on taxable sales? A moderate decline, 
according to Tannenwald.

Nevertheless, the growing importance of services in the mix of interme-
diate purchases has strengthened the reluctance of states to tax services. 
If states impose taxes on services consumed by households, they cannot 
easily exempt services purchased by businesses. Apart from administrative 
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diffi  culties, the resulting pyramiding from taxing intermediate purchases 
of services would cause considerable distortions. Only radical reform, 
involving the substitution of a gross receipts tax or value added tax for the 
sales tax, and perhaps other levies, with a broadly defi ned base and a low 
statutory rate to mitigate distortions, might enable state and local govern-
ments to ‘meter’ and tax these swelling economic fl ows. This, perhaps, is 
why such novel taxes are getting an increasing amount of attention.

The Spread of Electronic Commerce

A great deal has also been written about the spread of electronic com-
merce and the constitutional and administrative impediments to taxing 
these transactions. According to the US Census Bureau, the total value of 
electronic commerce in the US in calendar year 2006, the latest year for 
which data are available, was $2.9 trillion. In 2004, Bruce and Fox pro-
jected that state and local sales tax revenues foregone in FY 2008 because 
of the spread of electronic commerce would range from $11.8 to $17.9 
billion, or between 1.5 percent and 3.9 percent of state and local sales and 
gross receipts tax in that fi scal year.5

Revenue losses from the inability of state and local governments 
to tax electronic commerce have given new life to the Streamlined 
Sales Tax Agreement, a multistate compact that its architects believe, if 
implemented, would give state and local governments the constitutional 
authority to tax all remote sales at their source.6 A confl uence of factors, 
in addition to the potential long- run revenue gain, is gradually building 
support for this agreement and inducing states to ratify it. This is true 
despite the considerable amount of alteration in their sales tax bases (with 
attendant political creativity) and some short- term revenue loss that some 
states have sustained in order to conform to the agreement. ‘Bricks and 
mortar’ retailers are on board because they do not want their electronic 
competitors to be at a tax advantage. Large multistate businesses like the 
greater ease of compliance under a more uniform system of sales taxation. 
It would minimize exposure to lawsuits when they accidentally collect too 
much, and uncover tax payments they must pay to governments when they 
collect too little.

Tax Creativity Induced by School Funding Court Cases

Since the 1970s, many state courts have ruled that funding public primary 
and secondary education through a local property tax violates provisions 
of state constitutions requiring the state to provide an adequate educa-
tion, state constitutional equal protection clauses, and/or an assortment 
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of other state constitutional requirements (Enrich, 1995; Minorini and 
Sugarman, 1999). In some cases, such court rulings, or the threat of one, 
have helped to precipitate the enactment or at least consideration of sub-
stantial and novel tax reform at the state level. Sullivan (2008) attributes 
the enactment of Texas’s Margin tax (a variant of a value added tax or 
VAT) in part to the threat of such a court case. New Hampshire has 
gone through tax contortions worthy of an Olympic gymnast in order to 
comply with the school fi nance decisions rendered by its Supreme Court in 
order to avoid a broad- based personal income or sales tax. For example, 
it enacted a state property tax which, for the most part, simply replaced a 
large chunk of the local property tax, the proceeds of which were distrib-
uted right back to the localities from which the tax was collected. School 
court cases in Vermont have sparked serious consideration of local option 
income taxes and a state gross receipts tax.

CONCLUDING THOUGHTS: TAX CREATIVITY AND 
‘THE PERFECT STORM’

The title of Part I of this volume for which this chapter was written is ‘The 
perfect storm?’ Of late, state tax pundits have used this term to describe 
a potentially devastating state and local revenue scenario in the short-  to 
intermediate run, in which economic developments conspire to attack the 
bases of all the major state and local taxes: the sales, personal income, 
property and corporate income taxes. Under this scenario, extreme ubiq-
uitous weakness in residential real estate markets will narrow the bases of 
property taxes; fully off setting increases in statutory rates, while feasible 
in theory, will be politically impossible in practice. Housing woes, com-
pounded with high oil prices and the onset of a recession, will continue 
to weaken consumption and the sale of construction materials, crimping 
sales tax bases. After dizzying rates of growth, corporate profi ts have been 
shrinking since 2007 and will likely continue to do so for at least several 
more quarters. A retreat in the stock market, a development that caused 
a sharp, unexpected shrinkage in taxable personal income in FY2001 and 
FY2002, will infl ict similar damage in the current downturn. Meanwhile, 
still- uncontrolled increases in the costs of health care, needs for infrastruc-
ture maintenance and repair that have been postponed once too often, the 
unceasing demand for improvements in public education, pension funding 
requirements, recent cuts in federal aid and a host of other factors will 
limit options for cuts in spending. Reserves are being rapidly depleted. 
Some early reports on the new alternative state business taxes have been 
negative (see, for example, Sullivan, 2008).
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Given this likely scenario, it is not clear that tax creativity is going to 
be suffi  cient. With a change in political party controlling the White House 
in 2009, federal proclivities to cut taxes might weaken. It might be time to 
get less creative and go back to the basics – increases in state and local tax 
rates.

NOTES

1. The views expressed in this chapter do not necessarily represent those of the Federal 
Reserve Bank of Boston or the Board of Governors of the Federal Reserve System. We 
would also like to thank Mary Pierotti for her able assistance in editing. Many thanks 
to Elena Papoulias, intern (from Simmons College), at the New England Public Policy 
Center, for her excellent research assistance.

2. http://www.reaganfoundation.org/reagan/speeches/fi rst.asp.
3. Figures 3.6 and 3.7 are updated versions of those originally displayed in Fisher (1994).
4. This section relies heavily on Tannenwald (2004), with updated statistics and exhibits.
5. For FY2008, total state and local sales and gross receipts taxes totaled an estimated 

$304 billion, according to the US Census Bureau (http://ftp2.census.gov/govs/qtax/
table1).

6. Courts have ruled that such taxation would impose an unconstitutionally prohibitive 
compliance burden on vendors given the complexity and variety of the myriad state 
and local sales tax bases currently in existence. The Streamlined Sales Tax Agreement is 
designed to make this compliance burden suffi  ciently low that taxation of remote sales 
at the source would pass constitutional muster. For more on this subject, see Hellerstein 
and Swain (2006) and Bruce et al. (2003).
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Comments on ‘Major state–local policy 
challenges: outside- the- box solutions 
needed’
Mary Mathewes Kassis

‘Major state–local policy challenges: outside- the- box solutions needed’ 
by Ronald C. Fisher reviews six key fi scal policy challenges currently 
facing state and local governments in the United States. In choosing his 
key issues, the author focused on long- run issues that have been relatively 
intractable from a policy perspective and that have a broad impact on 
society over and above just their fi scal impact on state and local govern-
ments. The six issues the author identifi ed were health care costs and 
provision; assessment, productivity and accountability in education; pri-
vatization of higher education and related issues of access; corrections and 
public safety; resurgence of the property tax revolt; and the expectation 
that economic development is a primary objective or responsibility of 
state–local government. In discussing these issues, the author emphasized 
the need for economists not just to research and analyze the issues but also 
to become active in designing solutions to these problems.

The chapter does a good job defi ning these six issues and demonstrating 
that each one meets the author’s criteria of a key or fundamental fi scal policy 
challenge facing state–local governments. Each of these issues is not only 
important from a fi scal policy perspective, but is also an important social 
issue in its own right. Any attempt to defi ne the six most fundamental issues 
will always create some controversy – there are clearly important issues 
that will not make this fi nite list. However, the author clearly tried to think 
‘outside the box’ in developing his list, emphasizing spending and program-
matic issues more than the traditionally heavily researched tax issues. In 
general, public fi nance economists really need to put more emphasis on 
expenditure programs. Clearly, effi  cient use of our public resources is as 
important to society as effi  cient taxation. It is important for policy- makers 
to consider the opportunity cost of government expenditures in areas such 
as economic development. If there is little social benefi t to be gained from 
the bidding wars between states to attract new fi rms, the resources focused 
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on state and local economic development programs may be better used in 
other areas. Policy- makers also have a tendency to throw money at problem 
areas such as education and public safety without giving much thought to 
how eff ectively the money is being used. Public fi nance economists could 
help guide policy- makers with more research aimed at evaluating the eff ec-
tiveness of programs and by helping to engineer new programs.

Although the emphasis on expenditure programs is good, the list of key 
issues may have put too little emphasis on the revenue side. All of the expend-
iture programs discussed – health care, education, corrections, state and 
local economic development – require a consistent revenue source. The goals 
of expenditure programs can be derailed by the budget problems associated 
with an economic downturn. Although the downturn itself may be a short-
 run problem, the impact of the business cycle on state and local budgets is a 
long- term problem as almost all states have some type of balanced budget 
requirement. The impact of recessions on state and local governments can 
jeopardize the goals and delivery of important state programs such as educa-
tion and health care, and policy- makers clearly have diffi  culty in dealing with 
these fi scal crises, as the 2001 recession illustrates (Sheff rin, 2004). In addi-
tion, many states continue to rely on sales taxes on goods even though the 
tax base continues to shrink as the United States becomes more of a service 
economy. As of 2007, services accounted for almost 60 percent of consump-
tion expenditures (US Department of Commerce, 2007). Although there 
may be more emphasis on tax policy than on expenditures in public fi nance 
research, tax reform is still a fundamental fi scal policy challenge for state and 
local governments. Strategies also need to be developed to help states cope 
with the revenue declines associated with economic downturns without jeop-
ardizing the goals of critical government programs such as health care, cor-
rections and education. Individual tax reform issues may not seem to meet 
the broad societal impact requirement of this chapter. However, developing 
eff ective tax policy for the twenty- fi rst century does have a broad impact on 
society through its impact on all government expenditure programs as well 
as overall economic effi  ciency. Clearly, society needs well- engineered tax 
policy as much as it needs well- engineered expenditure programs.
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Comments on ‘Genesis of state–local 
creativity’
Jason S. Seligman

Robert Tannenwald et al. have presented a chapter here that is about the 
conditions that foster ‘creativity’, or really innovation – right in line with 
the spirit of this volume. Tannenwald, Jennifer Weiner and Igor Popov 
have generated many observations and support them with data which 
underscore the idea that necessity motivates creativity. By Tannenwald et 
al.’s account there is ample necessity to drive innovation. Stuck between 
declines in economic activity, and voter resistance to rate increases, 
Tannenwald et al. argue that state and local government revenue creativity 
must be less incremental than in the past.

To give an example which may help strengthen the understanding of the 
Tannenwald et al. thesis, I off er an anecdote from my drive to Atlanta to 
discuss this paper with its authors. In fact I now believe that the chapter 
informed my perspective on what at fi rst appeared to be a trivial event. 
Traffi  c was moving much slower than usual. (Traffi  c in Atlanta is usually 
quite speedy.) No accidents were apparent, or reported ahead on the 
radio. What was on the radio, though, was informative in its own right. 
Atlanta Mayor Shirley Franklin was discussing two issues: fi rst, a budget-
ary shortfall; and second, increases in enforcement of traffi  c regulations. 
She tied the recent growth slowdown to the revenue shortfall, and the 
shortfall to the plan to increase citations. Now this represents a traditional 
incremental approach to revenue creativity that addresses voter resistance 
to direct tax increases. When I placed the Mayor’s message in the context 
of my slow commute, I realized that I might just be witnessing evidence 
of what Tannenwald et al. are getting at; the Mayor’s incremental plan 
is underwhelming, due to behavioral responses. Thus incremental policy 
innovations may be insuffi  cient as Tannenwald, Weiner and Popov posit. 
In such a case further revenue innovation is necessary.

To know what kind of innovation might suit our situation, the authors 
address two hypotheses, ‘tax obsolescence’ and ‘alienation’, focusing 
much of their attention on the latter. In that spirit, we can start with the 
premise: It would seem expedient simply to increase one or more tax rates 
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to increase revenue. Indeed, the chapter does a great job of documenting 
voter response to the more transparent state tax increases of the early 
1990s.1 However, Tannenwald et al. note that the electoral outcomes 
which followed make rate increases seem politically infeasible. Lest we 
believe that we are about to witness a large number of tax rate increases, 
Tannenwald et al. further provide evidence in the form of real earnings 
and voter sentiment data which argues against this belief, and in support 
of their ‘alienation’ hypothesis.2 So to summarize, with direct tax increases 
unpopular and indirect revenue enhancements being of limited use, 
Tannenwald et al. argue that more wholesale revenue mechanism innova-
tion is required. By this genesis we are being forced ‘out of the box’.

I concede that ‘forced’ may seem a bit too strong, as generally federal 
outlays to state and local governments have increased, and additionally 
state savings policies have been bolstered since the early 1990s. (Regarding 
savings policies, many states have set up or expanded ‘rainy- day’ pro-
grams which mandate savings be held to act as a buff er stock to meet cycli-
cal revenue shortfalls.) I think it useful to go though Tannenwald et al.’s 
arguments regarding both phenomena.

Starting fi rst with revenue sharing, Tannenwald et al. provide evidence 
that while real outlays have more or less consistently increased since 
the early 1980s, most of the increases since the 1990s are related to one 
program, Medicaid. Additionally, we observe a signifi cant break in trend 
beginning in 2002.3 Outlays have essentially been fl at since.4 Moving on 
to the second possible opportunity for relief, buff er savings stocks, the 
authors provide very thorough information on this stock in their chapter. 
Focusing on recessions, we can see that total year- end balances as a per-
centage of state expenditures are reported to have averaged 9 percent in 
1980, just ahead of the early 1980s recessions, and roughly 5 percent ahead 
of the early 1990s episode. By comparison they averaged a bit more than 
10 percent ahead of the 2001 recession, and grew to more than 11 percent 
at their most recent maximum in 2005.5

Indeed, Tannenwald et al.’s data are very useful because patterns of use 
of balances can be observed therein. At a nadir, average balances appear 
to have been less than 2 percent of expenditures in 1983, closer to 1 percent 
of expenditures in 1991, and a bit over 3 percent in 2003; thus one can cal-
culate that states on average drew down roughly 75 percent of their buff er 
in the early 1980s, about 80 percent of their buff er in the early 1990s, and 
about 70 percent of their buff er in the early 2000s. By comparison, buff ers 
have declined from over 11 to just over 6 percent of expenditures since 
FY2006, a decline in the buff er of roughly 45 percent (fi ve- elevenths). If 
we were to consider the average draw down in the early 1980s, early 1990s, 
and early 2000s, that amounts to 75 percent, we would estimate that a 
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little over 3 percent of expenditures is left to be drawn from. If instead we 
considered funds as available to the average of the previous nadirs, say to 
a level of 2 percent, then we would estimate that approximately 4 percent 
remain. In either case, by Tannenwald et al.’s work we see that, histori-
cally, not a lot of buff er remains, and so ‘forced out of the box’ may indeed 
be closer to true. Another bad year or two seems likely to exacerbate state 
and local fi nances. Tannenwald et al. thus rather convincingly argue that 
there is mounting economic and political pressure for more signifi cant 
innovation.

Having laid out the general arc of the Tannenwald et al. thesis as I read 
it, the question becomes: where might future revenue capacity come from? 
Tannenwald et al. off er a few ideas based on observation of current dis-
cussion. These include state-managed value added taxes (VAT), increased 
interstate coordination of sales tax assessment though mechanisms like the 
Streamlined Sales Tax Project (SSTP) / Streamlined Sales Tax Agreement 
(SSTA), and tax simplifi cation (specifi cally the removal of loopholes). To 
these I might add a speculation that we might see increased use of fi nan-
cial markets (borrowing, and the securitization of assets). My speculation 
regarding borrowing is based on the idea that we have seen increased 
borrowing at both the federal and household level, and innovations to 
support this use.6 I suspect that a few yet- unrealized opportunities of this 
sort exist for states and local governments as well, and that in managing 
‘rainy- day’ enhanced surpluses, communication with fi nancial intermedi-
aries may have increased in such a way as to facilitate this sort of innova-
tion. Less speculative is the notion of securitization. In the past decade 
we have seen states securitize and thereby realize state tobacco settlement 
funds originally structured for payout over a 30- year period. I add the 
observation that other conversations on potential asset sales are emerg-
ing: for example, recently there has been reported interest in ‘privatizing’ 
(that is, realizing the present value of the expected future stream of profi ts, 
or selling) the Massachusetts State Lottery.7 Similar interest has been 
reported in Illinois, and I imagine that discussion is not limited to these 
two instances.8 Finally, bringing the discussion back to my commute, the 
state of Georgia has considered various toll road conversions of existing 
roadways, some of which incorporated an asset sale of the road. These 
have not proved too popular to date, but may yet.

To end my comments I will ask rhetorically: will borrowing and securi-
tization adequately address the current ‘genesis’ for creativity as predicted 
by the Tannenwald et al. thesis? I expect the answer is ‘no’, inasmuch as 
asset sales and new borrowing have their limits. This chapter, then, is 
provocative. As it addresses the factors motivating creativity it provokes 
me to ask: given these factors, what should state and local tax portfolios 
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consist of? I think this is an excellent frame from which to consider other 
chapters in volume.

NOTES

1. Tannenwald et al.’s Figure 3.1, ‘Number of states enacting changes in the personal 
income tax rate’, shows that there have been relatively few such rate increases across all 
50 states since 1992, for example.

2. Tannenwald et al.’s Figures 3.13, ‘Median real weekly earnings per worker by sex, 
1979–2007’, and 3.19, ‘In general, are you satisfi ed or dissatisfi ed with the way things are 
going in the United States at this time?’ document wage stagnation, and dissatisfaction, 
respectively.

3. The sort of block grant innovation that we have seen in other areas of fi nance are not as 
popular at present, even as Medicaid-related fi scal pressures on states are large.

4. Tannenwald et al.’s Figure 3.9, ‘Federal outlays to state and local governments’.
5. As reported in Figure 3.8, ‘Total year- end balance as a percentage of expenditures, fi scal 

1979–2008’.
6. Specifi cally at the federal level the Treasury has increased issuance along the yield curve 

since 2000, whereas households have made increased use of household equity.
7. ‘Massachusetts Republican senators to fi le bill to privatize state lottery’, Boston Globe, 

22 October 2007.
8. ‘Illinois seeks to privatize its state lottery’, New York Times, 22 January 2007.
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4.  Going without an income tax: how 
do states do it?
David L. Sjoquist1

INTRODUCTION

There are seven states that do not impose a state income tax: Alaska, 
Florida, Nevada, South Dakota, Texas, Washington and Wyoming. 
In addition, New Hampshire and Tennessee have very limited personal 
income taxes, taxing only interest and dividend income. For purposes of 
this chapter, I consider these nine states ‘no- income tax’ states. A question 
that arises is: how do these states fi nance government in the absence of an 
income tax? At one level the answer to the question of how these states 
are able to get along without an income tax is simple: these states must 
either spend less or rely more heavily on other revenue sources. But in this 
chapter I attempt to explore this question in a bit more depth.

Income taxes are an important source of revenue to the other 41 states. 
For example, in fi scal year 2008 (FY2008), income tax revenue (personal 
and corporate) is expected to account for 48.9 percent of Georgia’s state 
revenue. In FY2007, for all 50 states, income tax revenue was 42.6 percent 
of total tax revenue. Given the relative importance of income taxes, it 
would appear to be a challenge for a state to go without an income tax. 
Yet, occasionally, proposals are made to eliminate state income taxes. 
For example, in 2007 and 2008, suggestions have been made that Georgia 
should eliminate its income tax. So, a related question is: how would a 
state fi nance government in the absence of an income tax? One approach 
to this question is to consider the states without an income tax and study 
how these states are able to get along without this source of revenue. The 
experiences of the states without income taxes might be instructive as 
states consider diversifi cation of their sources of revenue.

This chapter compares the level, on a per capita basis, and the composi-
tion of revenue for the states without an income tax with a sample of ten 
other ‘income tax’ states. There are a host of issues that should be consid-
ered in making the decision regarding the elimination of a state income 
tax, including equity, federal tax off set and economic incentive eff ects. 
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However, this report focuses on just one aspect of the decision to eliminate 
the income tax, the funding of public services. The data used in all of the 
tables are from US Bureau of the Census (2004 a; b).

DIFFERENCES IN STATE AND LOCAL 
GOVERNMENT REVENUE

There are several possible explanations for how states are able to get along 
without an income tax, including:

the states might raise less revenue, that is, spend less on public  ●

services;
the states might rely more heavily on federal grants; ●

the states might rely more heavily on local government; ●

the states might rely more heavily on a specifi c non- income tax  ●

revenue source such as a sales tax;
the states might be able to rely on the existence of unique situations  ●

such as oil extraction.

To explore these possibilities I compare the nine states listed above to 
other states.

One way to survive without an income tax is to simply raise less revenue. 
Table 4.1 shows total state and local general revenue per capita in each of 
the seven states without an income tax and the two states with limited 
income taxes, along with the US average.

Only two of the nine states, Wyoming and Alaska, have larger state plus 
local general revenue per capita than the average for the United States. 
The average general revenue per capita for the nine no- income tax states 
is $5869, while the average for the US is $6447. Six of the nine states (66.7 
percent) have general revenue per capita of less than $6000, while only 15 
of the other 41 states (36.6 percent) have general revenue per capita of less 
than $6000. Thus, with two exceptions, states without income taxes have 
less general revenue per capita than other states. As I note below, Alaska 
is a unique case. Thus, we can conclude that states without an income tax 
do collect less revenue than most other states.

To explore the other explanations, I selected ten states for compari-
son. I fi rst identifi ed states that had state plus local general revenue per 
capita between $5300 and $6400, which is the range of seven of the nine 
states with no income tax. Twenty- two states fell within that range. I 
picked ten of these 22 states to ensure a good geographic distribution of 
the comparison states and a sample that was representative of the range 
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of general revenue per capita. The comparison states are: Alabama, 
Colorado, Georgia, Indiana, Kansas, Kentucky, Ohio, Oklahoma, Oregon 
and Utah.

Comparisons with Alaska seem pointless given the uniqueness of its 
revenues. Alaska not only has no personal income tax, but it also has no 
sales tax. As compared to other states, Alaska has much larger revenue per 
capita from severance taxes, which are taxes on the extraction of natural 
resources, corporate taxes and miscellaneous revenue sources. Nearly all 
of these revenues are from oil; in fact, over 50 percent of the state revenue 
is from oil. Most of Alaska’s tax revenue is raised through severance taxes 
on oil and fi shing, and corporate income taxes. But in addition, other taxes 
are entirely or substantially from oil. For example, all of the property tax 
revenue is from oil- related property, and nearly all of the corporate income 
tax revenue is from oil- related businesses. Miscellaneous revenue, which 
accounts for 61.2 percent of total revenue, comes largely from investments 
of the state, including royalty income. Only about 12 percent of Alaska’s 
own- source revenue is from sources other than oil and investments. Given 
Alaska’s reliance on revenue from oil, Alaska is not a good model for 
other states to look to for how to replace their income tax revenue, and I 
exclude Alaska from further comparisons.

Table 4.2 shows general revenue per capita for the ten comparison 
states and the eight no- income tax states. As expected given the selec-
tion criteria, with the exception of Wyoming, the two sets of states have 
similar general revenue per capita. For the ten comparison states, income 
tax revenue (personal and corporate) was $804 per capita, while for the 

Table 4.1  State and local general revenue per capita, 2004

State State & local general revenue 
per capita ($)

United States 6447
Alaska 12962
Florida 5908
Nevada 5686
New Hampshire 5727
South Dakota 5658
Tennessee 5372
Texas 5519
Washington 6405
Wyoming 10120

Source: US Bureau of the Census, 2004a.
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eight no- income tax states, income tax revenue was $49. This gives a 
frame of reference for considering the magnitude of revenue that has to be 
accounted for in the absence of an income tax.

Besides spending less, a second way that a state could get along without 
an income tax is if the federal government provided substantial grant 
revenue. Of course states have little control over this source of revenue, 
but the receipt of substantial federal grant revenue could allow a state 
to go without an income tax. Table 4.3 shows federal grants per capita 
and federal grants as a percentage of total general revenue. Wyoming 
had federal grants per capita of $2844, which is roughly twice that of the 
comparison states. The weighted average of grants per capita for the eight 
states with no income tax is smaller than for the ten comparison states, 
although the diff erence is slight. The weighted average of federal grants 
as a percentage of general revenue is also slightly smaller for the states 
without an income tax than for the comparison states. The reliance on 
federal grants among the no- income tax states is somewhat bifurcated, 
with three of the eight states having a reliance on grants that surpasses the 
comparison states, and three that have less reliance than the comparison 
states. On average, however, states without an income tax do not seem to 
rely on the federal government more than do the comparison states.

A third way a state could get along without an income tax is by impos-
ing greater responsibilities for funding services on local governments. For 
example, the state could provide less money for schools, requiring local 
school systems to raise more revenue. This of course would mean that the 
state has shifted the burden of the income tax to the property tax or local 
sales tax. Table 4.4 shows local government own- source revenue per capita 
and local government own- source revenue as a percentage of state and 
local own- source revenue.

On average, the eight no- income tax states had greater local own- source 
revenue, both in dollars and as a percentage of state plus local own- source 
revenue. While Wyoming has the largest local own- source revenue per 
capita, the local share of total own- source revenue is small. It appears that 
the no- income tax states have shifted some of the fi nancing responsibility 
to local governments, but not an extraordinary amount.

Table 4.5 presents total general revenues per capita, state- level own-
 source revenue per capita, and state- level own- source revenue as a percent-
age of total (state plus local) general revenue. The total eff ect of federal 
grants and greater reliance on local governments to fi nance public services 
can be seen by comparing the fi rst two columns for each group of states. 
The diff erence between state own- source revenue and general revenue 
represents the contribution of federal grants and local revenues to total 
state and local revenue. State own- source revenue divided by total general 
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revenue also refl ects the extent to which federal grants and local revenues 
account for total general revenues.

On average, state own- source revenue makes up a smaller percentage 
of total general revenue for the eight no- income tax states than for the 
ten comparison states. For only one of the ten comparison states is state 
own- source revenue as a percentage of total general revenue less than 
the smallest percentage for the eight no- income tax states. Four of the 
comparison states have percentages that exceed the largest percentage for 
the no- income tax states. Thus, it appears that states without an income 
tax rely more on the federal and local governments than the comparison 
states, but the magnitude of the diff erence in reliance is not large.

STATE- OWN SOURCE REVENUE

The analysis above suggests that seven of the states with no income tax or 
a limited personal income tax have lower total general revenue per capita 
than the average state, and that compared to states with similar total 
general revenue per capita, they rely more heavily on federal grants and 
local governments to make up some of the revenue forgone by not having 
an income tax. But the analysis also suggests that federal grants and reli-
ance on local governments do not account for a large share of the revenue 
that might come from an income tax. Thus, I turn to a discussion of how 
these states raise their own- source revenue. Table 4.6 presents the average 
per capita revenue and the average share of revenue derived for major 
revenue categories, including various taxes, licenses and fees, for all states 
the eight no- income tax states, and the ten comparison states.

Table 4.6 shows that the eight no- income tax states as a group rely more 
heavily on every source of revenue than the ten comparison states, except for 
charges and income taxes. The largest diff erence is for sales and gross receipts 
revenue: $327 per capita. This amounts to 43.3 percent of the diff erence in 
per capita income tax revenue between the no- income tax states and the com-
parison states. Excise taxes and other taxes account for an additional $251 in 
revenue per capita, or 33.2 percent of the diff erence in per capita income tax 
revenue. Thus, the eight no- income tax states do not simply rely on one source 
of revenue to replace the revenue that might be generated by an income tax.

Tables 4.7–4.10 present the same information as contained in Table 4.6, 
but for each of the eight no- income tax states and comparison states. The 
pattern found in Table 4.6 is generally consistent for each of the states, 
with a couple of notable exceptions. First, note that New Hampshire, con-
trary to the heavy reliance on sales taxes by the other no- income tax states, 
does not have a sales tax. However, it does collect a substantial amount of 



76 State and local fi scal policy

revenue from its limited income tax and relies heavily on charges. Second, 
the share of revenue from sales and gross receipts taxes for Wyoming is 
about the same for most of the comparison states, but Wyoming is much 
more reliant on other taxes, and in particular severance taxes. For the 
comparison states, Oregon is somewhat unique in that it does not have a 
sales tax, but it relies more heavily on its income tax than the other states.

Table 4.11 presents the average per capita revenue and the average share 
of revenue derived for a detailed list of revenue sources for all states, the 
eight no- income tax states, and the ten comparison states. The Appendix 
contains the tables with these data for the individual states. Several of the 
no- income tax states rely heavily on state property taxes, particularly New 
Hampshire, Washington and Wyoming. While these states either do not 
have an income tax or have a limited income tax, Texas and Tennessee do 
impose signifi cant corporate licenses.

To simplify the comparisons I compare Georgia’s revenue structure to 
each of the eight states in order to identify what revenue sources the eight 
states rely on to make up for the absence of an income tax. I chose Georgia 
because it was convenient and it is a reasonable proxy for the average of 
the comparison states.

Florida

Florida’s own-source revenue per capita is about 7 percent larger than 
Georgia’s. The state sales tax in Florida raises nearly 1.8 times the revenue 

Table 4.6  State own-source revenue by major categories, 2004

Revenue per capita ($) Revenue share (%)

United 
States

No- 
income 

tax states

Compar-
ison

United 
States

No- 
income 

tax states

Compar-
ison

Sales and gross 
 receipts

 675  882  555  24.7  38.9  22.0

Income Taxes  773   49  804  28.3   2.2  31.9
Excise Taxes  325  387  264  11.9  17.1  10.5
Other Taxes  108  183   55   4.0   8.1   2.2
Licenses  136  152  117   5.0   6.7   4.6
Charges  392  295  444  14.4  13.0  17.6
Misc. revenue  321  316  281  11.8  14.0  11.2
Total 2730 2264 2520 100.0 100.0 100.0

Source: US Bureau of the Census, 2004a.
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per capita as does the sales tax in Georgia. Florida has a 6 percent state 
sales tax rate as compared to Georgia’s 4 percent rate (Table 4.12). If the 
per capita sales tax bases were the same in the two states, this rate diff er-
ential would imply that Florida should raise 1.5 times as much revenue as 
Georgia. But in addition, Florida’s per capita income is 9.6 percent greater 
than Georgia’s, and this should translate into a larger sales tax base. The 
combined higher sales tax rate and larger income suggests that Florida’s 
sales tax revenue per capita should be 1.64 percent larger.

Furthermore, Florida has a broader sales tax base than Georgia. For 
example, out of 168 services that at least one state includes in its sales tax 
base, Georgia taxes 36 while Florida taxes 62 (Table 4.12).

Florida also has more visitors from out of state than does Georgia, 
and thus Florida has a larger sales tax base and generates a much larger 
percentage of its sales tax revenue from tourists. In 2002, estimated visitor 
spending in Florida was 3.57 times larger than in Georgia, $54.5 billion 
compared to $15.3 billion.2 On a per capita basis, Florida’s visitor spend-
ing was 1.83 times larger than Georgia’s.

While Florida does not have an individual income tax, it does have 
a corporate income tax and raises nearly 50 percent more corporate 
tax revenue per capita then does Georgia. Florida also raises substan-
tially more revenue from its document and stock transfer tax, in part 
due to a tax rate that is seven times larger than Georgia’s 0.1 percent 
rate; in Georgia revenue from the transfer tax goes mostly to local 
governments.

Table 4.12  State sales tax rates and number of services taxed

State State sales
tax rate, 2006 (%)

Number of services 
included in sales 
tax base, 2004

Florida 6.0  62
Georgia 4.0  36
Nevada 6.5  15
New Hampshire NA NA
South Dakota 4.0 146
Tennessee 7.0  67
Texas 6.25  81
Washington 6.5 157
Wyoming 4.0  62

Notes: NA: not applicable.

Source: Federation of Tax Administrators (2004; 2006).
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Nevada

Nevada also collects more in sales tax revenue than Georgia, about 1.74 
times what Georgia collects. Nevada’s sales tax rate is 6.5 percent, which 
suggests that Nevada should collect 1.63 times as much revenue as Georgia, 
given Georgia’s 4 percent sales tax rate. But Nevada only taxes 15 services, so 
its tax base may not be as broad as Georgia’s. On the other hand, Nevada has 
more tourists than Georgia. In 2002, estimated visitor spending in Nevada 
was 1.33 times larger than in Georgia, $20.2 billion compared to $15.3 
billion.3 On a per capita basis Nevada visitor spending was fi ve times larger.

Nevada raises substantial revenue from gambling. For example, amuse-
ment tax revenue per capita was $369.27 for Nevada, compared to zero 
for Georgia. And, while Nevada does not have an income tax, it collects a 
substantial amount of revenue from occupational taxes.

New Hampshire

New Hampshire has a limited personal income tax and no sales tax. The 
state relies instead on property taxes, transfer taxes, corporate taxes, fees 
and charges, and a set of miscellaneous taxes and revenues sources. In 
addition to an 8.5 percent corporate income tax, New Hampshire levies 
a 0.75 percent tax on a fi rm’s payroll, interest payments and dividends 
paid. Its transfer tax is 1.5 percent compared to Georgia’s 0.1 percent (the 
revenue from which goes mostly to Georgia’s local governments).

South Dakota

South Dakota relies on its sales tax and miscellaneous revenue sources to 
make up for the absence of a personal income tax. South Dakota raises 
about 1.38 times more revenue from its sales tax than Georgia does. The 
sales tax rate is 4 percent in both states, but South Dakota’s sales tax base is 
much broader than Georgia’s. South Dakota taxes food for home consump-
tion and includes 146 of the 168 identifi ed services in its sales tax base.

Tennessee

Tennessee also relies heavily on its sales tax, and generates revenue that 
is 1.8 times Georgia’s sales tax revenue per capita. Tennessee sales tax 
rate is 7 percent, which implies that Tennessee should generate 1.75 times 
the revenue Georgia raises. Tennessee taxes food for home consumption 
(but at a 6 percent rate) and taxes 67 of the 168 identifi ed services, both of 
which suggest Tennessee should collect more revenue per capita per penny 
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sales tax than Georgia does. Per capita incomes are essentially the same 
for Tennessee and Georgia, so that should not be a factor. Tennessee does 
have a corporate income tax with a top rate of 6.5 percent. On a per capita 
basis, estimated expenditures by tourists in Tennessee are essentially the 
same as in Georgia.4

Texas

On a per capita basis, Texas collects only about 25 percent more revenue 
from its sales tax than does Georgia, even though the sales tax rate in 
Texas is 6.25 percent. Texas taxes 81 services compared to Georgia’s 36, 
and has a slightly higher per capita income than does Georgia. These 
factors suggest that Texas’s per capita sales tax revenue should be sub-
stantially greater than Georgia’s. I cannot explain why per capita sales tax 
revenue is not higher in Texas. Texas relies more heavily on miscellaneous 
excise taxes and other revenue sources than does Georgia. Texas gener-
ates more severance tax revenue than Georgia, but nothing close to what 
Alaska collects on a per capita basis.

Washington

Washington relies heavily on sales and gross receipts taxes. Unlike the 
other states listed in Table 4.7, Washington imposes a gross receipts tax, 
which is levied on the gross receipts of all businesses in Washington. 
Most fi rms pay a rate of 0.43 percent, but service businesses pay a rate 
of 1.5 percent. About 26 percent of the sales and gross receipts revenue 
reported in Table 4.7 is generated from the gross receipts tax. This implies 
that per capita sales tax revenue in Washington is about $1000, or 1.81 
times Georgia’s sales tax revenue per capita. Washington has a sales tax 
rate of 6.5 percent and has a per capita income that is 17 percent larger 
than Georgia’s, which suggests that Washington should collect 1.73 times 
what Georgia collects. In addition, Washington taxes 157 services, which 
explains at least some of the remaining diff erence in sales tax revenue.

Washington also collects about 74 percent more in charges than does 
Georgia, and Washington has a state transfer tax rate of 1.33 percent 
and imposes numerous selective sales taxes. Washington also relies more 
heavily on the property tax at the state level as compared to Georgia.

Wyoming

A third of Wyoming revenue comes from severance taxes. It also collects 66 
percent more sales and gross receipts tax revenue per capita than Georgia. 
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However, part of that revenue is collected for local governments, and 
thus does not refl ect the amount of revenue collected through Wyoming’s 
state sales tax rate of 4 percent. Making an adjustment for this, based on 
information from the annual report of the State of Wyoming Department 
of Revenue (2004), suggests that state sales tax revenue per person in 
Wyoming is about $593, which is about 7.6 percent more than in Georgia. 
This larger amount is due in part to the fact that Wyoming taxes food for 
home consumption and includes 62 services in its tax base. Wyoming’s 
miscellaneous revenue is $904 as compared to $241 for Georgia.

Summary

Wyoming (and Alaska) rely heavily on severance taxes. But these are 
the only two states that are able to employ such a state- specifi c tax base 
to largely replace the revenue from not having an income tax. The other 
unique state- specifi c tax bases are visitors to Florida, legalized gambling 
in Nevada and oil in Texas.

Other than these unique state- specifi c sources of revenue, the states 
without an income tax or a limited income tax generally rely more heavily 
on the sales tax by imposing a higher tax rate and/or using a broader base 
than does our comparison state, Georgia. But in addition, all of these 
states collect more revenue per capita than Georgia from nearly all other 
revenue sources listed in Table 4.7.

REQUIRED CHANGE IN REVENUE STRUCTURE

We can also consider how a state’s revenue structure would change if it 
eliminated its personal income tax and modeled its tax structure to match 
one of the states without a personal income tax or a limited income tax. 
Given Alaska’s and Wyoming’s reliance on severance taxes, these two 
states are clearly not models that a state might follow. But there is no 
obvious reason why the other seven states could not be a model for a 
state’s tax structure if it were to replace the revenue from its income tax, 
although Florida and Nevada have greater tourism and Texas can rely on 
severance tax revenue. However, Washington seems to be the most likely 
candidate on which to ‘model’ a state’s own-source revenue structure if 
it were to eliminate its income taxes and replace the revenue. I use the 
revenue structure of the average for the ten comparison states as the base 
and show how that tax structure would change if Washington’s revenue 
structure was adopted.

To investigate how the average comparison state’s structure of state 
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own- source revenue would have to change to match Washington’s, I 
start with the per capita revenues by the sources listed in Tables 4.11 and 
4.A1. I adjusted each revenue line for Washington by the same percent-
age so that the adjusted total revenue per capita equaled total revenue 
per capita (including its personal and corporate income tax revenue) for 
the comparison state average. I calculated the required revenue change 
for each revenue source by subtracting the actual revenue for the average 
comparison state from the adjusted Washington revenue structure. I also 
calculated the percentage change required for each revenue source.

Table 4.13 shows the dollar and percentage change that would be 
necessary for each revenue source in order for the average comparison 
state to make up the revenue that would be lost from eliminating both 
its corporate and personal income taxes, and to have a revenue structure 
like Washington. The column total equals the per capita revenue gener-
ated from the corporate and personal income taxes for the average com-
parison state. To illustrate, the average comparison state would have to 
impose state property taxes of $210.72 per capita to match the adjusted 
Washington state property tax revenue. However, the current state prop-
erty tax revenue per capita for the average comparison state is $16.59, and 
thus the required increase would be $194.13, which implies an increase of 
1170 percent. The biggest dollar change that would be required would be a 
signifi cant increase in general sales and gross receipts taxes.

SUMMARY AND CONCLUSIONS

There are seven states that do not impose a personal income tax and 
two other states that have limited personal income taxes. I have consid-
ered how these states are able to fi nance government without an income 
tax and how a state’s revenue structure might change if it eliminated its 
income tax and adopted the revenue structure of one of those states. 
These states do raise slightly less revenue per capita than does the average 
US state.

I compared the revenue structure of the states without an income tax to 
a sample of comparison states whose general revenues per capita are about 
the same as most of the no- income tax states. Excluding Alaska, which is 
unique, I found that the no- income tax states do, on average, receive more 
grants from the Federal government and rely more heavily on local gov-
ernments than do the comparison states. But mostly, these states rely on 
own- source revenue, and rely on a variety of own- source revenue sources 
rather than one source. Alaska and Wyoming rely heavily on severance 
taxes, but the other states rely more heavily on most non- income tax 
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revenue sources than do the comparison states. However, the general sales 
and gross receipt taxes are the principal revenue source in the absence of 
an income tax.

Excluding Alaska and Wyoming, which rely heavily on special taxes such 

Table 4.13  Required net change in average state’s own- source revenue 
structure

Required change

$ 
per capita

% change in 
revenue 

per capita

Property taxes 194.13 1170.0
General sales and gross receipts 607.99 109.6
Alcoholic beverages 12.73 91.9
Amusements −16.70 −100.0
Insurance premiums 7.44 18.5
Motor fuels 6.94 5.7
Pari- mutuels −0.77 −76.0
Public utilities 30.66 169.6
Tobacco products 13.80 39.6
Other selective sales 18.77 101.5
Alcoholic beverages 0.11 8.7
Amusements −0.27 −96.2
Corporation −11.44 −81.7
Hunting and fi shing −1.07 −20.3
Motor vehicle −10.42 −18.4
Motor vehicle operators −1.62 −19.7
Public utility 1.31 176.6
Occupation and business, NEC −1.48 −5.3
Other licenses 3.02 120.1
Individual income −729.23 −100.0
Corporation net income −74.39 −100.0
Death and gift 6.64 52.5
Documentary and stock transfer 87.06 6746.9
Severance −18.69 −78.3
Other 0.00
Charges −45.80 −10.3
Miscellaneous revenue −78.72 −28.0
Total 803.62

Note: NEC: ‘not elsewhere classifi ed’.

Source: Author’s calculations.
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as severance taxes, there are fi ve states that fi nance state government without 
a personal income tax, and three states that do so without a corporate or 
personal income tax. Other than Washington, these fi ve states do have some 
unique characteristics relative to Georgia. But nonetheless, each of the states 
other than Alaska and Wyoming could be used to illustrate how another 
state’s revenue structure would look if it eliminated the personal and/or 
the corporate income tax. I have shown how the own- source revenue struc-
ture for the average comparison state would have to change if it adopted 
Washington’s revenue structure. The changes would be signifi cant.

NOTES

1. I thank Don Bruce for his comments on an earlier version of this chapter. This chapter is 
a modifi cation of ‘Revenue structures of states without an income tax’, which appeared 
in the 18 June 2007 issue of State Tax Notes.

2. Travel Industry Association of America, http://www.tia.org.
3. Travel Industry Association of America, http://www.tia.org.
4. Travel Industry Association of America, http://www.tia.org.
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5.  California’s state and local revenue 
structure after Proposition 13: is 
denial the appropriate way to cope?
Robert W. Wassmer

INTRODUCTION

California’s path on a state and local government revenue structure that 
is diff erent from that observed in most of the United States began with its 
citizens’ 1978 approval of the Proposition 13 ballot initiative in 1978. This 
initiative placed in California’s Constitution the requirement that the ad 
valorem rate of property taxation anywhere in the state should not exceed 
1 percent of a property’s acquisition value. Acquisition value is set at the 
time of an arm’s- length sale and increases annually from the time of sale 
at a rate that cannot exceed the higher of 2 percent or infl ation. The result 
of Proposition 13’s nearly 60 percent cut in California’s local property 
taxes is illustrated in Figure 5.1. In 1977–78, the last fi scal year before the 
imposition of Proposition 13, nearly 28 percent of state and local general 
revenue generated in the state came from property taxation. California’s 
property tax reliance was 26 percent greater than the reliance exhibited in 
all states in 1977–78.1 By 2005–06, the most recent fi scal year for which 
data are available, California’s reliance on property taxation as a source 
of state and local general revenue had fallen to less than 13 percent. This 
was 24 percent below the property tax reliance occurring throughout the 
rest of the United States in 2005–06.

The purpose of this chapter is to describe how California has coped 
with its choice to reduce its reliance on property taxation. As the title 
implies, much of this coping has come through a denial of the existence of 
a structural defi cit and/or a denial of the need to eliminate it. California 
merits this examination for two reasons: (1) its relative size within the 
United States: the gross domestic product (GDP) of California is nearly 
14 percent of that of the nation, New York’s GDP – the next closest – is 
just 60 percent of California’s; and (2) as a cautionary tale to other states 
that if they adopt California- style revenue reliance, and experience similar 
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economic and demographic changes, they too will experience the fi scal 
instability described here.

The next section of this chapter examines how California’s state and 
local revenue reliance has changed since Proposition 13. In this section, 
I also describe the state and local revenue instruments in the state for 
which reliance has increased, and the additional ballot measures that 
have amended the state’s Constitution to deal with the repercussions of 
Proposition 13, Serrano v. Priest and a supermajority budget vote. The 
third section off ers a description of outcomes attributable to California’s 
reduction in property tax reliance. In the fourth section of this chapter, I 
continue with a summary of suggestions that have been off ered on how 
better to deal with California’s current fi scal situation, and include an 
‘out- of- the- box’ idea.

CALIFORNIA’S STATE AND LOCAL REVENUE 
AFTER PROPOSITION 13

Before looking at some specifi cs on how California’s state and local 
revenue reliance has changed since Proposition 13, it is appropriate to 
fi rst look for any changes in overall revenue raised. In Figures 5.2 and 5.3, 
this is done for real per capita revenue and for revenue as a percentage 
of personal income. California’s real per capita state and local revenue 
increased by just over $4000 between 1977–78 and 2005–06, or by about 
65 percent. Nevertheless, over the same period, this fi gure also rose for the 
entire United States. California’s real per capita state and local revenue 
was 29 percent above that observed in the entire United States in 1977–78; 

0.277

CA 1977

0.219

US 1997

0.126

CA 2005

0.166

US 2005

Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.1  State and local property taxes as a fraction of general revenue
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by 2005–06 it had fallen to 11 percent above the United States. However, 
California is a relatively affl  uent state and it is thus appropriate to 
compare its state and local revenue to the rest of the country by weighing 
it by personal income. As shown in Figure 5.3, at 23 percent of the state’s 
personal income, California’s state and local revenue in 1977–78 was 11 
percent above the same fi gure calculated for the rest of the United States. 
In 2005–06, the percentage diff erence in revenue as a percent of personal 
income between California and the United States had risen to 15 percent. 
The amount of state and local revenue in California has increased after the 
passage of Proposition 13, but so has it in the entire United States. Using 
personal income terms, in 2005–06 California had further distanced itself 
from the rest of the United States. Using per capita terms, California’s 
distance above the rest of the United States had shrunk.

If California has not signifi cantly reduced the revenue its state and local 
governments raise, how has it made up for lost property tax revenue? Part 
of this answer is found in Figures 5.4–5.6. As shown in Figure 5.4, both 
California and the entire United States in 1977–78 raised about 10 percent 
of their state and local revenue from personal income taxes. By 2005–06, 
California’s reliance had increased to 16 percent and the rest of the United 
States to only 12 percent.

As shown in Figure 5.5, California’s reliance on the corporate income 
tax had fallen in 2005–06 to the United States’ average in 1997–78, but 
was still above the country’s average in 2005–06. Prior to Proposition 
13, California’s state and local governments relied on general charges as 
a source of revenue less than the rest of the United States. As Figure 5.6 
illustrates, in 2005–06 reliance on this revenue instrument is now greater.

The 1978 passage of Proposition 13 did more than just reduce 

$6389

CA 1977

$4955

US 1997

$10524

CA 2005

$8509

US 2005

Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.2  Real per capita state and local total revenue
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California’s reliance on local property taxation, it added to the state’s 
constitution a two- thirds vote requirement for any changes in state and 
local taxes within California for increasing revenues. In 2007, 11 states 
required such a supermajority. This requirement is compounded by the 
fact that California’s Constitution has always required a two- thirds vote 
by the legislature to pass a budget. Only Arkansas and Rhode Island 
impose similar requirements.

A consideration of California’s revenue structure after Proposition 13 
would not be complete without a mention of the Serrano v. Priest court 
decisions in 1971 and 1976. California’s Supreme Court found the state’s 
reliance on local property taxes to fund local schools in violation of the 
equal protection clause in the state Constitution. The legislative remedy 
(AB 65) was a state- based funding scheme that intended to equalize 

0.231

CA 1977

0.208

US 1997

0.285

CA 2005

0.247

US 2005

Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.3  State and local total revenue as a fraction of personal income
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Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.4  State and local individual income taxes as a fraction of general 
revenue
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general- purpose spending per student across the state’s school districts 
by off ering fi nancial support to low- spending districts and capping this 
value for previously high- spending districts. More than thirty years after 
the Serrano v. Priest court decisions, the results are that over 95 percent 
of California school districts are within $350 of each other in terms of 
general- purpose spending, but California’s total per- pupil spending has 
fallen from being among the top fi ve states before 1977–78, to 33rd in 
2004–05 (Education Data Partnership, 2008). Fischel (1989) and others 
have attributed the separation of local fi nances from local school spending 
that resulted from Serrano v. Priest as one causal explanation for voter 
support of Proposition 13 and the general dislike of taxes that it spawned 
in California.

0.045

CA 1977

0.032

US 1997

0.032

CA 2005

0.021

US 2005

Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.5  State and local corporate income tax as a fraction of general 
revenue

0.091
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Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.6  State and local total current charges as a fraction of general 
revenue
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Supermajority vote requirements, and the anti- tax sentiment gener-
ated by Serrano v. Priest and Proposition 13, have further encouraged 
Californians to use the ballot box to make and constrain state and local 
revenue choices. Table 5.1 describes the California ballot measures, passed 
since Proposition 13, that the Legislative Analyst’s Offi  ce note as having 
major state and local fi scal implications (LAO, 2006a, pp. 14–15). Further 
restrictions on the power of local entities beyond Proposition 13 to levy 
taxes for the provision of local services (Props. 62 and 218) make it more 
likely that state revenue is used to fund previously locally funded services. 
Requiring the state to devote a minimum amount of general fund expendi-
ture to K–14 education (Prop. 98) reduces what is available for other 
needed state expenditures. Raising state taxes, but then directing them 
to only one category of expenditure (as in Props. 99, 172, 10, 42, 49 and 
63) makes it diffi  cult to exercise the budget fl exibility needed to reallocate 
existing revenues when spending priorities change. Finally, California’s 
Constitution now prohibits the state from shifting property tax revenue 
from the county and city governments in a county to the school districts 
in the county (Prop. 1A). In times of statewide fi scal stress, this restriction 
increases the likelihood that California spends beyond its means to meet 
its mandated Prop. 98 school funding obligations.

THE LEGACY OF CALIFORNIA’S POST-
 PROPOSITION 13 REVENUE STRUCTURE

Figures 5.7 and 5.8 illustrate how the overall state and local revenue 
structure in California is diff erent from the average in all of the United 
States. Notably, in 2005–06 California generated a smaller proportion of 
its revenue in property taxes and greater proportions of its revenue in the 
forms of individual and corporate income taxes. The result is a greater 
reliance on revenue sources that are markedly less stable over the business 
cycle.

California’s personal income tax is highly progressive. For 2007–08, 
the upper marginal tax rate of 9.3 percent began at a taxable income of 
$89,628 for a married household. There is an additional 1 percent sur-
charge levied on taxable income greater than $1 million that is earmarked 
for the provision of mental health services in the state. For 2007–08, 
the state’s corporate net income tax rate was 8.84 percent, with bank 
and fi nancial corporations paying 10.84 percent. The California Budget 
Project (2007, p. 2) notes that the 1.7 percent of corporations with net 
income greater than $1 million paid 84 percent of these taxes. The LAO 
(2006a, p. 26) reports that in 2004–05, taxable household incomes above 
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Table 5.1  California propositions with major state–local fi scal 
implications

Measure / election Provisions

Proposition 4
  (Gann 

Amendment)
November 1979 

Limits spending by state and local governments to 
prior- year amount adjusted for population growth and 
per- capita income. If exceeded, state must return surplus 
to taxpayers in two years. Only reached in 1987 and 
weakened over the years through the exemption of certain 
appropriations. Many believe that it is now a meaningless 
constraint. 

Proposition 6
 June 1982

Prohibits state gift and inheritance taxes.

Proposition 62
 November 1986

New local general taxes require two- thirds approval of 
governing body and a majority of local voters.

Proposition 218
 November 1996

Further limits authority of local governments to impose 
taxes, assessments and fees. Two- thirds of voters must 
approve any new local non- general taxes.

Proposition 98
 November 1988

Guarantees a minimum level of state general fund 
revenues be devoted to funding K–14 public education. 
Guaranteed amount is calculated based upon greater of 
three tests: (1) % received equal to % received in FY1986–
87 (approx. 40%); (2) as much as received previous year 
adjusted for enrollment, or (3) same as (2) except growth 
factor is equal to growth in per capita general fund 
revenues plus 0.5%. Intended to act as a fl oor, in practice 
worked as a ceiling typically equal to 40–45% of state’s 
general fund revenue going to K–14.

Proposition 99
 November 1988

Imposes an additional $0.25 tax on cigarette packs and 
limits revenue to health- related uses.

Proposition 172
 November 1993

Increases state general sales tax by 0.5% and dedicates 
revenue to public safety programs.

Proposition 10
 November 1998

Imposes an additional $0.25 tax on cigarette packs and 
limits revenue to childhood development programs.

Proposition 42
 March 2002

Selective sales taxes collected on gasoline are permanently 
earmarked for transportation uses only.

Proposition 49
 November 2002

Increases state grants to K–12 schools for before-  and 
after- school programs. No additional funding source 
prescribed; currently close to $0.5 billion of state spending 
devoted to it.

Proposition 63
 November 2004

Imposes a 1% additional tax on personal income earned 
in the state over $1 million; revenue used to fund mental 
health services and expected to raise $0.8 billion in 
FY2006–07.
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$500 000 accounted for only 1 percent of returns, but 39 percent of per-
sonal income tax revenue collected in California. These high- income tax-
payers are more likely to record stock options and capital gains as part of 
their taxable income. As Figure 5.9 shows, since the realization of these 
components of taxable income fl uctuate widely over the business cycle, so 
does the revenue collected from all taxes. California’s tax revenue during 
the previous recession declined from $76 billion in 2000–01, to $63 billion 

Table 5.1  (continued)

Measure / election Provisions

Proposition 1A
 November 2004

After the passage of Proposition 13, local property 
taxes paid to California counties and the state had 
the constitutional right to distribute those revenues to 
cities and school districts in the county, and the county 
government in a manner they chose. During times of 
statewide fi scal stress, this often resulted in the state 
reducing payments to counties and cities and shifting 
them to school districts to meet constitutionally imposed 
Proposition 98 funding requirements. This constitutional 
amendment freezes the current allocation in a county in 
place unless the governor declares a fi scal emergency and 
agrees to repay imposed transfers after three years. Also 
requires the state to fund local mandates.

Other taxes, 0.9%
Intergovernmental

revenue, 20.2%

Sales/gross receipts
taxes, 18.2%

Individual income
taxes, 15.9%

Current
charges, 17.2%

Misc. general
revenue, 8.3%

License fees, 3.5%

Corporate income
taxes, 3.2%

Property taxes, 12.6%

Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.7  General fund state and local revenue reliance for State of 
California, FY2005–06
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in the following fi scal year. This 17 percent loss in tax revenue was almost 
entirely composed of a loss in personal income tax revenue due to a reduc-
tion in realized stock options and capital gains. Even in 2004–05, almost 
three years after the last recession offi  cially ended, income tax revenues 
from these two volatile sources were $2 billion less than their peak in 
2000–01.

The variability of tax revenue from stock options and capital gains, 
as a driver of California’s yearly operating defi cits, fi nds further support 
through the observed relationship between the changes in state revenue 

Other taxes, 2.8%
Intergovernmental

revenue, 21.7%

Sales/gross receipts
taxes, 19.0%

Individual income
taxes, 11.9%

Current
charges, 15.3%

Misc. general
revenue, 8.8%

License fees, 1.8%

Corporate income
taxes, 2.1%

Property
taxes, 16.6%

Source: State and Local Finance Data Query System, Urban Institute – Brookings 
Institute Tax Policy Center, www.taxpolicycenter.org.

Figure 5.8  General fund state and local revenue reliance for United 
States, FY2005–06

1997–98 1998–99 1999–00 2000–01 2001–02 2002–03 2003–04 2004–05

Stock options capital gains Other tax revenue

10
20
30
40
50
60
70
80

Source: LAO (2004) Table 8.

Figure 5.9  California tax revenue (billions real $) by fi scal year
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and personal income drawn in Figure 5.10. Notice that growth in state 
revenue is above growth in personal income from 1993–94 to 2000–01. 
It is only when the growth in personal income is on a general downward 
trend, and stock options and capital gains less likely to be realized, that 
growth in revenue falls below growth in personal income (that is, before 
1993–94 and after 2000–01). Referring to Figure 5.11, these are the same 
periods when California exhibited negative values for its budget stabiliza-
tion fund.

For a given fi scal year, Figure 5.11 shows the ratio of the budget stabi-
lization fund to general fund expenditures for both California (solid line) 
and aggregated for all states (dashed line). When these measures fall below 
the middle line, the yearly operating budget has gone negative enough that 
the budget stabilization fund cannot cover it and it turns negative. Notice 
that defi cits of this magnitude are not all that unusual in California, while 
they have never occurred in the aggregate measure calculated for all 
states.

The volatility that California’s general revenue stream has experienced 
in this decade is the same as observed in the state from the late 1970s to 
early 1990s. The only thing that spares California’s state budgets from an 
operating defi cit large enough to cause the budget stabilization fund to 
turn negative (as occurred in 1982–83, 1991–92 to 1992–93 and 2000–01) is 
a persistent period of growth in the state’s economy (as occurred between 
1994–95 and 2000–01 and 2002–03 to 2006–07). To appreciate this claim, 
I off er next a summary of California’s fi scal experiences throughout the 
1990s.
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Figure 5.10  California growth in real general fund revenue and personal 
income (billions $)



108 State and local fi scal policy

Beginning in the mid- 1990s, California’s economy boomed along with 
its ‘dot- com’ industries. There was $50 billion in taxable income from exer-
cised stock options and realized capital gains in the state in 1996. By 2000, 
these had quadrupled to $200 billion and the annual personal income tax 
revenue collected from these sources doubled to nearly $8 billion (Hill, 
2002). In 1998, after campaigning and winning re- election on a platform 
based on the need to fund public education better, Governor Davis, with 
the support of the California Legislature, began spending a larger portion 
of these revenue windfalls on education, health and human service pro-
grams. Included were: (1) K–12 (Kindergarten to grade 12) teacher salary 
increases; (2) Kindergarten to third grade class size reduction (which 
began in 1996 and continues to off er $800 per student annually to districts 
that reduce these level class sizes to 20 per teacher); (3) additional spend-
ing in the state’s higher education systems to forestall fee increases; (4) 
covering county trial court expenses which were previously funded locally; 
and (5) a tax expenditure in the form of a nearly $4 billion annual cut in 
vehicle license fees. Many have since questioned the wisdom of funding 
ongoing expenditure commitments with tax revenue that most understood 
at the time as transitory in nature. But as Tim Gage, then Director of 
California’s Department of Finance points out, the choice was motivated 
by the politics of the situation: ‘[t]he fundamental driver is simply, you’ve 
got constituents and it’s nice to do things for them’ (Murray, 2006). This 
logic is truly the reason why highly procyclical state revenue sources put 

20

15

10

5

0

19
79

–8
0

19
89

–9
0

19
87

–8
8

19
85

–8
6

19
83

–8
4

19
81

–8
2

19
91

–9
2

19
93

–9
4

19
95

–9
6

19
97

–9
8

19
99

–0
0

20
01

–0
2

20
03

–0
4

20
05

–0
6

–5

CA state stabilization/expenditures US state stabilization/expenditures

Sources: California Department of Finance (2006), and NASBO (2005), Table 9.

Figure 5.11  State(s) budget stabilization fund as a percentage of general 
fund revenue



 California’s state and local revenue structure after Proposition 13  109

a state on a fi scal roller- coaster. Revenue surpluses in a boom period are 
committed to ongoing expenditures that remain after the loss of the boom 
period’s windfall revenue.

By late 2002, the bottom had fallen out of California’s economic boom 
and revenue from the state’s personal income tax fell by nearly 25 percent 
in that year. The 2002–03 operating budget for the state ended up $11 
billion in the red, and because there were no specifi c plans to cut spend-
ing or increase revenues by any signifi cant amount, the projected defi cit 
for the following year was $27 billion. These cumulative defi cits became 
the basis for the fi gure cited by Governor Davis that the 2003 operat-
ing defi cit for California was $38 billion. In the setting of these immense 
fi scal problems, Davis ran for re- election in November 2002 and won. 
However, only months after re- election, his popularity plummeted as he 
faced the prospect of constructing a state budget to deal with a defi cit pro-
jected to be nearly one- third of that year’s operating budget. In October 
2003 Governor Davis directed the Department of Finance to institute 
an increase in California’s vehicle license fees (VLF) through a ‘trigger’ 
present in earlier legislation that allowed such an increase if the governor 
judges that the state is no longer able to pay its bills. This increase became 
the major point of contention in the historic recall election that occurred in 
the same month and swept Governor Schwarzenegger into offi  ce.

Fulfi lling a campaign promise, Schwarzenegger’s fi rst act as Governor 
was to repeal the VLF tax increase and place the State of California’s 
budget an additional $3.5 billion in the red. As noted by Zuckerman 
(2004), Schwarzenegger dealt with this huge budget shortfall by: (1) pro-
posing to seek future voter approval to borrow nearly $11 billion (which 
was later approved by voters at $15 billion); (2) instituting loans and 
borrowing from state funds that amounted to about $5.5 billion, and 
state program changes that led to $9.2 billion in savings (largely through 
an accounting change in Medi- Cal); (3) California State University and 
University of California tuition increases of nearly 30 percent; (4) state 
employee lay- off s or non- replacements, reductions in judiciary and crimi-
nal justice spending; and (5) not fully funding the Proposition 98 guarantee 
for state funding of K–14 education. The result of these changes, and an 
unexpected rebound in state tax revenues, allowed California in 2004–05 
to report a positive operating balance of over $3 billion and a surplus in its 
reserve fund of over $9 billion.

Between 2005 and early 2007, the California economy remained strong. 
The Legislative Analyst’s Offi  ce (LAO) (2006a) reported that state revenues 
had grown over the past three fi scal years by over $11 billion. Perhaps not 
surprisingly, the governor and legislature used this additional revenue to 
increase further the state’s spending on K–12 education and to fund an 
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early pay- off  of debt taken on to cover previous defi cits. However, this 
improvement in the state’s economy only served to decrease the operat-
ing defi cit predicted by the LAO in November of each year. As shown in 
Figure 5.12, only after the large personal income tax windfalls gained from 
high capital gains realizations in 2001–02, has this prediction included an 
expected surplus in the state budget. What this indicates, and what many 
observers have repeatedly pointed out, is that the change in California’s 
revenue structure that began with Proposition 13 has resulted in a persist-
ent structural defi cit in the twenty- fi rst century that, despite repeated calls 
to do otherwise, was not dealt with during the economic recovery that the 
state experienced between 2003 and mid- 2007.

The meaning of a state’s fi nances exhibiting a ‘structural defi cit’ is that 
in ‘normal’ times (normal meaning that the economy is not in recession 
nor is it in an abnormal boom), given the state’s revenue structure and 
expenditure commitments, the state is expected to bring in less revenue 
than it spends. Observers have pegged this annual structural defi cit as in 
the range of $3 billion to $8 billion dollars. Even with an annual revenue 
base of around $100 billion, this is a signifi cant shortfall. The obvious 
solution to cope with a structural defi cit is either to raise revenues or to 
cut expenditures. The political diffi  culty in implementing the obvious, 
especially in a state that requires a two- thirds majority to raise taxes and 
to approve its annual state budget, comes in the form of fi rst deciding 
whether the problem is primarily revenue-  or expenditure- based, and then 
determining what revenue instruments to increase or what expenditure 
program to cut. Because of this, many of California’s policy- makers have 
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decided to cope with its structural defi cit by denying that it exists and/or 
that there is a need for an imminent solution.

The California Department of Finance predicted that the 2007–08 state 
budget would be around $4 billion in surplus (Governor’s Budget, 2008). 
Due to an unforeseen rise in oil prices, the subprime mortgage crisis and 
declines in residential construction and real estate values, by mid- 2007 it 
was apparent that California’s economy was slowing and that this surplus 
would not materialize. In November 2007, Governor Schwarzenegger’s 
proposed budget for the upcoming fi scal year identifi ed an expected 
revenue gap of $14.5 billion for 2007–08. His proposal to deal with it was a 
10 percent cut in all state expenditures. Many, including the LAO, thought 
this simplistic approach inappropriate. In an unprecedented action, the 
LAO (2008a) chose not just to off er an analysis of the Governor’s pro-
posed budget, but also to propose its own ‘alternative budget’ that iden-
tifi ed $17 billion in possible expenditure cuts – chosen based upon the 
necessity of service provided and equity considerations – and close to $3 
billion in increased revenue through a list of potential reduced tax expen-
ditures to business. Notably, the LAO’s alternative budget contained no 
new taxes or increases in existing tax rates.

After a further weakening of the economy, in February 2008 the LAO 
(2008b) raised its prediction of the expected two- year budget shortfall to 
greater than $16 billion. This prompted California’s Legislature to enter 
into special session and the approval of over $3.3 billion in additional 
approved, but never issued defi cit bonds; and the suspension, delay and 
shift of other expenditure programs that yielded an additional $4.2 billion 
in savings. More than $7 billion of these changes are one- time and do 
nothing to deal with the state’s structural defi cit.

California’s economic situation continued to decline in March and 
April of 2008. Given the state’s heavy reliance on personal income taxes, 
analysts expected the two- year defi cit value to rise. By mid- April, many 
said it was back to an amount similar to what it was before the one- time 
cuts made in the special session of the Legislature. In late April of 2008, 
Governor Schwarzenegger shocked many by publicly stating that he 
believed the current two- year defi cit fi gure to be over $20 billion. The 
2008–09 budget passed into law on 23 September 2008 accounted for a $24 
billion dollar two- year defi cit: $7.1 billion rolled over from 2007–08 and an 
additional $16.9 billion in projected defi cit for 2008–09 if nothing changed 
from the previous year (California Budget Project, 2008).

A California Legislature and Governor dealing with a defi cit that is 
one- fi fth of the state’s own- source revenue brings this story back to 2002 
and the state’s last recession, when Governor Davis forecast an even 
greater defi cit. In less than ten years, Californians have ridden the fi scal 
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roller- coaster of going from boom to bust, back to relative boom, and 
in the fall of 2008 heading toward a bust whose trough is not in sight. 
Budget experts, analysts and observers are well aware of the tendency for 
California’s post- Proposition 13 system of state and local revenue reliance 
to produce such a pattern, and have off ered the solutions discussed next.

IDEAS ON HOW TO COPE BETTER

The suggestions put forth to reduce the instability currently inherent 
in balancing the yearly operating budget of California can be broken 
down into two categories. The fi rst is reforms targeted at changes in the 
institutions and rules surrounding the budget process itself. The second 
deals with altering the way California raises revenue for its state and 
local governments. For each of these categories, I provide summaries 
of some suggested reforms. The items contained below are from reviews 
put together by Simmons (2002) and the Institute for Government 
Studies (2003).

Budget Process Reforms

Reduce two- thirds voting requirements
Many of the commissions, studies and individuals that have explored 
ways to reform California’s budget process have come to the conclusion 
that change is required in its two- thirds vote requirements. The California 
Constitution Revision Commission in 1996 and the California Citizens 
Budget Commission in 1998 recommended amending the Constitution to 
require a simple majority to enact a budget. The California Commission 
on Tax Policy in the New Economy in 2003 concluded that the vote 
threshold for approval of local special taxes be reduced to 55 percent. 
The California Budget Project in 1999 (whose purpose is to represent 
the well- being of low-  and middle- income Californians) suggested the 
elimination of all supermajority vote requirements across the state, while 
the California Business Roundtable in 1995 favored the elimination of a 
supermajority vote requirement for the passage of a state budget, but not 
for new taxes. The League of Women Voters of California in 1995 believed 
that if two- thirds vote requirements exist for taxes, they should also for the 
approval of tax expenditures.

Create greater fi scal discipline
Analysts who have previously studied California’s fi scal situation believe 
that greater discipline could be instilled in the budget process through a 
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better accounting of, and public information campaign on, the magnitude 
of tax expenditures by the state, a loosening of revenue and spending 
restrictions currently locked into California’s Constitution, a curtail-
ment on future propositions, and the establishment of a truly ‘reason-
able and necessary’ prudent state budget reserve fund that is required 
by the Constitution. For instance, the Speaker’s Commission on the 
California Initiative Process in 1992, the California Constitution Revision 
Commission and the California Business Roundtable all suggested that 
voter- approved propositions be subject to allowed modifi cation by the 
Legislature after various periods to remedy the unintended fi scal conse-
quences wrought by their simple majority passage.

Move to multiyear budgeting
With the hope of allowing policy- makers more time to evaluate program 
eff ectiveness and adjust proposed and current legislation for economic 
and caseload changes, some have suggested that California move to multi-
year budgeting. The California Citizens Budget Commission suggested a 
three- year perspective, while the Little Hoover Commission in 1995, the 
California Business Roundtable and the California League of Women 
Voters have recommended a two- year budget cycle.

Improve the public’s and legislators’ understanding of the budget
Governor Schwarzenegger’s proposed budget summary for California in 
2008 is nearly 350 pages long and highly technical.2 Previous observers of 
the state’s budget process contend that a budget described in this form 
does not promote public, or even legislative, scrutiny of spending choices, 
economic forecasts and program performance. Though state organiza-
tions like the LAO, Department of Finance and private organizations like 
the California Budget Project off er summaries and analyses of the state 
budget that are easier to digest, the suggestion here is for even more public 
dissemination of the constraints, trade- off s and choices necessary in a state 
budget.3

Revenue Reliance Reforms

Another list of suggested reforms to improve the outcome observed in 
California state budgeting relate to changing the way that general fund 
revenue is raised. Since state fi nances are so closely tied to local fi nances 
in post- Proposition 13 California, some have also suggested that the only 
way to improve budget outcomes is through reforms to the state’s entire 
system of state and local fi nance.
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Increase state revenue reliance on tax bases more stable over the business 
cycle
As the previous discussion has made clear, much of the fi scal strife experi-
enced by California is attributable to: (1) approximately a quarter of 
California’s general fund revenue coming from personal income taxes; (2) 
the high top marginal income rate; (3) the large percentage of households 
that fall into the top bracket and contribute a large percentage of the income 
tax revenue raised; and (4) the variability of this revenue due to much of it 
being in the form of stock options and capital gains. So any reduction in reli-
ance on this tax instrument funded by greater reliance on a more stable tax 
instrument would make the state’s general revenue fl ow more predictable 
and less prone to generating negative operating balances during an economic 
downturn. Obvious suggestions to do this have been raising the vehicle 
license fee, raising or instituting other fees and charges, expanding the general 
sales tax base to include services and/or instituting a statewide property tax.

Raise more state revenue
If it is not politically possible to raise a more stable stream of general fund 
revenue in California, some have suggested that a reasonable alternative to 
reducing the reoccurring pattern of operating defi cits in California is raising 
more revenue. Often suggested is a reinstatement of the higher top marginal 
income tax rates of 10 and 11 percent that existed throughout much of the 
1990s. Also proposed is the idea of expanding the state’s sales tax base to 
include services and/or allowing a split role property tax in which business 
property would move back to market value- based assessment.

Reduce local government reliance on state revenue by shifting to greater 
local tax reliance
Nearly every commission and expert that has studied California’s overall 
system of fi nancing state and local government has come to the con-
clusion that it is in need of major reform. The California Citizens 
Budget Commission concluded that local governments need greater fi scal 
independence. The California Governance Consensus Project in 2002, 
California Budget Project, California Constitution Revision Commission 
and California Business Roundtable all agree, and further suggest a sig-
nifi cant realignment of state–county public service responsibilities.

FEASIBILITY OF REFORMS

Any of the previously suggested reforms, if adopted in California, would 
likely off er some relief to the boom–bust tendency exhibited in the state’s 
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fi scal situation after Proposition 13. Objective analyses based in the dis-
ciplines of political science and/or public administration broadly support 
the budget process reforms described above, while the same forms of 
analyses based in the economics of public fi nance throw their support 
(to various degrees) behind the suggested reforms to California’s revenue 
reliance. But the reality in California is that the policy reforms suggested 
by these analyses would require amending the Constitution, and hence 
approval by a majority of voters. Thus it is essential that the political fea-
sibility of these reforms be assessed to determine their real- world viability 
as a solution. It is for this reason that I next turn to the results of recent 
elections that featured initiatives that contained some of the elements of 
reform just suggested.

Californians were asked in March of 2004 to vote on Proposition 56. If 
passed, this proposition would have enacted many of the budget process 
reforms suggested above, including: (1) the requirement that budget and 
budget- related tax and appropriation bills may be enacted by a 55 percent 
legislative majority rather than the two- thirds vote currently required; (2) 
the production of a budget summary for all state ballot pamphlets sent 
to voters; and (3) the requirement that 25 percent of certain state revenue 
increases are deposited into a reserve fund. Only about a third of voters 
approved of this budget reform package and it failed. What passed on 
this same ballot, by respective margins of 63 percent and 71 percent, were 
Propositions 57 and 58. If the second proposition also passed, the fi rst 
proposition allowed the issue of up to $15 billion dollars in general obli-
gation bonds to pay off  the accumulated general fund defi cit. The second 
proposition required the enactment of a balanced general fund budget 
(which previously was never a constitutional requirement) and a formula 
for calculating yearly deposits into a budget reserve that was smaller in 
magnitude and less binding than what was proposed in Proposition 56. 
The passage of Proposition 58 was a movement in the right direction of the 
suggested budget process reforms, but most experts would have preferred 
the passage of Proposition 56.

Since March 2004, there has only been one initiative on California’s 
statewide ballot whose roots are in satisfying the budget process reforms 
suggested above, while there have been two whose end results are likely 
to be quite the opposite. Proposition 1A, which barely gained majority 
support on the November 2004 ballot, has raised the state’s level of fi scal 
stress by constitutionally prohibiting: (1) unfunded mandates by the state 
to local governments; (2) any reduction of the 1 percent statewide sales tax 
that goes to the local government site of a sale; and (3) the future shift of 
property tax revenues raised in a county from the county and local govern-
ments in the county, to state- funded K–12 schools in the county. On the 
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same ballot in November 2004, the voters continued their favored path of 
locking into California’s Constitution the earmarking of specifi c revenue 
streams. With an approval rate of 54 percent, Proposition 63 constitution-
ally requires that the revenue (about $800 million in FY2006–07) from 
an additional 1 percent tax on taxable personal income above $1 million 
fund the expansion of mental health services and programs. Alternatively, 
Proposition 76, which failed with a 62 percent majority in November 2005, 
would have limited state spending to the prior year’s level plus three previ-
ous years’ average revenue growth, reduced the degree that Proposition 
98 binds the state’s funding of K–14 (Kindergarten to community college) 
education to a specifi c percentage of general fund expenditure, and under 
specifi ed ‘fi scal emergencies’ allowed the Governor to reduce budget 
appropriations within a fi scal year.

The political feasibility of enacting the budget process reforms suggested 
above has historically been small. Perhaps the greatest opportunity for 
major reform of this type occurred with the March 2004 ballot when citizens 
seemed willing to listen to Governor Schwarzenegger (whose job approval 
rating was above 60 percent) for suggestions on how to get the state out 
of its fi scal crisis. First, to qualify for this ballot was the citizen- initiated 
Proposition 56 that contained the widely suggested reduction of the two-
 thirds legislative vote requirement for approval of a state budget and new 
taxes to the smaller supermajority of 55 percent. Propositions 57 ($15 billion 
in defi cit bonds) and 58 (which gave the impression of achieving budget 
process reform) were placed on the same ballot by the Legislature. This 
forced Schwarzenegger to choose between endorsing the stricter Proposition 
56, or Proposition 57 that many in his Republican Party favored because 
of the populist view that the two- thirds vote requirements hold state gov-
ernment spending and taxes down in California.4 He chose to endorse 
Proposition 57 (which helped convince some Republicans to endorse the 
defi cit bond proposal that he needed to make his fi scal recovery plan work) 
and remained mute on Proposition 56. Perhaps if he had chosen otherwise, 
California voters would have followed their ‘Governator’ and the state 
would have achieved the reduction in the two- thirds vote requirement that 
many experts point to as the cornerstone of true budget process reform.

California’s budget formulation for 2008–09 resulted in a legislative 
stand- off  that took 85 days beyond the date that it was required by the 
state’s Constitution. The historic amount of time it took to craft this 
budget, and the fact that many believe it is still not balanced and relies 
upon direct and indirect ways of borrowing future revenues, resulted in an 
increased outcry by some to try again to alter the institutions blamed for 
the inability to reach a balanced- budget compromise between ideologically 
driven Republicans (no new taxes) and Democrats (no spending cuts).
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Governor Schwarzenegger wasted little time after signing the fl awed 
2008–09 budget to use it as a concrete example of why legislative districts 
need to be redrawn in California. Districts have been gerrymandered 
to result in extremely safe legislative seats for either a Democrat or a 
Republican. The political parties use this fact to elect strongly ideologi-
cal candidates that support the party line. A redistricting eff ort that was 
designed to yield districts that were far less safe for either party would likely 
result in a more moderate and willing- to- compromise group of assembly-
persons and senators to craft future California budgets. Alternatively, a 
group of Democrats have argued that the 2008–09 round of budget delib-
erations in the state, and the fl awed budget it produced, points to the need 
to reduce the two- thirds vote requirement to pass a budget. They have 
vowed to campaign to place a proposed constitutional amendment to that 
eff ect on an upcoming state ballot.

What about the political feasibility of instituting any of the revenue 
reliance changes suggested earlier? To assess this possibility, one must 
fi rst consider that California’s Constitution still requires a two- thirds 
vote of both houses of the Legislature to pass any increase in state taxes. 
Given that Democrats do not possess this majority, and Republicans in 
California remain strongly opposed to any new taxes (even if tied to a tax 
decrease in a current tax instrument), the option of steadying California’s 
revenue stream through greater reliance on more stable taxes is limited.

The revenue reliance reform favored by many academics and policy 
analysts, but still disliked by a majority of California’s voting populace, 
is a reduction in government dependence on state revenue by shifting to 
greater local tax reliance. This would be best achieved through a loosen-
ing of the Proposition 13 restriction that property taxation in the state 
never exceeds 1 percent. Unfortunately, the current populist support for 
such a proposal is nearly non- existent. Political folklore widely recog-
nizes Proposition 13 as the ‘third rail’ of California politics: touch it as a 
politician and your political life dies. Or, as Governor Schwarzenegger is 
paraphrased as telling his elder political advisor Warren Buff et: ‘Mention 
changing Prop. 13 one more time and you will do 500 pushups’.

With the downside that it is likely a regressive tax (see California Budget 
Project, 2002b), the choice of raising the vehicle license fee (VLF) tax back 
to its historic rate of 2 percent seems a viable way of providing California 
with a more stable revenue structure. In 1998, the California Legislature 
lowered this tax from 2 percent of the market value of the vehicle – where 
it had been for most of the 60 years it was in place in the state – to 1.5 
percent. Subsequent legislation in 2000 lowered it to the 1.3 percent where 
it stands today. One of the last acts of Governor Davis was triggering 
a provision in the legislation that allowed an increase in the VLF rate 
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back to 2 percent during the time of a state budget ‘emergency’.5 As the 
recalled Governor found out, voting Californians dislike the visibility and 
burden of taxing their second most valuable piece of property. Governor 
Schwarzenegger won the recall election based upon promising to roll 
back the VLF to 1.3 percent. Thus, while he remains in offi  ce, additional 
revenue is unlikely to come from this source.

A second potential stable revenue source could come from maintaining 
the 1 percent ad valorem rate of property taxation specifi ed by Proposition 
13, but eliminating the acquisition value of assessment for non- residential 
property. Many politicians dismiss such a ‘split- role’ property tax because 
of the ‘third- rail’ impression they have toward changing anything about 
Proposition 13. As of the summer of 2009, with California facing a two-
 year projected budget defi cit of $25 billion and a budget agreement still 
not in sight a month after it was due, the subject of raising additional 
revenue through property taxation barred by Proposition 13 is still not 
widely discussed.

In addition, there is now documented discussion in California policy-
 making circles that expanding the state’s current 6.25 percent rate of sales 
taxation to exempted service items needs to be on the table as a possible 
revenue source. A recent study by the State’s Board of Equalization places 
the revenue potential of doing such at close to $2.7 billion. Not all services 
are being considered – notably not mentioned are legal and medical serv-
ices – but the suggested base expansion does include automobile repairs 
and services, entertainment and recreation, household repair and mainte-
nance, and personal services like dry cleaning.

A fi nal way of closing the state’s structural defi cit through increased 
revenues would be a reinstatement of the 10 and 11 percent upper rates 
of marginal income taxation that were last used by Republican Governor 
Pete Wilson to counteract budget shortfalls during the early 1990s. If a 10 
percent rate was added for single (married) taxpayers making $130,000 
($260,000) in 2002 dollars, and an 11 percent rate for those making 
$260,000 ($520,000), the California Budget Project (2002a) estimates that 
it would have raised $3.5 billion in 2004. But with strong Republican 
opposition to tax increases, and particularly ones that fall upon the state’s 
highest earners, the supermajority vote requirement makes the adoption 
of this (or a higher VLF, split property tax role, or expanded sales tax 
base) politically diffi  cult. In addition, if one of these were the only fi scal 
reform adopted, an argument could be made that it could make the vola-
tility of the state’s operating defi cits worse if the surpluses it generated in 
good years produces even greater commitments to ongoing spending that 
cannot be met in the bad years.

Governor Schwarzenegger’s proposed 2008–09 state budget included 
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a suggestion for a ‘Budget Stabilization Act’ that would amend the 
Constitution in a manner designed to save revenues in order to amass 
a revenue stabilization fund. The initial 2008–09 budget passed by the 
California Legislature drastically diluted Schwarzenegger’s budget sta-
bilization proposal. Subsequently, the Governor chose to veto this initial 
budget and the legislature responded by sending him a second budget 
that included most of the elements of his original proposal. The establish-
ment of such a fund requires the passage of a constitutional amendment 
that will be put before California’s voters in early 2009. The amendment 
placed on the ballot by the second budget deal requires that in each fi scal 
year the state contribute 3 percent of its general fund revenue to a Budget 
Stabilization Fund (BSF) until it reaches 12.5 percent of estimated general 
fund revenues for the current fi scal year. Transfers out of the BSF could 
only occur through the passage of a bill that contains no other provisions. 
The governor’s ability to suspend the required transfers into the BSF is 
severely limited and the use of BSF funds is constrained. In addition, the 
proposed Act would allow the governor to make mid- year reductions 
in expenditures and suspend cost- of- living- adjustments when the state’s 
fi nance director determines that the current fi scal year’s budget is in defi cit. 
The maximum cut in yearly state appropriations is set at 7 percent (see 
California Budget Project, 2008). Some (including the LAO) have already 
expressed their disapproval of such a constitutional amendment because 
of the shift in expenditure power it entails to the executive branch.

McNichols and Lav (2008) reports that California was not alone in 
facing a budget shortfall for the 2008–09 fi scal year; at least 25 states 
were in the same situation. As a percentage of the fi scal year’s expendi-
ture, California’s budget gap was expected to be the second largest at 
15.4 percent, with Arizona’s larger at 17.8, and Florida’s at 11, Nevada’s 
at 13.5, New Jersey’s at a maximum of 10.6 and Rhode Island’s at 11.2 
percent. The usual solutions of expenditure cuts and/or tax increases are 
always problematic during an economic recession and the use of a reserve 
fund to fi ll gaps during an economic downturn makes sense. The problem 
is that many states do not possess a signifi cant reserve to fi ll the expected 
gap. In the fi nal section of this chapter, I explore a possible revenue option 
that could be used by California, or any state using cap- and- trade to reduce 
greenhouse gas emissions, to raise revenue to create such a reserve.

AN ‘OUT- OF- THE- BOX’ REVENUE IDEA

In July 2005, Governor Schwarzenegger signed Executive Order S- 3- 05 
that declared climate change a reality and emphatically stated that it was 
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time for California, the 12th- largest emitter (in terms of government- based 
entities) of greenhouses gases (GHGs) in the world, to take action to 
reduce these emissions. The executive order directed the state by 2010 to 
reduce GHG emissions to 2000 levels; by 2020 to reduce GHG emissions 
to 1990 levels and by 2050 to reduce GHG emissions to 80 percent below 
1990 levels. In September 2006, Governor Schwarzenegger proceeded to 
sign the Global Warming Solutions Act (AB 32) that codifi ed the GHG 
reduction targets previously specifi ed in EOS- 3- 05 into law and required, 
by the start of 2009, mandatory reporting rules for signifi cant sources of 
greenhouse gases and a specifi c plan to achieve the required GHG emis-
sions through regulations, market mechanisms and/or other actions. AB 32 
also required the creation of an Economic and Technology Advancement 
Advisory Committee (ETAAC) to advise California’s Air Resource Board 
on the specifi c implementation of the law. In late February 2008, in antici-
pation of the year- end deadline imposed by AB 32 for an implementation 
plan, the ETAAC (2008) released its fi nal report. The recommendations of 
the Market Advisory Committee of the ETAAC are contained in Chapter 
9 of this report.

Policy analysts remain divided on whether cap- and- trade or carbon taxes 
are the better policy instruments to achieve a desired reduction in GHGs (see 
Green et al., 2007; or EconoSpeak, 2007). Basically the trade- off  between 
the two comes down to greater certainty in the amount of GHGs reduced, 
and less certainty in the cost of companies complying with this reduction, 
when choosing a cap- and- trade system as opposed to a carbon tax. The 
ETAAC’s Market Advisory Committee came out in favor of a system of 
cap- and- trade as the ‘best’ solution to reduce GHGs in California.

An important item to consider in designing a cap- and- trade system for 
California is how to price the initial allocation of GHG allowances. The 
choices are: (1) free allocations of GHG allowances based on historical 
emission levels; (2) free allocations based on previous economic output; 
or (3) revenue- generating allowance auctions. The ETAAC report con-
cluded that some level of auctioning is preferred for the clear and early 
price signal it will send on a unit of GHG emission under the specifi ed cap. 
Furthermore, they recommend that productive and appropriate uses of 
these auction revenues include making direct investments in low- carbon 
technologies, allocating dollars to California universities for research and 
development surrounding GHG reduction, and investment in technolo-
gies that could improve air quality in low- income neighborhoods dispro-
portionately aff ected by the trade portion of the program (an important 
objective explicit in AB 32). Most importantly for the purpose of this 
chapter, the ETAAC’s Market Advisory Committee (2008) recommends 
that the:
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California Air Resources Board may wish to convene an advisory group 
involving persons with budgetary experience and a wide knowledge of energy, 
environmental, tax and budgetary policy and including representatives of both 
the Department of Finance and Legislature, to prepare a study outlining several 
sensible options for recycling revenues to businesses or individuals. (p. 56)

My ‘out- of- the- box’ suggestion is that California employ only a system 
of cap- and- trade to reach its stringent GHG goals, that initial allocations 
be fully auctioned off  and a portion of the earned revenue be used to 
establish a rainy- day fund that is built up to a maximum of a predeter-
mined percentage of the state’s general fund expenditure (say 10 percent). 
Additional auction revenues reduce the rates of existing distortionary 
taxes only after this rainy- day fund is established. Rules for drawing down 
this fund could be the same as those proposed for the Budget Stabilization 
Fund.

An anticipated diffi  culty in this suggestion is that California’s courts 
are very likely to interpret auction revenues as a fee, and based upon 
the earlier Sinclair Paint Decision require a nexus between the purpose 
of the fee and the use of its corresponding revenues.6 As pointed out by 
the advocacy group Carbon Share: ‘Because the sky belongs to all of us’, 
what has been auctioned off  is publicly owned California air.7 A nexus 
possibly exists if the revenue from selling this public good supplements 
the state’s general fund revenue with the intention of providing public 
goods and services that confer public benefi ts to those who owned the 
state’s air. If this argument does not pass legal muster, the auction rev-
enues are from a tax and a two- thirds vote of the California Legislature 
would be required for their use for any purpose not related to further 
GHG reduction.

The revenue raised from the proposed auction depends negatively on the 
number of GHG units available for auction and if it is an annual auction 
to price GHGs emitted in the upcoming year (as opposed to a one- time 
auction that sells the right to emit GHGs forever). An annual auction best 
suits California’s desire to reduce over time the allowed GHGs emitted 
annually, and its desire for companies to invest in the latest GHG reduc-
tion technologies. If this is the case, a yearly revenue estimate for California 
in 2007 dollars ranges from $2 billion to $8 billion a year depending on a 
price per ton between $5 and $20.8 A reasonable expectation must be that 
even if such a plan was used in California (or any other state), the auction 
revenue gained from it would only last as long as a similar cap- and- trade 
plan was not adopted at the federal level. At the time of a federal plan, 
California would need to abandon its own and become part of that. In 
the meantime, this out- of- the- box idea would yield the double dividend 
of getting California closer to the GHG reductions required by AB 32 
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and establishing an initial rainy- day fund that may be substantial enough 
to off set the fi scal cyclicality built into California’s current revenue reli-
ance. Like in the proposed Budget Stabilization Fund, state revenue 
growth over a long- term trend would need to replenish this fund once the 
California GHG auctions went away. But the use of this cap- and- trade 
revenue would forestall the annual 3 percent transfers from annual general 
fund revenue required if the BSF is placed into California’s Constitution.

NOTES

1. In Figures 5.1–5.6 and Figure 5.11, a year refers to the fi scal year that begins with the 
year listed.

2. The full text of Governor’s proposed 2008 budget for California is at http://www.
ebudget.ca.gov/pdf/BudgetSummary/FullBudgetSummary.pdf.

3. The LAO’s, California Department of Finance’s and California Budget Project’s descrip-
tions of the proposed state budget can, respectively, be found at: http://www.lao.ca.gov/
main.aspx?type53&CatID510, http://www.ebudget.ca.gov/BudgetSummary/BSS/BSS.
html and http://www.cbp.org/pdfs/2008/080116_govbudget.pdf. An example of one way 
that trade- off s inherent to crafting a state budget are being shared with the public is a 
computer- based simulation called Eureka (created by the Center for California Studies at 
Sacramento State University) that asks the user to craft a balanced California state budget 
using real- world data (http://www.csus.edu/calst/civic_education/eureka.html ). A second 
is the recent work of Gordon et al. (2007) at the Public Policy Institute of California.

4. The California Budget Project (2004, p. 5) notes: ‘[T]here is very little research on the 
impact of supermajority vote requirements on state fi scal policymaking. The research 
that is available suggests that supermajority vote requirements may serve to increase, 
rather than decrease, spending and do not necessarily result in lower taxes.’

5. Later, Governor Schwarzenegger would argue that the state’s budget situation had not 
reached the required degree of emergency that the legislation intended before the VLF 
tax increase could be put in place.

6. ’When is a fee really a tax?’ an article in Alert, a newsletter put out by the California 
Business Chamber of Commerce, off ers a good summary of this interpretation. Avail-
able at http://www.lumberassociation.org/Weekly%20E- Update/CalChamber_TaxvFee_
Article_2- 15- 08.pdf.

7. The Carbon Share website can be found at www.carbonshare.org.
8. See www.carbonshare.org/june22event.htm.
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Comments on ‘Going without an 
income tax: how do states do it?’
Don Bruce

State revenue systems are under enormous strain, the current economic 
recession notwithstanding. For starters, sales tax bases continue to erode 
as a result of our shift in consumption toward services (and away from 
goods) and the continuing growth in remote sales, namely electronic com-
merce. Corporate income taxes are a declining revenue source thanks to 
aggressive tax planning activities alongside state eff orts to use tax breaks 
to attract business activity. The siege on property taxes, which picked up 
signifi cant steam with the passage of California’s Proposition 13, contin-
ues today. One might wonder, then, how nine of the 50 US states have 
been able to operate without the relative stability of a tax on personal 
income. Sjoquist’s chapter asks this important question by comparing 
states without personal income taxes to those with personal income taxes.

The major problem with prior discussion along these lines is that 
consideration of adding a tax on personal income is often viewed by the 
voting public as an eff ort to increase taxes. This inability to separate the 
structure of the revenue system from the size of the revenue pie has seri-
ously impeded productive reform eff orts in many states. Sjoquist dispenses 
with this issue by comparing states without personal income taxes to a 
relatively more comparable group of ten income- taxing states.

The obvious answer to how these states survive is that they either depend 
more heavily on other sources of revenue, or they spend less. Sjoquist fi nds 
that they tend to spend less in general than states with personal income 
taxes. Moreover, compared to income- taxing states with similar spending 
levels, they tend to rely more heavily on other revenue sources. And while 
the sales taxes carries much of that burden, non- income- taxing states also 
tend to rely more heavily on most other sources of revenue (especially 
federal grants and local revenue sources).

Perhaps most importantly for this discussion, however, is the fact that 
states without income taxes are generally quite diff erent from income-
 taxing states in other ways. Several of them are extremely rich in natural 
resources such as oil, coal or natural gas, with revenue streams based on 
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resource extraction permitting the luxury of not having a personal income 
tax. Others have signifi cant amounts of tourism activity, allowing the 
exporting of tax burden through such things as the sales tax or through 
state- sponsored gambling activities. These unique features are not easily 
replicated in income- taxing states, so care must be taken in deriving 
lessons from the fi scal structures in many of the states without personal 
income taxes. Sjoquist is wise to remove Alaska from the comparisons for 
this reason.

On a similar note, it is nice to see the separate narratives that are pro-
vided for each of the non- income- taxing states. While Sjoquist’s major 
point is to compare each of those states with Georgia, the detail included 
in those paragraphs is useful in a more general sense. For example, it is 
important to determine whether increased reliance on the sales tax among 
non- income- taxing states tends to take the form of higher rates on similar 
bases, similar rates applied to broader bases, or some combination of the 
two. Also, it would have been nice to see a table comparing sales tax rates 
and bases across the two broad categories of non- income- taxing states and 
income- taxing states.

Sjoquist does an admirable job of addressing the question of how states 
without personal income taxes have managed to fund public services. His 
analysis raises two additional questions that are worthy of further study. 
First, why do states forego the opportunity to tax personal income? This 
is an especially relevant question in states that do not have access to sig-
nifi cant resource- based revenue, tourism or gambling. Is the lack of an 
income tax simply a means to constrain the size and growth of the public 
sector? Are there fundamental objections to (or constitutional constraints 
on) the taxation of personal income in those states?

A second interesting question is: what are the consequences of not 
having a tax on personal income? Are state revenues more or less volatile 
as a result? Are revenue shortfalls more signifi cant in times of economic 
recession? Are more frequent tax rate adjustments required in order to 
maintain revenue adequacy over the business cycle? Additionally, how 
does the distribution of tax burden diff er between states with and without 
personal income taxes? Is the tax system more regressive in non- income-
 taxing states? Finally, is there any evidence of statistically diff erent public 
service quality across the two groups of states? For example, are education 
and health outcomes better or worse on average in non- income- taxing 
states? These issues will be important components of the ongoing discus-
sion of state revenue structures.
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Comments on ‘California’s state and 
local revenue structure after Proposition 
13: is denial the appropriate way to 
cope?’
Don Bruce

In keeping with California’s long tradition of providing the world’s best 
movie and television drama, Robert Wassmer’s chapter provides all of the 
juicy narrative on California’s state tax history that any interested reader 
could want. The focus in this chapter is on how California has changed as 
a result of the enactment of Proposition 13 (Prop. 13) in 1978, and how 
the state might make much- needed changes to address the signifi cant fi scal 
stresses that have plagued California since that time.

With a tax limitation such as Prop. 13, the two major options are to 
either reduce state and local spending or to increase reliance on other 
revenue sources. The California experience has certainly been more of 
the latter variety, with the share of revenues from personal and corpo-
rate income taxes (and indeed, the state share of state and local revenue) 
increasing relative to national averages since 1978. In short, Prop. 13 has 
done nothing at all to constrain the size or growth of state and local spend-
ing in California. In fact, per capita spending has grown in California since 
1978. The main impacts of Prop. 13 have been on the structure and uses 
of tax revenues.

More discussion of the shift over time in the state–local division of taxes 
and spending is certainly warranted. It would be useful to consider not 
only whether and how the state share has changed, but also the implica-
tions of that change on the fl exibility, adequacy, and quality of public 
service delivery.

I appreciate Wassmer’s focus on instability and volatility, but I disagree 
with a few of the suppositions in the chapter. First, instability and volatil-
ity are only bad when they are not adequately managed, or when they are 
ignored by the forecasters and planners. California has enough experience 
with this to know better, but political and legal constraints always seem to 
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get in the way of meaningful reform. Second, Bruce et al. (2006) show that 
the personal income tax is not necessarily the most volatile tax in the port-
folio, so revising the tax mix away from the income tax will not necessarily 
reduce volatility at times when we dislike it the most (during recessions).

Third, California’s problem is not necessarily a revenue problem, and 
the solution is not necessarily a revenue- side solution. To be sure, some 
recent actions on the revenue side have made the problem worse, but the 
real problem appears to be the usual lack of planning and spending disci-
pline. In short, volatility with discipline can be exactly what is needed in 
California. California has tried to institutionalize some variations of this 
with the various propositions, but spending is still huge and infl exible.

What is really missing from this analysis is a defense of the massive per 
capita state and local spending in California. Two thousand dollars above 
the US average is a lot of money. Could additional strategic spending cuts 
be part of the longer- term solution? Wassmer’s proposed cap- and- trade 
system certainly has its merits, especially given the current green wave in 
America, but it does not really address the underlying situation that he 
spent so many pages describing in such wonderful detail. The cap- and-
 trade system would essentially amount to throwing new money at the 
same structural defi cit, but using environmental advantages to sell it to the 
politicians and voters. The notion that this new tax and revenue stream 
would solve California’s structural defi cit is a bit far- fetched, especially 
if it would be viewed as a new tax by the voting public. Given the state’s 
history, it seems that the new revenue would have to be earmarked for 
environmental causes if the proposal were to have any chance of passage. 
This, of course, would doom the new cap- and- trade system’s ability to 
address the old revenue system’s problems.
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6.  An exploration of various corporate 
tax structures in Georgia: some 
eff ects of moving from three- factor 
apportionment of corporate income 
to a gross receipts tax
Jonathan Rork and Laura Wheeler

INTRODUCTION

In 2004, the major tax on corporations in 40 of the 50 states of the USA 
was some form of a business tax. These taxes are often placed on corpo-
rate income as defi ned at the federal level with various modifi cations at 
the state level. Since 2002, however, four states have joined Washington 
in using some form of a gross receipts tax (GRT) as an alternative form of 
corporate taxation (Pogue, 2007).

A GRT, often referred to as a turnover tax, is a tax placed on the value 
of goods and services sold. It makes no allowances for costs incurred by a 
fi rm and there are often no exemptions for type of sale. The GRT reached 
its heyday in the 1930s (Mikesell, 2007) and had seemed to fade away as 
a viable tax option. With the GRT’s recent reincarnation, discussions 
concerning the pros and cons of such a tax have become more frequent. 
Missing from these discussions, however, are any empirical exercises that 
can help shed light on these issues.

By utilizing eight years of corporate tax return data in Georgia, we 
are able to estimate the winners and losers from switching to a GRT. 
In Georgia, all corporate fi lers who apportion their corporate earnings 
have to include their gross receipts; thus we have reliable estimates of 
gross receipts for over 200,000 fi lers during this time frame. By creating 
a revenue- neutral GRT, we are able to compare tax bills under Georgia’s 
corporate tax system with this hypothetical GRT. We demonstrate that 
while the tax is more evenly distributed across fi rms when a GRT is 
imposed, the corporate tax is not as unbalanced as one may fi rst think.

We proceed by outlining the details of how a GRT operates. We then 
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outline the argument for and against the GRT, highlighting the parts of 
the argument we are able to investigate with our data. We then show the 
impacts of switching from Georgia’s corporate tax system to the GRT. 
Because Georgia’s corporate tax system during our time- frame used a 
three- factor apportionment formula, such a switch involves changing 
both the apportionment rules (from three- factor to single- factor) and the 
tax base (from corporate income to gross receipts). To shed light on each 
component of the change, we also perform our analysis on the two inter-
mediate steps of going from three- factor apportionment to single- factor 
apportionment, and then from single- factor apportionment to a GRT.

THE GROSS RECEIPTS TAX

Mechanics

A gross receipts tax, sometimes referred to as a turnover tax, is levied on 
the value of products sold, the gross proceeds of sale (or total revenue), or 
the gross income of the business. The specifi c defi nition of a gross receipts 
tax base is decided by the state in designing the tax. In Washington, the 
base includes all revenue to the fi rm, including interest income, sales of 
assets, dividend income, rental and royalty income and capital gains (both 
long-  and short- term). Ohio’s base includes gross receipts from the sale or 
operation of the business as well as rental and royalty income but excludes 
from the base interest earnings, dividends received and capital gains. Thus, 
while Washington’s tax includes all forms of corporate income and is a 
traditional GRT, Ohio’s version resembles a business sales tax or con-
sumption tax since it excludes the cost of capital from the base.

The Various States

In this section, we discuss the experiences of four states (Washington, 
Ohio, Texas and Delaware) with their forays into using some variant of 
a GRT.

Washington’s business and occupation tax
In Washington, the gross receipts tax is referred to as the business and 
occupation (B&O) tax and is calculated on gross income or gross receipts 
derived from business activities conducted within the state of Washington.1 
Businesses report gross income under one of eight tax classifi cations with 
varying tax rates. Rates vary from 0.471 percent for retailing to 1.5 percent 
for service activities.
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According to the Washington State Department of Revenue, B&O tax 
collections in fi scal year 2004 (FY04) totaled just over $2 billion, repre-
senting almost 16 percent of state tax revenues.2 Almost all businesses, 
including corporations, limited liability companies (LLCs), partnerships, 
sole proprietors and non- profi t organizations, are subject to the state B&O 
tax. Businesses with annual gross income of $28,000 or less do not have to 
fi le. In addition, many small fi rms have their liability reduced through a 
tax credit for small businesses.

There are generally no deductions from the B&O tax for labor costs, 
materials, taxes, and/or any other costs of doing business.3 Businesses 
can reduce their taxable incomes by taking advantage of deductions not 
related to the costs of doing business, including bad debts and inter-
state and foreign sales. The most common B&O exemptions include 
incomes from farming, the sale and rental of real estate, certain non-
 profi t and social service organizations,4 government and credit unions. 
Some businesses also qualify for tax credits based on the size (payroll), 
nature (high- technology) and the location (distressed area) of the busi-
ness. Further, businesses that perform more than one taxable activity 
for the same product can take advantage of the Multiple Activities Tax 
Credit (MATC) to reduce the occurrence of multiple layers of taxation. 
For instance, manufacturers who also sell fi nished products as whole-
salers are required to report each activity under the appropriate B&O 
classifi cation.

Ohio’s commercial activity tax
In June 2005, Ohio enacted a gross receipts tax referred to as the commer-
cial activity tax (CAT). This tax is imposed on the taxable gross receipts 
of almost all commercial activities and business entities in Ohio, including 
C corporations, S corporations, partnerships and LLCs.5 The initial top 
rate of the CAT is 0.06 percent and is scheduled to increase to 0.26 percent 
when the tax is fully implemented. The tax is being phased in over a fi ve-
 year period starting in 2005. Once fully phased in, the CAT will exclude 
gross receipts of up to $1 million annually from taxation. Businesses with 
at least $150,000 in Ohio taxable gross receipts in a calendar year must 
register for the CAT and pay a minimum $75 fee included on the CAT 
form.6 Only a few deductions are associated with the CAT, including cash 
discounts, bad debts, and returns and allowances. On the other hand, 
several forms and sources of income are excluded from the base. These 
include, among others, interest and dividend income and capital gains, 
and compensation, including benefi ts, for services for an employer. In 
addition, non- profi t organizations, dealers in intangibles, fi nancial institu-
tions and insurance companies are excluded from the CAT. A particularly 
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unique feature of the Ohio tax is the taxation of imports but exclusion of 
gross receipts associated with exports.

Texas margin tax
In 2006 Texas modifi ed its franchise tax, the Texas margin tax. The modi-
fi cations apply to tax years 2007 and forward. Under the modifi cations the 
tax applies to all corporations, S- corps, limited liability companies, limited 
partnerships and limited liability partnerships. The tax does not apply to 
businesses organized as sole proprietorships or general partnerships that 
have only natural persons as partners. In addition, entities with gross 
receipts of $300,000 or less, tax- exempt entities, insurance companies, 
REITs (Real Estate Investment Trust), REMICs (Real Estate Mortgage 
Investment Conduit), and some passive entities are among the list of fi rms 
that are not subject to the tax. The tax is computed as the lower of three 
possible bases. The fi rst is total revenue minus the cost of goods sold. The 
second is total revenue minus employee compensation and benefi ts but 
not subtracting payroll taxes. The third possible base is computed as 70 
percent of total revenue. The fi nal tax base is apportioned using a receipts-
 only apportionment formula. The applicable tax rate is 0.5 percent for 
fi rms engaged primarily in retail or wholesale trade and in general 1 
percent for all other entities.

Delaware gross receipts tax
The Delaware tax is a more standard gross receipts tax based on the 
sum of a fi rm’s gross revenue from sales, rent, services and commissions 
with no deductions allowed for the cost of goods sold, compensation or 
interest expenses. The tax applies to most business entities. There is an 
exclusion of, in general, $80,000 per month, though this increases to $1 
million per month for manufacturers. The rate varies from 0.096 percent 
to 1.92 percent depending on the business of the fi rm. For example, 
retailers face a tax rate of 0.576 percent while manufacturers face a 
tax rate of 0.144 percent. While not specifi cally apportioned, the tax is 
levied only on revenues associated with sales and services rendered in 
Delaware.

Other state experiences
Several other states have somewhat similar taxes. For example, New 
Mexico has a very broad- based sales tax that has often been referred to as 
a gross receipts tax. Hawaii, as well, has a broad- based sales tax. In 2005, 
Kentucky implemented an alternative minimum gross receipts tax that 
operates in conjunction with the corporate income tax.
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The GRT Argument

Arguments for and against a GRT have been made since the GRT fi rst 
arrived on the scene. On the pro- side, the GRT is a tax that encompasses 
a broad base, which allows for a much lower rate. Mikesell (2007) argues 
that the base may in fact be too broad, as gross receipts for Washington in 
2005 were 177 percent of gross state product. This is not a recent phenom-
enon either, for back in 1962 Indiana’s ratio was 135 percent.

Another argument is how the wide base of a GRT provides greater sta-
bility as a revenue source. Testa and Mattoon (2007) report that, although 
the GRT is more stable than the corporate income tax, there is little dif-
ference in stability between the GRT and a retail sales tax. As a result, the 
GRT is unable to reduce the volatility of a state’s overall tax portfolio.

A third argument is how a GRT avoids penalizing a business for being 
profi table, since it is not a tax on net income or profi ts. On the other hand, 
a GRT may create a positive tax liability for fi rms not making a profi t, 
because a fi rm’s tax liability under a GRT is not reduced for the cost of 
business inputs, labor or capital investments. This will be particularly 
burdensome for small start- up fi rms with low sales and high business costs 
(Wheeler and Sennoga, 2007; Testa and Mattoon, 2007). More impor-
tantly, because a GRT taxes capital investment, it not only discourages 
such investment (McClure, 2005), but it also creates an incentive for fi rms 
to substitute away from capital into other inputs (Mikesell, 2007).

Some advocates of a GRT promote the simplicity of the GRT as its 
major advantage. Simplicity is often not a function of the underlying base. 
Rather, complexity stems from using the tax code to redistribute income 
or encourage certain activities (Wheeler and Sennoga, 2007). As discussed 
in the previous section, both Washington and Ohio make exceptions to the 
base, increasing the complexity of the tax.

While a GRT may not be passed on to consumers directly, it can be 
passed on indirectly via price increases. Thus, a major concern against 
a GRT is the notion of tax pyramiding or cascading, in which taxes are 
imposed upon earlier taxes. This eff ect increases as the number of taxable 
transactions in the production process increases. This creates the potential 
for the eff ective tax rate from a GRT to be signifi cantly higher than the 
statutory rate (Mikesell, 2007). However, Pogue (2007) found for the cases 
of Washington and New Mexico that the variation in pyramiding tax rates 
‘is not large’.

Besides creating diff erent rates for diff erent fi rms, tax pyramiding also 
has the ability to impact fi rm structure by creating an artifi cial incentive 
for vertical integration (McClure, 2005). The tax burden under a GRT can 
be lower for these types of fi rms, as there is no resale of inputs from one 
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fi rm to the other. Firms with fewer steps in the production process also 
benefi t under a GRT.

Finally, there are equity concerns in dealing with a GRT. On the one 
hand, the GRT is imposed on nearly all business entities, which creates 
an equal treatment of fi rms regardless of business structure. On the other 
hand, two fi rms with similar profi ts but diff erent production processes can 
have diff erent tax liabilities, violating notions of horizontal equity.

To conclude, there are numerous arguments for and against the GRT. 
These arguments have yet to be settled because the data needed to quantify 
these arguments have been hard to come by. As we describe in the next 
section, our unique Georgia corporate tax return data provide informa-
tion on gross receipts that allows us to shed some light on both the equity 
and stability arguments associated with a gross receipts tax.

GEORGIA’S CORPORATE INCOME TAX

Because our goal is to compare a GRT to the corporate income tax in 
Georgia, a discussion of Georgia’s current tax system is in order. The 
Georgia corporate income tax is similar to most other state corporate 
income taxes. The statutory rate is 6 percent on a base of adjusted federal 
taxable income.7 Firm income is apportioned to Georgia using the stand-
ard three- factor formula of 25 percent weight on compensation and 
property and a 50 percent weight on receipts. Beginning in 2006, Georgia 
transitioned from a three- factor apportionment formula to a receipts- only 
apportionment factor. This transition was fully in place for the 2008 tax 
year. All corporations must fi le, though most do not owe any tax and cor-
porations with anticipated tax liabilities in excess of $25,000 must make 
quarterly tax payments.8

DATA

This analysis makes use of the corporate return data fi le prepared by the 
Georgia Department of Revenue. This fi le consists of the population of 
Georgia Form 600 corporate fi lers from 1998 to 2005 and contains 90,000 
observations, annually.9 Table 6A.1 of the Appendix provides a general 
overview of this corporate data fi le.

Approximately one- third of all fi rms each year apportion their multi-
state corporate income. Apportioning fi rms report the values of property, 
receipts and compensation paid nationally and within the state of Georgia. 
These data fi elds are captured on the DOR Corporate fi le. Unfortunately, 
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these data are only reported for fi rms that apportion their corporate 
income and are not available for the remaining two- thirds of fi rms which 
do not have corporate income from other states. Therefore, the results 
presented here are based only on the analysis of apportioning corporate 
entities which was approximately 30,000 returns per year. While the degree 
of required data cleaning was fairly minimal, several outliers existed each 
year. Twenty fi rms were found to have an extremely large share of annual 
corporate tax payments over the eight years of data. Since their inclusion 
in the analysis strongly skewed our results, these 20 were dropped from the 
analysis.10 These 20 observations represent only eight unique fi rms over 
the eight- year period as several fi rms are excluded in multiple years.

The descriptive statistics for the apportioning fi rms are shown in Table 
6A.2 in the Appendix. The descriptive statistics for the remaining data, 
referred to in this work as the non- apportioned data, and the pooled set 
of omitted observations, are shown in Table 6A.3 and Table 6A.4 of the 
Appendix, respectively.11 The descriptive statistics of the dataset used in 
the analysis (apportioning fi rms excluding the 20 outliers) are shown in 
Table 6A.5 of the Appendix. In general, the dataset is comprised of fi rms 
with slightly higher than average federal and Georgia taxable income than 
compared to the non- apportioning fi rms.

HERFINDAHL–HIRSCHMANN INDEX

One purpose of this research is to determine the degree of concentration of 
tax payments among corporate entities under the diff erent tax scenarios. 
We compare the concentration of tax payments under the standard three-
 factor corporate apportionment, the single- factor corporate apportion-
ment and a gross receipts tax. To measure the degree of concentration 
of tax payments among fi rms under these three scenarios we construct 
a Herfi ndahl–Hirschman index for each type of tax. A Herfi ndahl–
Hirschman index (HHI) is used to measure concentrations of market share 
across industries. The HHI is constructed by summing the squared market 
share across all fi rms. It ranges from approximately zero (an infi nite 
number of fi rms of equal size) to 10,000 (one fi rm with 100 percent market 
share). In our case, market share is going to be the percentage of overall 
corporate taxes in a given year paid by an individual fi rm in that year.

Our main goal is to consider the eff ect of moving from a three- factor 
corporate apportionment system to a gross receipts system. But in making 
that transition we recognize that two eff ects are occurring simultaneously. 
First, a gross receipts tax is not only a tax of a diff erent base but also a 
single apportionment tax since only gross receipts are involved in the tax 
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calculation. Thus, the switch from a three- factor apportioned corporate 
tax to a gross receipts tax involves fi rst a change in the tax base and a 
change in apportionment. To isolate the marginal eff ect of each, we con-
sider them separately.

Moving from a three- factor apportioned corporate income tax to a 
single- factor system is expected to result in a higher degree of concentra-
tion of tax payments and a higher HHI value. This is because it is antici-
pated that a number of fi rms paying tax under the three- factor system 
will have lower tax liabilities under a single- factor system. On the other 
hand, moving from a single- factor corporate tax to a gross receipts tax is 
expected to decrease the degree of concentration of tax shares.

In calculating our tax shares, we took three steps. First, for any fi rm 
that had a negative tax liability under the corporate income tax, we made 
their tax bill equal to zero for the purposes of the HHI. Second, we aggre-
gated these new tax bills across all fi rms in our sample to generate the total 
amount of corporate income tax paid. For each fi rm, we then divided their 
new tax bill by the total corporate taxes paid, multiplied by 100, and used 
this value as market share.

In calculating tax liability under a GRT, we wanted the tax to be 
revenue- neutral, so that the same amount of revenue generated under the 
three- factor apportionment system would be generated by our GRT. Thus, 
we divided the aggregated corporate income tax bills (with negative tax 
bills once again brought to zero) by aggregate gross receipts to generate a 
revenue- neutral gross receipts tax rate. We then applied this rate to each 
fi rm’s gross receipts to calculate their tax liability under the GRT. Doing so 
yielded very reasonable tax rates that ranged from a high of 0.0026 in 1998 
to a low of 0.0016 in 2005. By comparison, the rate used by Ohio is 0.0026. 
We then calculated tax shares in a similar manner as outlined above.

To calculate the single- apportionment tax liability, we again con-
structed an equal revenue tax rate on the base of single- apportioned cor-
porate income. Under this alternative, we summed the simulated tax base 
of single- apportionment corporate income and divided this by the annual 
aggregate tax payment of the three- factor apportioned corporate income. 
These rates ranged from 0.072 in 1998 to 0.048 in 2005. It is expected that 
the single- apportionment rate would be higher for an equal yield tax as the 
base is lower under single apportionment. Thus, the rate of 0.048 in 2005 
is lower than anticipated and requires further investigation. Based on the 
derived annual tax rates, we computed the tax shares in the usual manner.

Figure 6.1 shows the HHI calculations for all three tax regimes. There 
are two broad trends to notice. As expected, the concentration under the 
GRT is relatively stable, and the broad base of the GRT is illustrated 
by the very low HHI value. More interestingly, however, is how both 
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the three- factor and single- factor corporate apportionment systems are 
trending downward, indicating that the degree of concentration has been 
widening and approaching that of a GRT. There is very little diff erence 
in concentration between the three- factor and single- factor regimes.

For all three tax regimes, the value of the HHI is very low, indicating 
a high degree of concentration among corporate taxpayers. While the 
HHI values for the GRT are consistently under 50, the highest corporate 
income tax HHI is only slightly above 250. Thus, it is hard to argue from 
these calculations that a three- factor or single- factor apportionment 
system is any less broad than a GRT.

One fi nal caveat concerning the HHI is that the HHI only calculates 
market share for those fi rms with a tax liability, as a zero liability results in 
zero share. In our sample, between 34 percent (in 2001) and 47 percent (in 
1998) of fi rms actually have a positive corporate income tax liability. By 
comparison, under our hypothetical GRT, between 68 percent (in 1998) 
and 78 percent (in 1999) have a positive GRT liability. So while fi rms that 
face a tax liability under the various regimes appear to have similar tax 
shares, the number of fi rms that face that a liability diff ers dramatically 
under the regimes.

PROBIT EQUATIONS

To capture the eff ect of a change in tax payments between tax regimes, we 
run a simple probit of the form:

 INCREASEt 5 a 1 bINCOMEt 5 gAPPORTIONMENTt 
 5 dCREDITSt 1 μPAYMENTSt  (1)

1998 1999 2000 2001 2002 2003 2004 2005

D
eg

re
e 

of
 c

on
ce

tr
at

io
n

0

50

100

150

200

250

300
Corp. HHI-3 factor
Corp. HHI-1 factor
GRT HHI

Figure 6.1  HHI by tax type



140 State and local fi scal policy

where INCREASE is a 1/0 dummy variable indicating if a fi rm’s tax bill 
increased as a result of a switch between two tax regimes. Included in 
INCOME are the fi rm’s federal taxable income, along with any Georgia 
additions and subtractions to that amount. The more additions (subtrac-
tions) a fi rm has, the higher (lower) its corporate tax bill will be. We also 
include a fi rm’s net worth and any amount of loss carry- forward that the 
fi rm had. The net worth is a crude measure to capture the size of a fi rm. 
The carry- forward allows a fi rm to reduce its tax liability, thus we would 
expect a fi rm’s bill to increase should it lose this reduction.

In APPORTIONMENT, we include how much a fi rm has listed 
for Georgia property and compensation separately. Because property 
includes capital investment, we would expect the tax bill to increase when 
switching to a GRT, whereas compensation is a sign that the fi rm is using 
more labor. Thus, the bill is likely to decrease, given the GRT’s supposed 
bias against capital.

We include two variables for CREDITS. The fi rst is the amount a fi rm 
receives in the Georgia job credit, and the second is an aggregation of all 
other credits available. Tax credits have an impact of lowering corporate 
tax liability, so both credits will likely have a negative impact in our probit. 
We treat the job credit separately because it is one of the larger credits 
available and we wish to see if there is a diff erent eff ect for this credit 
versus the others.

Finally, we include estimated payments and tax penalties under 
PAYMENTS. A higher estimated payment might indicate that a fi rm 
had higher profi ts and thus would pay more with a corporate income 
tax. Firms with high penalty payments may have incurred higher- than-
 expected profi ts or have tight cash fl ows, both of which would lead to a 
negative eff ect.

The model also includes year fi xed eff ects, to account for any changes 
in Georgia law that may aff ect all fi rms in a diff erent year. Tax payments 
are calculated as described previously. Because approximately 25 percent 
of fi rms have no change in their tax liability between regimes, we also re- 
estimate the probit model using a 1/0 dummy variable indicating a fi rm 
had a decrease in its tax liability. As a fi nal note, we consider our probit 
estimates to be descriptive in nature, as we make no attempt to address 
econometric issues of mulitcolinearity, simultaneity, selection and other 
issues.

Changing from Triple Apportionment to Hypothetical GRT

Table 6.1 reports the marginal eff ects from our probit estimation for 
whether or not a fi rm faces an increasing tax bill. Column 1 deals with the 
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switch from triple apportionment in Georgia to a revenue- neutral GRT. 
We fi nd that while subtractions to federal income will increase the prob-
ability that a fi rm’s tax bill will increase, additions have an insignifi cant 
impact. The higher a fi rm’s carry- forward amount, the more likely it is to 
pay more under a GRT. Higher net worth is also associated with a higher 

Table 6.1  Marginal eff ects from probits for increasing tax bill

Independent variable Marginal eff ect 
for increase tax 
bill from GA 
corp. tax to 

gross receipts 
tax

Marginal eff ect
 for increase tax 

bill from 
GA single 

apportionment 
to gross 

receipts tax

Marginal eff ect 
for increase tax 

bill from 
GA corporate 

tax to GA single 
apportionment

Federal taxable income −4.71E- 07
(−34.46)

−7.73E- 07
(−48.75)

7.11E- 07
(50.08)

GA additions to federal 
 income

−3.35E- 08
(−1.52)

−2.63E- 07
(−12.27)

2.24E- 07
(14.39)

GA subtractions to 
 federal income

6.87E- 07
(20.98)

9.30E- 07
(27.79)

−4.35E- 07
(−15.74)

Net worth amount 6.42E- 09
(8.00)

3.25E- 09
(4.01)

−1.80E- 08
(−15.70)

GA carry- forward 
 amount

0.00072
(22.88)

0.0004333
(14.21)

0.00002
(1.22)

GA property amount 7.72E- 10
(8.54)

6.60E- 07
(7.67)

−1.13E- 07
(−1.92)

GA compensation 
 amount

−7.66E- 10
(−8.47)

−6.54E- 07
(−7.60)

1.14E- 07
(1.94)

GA job credit amount −0.04240
(−10.66)

−34.91887
(−8.82)

25.31022
(8.00)

Other GA credit 
 amount

−0.00250
(−6.33)

−6.15E- 05
(−2.08)

−0.00008
(−7.90)

GA estimated payments −0.00057
(−39.68)

−0.000354
(−27.85)

0.00001
(1.28)

GA penalty amount −8.87E- 06
(−15.54)

−2.08E- 03
(−8.23)

−1.13E- 04
(−1.96)

Observed probability 0.546 0.522 0.272
Predicted probability 
 (at x- bar)

0.544 0.522 0.267

Notes:
Z- values in brackets. 
Year fi xed eff ects included, but not reported.
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tax bill under a GRT. Property and compensation have equal and oppo-
site eff ects, with property making it more likely that the GRT bill will be 
higher. Somewhat surprisingly, both credit measures decrease the likeli-
hood that a fi rm will pay more under a GRT.

Column 1 from Table 6.2 reports marginal eff ects from our probit 

Table 6.2  Marginal eff ects from probits for decreasing tax bill

Independent variable Marginal eff ect 
for decrease tax 

bill from GA 
corp. tax to 

gross receipts 
tax

Marginal eff ect 
for decrease tax 

bill from GA 
single 

apportionment 
to gross 

receipts tax

Marginal eff ect 
for decrease tax 

bill from GA 
corporate tax 
to GA single 

apportionment

Federal taxable 
 income

5.74E- 07
(41.90)

7.44E- 07
(51.88)

1.09E- 07
(17.27)

GA additions to 
 federal income

−1.05E- 08
(−0.40)

1.21E- 07
(8.42)

2.94E- 08
(2.69)

GA subtractions to 
 federal income

−5.89E- 07
(−19.36)

−6.95E- 07
(−24.95)

−7.46E- 08
(−4.04)

Net worth amount −4.06E- 08
(−29.04)

−2.90E- 08
(−22.92)

−6.57E- 09
(−7.54)

GA carry- forward 
 amount

−0.00097
(−55.42)

−6.72E- 04
(−41.36)

0.000038
(4.85)

GA property 
 amount

−1.08E- 10
(−1.61)

−4.44E- 08
(−0.73)

−9.46E- 08
(−1.95)

GA compensation 
 amount

1.06E- 10
(1.58)

4.34E- 08
(0.71)

−1.95E- 08
(−0.40)

GA job credit 
 amount

0.05792
(19.45)

39.34052
(13.98)

23.50941
(10.67)

Other GA credit 
 amount

0.00026
(8.72)

4.70E- 05
(2.37)

0.0000191
(3.15)

GA estimated 
 payments

0.00106
(92.19)

7.82E- 04
(81.90)

0.0000457
(15.34)

GA penalty amount 1.48E- 05
(31.00)

4.99E- 03
(24.68)

0.0004862
(8.86)

Observed probability 0.229 0.221 0.144
Predicted probability 
 (at x- bar)

0.227 0.216 0.137

Notes:
Z- values in brackets.
Year fi xed eff ects included, but not reported.
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estimation for whether or not a fi rm faces a decreased tax bill with a GRT. 
Most variables switch signs, so that if the variables increased the probabil-
ity of having an increased tax bill, they decreased the probability of having 
a lower tax bill. The two exceptions are the property and compensation 
variables. While the coeffi  cients remained equal and opposite and they 
also changed signs as we would expect, they are now no longer statistically 
signifi cant.

Changing from Three- Factor Apportionment to Hypothetical Single- Factor 
Apportionment

Column 3 from Table 6.1 reports marginal eff ects from our probit 
estimation for whether or not a fi rm faces an increased tax bill when 
we switch from a three- factor to single- factor apportionment. Now, 
additions are more likely to increase a fi rm’s tax bill, whereas subtrac-
tions decrease. The higher a fi rm’s net worth, the more likely it is that 
it would pay less under a single- factor apportionment rule. Property 
and compensation still work equally and opposite, with more property 
decreasing the tax bill and more compensation increasing it. Having 
a high job tax credit will increase taxes paid, which makes sense as 
it should follow the eff ect of compensation. Other credits, however, 
decrease taxes paid. Finally, note that the carry- forward amount, while 
positive, is insignifi cant.

When we repeat the exercise for a decrease, shown in column 3 of Table 
6.2, we see a similar pattern, albeit with smaller coeffi  cients across the 
board. A notable exception is the carry- forward amount, which is now 
signifi cant and positive, indicating that carry- forwards increase the likeli-
hood that the tax bill will decrease. Compensation is no longer statistically 
signifi cant, although property still is. Other credits, estimated payments 
and penalties all increase the likelihood that a fi rm will face a lower tax 
bill.

Changing from Hypothetical Single- Factor Apportionment to Hypothetical 
GRT

The second column of Table 6.1 shows results from switching from our 
hypothetical single- factor apportionment system to a hypothetical GRT. 
We see similar patterns across the board as we did when considering the 
switch from three- factor to single- factor apportionment. This is to be 
expected as for most fi rms, the estimated change in taxes from three- factor 
apportionment to single- factor apportionment was either an increase or 
a slight decrease. Tax bills change most dramatically for a GRT, which is 
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why the results are very similar when we switch from either a three-  or a 
single- factor apportionment rule to a GRT.

We do see some diff erences for the likelihood of facing a decreased tax 
bill, as reported in column 2 of Table 6.2. Additions to federal income 
increase the likelihood of facing a lower bill. Property and compensation 
amounts remain statistically insignifi cant, whereas the carry- forward 
amount decreases the likelihood that a fi rm would face a lower bill. With 
the exception of our penalty, job credit and federal income variables, most 
of our estimated marginal eff ects are lower when we start from a single-
 factor than a three- factor apportionment rule.

To conclude, in moving from a three- factor apportionment corporate 
income tax to a GRT, the larger the carry- forward amount, the more 
net worth a fi rm has and the more property it owns, will lead to higher 
GRT taxes than corporate income taxes. Large credits, compensation and 
federal taxable income will lead to lower GRT taxes. When we divide this 
overall movement into steps (change apportionment, change base), we 
fi nd that the results of changing apportionment rules by themselves yield 
contradictory results, as most variables increase the likelihood of increased 
and decreased tax payments. This may be due to the small overall change 
in tax bills for most fi rms. When we switch from either apportionment 
factor to the GRT, however, we get a much more consistent story.

CONCLUSION

In general the data yielded the expected results in terms of the degree 
of concentration among taxpayers. The analysis revealed as expected 
that the degree of concentration of tax shares widens as we move from 
a three- factor corporate apportionment formula to a single- factor 
formula, and narrows as we move from a single- factor formula to a gross 
receipts tax. The unexpected fi nding was that the degree of concentra-
tion associated with each of the three taxes considered here was fairly 
small, indicating no signifi cant change associated with one choice over 
the other. The true diff erence between the tax regimes is masked by the 
treatment of fi rms with negative income tax liabilities. While fi rms that 
face a tax liability under the various regimes may appear to have similar 
tax shares, the number of fi rms that actually face such a liability diff ers 
dramatically under the regimes. For instance, in our sample, between 34 
percent (in 2001) and 47 percent (in 1998) of fi rms actually have a posi-
tive corporate income tax liability. By comparison, under our hypotheti-
cal GRT, between 68 percent (in 1998) and 78 percent (in 1999) have a 
positive GRT liability.
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NOTES

 1. The State of Washington does not impose either a corporate income tax or a personal 
income tax.

 2. This represents 0.79 percent of gross state product for Washington State. By contrast, 
Georgia total tax collections represent about 4.4 percent of gross state product in 2000 
(Georgia Department of Revenue, 2002).

 3. Since the state of Washington does not levy an individual income tax, the lack of an 
exemption of the labor costs from the B&O tax base does not lead to the double taxa-
tion on wages. 

 4. Some non- profi t organizations such as public and non- profi t hospitals are subject to the 
B&O tax.

 5. Banks and other fi nancial institutions, insurance companies, public utilities and dealers 
in intangibles such as securities are subject to special taxes and are excluded from the 
CAT. Further, most affi  liates of fi nancial institutions and insurance companies are also 
excluded from the CAT.

 6. Businesses with gross receipts of less than $150,000 are not required to register as CAT 
taxpayers. 

 7. The additions to federal taxable income vary from year to year but include such items 
as taxes paid to other governments, the value of the federal deduction for the domestic 
production activities deduction and the value of the bonus depreciation deduction. 

 8. For example, in 2005, only 34 percent of all corporate fi lers had a positive tax liability. 
(Rork and Wheeler, 2008)

 9. All corporate entities are required to fi le a Form 600. S corporations fi le a Form 600S.
10. In addition, a limited number of observations, less than 20 each year, were deleted because 

they gave nonsensical responses to the data fi elds, such as negative values for receipts.
11. In actuality, a few of the observations included in the analysis are fi rms which do not 

apportion their income but did report the value of their receipts, compensation and 
property.
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7.  Can Georgia move from income tax 
to consumption tax?
Sally Wallace

INTRODUCTION

Since 1985, there have been numerous calls for fl at taxes in the US and 
abroad. These calls have led to substantial rethinking of income taxes for 
the fi rst time in many years. Flat tax reforms often call for an income tax 
system that limits deductions, exemptions and credits, and imposes one 
statutory tax rate. In some countries, fl at tax reforms have integrated the 
corporate and individual income taxes. Flat tax reforms have simplifi ed 
the structure of the income tax in countries such as Jamaica, Estonia, 
Russia and Lithuania.

While the fl at rate income tax reforms of Jamaica, Estonia, Russia and 
other countries have their merits, they are aimed at simplifying the tax 
system through elimination of various exemptions and deductions, and 
by simplifying the tax rate structure. They do not fundamentally change 
the base of taxation. There is, however, another type of income tax reform 
(which, unluckily, is also referred to as fl at tax reform) that stems from a 
long- standing debate over the merits of a general consumption tax versus 
a broad- based income tax. This kind of reform fundamentally changes the 
base of taxation from realized income (wages, realized capital gains, inter-
est income and the like) to consumption. It may be accomplished using 
a reporting mechanism that is similar to an income tax, but one which 
exempts savings from taxation.

In the United States, there have been numerous consumption tax pro-
posals at the federal government level. Hall and Rabushka (1983, 1995) 
proposed a direct consumption tax for the US, where income from savings 
is exempt from tax and a single tax rate is imposed on businesses and 
individuals. Zodrow and McLure (1988) and McLure and Zodrow (2006) 
have presented the case of consumption taxes in developing countries 
and demonstrate the potential for a progressive tax that serves to exempt 
savings (and therefore eff ectively taxes consumption via the income tax 
system) as a replacement for a more traditional income tax that taxes 
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wages and savings. The focus of the consumption tax literature since 1985 
has been taxation at the federal government level (in the United States, for 
example) and the general appeal of consumption taxes (in various coun-
tries). There has been scant work that presents a conversion from income 
to consumption tax in the United States at a subnational level.1 The focus 
of this chapter is the conversion of a state income tax to a state consump-
tion tax using the case of a US state – the state of Georgia.

The arguments for a consumption tax are widely known, but are sum-
marized in the next section. The third section provides a brief overview of 
the state tax system in Georgia, and compares it to that of other states. 
In the fourth section, we decompose the current income tax system and 
‘rebuild’ it as a consumption tax, with an eye toward revenue neutrality. 
We do not take on local taxes such as the property tax. This is an impor-
tant caveat and is discussed later in this chapter. The fi nal section con-
cludes with a summary of lessons that might be gleaned from the Georgia 
example for use in other states.

Which Flat Tax?

The fl at rate income taxes that have become widespread in Eastern Europe 
and in Russia typically feature a single tax rate and a limited number of 
deductions and exemptions (Martinez- Vazquez et al., 2006; Hadler et al., 
2006; Keen et al., 2006). In the United States, at the state government 
level, fl at rate income taxes are used in seven states: Colorado, Illinois, 
Indiana, Massachusetts, Michigan, Pennsylvania and Utah. These rates 
range from 3 to 5.3 percent and are applied to diff erent defi nitions of state 
taxable income. The fl at rate income tax structures have typically empha-
sized a base broadening that has moved them closer to being a tax on com-
prehensive income. But they are not by and large consumption taxes. The 
‘fl at tax’ that is of concern in this chapter is an individual income tax that 
is levied at a single rate on what is consumed and not saved, and is fully 
integrated with the corporate income tax. The composition of the tax base, 
rather than a single fl at rate, is the distinguishing feature of the fl at tax that 
we discuss in this chapter. Hall and Rabushka’s (HR) fl at tax proposal 
(1983, 1995) is taken as a convenient starting point for our discussion.2

The HR proposal is an integrated tax on individuals and businesses 
that is levied through a ‘postcard tax return’. The HR proposal was for 
a national consumption- based tax – not necessarily a state- level tax. This 
postcard tax return requires the taxpayer to report wage income plus 
pension and retirement benefi ts, and provides a deduction for family status 
and for dependents. Under the HR proposal, businesses would report 
gross revenues and deduct allowable costs (wages and salaries, pension 
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contributions, purchase of goods, services and materials, and purchases 
of capital equipment, but not fringe benefi t payments). Presumably, if this 
calculation were done by multistate corporations, there would be a need 
for an allocation rule to attribute the correct net revenue to the correct 
state. This is similar to what is currently done in many states to calculate 
state corporate income tax liability. Under the proposal, interest income is 
exempt and deductions of interest expense are not allowed. All income is 
therefore subject to consistent treatment and is taxed at one rate (above the 
standard deduction or personal exemption level). The tax on withdrawals 
from savings accounts (that might eventually be used for consumption) 
is treated as ‘prepaid’ in that savings and non- retirement investments are 
made from after- tax income.3 The HR tax is essentially a two- part tax that 
taxes compensation of individuals and separately taxes businesses through 
a value added approach.4

In general, the treatment of savings and investment is the critical feature 
of a consumption- based tax (with the HR proposal a specifi c example of a 
consumption- based tax proposal) relative to a more typical US federal or 
state income tax. Under the consumption base, individuals are taxed only 
on that part of their income and asset accumulation that is consumed. 
There are two ways to do this. The tax can be prepaid by making contribu-
tions to qualifi ed accounts from after- tax income and exempting the with-
drawal from taxation. Or, the tax can be post- paid (by making deductible 
contributions and subjecting withdrawals to tax). In either case, businesses 
fully deduct the purchase prices of assets including equipment, buildings, 
land and the like; however, they must include revenue from the sale of 
assets as taxable income. Interest and dividend payments are not business 
deductions, so eff ectively, the returns to capital are taxed once at the busi-
ness level – a form of integration of individual and corporate taxes.5

THE ADVANTAGES OF A FLAT TAX ON 
CONSUMPTION

Why might a consumption tax, levied at a fl at rate, have appeal in a country 
or a state? Simplifi cation of the tax system and the resulting reduction in 
the cost of tax administration and compliance is usually cited as a major 
benefi t of a move to a consumption- based fl at tax. The prepaid version of 
the consumption tax eliminates the need to audit deductions for interest 
payments and pension contributions, and depreciation schedules would be 
eliminated in favor of expensing capital asset purchases. On the individual 
income tax side, since only wage income would be taxed, this could lead to 
a reduction in the number of returns fi led. More generally, if all income is 
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taxed only once, we would expect that the tax administration could do a 
better job than it could through monitoring and enforcing double taxation 
of the same income sources. If individual and company rates are equalized, 
the fl at rate structure reduces the incentives for arbitrage and in that way 
simplifi es the job of tax administration. Expensing and ignoring fi nancial 
transactions also would be major steps in the direction of simplifi cation. 
All of this could free up tax administration resources to concentrate on 
other areas of enforcement (for example, taxpayer identifi cation, collec-
tions) or could lead simply to a reduction in administration costs that 
could be passed back to the general public.

Simplifi cation is an advantage that we can attribute to a consumption 
tax, but a consumption tax may not deal with the compliance problems of 
the self- employed or small businesses and the informal sector in general.6 
Also, while a national consumption tax would off er potentially signifi cant 
benefi ts to capital, there is a question of how much a state consumption 
tax could off er in the way of reduced welfare costs on capital.

Another important benefi t of a consumption tax is the elimination of the 
distorting eff ects of infl ation. Since activity is taxed on a cash fl ow basis, 
infl ation does not play a role at a national level (McLure and Zodrow, 
2006). The benefi t from a fl at rate consumption tax that most interests 
economists is that it eliminates the current penalty for future consumption 
and thus probably increases savings. While, theoretically, the switch to a 
state- level fl at tax (for all states) could result in increased domestic invest-
ment due to an increase in the relative after- tax return to investment, if 
one or two states imposed the tax, the benefi ts to capital may be diffi  cult 
to realize by any one state. Nationally, the economic growth eff ects might 
be quite signifi cant. Auerbach (1997) reports potential increases in output 
of 2 to 4 percent over the fi rst nine years of pure fl at tax and 4 to 6 percent 
over the long run at the national level.

There are many possible disadvantages inherent in shifting to a con-
sumption tax. Whether the shift will draw additional investment to a state 
depends on several factors, and the net impact for a state could be quite 
diff erent than what would be expected at the national level. Certainly there 
are conditions in the open economy case under which a revenue- neutral 
consumption tax might actually repel certain types of investment. First, 
even if the shift is revenue- neutral, there could be an increase in the eff ec-
tive tax rate that might dampen the after- tax return to investors. Second, 
if there is a shift in the tax burden to labor, production costs in labor-
 intensive industries could be driven up, and the after- tax return to invest-
ment could be reduced, reducing competitiveness in any one state. Third, 
even if increased domestic savings did lead to a reduction in the average 
cost of capital, it might not lead to a reduction for all investors.7
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The specifi c tax treatment within a state tends to pick ‘winners and 
losers’. For example, in the case of the state of Georgia, the present income 
tax regime features exemptions for elderly (who are substantial capital 
owners), tax credits for various economic development incentives and 
other exemptions. These specifi c features could make the cost of capital 
lower for some investments than would be the case under a fl at rate con-
sumption tax – so a switch to a revenue- neutral fl at rate consumption 
tax need not reduce the after- tax return to capital. At the national level, 
the technical issue of whether a consumption- based direct tax is eligible 
for foreign tax credits in capital- exporting countries is still an open one 
(McLure and Zodrow, 2006, p. 14). Finally, there are transition costs to 
be reckoned with. The switch to expensing to replace deductions would 
result in unused write- off s and declines in asset prices. These impacts may 
be less important at the state level (relative to the national level), but they 
are still important, especially in times of tough competition for economic 
development. Net operating losses (NOLs) present a special transition dif-
fi culty. To achieve neutrality, NOLs (for example, deductions greater than 
income) should be carried forward with interest refl ecting infl ation as well 
(McLure and Zodrow, 2006) or should be refunded in the year realized.

All of these considerations help to make the case, we believe, that the 
impacts of a consumption tax are best evaluated in the context of a specifi c 
case.

GEORGIA’S TAX SYSTEM

The state of Georgia relies heavily on the individual income tax, corporate 
income tax and general sales tax. The composition of total state revenues 
is summarized in Figure 7.1. The personal income tax (PIT) is the largest 
state tax revenue source, comprising 50 percent of all state tax revenues ($8 
billion in FY06), while the sales tax is second (35 percent or $5.7 billion in 
FY06). The corporate income tax – an important tax in this analysis – is 
about 5 percent of state tax revenue in 2006 ($811 million in FY06).

The individual income tax has a progressive rate structure, but with a 
relatively low taxable income threshold. As a result, most taxpayers face 
the top 6 percent tax rate (Table 7.1). The Georgia individual income tax 
is imposed on the taxable net income of all residents and non- residents of 
Georgia. Taxpayers can fi le returns based on one of the following catego-
ries: single, married fi ling separately, head of household or married fi ling 
jointly.

Two sets of adjustments are made to FAGI (Federal Adjusted Gross 
Income) to arrive at Georgia Adjusted Gross Income (GAGI). First, the 
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following items are subtracted from FAGI: (1) retirement income for tax-
payers aged 62 and older or for totally disabled persons up to but not to 
exceed $35,000 ($70,000 if married and fi ling jointly when both individuals 
earn suffi  cient income to qualify separately for the $35,000 exclusion); (2) 
social security benefi ts and tier 1 railroad retirement benefi ts to the extent 
included in FAGI; (3) interest or dividends on federal obligations to the 
extent included in FAGI if these amounts are exempt from state taxation 
by federal law; and a few others. In the second set of adjustments, the 

Motor fuel 3%

CIT 5%

Alcohol 1%Tobacco 1%

Other 5%

PIT 50%

Sales 35%

Source: Georgia Department of Revenue (2007).

Figure 7.1  Distribution of state tax revenues, Georgia FY2006

Table 7.1  Georgia’s personal income tax structure

Single Married fi ling separate Joint, head of household

Rate Taxable 
income

Rate (%) Taxable 
income

Rate (%) Taxable 
income

1%
2%
3%
4%
5%
6%

, $750
750–2250

2250–3750
3750–5250
5250–7000

. 7000

1
2
3
4
5
6

, $500
500–1500

1500–2500
2500–3500
3500–5000

. 5000

1
2
3
4
5
6

, $1000
1000–3000
3000–5000
5000–7000

7000–10 000
. 10 000
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following items are added to FAGI: (1) dividend or interest income on 
obligations of any state or political subdivision except Georgia and its 
political subdivisions, to the extent excluded from FAGI; (2) interest or 
dividends on federal obligations if exempt from federal income tax but not 
state income tax; (3) lump- sum distributions from an annuity, pension plan 
or similar source that were removed from FAGI because of special federal 
tax treatment; (4) loss carry- overs from years when the taxpayer was not 
subject to Georgia income tax; and some more minor other additions.

Georgia taxable income is then derived by subtracting the following 
amounts from GAGI: (1) either itemized non- business deductions used in 
computing the federal taxable income, or a standard deduction of $2300 
for single and head of household, $3000 for married joint and $1500 for 
married separate fi lers, with additional $1300 deductions allowed when 
the taxpayer and/or spouse (for joint returns) is blind or aged 65 or older; 
and (2) Georgia’s personal exemptions of $2700 for each taxpayer (and an 
additional $2700 for spouse in the case of joint fi lers), with $3000 allowed 
for each dependent.

A graduated rate structure ranging from 1 to 6 percent is applied to 
the Georgia taxable income to arrive at the before- credit tax liability. A 
number of credits are allowed, including: taxes paid to other states, a low-
 income credit and credits for physicians who establish a practice in a rural 
county after 1 July 1995.

Over the past thirty years, there have been limited changes to the indi-
vidual income tax in Georgia. The tax brackets and rate structure have 
in fact been unchanged for decades. Notable changes are the increase 
in income exemptions for the elderly, addition of various credits (low 
income, jobs creation, rural physicians, and so on), and an increase in the 
dependent exemption.

The corporate income tax in Georgia is closely aligned with the federal 
income tax. Georgia taxable income is derived from federal taxable 
income, and is taxed at a fl at 6 percent rate. Georgia also levies a net worth 
tax on a sliding scale from $10 for net worth of $10,000 or less to $5000 on 
net worth over $22 million. The apportionment of Georgia taxable income 
is now based on sales only (1 January 2008).

Georgia’s income tax allows for a number of specifi c credits including: 
employer’s jobs tax credit, manufacturer’s investment credit, low- income 
housing credit, optional investment tax credit, bank tax credit and the like. 
There are other taxes that one would consider in this analysis including 
the tax on fi nancial institutions, insurance premiums tax (possibly), prop-
erty tax and the intangible taxes (real estate transfer and recording). For 
purposes of the current analysis, we focus only on state- level taxes, so we 
ignore property taxes and intangibles taxes, which are mainly local taxes.
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MOVING TO A CONSUMPTION TAX

Georgia’s basic tax system has not been substantially reformed in more 
than 40 years. Revenue growth has typically been quite strong for the 
individual income tax and sales tax, although the buoyancy of these taxes 
has declined since the early 1990s. While corporate income tax revenue 
growth was stagnant in the 1980s–1990s, beginning in 2002, the growth in 
corporate income tax receipts has been higher than it was in the period of 
the 1980s–1990s.

Georgia has not seriously considered a major income tax reform in 
modern history. None of the tinkering in the past thirty years amounted to 
a dramatic shift in tax burden or elasticity of the entire tax system. To our 
knowledge, no state has completely replaced an income- based tax system 
with a consumption- based system. Some states have added consumption-
 type taxes to their tax mix while continuing to impose an income tax 
(Michigan and New Hampshire). So taking a state through the transition 
of an income tax to a consumption tax would be quite novel.

A number of changes are necessary to take Georgia’s income tax 
structure to a direct consumption tax. Some of these policy changes have 
to do with integration of the individual and corporate income tax, and 
others are more directly focused on limiting the tax base to consumption. 
Overall, movement to a consumption tax means that the state would have 
to decouple from the federal income tax, and impose a new defi nition of 
taxable income. In the remainder of this section, we track through these 
necessary changes and estimate their revenue impacts.8

Wage and Salary Income

All income that is available for consumption expenditure should be taxed 
as personal income under a consumption tax. None should be taxed 
twice. In the current income tax structure of most states (and the federal 
government), fringe benefi ts are allowed as an expense (deduction) by 
corporations and are not included by individuals as income. To ‘fi x’ 
this under a consumption tax requires some important adjustments to 
the present income tax structure. It will be necessary to bring non- taxed 
fringe benefi ts into the individual income tax structure by disallowing the 
corporate deduction for benefi ts or including the value of those benefi ts 
in individuals’ taxable income. By requiring that contributions to pension 
and other savings programs be made from after- tax income at the state 
level (employers and employees), the tax on future consumption would be 
prepaid and all withdrawals from these accounts would be exempt.

We estimate the revenue impact of bringing fringe benefi ts into the tax 
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base by using the federal data on tax expenditures for health and other 
insurance and retirement savings, apportioned to Georgia as explained 
below. Note that federal reported tax expenditure does not include all 
fringe benefi ts, but it does refl ect the most important non- taxed fringe 
benefi ts in terms of revenue impact. In 2007, the federal government 
estimates the foregone revenue is $210 billion off  of a base of $954 
billion in non- taxed fringe benefi t expenditures (assuming an average 
eff ective federal tax rate of 22 percent; Joint Committee on Taxation, 
2007). We assume that Georgia’s share is proportional to Georgia’s 
share of personal income in the total personal income of the US, which 
is 2.7 percent (based on data from the Bureau of Economic Analysis, 
2008). In Georgia, the estimated level of non- taxed fringe benefi ts is 
$25.8 billion in 2007. Assuming a state corporate income tax rate of 4 
percent on average and an average individual income tax rate of 3.2, 
taxing these fringe benefi ts amounts to an increase in corporate revenues 
of $1 billion (if all fringes were currently able to be deducted) or, if taxed 
on the individual side, an increase in individual income tax revenues of 
$0.83 billion.

It is unlikely that corporations will be fully liable for that increased 
liability due to the usual level of loss carry- forwards. If we make a con-
servative assumption that 25 percent of the liability will actually be paid 
in a given year, the value of taxing currently non- taxed fringe benefi ts is 
$250 million, which represents a 30 percent increase in Georgia state cor-
porate income tax revenues in 2006, or a 1.5 percent increase in all state 
tax revenue. It is probably easier to tax fringe benefi ts via the corporate 
side versus the individual side due to the mechanisms currently in place for 
accounting for fringe benefi ts paid by companies.

As noted earlier, the move to a consumption tax from the current 
income tax will break the close tie that Georgia’s income taxes have with 
the federal income taxes. Companies fi ling tax in Georgia would have 
to add back fringe benefi ts to their taxable income. A question arises 
as to whether the companies should do this only for payments made 
to employees in Georgia. Our thought is that to reduce complexity, all 
Georgia return fi lers should add back the cost of fringe benefi ts. This 
does, admittedly, spread Georgia’s fl at tax policy beyond its borders, 
and would reduce the accounting and compliance burden facing the 
corporation.

Private Pension Income

Companies and individuals can currently deduct some of the expense 
associated with private pension funding, and some pensions received by 
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individuals are untaxed in the present system at the state level (Social 
Security benefi ts and some older state pensions). Pension income would be 
taxed at the ordinary personal income tax rate under a consumption tax 
since it represents income available for consumption. As noted above, the 
tax could be prepaid by allowing contributions to be made from after- tax 
income (that is, by disallowing deductions for contributions at the corpo-
rate and individual levels). An alternative for businesses and individuals is 
to allow a deduction for contributions to savings and pension funds, but to 
include withdrawals in taxable income. McLure and Zodrow (2006) note 
that on the business side the prepaid option could lead to various types of 
arbitrage.

We use IRS data on corporate deductions for ‘pensions, profi t- sharing, 
stock bonus and annuity plans’ to gauge the size of this adjustment on the 
corporate side. The IRS reports total deductions for this category of $137 
billion in 2003. Using the same 2.7 percent ‘Georgia’ ratio as earlier, this 
suggests a potential increase in corporate taxable income of $3.7 billion 
(disallowing the deduction). If 25 percent of that lost deduction made it 
into taxable income, we expect an increase in corporate taxable income of 
$975 million, and an increase in state corporate tax liability of $39 million 
which translates to direct revenue for the state. Assuming a growth in the 
value of the deduction of 5 percent per year, the elimination of this deduc-
tion would yield about $45 million in 2006 for Georgia – or 0.3 percent of 
all state tax revenue.

On the individual side, we should exclude deductions for contributions 
to retirement plans but also exclude pension payments from corporations 
(as those are picked up on the corporate side) or pension payments made 
out of after- tax dollars. There are some big transition issues to deal with 
in this case of pensions at the individual level. Individuals who have con-
tributed to retirement via Individual Retirement Accounts (IRAs) or other 
tax- preferred pension plans may begin receiving their retirement savings 
distributions under the new, consumption tax regime. Under our scenario, 
the distributions would not be taxable. If the state were not able to track 
when the contributions were made, there would be some leakages in the 
system and distributions received from retirement accounts that were 
funded by after- tax dollars may escape taxation inadvertently.

The IRS reports taxable IRA distributions, pensions and annuities, 
and self- employed retirement plan distributions by state. For Georgia, 
these amounted to $13 billion (2004). No longer including these in 
Georgia taxable income would reduce the personal income tax by about 
$340 million in 2004, or about $375 million in income tax revenues 
in 2006. This is about 2.4 percent of all tax revenues. There would be 
some pick- up, however, since there are currently deductions from AGI 
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(Adjusted Gross Income) for pension contributions that would be disal-
lowed. Using data from the IRS, this off set of disallowing deductions 
would amount to 0.8 percent of all tax revenues so that the net impact 
at the individual level would be a decrease in state tax revenues of 1.6 
percent.

Interest Income and Dividend Taxation

In Georgia, interest income paid to individuals (or corporations) is taxed, 
while interest payments are allowable deductions under the corporate 
income tax. The corporate and individual income taxes are not integrated, 
hence there is potentially preferential treatment for corporate debt (for 
example, the statutory corporate tax rate at which the deduction occurs 
is 6 percent while the individual income tax rate ranges from zero to 6 
percent). This may lead to arbitrage in the system, and provides an incen-
tive to adopt certain business structures, albeit on a very limited scale at 
the state level (versus the national level). However, this is a case where 
full integration of the income tax system at one tax rate may increase the 
user cost of capital in the short run due to lack of deductibility of inter-
est expense. Under a consumption- based tax, interest income received by 
individuals would not be taxed, interest expenses would not be deductible 
at the company level, and the corporate and individual income tax rates 
would be equal.

Dividends are taxed at the individual level but are not deductible by cor-
porations in Georgia (or under the federal tax system). There would be no 
revenue impact of the consumption tax preferred treatment of dividends 
as it is the same as under current law.

The revenue impact of a change in the taxation of interest is again esti-
mated using the IRS reported ‘deductions for interest paid’ on corporate 
tax returns. In 2003, the national total was $818 billion. Applying 2.7 
percent as Georgia’s share we arrive at $22 billion, and using our now 
familiar convention of assuming that 25 percent of that ends up in the tax 
base, we would expect an increase in state corporate tax revenues of $255 
million at 2006 levels (1.5 percent of total state tax revenues). The off set on 
the individual side must be worked into these numbers. If dividends and 
interest are paid in after-tax dollars by the corporations, then individuals 
should not include those items in their taxable income. Using data from the 
IRS on interest and dividends reported in federal adjusted gross income, 
we estimate that excluding those items from the individual income tax in 
Georgia under the consumption base would cost the state $185 million 
(about 2.3 percent of income tax revenue and 1.15 percent of all state tax 
revenue).
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Elimination of Corporate Incentives

Georgia has an abundance of corporate tax incentives, just as many states 
do. Various deductions, credits and incentives create an uneven playing 
fi eld for companies in the state. Unfortunately there is no annual tax 
expenditure budget for Georgia, which would allow us to report easily the 
value of incentives. A study by the Fiscal Research Center (Edmiston et 
al., 2002) estimated the cost of corporate tax incentives to be about $120 
million in 2001. There have been changes since 2001, but due to data con-
straints, we use this fi gure in this analysis. The $120 million accounts for 
about 14.7 percent of corporate tax revenues or 0.7 percent of total state 
tax revenues.

Asset Purchases, Asset Sales and Capital Gains

Under a consumption tax, asset sales would be taxed at the income tax 
rate, and capital gains would not be brought into tax under a separate 
levy. Capital investments would be expensed rather than depreciated. We 
know that the expensing of capital asset purchases (versus depreciation) 
would lead to a government revenue loss in the short run, but some revenue 
increases would come from the taxation of the sale of assets. For the 
revenue cost of expensing, we make an estimate based on data from the IRS 
on corporate tax depreciation. The IRS reports total depreciation of about 
$700 billion in 2003 – or $19 billion for Georgia (using the same conven-
tions used above). If we assume that the eff ective rate of depreciation is 20 
percent and that 20 percent of capital is new each year, then full expensing 
could completely wipe out the corporate income tax as it currently stands 
– reducing revenues by $880 million (5.3 percent of total tax revenues) at 
2006 levels.

To the extent that asset sales are currently included in the tax base, 
there need not be an adjustment for those assets. Individuals would not 
include capital gains in their taxable income. The IRS reports capital gains 
in Georgia of about $10 billion (2004). The revenue loss to the state of 
excluding those gains is about $330 million, or 1.9 percent of total state 
tax revenue at 2006 levels.9

Excluding Itemized Deductions and other Special Treatment

Itemized deductions do not have a place in the consumption tax struc-
ture. Elimination of these deductions will increase individual income 
tax revenue by approximately $900 million (5.6 percent of state tax 
revenues).
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Major exemptions under the individual income tax would also be 
removed. While there are many, we focus here on the exemption for the 
retirees. The current level of exemption is $35,000 per taxpayer. The tax 
expenditure estimate for this exemption is $170 million. Eliminating this 
exemption would increase income tax revenues commensurately, to the 
tune of 1.1 percent of total revenue.

Rate Harmonization

At present, there is little diff erence in the corporate and individual statu-
tory marginal rates. The individual rates range from 1 to 6 percent while 
the corporate is a fl at 6 percent. There is likely to be little incentive related 
to the impact of these diff erences on the incentive to incorporate, and 
also the corporations are likely to be more aff ected by the federal rate 
structure. However, to be consistent with the exercise here, we estimate 
the impact of a fl at 6 percent rate (keeping the current personal exemp-
tions and standard deduction amounts). Income tax revenues could grow 
by $300 million (or more – this is an early estimate): 1.9 percent of total 
tax revenue.

Total Impact

The net impact of all changes except the rate harmonization is a revenue 
loss of 0.45 percent of tax revenue (Table 7.2, line 10). The revenue losses 
due to the elimination of taxation of pension income and interest and 
dividends on the individual side and expensing of capital assets on the cor-
porate side is more than the revenue recapture associated with disallowing 
pension expenses, fringe benefi ts and itemized deductions. This estimate 
suggests that, roughly, the change from an income tax to a consumption 
tax as presented in this chapter would be revenue- neutral. A cushion (in the 
form of harmonized rates) might be added to any legislation for this type 
of tax policy change. If a harmonized fl at 6 percent rate for the individual 
income tax were instituted, income tax revenue would increase by about 
1.9 percent. This amounts to $600 million in additional revenue in 2006.

Though the net impact of this structural reform is close to revenue-
 neutral, the individual changes that are required may be substantial. 
Elimination of the individual income tax on dividend and interest income 
and pensions reduces the tax on individuals. However, the disallowance 
of itemized deductions and taxation of fringe benefi ts (via corporations) 
increases the overall burden on individuals. Corporations see a larger 
percentage increase in tax burden under this proposal, largely through the 
disallowance of deductions under the corporate tax. This implies, also, 
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a major shift in collections to the company level. This may (or may not) 
make it an easier tax to collect. The windfall revenue could be used to 
reduce the corporate and individual income tax rates.

CONCLUSIONS: A CONSUMPTION TAX IN A US 
STATE?

Is a state- level consumption tax levied through the income tax system in a 
US state feasible? Is it worthwhile? Would it be ‘undone’ by actions of the 
federal governments and other states? These are all important questions; 

Table 7.2  Revenue eff ects of a shift to a direct consumption tax: the case 
of Georgia (% total tax revenues)

Required change PIT CIT Net Comments

 1.  Tax fringe benefi ts NA 11.5 11.5 Taxing fringes via the 
corporate income tax

 2.  Bring income from 
private pensions fully 
into the tax system

−1.6 10.3 −1.3  

 3.  Disallow corporate 
deductions for interest 
costs

Tax once at the corporate 
level

 4.  Eliminate individual 
income tax on interest 
and dividends

−1.15 −1.15 Tax once at the corporate 
level

 5.  Eliminate company tax 
incentives

10.7 10.7 Eliminate all incentives

 6.  Expensing of capital 
assets

−5.0 −5.0

 7.  Exclude capital gains −1.9 −1.9 Gains are eff ectively taxed 
only at business level

 8.  Exclude itemized 
deductions

15.6 15.6

 9.  Eliminate personal 
income tax exemptions

11.1 11.1 Elderly exemption

10. Impact of (1) – (9) 12.05 −2.5 −0.45
11.  Harmonize individual 

and company income 
tax rates at 6%

11.9 11.9 Flat rate for personal 
income tax

Source: Estimates by the authors.
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perhaps the last one being the most important. The benefi ts of a consump-
tion tax hinge on it increasing the economic neutrality regarding the tax 
treatment of savings, labor and consumption. Regarding wage income, the 
change in tax treatment may serve to retain the positive impacts associated 
with consumption taxes, but in the case of capital, the net impact is less 
clear given the exercise that we have performed here. This is seen by the 
relative increase in taxes from the corporate sector – although a number of 
those could be passed on to wage earners.

The potential for economic benefi ts under a state consumption tax are 
probably relatively small unless a number of states made similar moves. 
The change in the net rate of return to capital in Georgia from a move to 
a consumption tax is debatable. However, in general, a consumption tax is 
a tax that, at least theoretically, reduces the relative burden of taxation on 
capital – signaling a friendly investor climate. In the world of hot competi-
tion for investment and business expansion, even a small move to reduce 
taxes on capital by a single state could be enough to encourage economic 
development.

NOTES

1. Bahl and Wallace (2007) provide such an analysis for the developing country of 
Jamaica.

2. HR was by no means the fi rst proposal to replace the income tax with a consumption 
tax. Among those to whom fl at tax ideas are attributed are: Milton Friedman (1962), 
David Bradford (1986), Nicholas Kaldor (1955), William Andrews (1974) and the Meade 
Commission (Institute for Fiscal Studies, 1973). 

3. Several other versions of the consumption tax have been discussed. See Meiszkowski 
(1977) for a discussion of a specifi c cash fl ow expenditure tax: http://www.treasury.
gov/offi  ces/tax- policy/library/ota26.pdf. The ‘X- tax’ proposal is attributed to David 
Bradford (1986). A helpful summary of the fl at tax and X- tax proposals is available from 
the President’s Advisory Panel on Tax Reform, at http://www.taxreformpanel.gov.

4. McLure and Zodrow (2006, p. 4) point out that combining this treatment of expenditures 
on real assets with the tax prepaid treatment of fi nancial transactions yields what the 
Meade Commission called the real business cash fl ow tax base, or ‘R- base’, and combin-
ing it with the tax postpaid approach yields the ‘real plus fi nancial’ business case fl ow tax 
base, or ‘R1F base’.

5. The FairTax proposal is also a consumption tax – but is set up using a retail sales 
tax.

6. For a discussion of the size of the underground economy, and some estimates for indi-
vidual countries, see Alm et al. (2004).

7. It is unlikely that the tax policy of one state would have enough impact on the overall 
capital markets to aff ect the rate of return in the market. However, if multiple states com-
mitted to a consumption tax, changes in tax rates nationwide could result in a change in 
the overall supply of capital.

8. The revenue analysis includes behavioral impacts of tax changes but does not use a 
dynamic model in that there are no second- round eff ects associated with changes in 
investments, pensions, personal savings and the like.
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9. Under the plan evaluated here, the existing property tax and intangible taxes would 
continue as supplementary wealth taxes. In fact, the intangible taxes are taxes on sales 
rather than on the value of holdings, but they are mostly (75 percent) levied against real 
estate.
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Comments on ‘Can Georgia move from 
income tax to consumption tax?’
William J. Smith

This chapter describes the theoretical justifi cation and a practical route 
for repurposing a personal and corporate income tax into a single fl at con-
sumption tax. The author uses Georgia as a case study for the potential 
for such a tax reform. In 2006, Georgia’s personal and corporate income 
tax revenues comprised 54.1 percent of total state revenues, or about $8.8 
billion, thus Georgia appears to be a reasonable candidate for such a tran-
sition. Particular attention is focused on describing a revenue- neutral shift 
from the current combination of corporate and individual income taxes to 
a substantially integrated single- rate consumption- based tax.

Although the chapter focuses on Georgia, the author suggests that a 
consumption tax could be eff ectively administered within the corporate 
and personal income tax structures that currently exist in many states. The 
move to a fl at consumption- based tax would have several key benefi ts for 
a state. Not only would the move simplify the rate structure, limit deduc-
tions, exemptions and credits, but it would also fundamentally change the 
tax base from realized income to consumption. According to the author, 
the basic administrative aspects of the tax would remain substantially 
unchanged from the current income tax; however, savings would be 
exempted from taxation. Currently, state and federal income taxes include 
savings (interest) income in the tax base, thus penalizing individuals who 
forgo current for future consumption by taxing income generated from 
saved post- tax earnings.

Under the proposed system, individuals would only be taxed on the 
part of their income and asset accumulation that is consumed. The author 
suggests a couple of ways in which this can be accomplished. First, after-
 tax income that is saved could be deposited into qualifi ed accounts that 
can be later withdrawn tax- free. Second, saved income that was not taxed 
going into a savings account could be taxed as it was later withdrawn and 
consumed.

On the corporate side, businesses would be allowed fully to deduct 
inputs such as plant and equipment, but must include any subsequent 
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sales in taxable revenues. Furthermore, rather than depreciating capital 
expenditures over time, fi rms would be allowed to expense the full cost of 
capital purchases.

Interest and dividend payments would not be deductible, thus returns 
to capital are taxed only once at the corporate level, eff ectively eliminating 
a source of double taxation (corporate income and individual investment 
income) and, thus, substantially integrating aspects of Georgia’s individ-
ual and corporate income taxes. As a result, the author suggests that the 
integration and simplifi cation could increase the effi  ciency for the taxing 
authority and increased compliance, both of which could subsequently 
generate tax savings that may be returned to the taxpayer.

Although some eff ort is made to assess the eff ectiveness of implementing 
the tax at the state level, there are also important questions that remain 
unanswered, not the least of which is how the shift aff ects a state’s com-
petitiveness at attracting new businesses. Currently, Georgia and other 
states have an array of tax incentives aimed at attracting new businesses 
into the state.

Another potentially important issue revolves around single- state adop-
tion of the consumption tax, capital assets and the shift from depreciation 
to expensing. Under a consumption tax, the elimination of depreciation 
in favor of expensing is expected to reduce state revenues by about $880 
million. However, the author suggests some of that lost revenue would be 
recaptured as assets are sold. Since Georgia fi rms would be taxed on the 
sale of used equipment and other states’ fi rms may not, there may be an 
opportunity for arbitrage between states. For example, a Georgia fi rm 
could sell its used equipment to an Alabama subsidiary at below- market 
prices. From there, assuming Alabama does not adopt a similar tax, the 
assets could be resold without tax.

Currently, Georgia’s sales tax does not tax the majority of services. One 
issue that is not mentioned by the author is that by implementing a con-
sumption tax, both goods and services purchased within the state would 
be part of the consumption tax base. Furthermore, Georgia’s sales tax 
code contains almost 100 specifi c sales tax exemptions targeted at specifi c 
industries or groups. For example, food purchased for home consumption 
is currently exempt from the state sales tax and accounted for $880 million 
in revenue loss in 2004. In addition to broadening the base to cover serv-
ices, some of the sales tax base lost from statutory exemptions could be 
partially recaptured by a state consumption- based tax.

Individual retirement plans present a important problem. Because 
distributions from these plans would not be taxable under the author’s 
consumption tax, there would be substantial tax leakages. Retirement 
accounts that accumulated from pre- tax dollars would not be taxed upon 
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withdrawal. This could make Georgia an even more attractive retirement 
location than it currently is.

When taken by itself, the consumption tax is viewed as a tax that is 
easy to understand and it comes with a simple administration. However, 
the author points out that Georgia’s current income tax is coupled to the 
federal income tax, and that moving to a consumption tax would require 
decoupling. It is not clear if decoupling would substantially decrease the 
complexity of Georgia’s current income tax for individual taxpayers.

Because Georgia’s income tax comprises such a large and important 
component of the state’s tax base, any proposed changes should be care-
fully examined. This chapter does a good job of outlining the various 
potential benefi ts and likely pitfalls associated with a transition. The 
estimates of revenue losses and gains presented in the chapter are fi scally 
conservative, but considerable diffi  culties remain in estimating the eff ects 
of implementing a consumption tax in a single state.





PART IV

Evaluating state and local government 
fi nances and budgeting
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8.  Reaching and maintaining 
structural balance: leaders in the 
states
Katherine Willoughby

INTRODUCTION

This chapter examines state governments in the USA indicating strong 
‘structural balance’ as defi ned and examined by the Government 
Performance Project (GPP), a research eff ort supported by the Pew 
Charitable Trusts. The initial and primary goals of the GPP are to gather 
data that supports ‘governments’ understanding of their management 
functions, including where to make improvements and how their systems 
compare to the management systems of other governments. In addition, 
the public is made more aware of how their government is performing and 
so is better able to hold leadership accountable’ (Crawford, 2002, p. 15). 
Structural balance is defi ned here as the ability of government to support 
ongoing expenditures with ongoing revenues – this concept is measured by 
examining tax structures, the existence of countercyclical devices, fi nancial 
management strategies and various fi scal ratios.

This research uses information generated by the most recent iteration 
of the GPP survey of the 50 US state governments, conducted in 2007 
with results published in 2008 (see Barrett and Greene, 2008). The chapter 
begins with an overview of the recent fi scal condition of state governments 
and relays the concerns of current governors regarding reaching and 
maintaining structural balance. Then, an accounting of the GPP grading 
methodology and criteria used to measure state budget and fi nancial 
management is provided. The next section assesses the results of the 2008 
GPP, concentrating on state management in those governments indicating 
positive structural balance. This exploratory eff ort seeks to characterize 
the budget and fi nancial management strategies of state governments for 
which structural balance is rated as strong by the GPP. Results identify 
nine state governments as leading states in reaching and maintaining 
structural balance.
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THE FISCAL PICTURE

Although the state fi scal picture in recent years has been stable, steady 
recovery from the 2002 recession has ended. The National Bureau of 
Economic Research (NBER) (2008) indicates that recovery from the 2002 
recession peaked in December 2007 and that: ‘the subsequent decline in 
economic activity was large enough to qualify as a recession’. The national 
economic decline has been driven by the housing crisis, credit crunch and 
rising oil prices. Specifi c regions of the country have suff ered additionally 
due to local circumstances such as droughts in the Southeast, storms in the 
Midwest, fi res in California and other such disasters. States are also begin-
ning to be held more accountable to various long- term obligations regard-
ing both aging populations (retiree benefi ts and other post- employment 
benefi ts) and infrastructure. Elizabeth McNichol and Iris Lav (2008, p. 1) 
claim that states face:

a great fi scal crisis. At least 41 states faced or are facing shortfalls in their 
budgets for this and/or next year. Over half the states had already cut spending, 
used reserves, or raised revenues in order to adopt a balanced budget for the 
current fi scal year – which started 1 July in most states. Now, their budgets have 
fallen out of balance again.

Revenue growth was slow in fi scal 2008, with ‘collections from all sources 
higher than projections in 20 states, on target in 16 states and below projec-
tions in 12 states’ (NASBO, 2007, p. 10). In 2007 and 2008, in particular, 
state revenue changes declined substantially. Table 8.1 illustrates enacted 
revenue actions by type in the states from 1998 to 2008. From 1998 through 
2001, when revenues were fairly plentiful, states cut taxes involving state 
governments’ most predominant sources – sales and income taxes. States 
realized a net decrease in revenues in millions of dollars in every one of 
these years. From 2002 through 2006, tax bases and rates were changed in 
order to realize increases from all sources, except personal income taxes 
in 2006. Still, net increases in revenues were realized in every one of these 
years. The use of ‘sin taxes’ to bring in revenues was a staple in these years. 
States realized approximately $6.6 billion (nominal) in new revenues from 
cigarette and tobacco taxes from 1997 to 2006. By 2007, state confi dence in 
a growing economy was exhibited by the substantial cuts to personal and 
corporate income, motor fuel and other taxes, cuts yielding a net decline 
in tax revenues of approximately $2.1 billion. By 2008, net tax yields had 
declined by just $115.5 million, indicative of the slowing economy.

According to the National Association of State Budget Offi  cers (NASBO) 
(2007, p. viii and 2008, p. vii) state spending growth going forward refl ects 
the eff ects of such economic decline; general fund spending grew by 5.3 
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percent in fi scal 2008, well below the 30- year average of 6.4 percent and 
a little more than half of spending growth experienced by states in fi scal 
2007 (9.3 percent). Declining total balances as a percentage of expendi-
tures from the 2006 fi scal year to the 2008 fi scal year also suggest the neces-
sity for belt- tightening by states. Balances as a percent of expenditures 
were 11.5 percent in 2006, 9.6 percent in 2007 and an estimated 6.7 percent 
in 2008 (NASBO, 2007, p. viii). Figure 8.1 illustrates mean end- of- year 
balances as a percentage of general fund expenditures of states from 2000 
to 2008 (estimated). The trend indicates that states rebounded from the 
depths of the recession in 2002 and 2003 – the two worst budget years in 
fi ve decades for most states. But since 2006, state balances as a percentage 
of expenditures have declined.

STATE CHIEF EXECUTIVES HAVE BALANCE ON 
THE BRAIN

Willoughby (2008, pp. 162–3) examined the 2008 State of the State addresses 
by governors in which they report to their legislatures and to citizens about 
the fi scal condition of their state.1 Through these oral reports, governors 
are able to highlight their budget and policy agendas. Chief executives 

2000 2001 2002 2003 2004 2005 2006 2008 (est.)2007

%

0

2

4

6

8

10

12

14

Note: *Alaska’s year- end balances as a percent of general fund expenditures have 
been consistently and substantially larger than the rest of the states, even those that are 
also dependent on severance taxes. In 2003, for example, Alaska’s average balances to 
expenditures ratio from 2000 to 2008 stood at 83.8 percent compared with the next highest 
average ratio, 24.6 percent, in Wyoming, another state heavily dependent upon severance 
taxes.

Figure 8.1  Mean end of year balances as a percentage of general fund 
expenditures, 2000–2008 (est.) (all states except Alaska*)
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can educate citizens on the necessity for fi scal discipline and warn of the 
impending pain related to either tax increases, expenditure cuts or both. 
Content analysis of the 2008 addresses indicates that a majority (55 percent) 
of governors were concerned enough about structural balance to bring it 
up. For example, New Jersey’s Governor laid out his state’s problems:

Our fi scal practices, balance sheet, and most vitally, our culture must be restruc-
tured. We are in a hole, and if we want to get out, we have to stop digging . . . 
we have to put an end to the fi nancial culture that allowed the proliferation of 
spending, borrowing and mismanagement to take hold of our state fi nances. 
We must recognize we are at the end of the line on the ways of the past. I will 
introduce a budget in February that freezes spending at this year’s current level; 
for future budgets, spending will not be allowed to exceed recurring revenue 
growth . . .

Rhode Island’s Governor also noted to the citizens of that state that: 
‘our government has been spending beyond its means, and has been 
depleting its savings to pay the bills’. The Governor of Ohio exclaimed 
that: ‘the weak economy is a burden to all Ohioans and a burden to 
our state government. And, like most states, we now confront a budget 
gap’. Kentucky’s Governor explained that: ‘the revenue outlook is 
grim. Because of the economic slowdown . . . and a gap between what 
we spend and what we earn, we are facing an unprecedented budgetary 
shortfall’. Maryland’s Governor recognized: ‘no wonder many of us are 
frustrated when – in the midst of this national economic downturn – we 
were also forced to confront a long neglected and huge structural defi cit’. 
Mississippi’s Governor urged a duty ‘to live within our means . . . to pass 
an honest balanced budget’. In California, the Governor clarifi ed that: 
‘[our] problem is that while revenues are fl at, automatic formulas are 
increasing spending by 7.3 percent. Now, even a booming economy can’t 
meet that kind of increase. So the system itself is the problem’. In Hawaii, 
the Governor was blunt: ‘Government will never be able to solve all of 
society’s problems’.

South Carolina’s Governor discussed a plan to reduce spending and to 
equate ongoing revenues better with ongoing expenditures that involved a 
number of components, including prohibiting one- time money to start or 
fund recurring programs. The Governor in South Dakota agreed that: ‘we 
cannot commit to expensive new programs or huge increases in existing 
programs, because we don’t have the money to do so. We must live within 
our means. If you decide you want to spend more, please make sure we 
have the money available to do so or be willing to identify ongoing sources 
of revenue or new revenues’.

Even states with a strong revenue base and fl ush resources called for 
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fi scal discipline. For example Wyoming, like other mineral-  and oil- rich 
states, has been able to reap the bounty of high oil prices of the recent past. 
Wyoming’s Governor recommended:

[a] need to have the discipline to recognize that even with this abundance we 
cannot and should not fund every request that comes before us. We have to 
have the discipline to reduce the increases in the standard budget. When you go 
to add things to the budget, please do it on the basis that it is not a continuing 
appropriation.

THE GPP METHODOLOGY AND STATE MONEY 
MANAGEMENT GRADES

Using a criteria- based approach, the GPP has graded the management 
capacity of the 50 states four times since 1996 in specifi c areas that include 
budget and fi nance, human resources, information and infrastructure. The 
survey component of the GPP was conducted using a mailed questionnaire 
to states in 1998 and 2000 and electronically to states in 2004 and 2007. 
Resulting grades are published in Governing magazine in the spring of the 
year following the survey as well as other data collection eff orts.

The GPP engages academics and journalists to collect and analyze 
quantitative and qualitative data about the states in the selected manage-
ment areas, using these data and analyses to assign grades to the states. 
Data sources that underpin the grades include: (1) interviews conducted 
by the journalists; (2) research provided by university faculty and graduate 
students; and (3) the survey of state offi  cials, administrators, and staff  and 
managers. The criteria applied in each management area are determined 
through an identifi cation of best practices, with input from professional 
organizations and upon reaching consensus among team members as to 
how to measure such practices.2

Once the data are collected from the three sources, the academic and 
journalist teams work independently of one another to analyze the avail-
able information and to determine criteria scores (strong, mid- level or 
weak) that are used to calculate the management area grade; then manage-
ment area grades are used to calculate an overall management grade (A, 
A- , B1 and so on) for each state. The two teams then meet to review and 
agree on scores and grades for each state. These grades are meant to refl ect 
a government’s capacity in each management area rather than its perform-
ance alone. According to the GPP:

the grades assess the capacity of state governments as a whole to produce 
results – including the cumulative skills and leadership of elected and appointed 
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offi  cials, career civil servants, and not- for- profi t and private- sector partners. 
The grades do not represent a judgment of any individual, branch, or depart-
ment within state government.

GPP Budget and Financial Management Criteria

The fi ve criteria used to arrive at the 2008 GPP grades for budget and 
fi nancial management capacity (money management area) of states were 
based on best practices related to budget planning, budget process, 
structural balance, internal controls and reporting. The components that 
measure each criterion are explained below.

Criterion 1: Government should have a multiyear budgeting perspective
A high grade for this criterion requires that a state engages revenue and 
expenditure forecasting processes that are thorough, accurate and trans-
parent, and include a multiyear perspective. The accuracy of revenue fore-
casting is of prime importance given that states are revenue- driven entities 
with 49 having some type of budget balancing requirement.3 Other meas-
ures of this criterion examine state consideration of the long- term impact 
of tax and expenditure decisions, for example by virtue of the production 
and use of a tax expenditure budget. The state’s long- term liabilities, 
including pensions and other post- employment benefi ts, consider realistic 
and timely valuations and are managed with an emphasis on long- term 
benefi ts and consequences. Finally, the state should maintain low credit 
risk status by managing a reasonable level of debt.

Criterion 2: Government should have a budget process that is transparent, 
inclusive and easy to follow
To obtain a high grade in this criterion from the GPP, a state must indi-
cate a budget format and process that is results- oriented and consistently 
passes its budget prior to the start of the fi scal year. Also, the state pro-
vides citizens with opportunities for public input about the budget and 
supports citizen access to clear and understandable budget information.

Criterion 3: Government fi nancial management activities should support 
structural balance between ongoing revenues and expenditures
To obtain a high grade on this criterion, states must indicate the mainte-
nance of structural balance at current levels of revenues and expenditures. 
The state’s revenue structure should indicate the ability to support annual 
expenditures in fl uctuating economic climates. The state should have 
countercyclical and/or contingency planning devices available to address 
economic downturns and should keep such funds stocked. States receiving 



186 State and local fi scal policy

a high grade in structural balance are not overly dependent on windfalls or 
‘one- time’ revenues, added debt or accounting changes to fi nance current 
expenditures.

Criterion 4: Government procurement activities should be conducted 
effi  ciently and supported with eff ective internal controls
To obtain a high grade on this criterion requires that a state minimize 
waste, fraud and abuse related to purchasing goods and services. Executive 
agencies should have the necessary fl exibility to buy goods and contract 
for services while the state maintains the ability to monitor and account 
for such spending eff ectively. State leaders on this criterion should indicate 
a strong electronic procurement facility that advances the effi  cient control 
of, as well as equitable access to, purchasing and contracting.

Criterion 5: Government should systematically assess the eff ectiveness of its 
fi nancial operations and management
State leaders in fi nancial and performance reporting should consistently 
generate clean audits in accordance with generally accepted accounting 
principles. Strong assessment of fi nancial operations and management 
requires the state to report periodically on linkages between fi nancial costs 
and operational performance.

2008 GPP Grades for Budgeting and Financial Management

In 2008, based on the fi ve criteria above, fi ve states earned an A or A-  
grade in budgeting and fi nancial management from the GPP, 15 earned a 
B1 or B, 10 scored a B- , 13 received a C1 or C, and 7 earned a C-  or D1 
(see Table 8.2).

States averaged a score of 2.7 on a grade scale of 4 for budgeting and 
fi nancial management. Table 8.3 illustrates a ranking of all GPP criteria 
used to measure every management area in 2005 and 2008. This table 
shows advancement, backsliding or status quo of states on the individual 
criteria (fi ve criteria for each of four management areas); for example, 
states received the highest average score for intergovernmental coordi-
nation, a criterion used to measure infrastructure management, in both 
years. Regarding structural balance, states advanced from an average 
score that ranked 18th in 2005, to one that ranked 11th in 2008. In 2008, 
the GPP ranked structural balance as a strength in nine states, as mid- level 
in 29 states and as a weakness in 12 states; in 2005, the GPP determined 
structural balance to be a strength in eight states, as mid- level in 26 states, 
and as a weakness in 16. Table 8.4 lists states (in no particular order) in 
which structural balance is ranked as a strength in each of these years.
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STATE LEADERS IN STRUCTURAL BALANCE

One data point used by the GPP to measure structural balance is year-
 end unreserved budget balance (general fund balance plus rainy- day fund 
balance) as a percentage of general fund expenditures. This is a commonly 
used ratio measuring state fi scal condition; unreserved balances provide 
states with some support should revenues fall short or expenditures rise 
unexpectedly. The GPP examined this ratio for states from 2005 to 2007, 
specifi cally looking for ratios of 5 or over as a sign of strength, using the 
generally accepted ‘rule- of- thumb’ that balances as a percentage of expen-
ditures below 5 are a sign of fi scal stress.4 Table 8.5 provides average ratios 
in fi scal 2005, 2006, 2007 and 2008 by 2008 GPP ranking of structural 
balance of states.

For every year noted, states with structural balance ranked as a strength 
indicate larger ratios than other states, and much larger ratios when com-
pared to states with structural balance ranked as a weakness. An analysis 
of variance of means by rank indicates signifi cant diff erences in the mean 
ratios in the years 2006, 2007 and 2008.

The tax structures and burdens of state leaders in structural balance vary 
a bit from those of other states, although there are no signifi cant diff er-
ences (see Table 8.6). State leaders in structural balance, on average, have 

Table 8.2  2008 GPP grades for state money management

Region/state Grade State Grade State Grade State Grade

Utah
Delaware
Nebraska
Virginia
Washington
Georgia
Idaho
Indiana
Iowa
Maryland
Minnesota
Missouri
South 
 Dakota

A
A- 
A- 
A- 
A- 
B1

B1

B1

B1

B1

B1

B1

B1

Louisiana
North 
 Dakota
Ohio
Pennsylvania
Texas
West Virginia
Wyoming
Arkansas
Connecticut
Florida
Kansas
New Mexico
North 
 Carolina

B

B
B
B
B
B
B
B- 
B- 
B- 
B- 
B- 
B- 

Oklahoma
South 
 Carolina
Tennessee
Vermont
Arizona
Colorado
Hawaii
Kentucky
Massachusetts
Michigan
Mississippi
Montana
Nevada

B- 

B- 
B- 
B- 

C1

C1

C1

C1

C1

C1

C1

C1

C1

New York
Oregon
Wisconsin
Maine
Alabama
Alaska
Illinois
New 
  Hamp-

shire
New Jersey
California
Rhode 
 Island

C1

C1

C1

C
C- 
C- 
C- 

C- 
C- 

D1

D1

Source: 2008 Government Performance Project, http://www.pewcenteronthestates.org/
uploadedFiles/Money%20Performance.pdf.
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balanced tax structures. That is, most depend upon a mix of taxes made 
up predominantly of individual income and sales taxes, rather than on one 
sole tax source. The average proportions of taxes of states ranked mid- level 
in structural balance look about the same, except that these states have a 
stronger reliance on property taxes (making up, on average, 4.67 percent 
of total taxes) than state leaders (making up, on average, 0.17 percent of 
total taxes). There is also a bit of disparity in dependence on sales and 
corporate income taxes between the top two ranked groups (structural 
balance ranked as strength or mid- level) and the group ranked weakest 

Table 8.3  GPP management average ranking of criteria, 2005 and 2008

2005 GPP 
ranking

GPP management 
criterion

2008 GPP 
ranking

Advance (c)
Backslide (T)

No change (4)

Strong
c

 

T
Weak

 1 Intergovernmental 
coordination

 1 4

 4 Financial controls/
reporting

 2 c

 6 Online services and 
information

 3 c

10 Budget process  4 c
 2 Internal coordination  5 T
 5 Long- term outlook  6 T
 8 Project monitoring  7 c
14 Performance evaluation  8 c
15 Retaining employees  9 c
 3 Contracting/purchasing 10 T
18 Structural balance 11 c
12 Capital planning 12 4
17 Managing employee 

performance
13 c

 7 Hiring 14 T
13 Managing for 

performance
15 T

 9 Strategic direction 16 T
16 Budgeting for 

performance
17 T

11 Training and 
development

18 T

20 Maintenance 19 c
19 Strategic workforce 

planning
20 T
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in structural balance. States weakest in structural balance indicate that a 
smaller proportion of total taxes are comprised of sales taxes and a greater 
proportion of total taxes are comprised of corporate income taxes than 
indicated in the other states. Still, these diff erences are not signifi cant.

Eight of nine state leaders depend upon both sales and individual income 

Table 8.4  GPP State leaders in structural balance, 2005 and 2008

2005 2008 

Delaware
Pennsylvania
South Dakota
Utah
Kansas
Minnesota
Vermont
Virginia

Delaware
Pennsylvania
South Dakota
Utah
Georgia
Idaho
Indiana
Nebraska
North Dakota

Table 8.5  2008 GPP rankings of structural balance and average end- of-
 year balances as a percentage of general fund expenditures*

Ranking in structural 
balance 

EOY balances/GF expenditures

Fiscal 
2005

Fiscal 
2006

Fiscal 
2007

Fiscal 
2008

Strength Mean
N
Std. Deviation

12.20
9
7.92

15.54
9
9.93

17.68
9

14.67

13.19
9
9.91

Mid- level Mean
N
Std. Deviation

10.49
28
7.02

14.03
28
7.93

13.12
28
6.86

8.17
28
4.11

Weakness Mean
N
Std. Deviation

6.35
12
4.40

7.96
12
6.60

6.46
12
4.69

4.72
12
2.72

Total Mean
N
Std. Deviation

9.79
49
6.85

12.82
49
8.36

12.33
49
9.04

8.25
49
5.94

Note: *Excluding Alaska for reasons noted in Figure 8.1.
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taxes predominantly to generate revenue. In only one state scored as 
strong in structural balance does just one tax source make up more than 50 
percent of tax collections. South Dakota depends almost entirely on sales 
taxes for revenue; general sales taxes comprise 58 percent and selective 
sales taxes make up 24 percent of total tax collections in 2006. This state 
does not impose an individual income or state property tax. North Dakota 
also depends predominantly on sales and other taxes, including severance 
taxes (together, these sources make up over 75 percent of tax collections in 
2006). This state does have an individual income tax, however. Delaware 
does not impose general sales or state property taxes, depending predomi-
nantly on other taxes (39 percent of total 2006 tax collections) that include 
licenses and documentary and stock transfer taxes.

According to the GPP, other factors support fi scal restraint and eco-
nomic diversifi cation in these states, however. For example, the politi-
cal culture in Delaware supports slow to no growth of government; the 
long- range budgeting perspective of the state highlighted by the GPP has 
created a culture of budget restraint. In Georgia, offi  cials responding to 
the GPP credited a diversifi ed economy that is growing and not confi ned 
to one sector. Indiana cited eff orts to diversify the state’s economy as 
well. North Dakota offi  cials confi rmed an economy tied largely to natural 
resources, but highlighted that the state’s economy has become more 
diversifi ed in recent years with the addition of technology companies and 
other industries. This has helped to smooth out boom–bust cycles.

In the rest of the 41 states there are six that do not implement an indi-
vidual income tax, four that do not impose general sales taxes, and four 
that do not have corporate income taxes. Still, in fi ve of the states that 
impose an individual income tax, revenues from this tax make up from 50 
to slightly more than 70 percent of total state tax collections in 2006. In 
six states that impose the general sales tax, revenues from this tax make 
up from 50 to 61 percent of total state tax collections in 2006. And in two 
states, severance taxes make up more than 50 percent of total tax collec-
tions in 2006. Severance taxes are those levied by a state on the extraction 
and use of natural resources of the state such as coal, petroleum and/or 
minerals. In other words, over 30 percent of the remaining 41 states have 
tax structures indicating overwhelming dependence upon one tax source. 
Regardless of policy decisions and fi scal management strategies of these 
states, tax collections in these states are particularly sensitive to a variety 
of exogenous variables.

The Federation of Tax Administrators provides an annual accounting of 
tax burden by state; the 2007 state tax collection data indicate an average 
burden of 7.4 (calculated average of individual state burdens, measured 
as state taxes as a percentage of personal income).5 Mean burden for 
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states scored strong in structural balance is 7.19; for those scored as mid-
 level, 7.69; and for the weakest states, 6.87. States with structural balance 
ranked as a weakness indicate the lowest tax burdens, on average, than 
other states. Of the states scored strong in structural balance, Delaware’s 
tax burden is highest at 8.7; North Dakota and Idaho also have burdens 
above 8 (8.5 and 8.1, respectively). Still, of the states leading in structural 
balance, fi ve have burdens that rank in the bottom 30 or below. Indiana, 
Pennsylvania, Nebraska, Georgia and South Dakota have burdens of 6.9 
or less, South Dakota’s tax burden is ranked 47th at 5.

Table 8.7 presents the existence of balanced budget requirements and/
or tax and expenditure limitations in states leading in structural balance 
compared to the rest of the states. These requirements and limitations 
place constraints on states in their ability to reach and maintain structural 
balance. Except for the supermajority rule regarding tax increases, states 
indicating strong structural balance by the GPP are less likely to have any 
of the requirements noted.

Table 8.8 compares budget- balancing strategies of states in which 
 structural balance is scored as a strength and the rest of the states that 
responded to the online survey component of the GPP. Scanning the 
various strategies for enhancing revenues across states, it seems that 
the two groups of states engage many of the same strategies, but to a 
lesser or greater extent, depending upon the group. For example, states 
leading in structural balance indicate a greater likelihood of applying 
carry- forward balances to the general fund in the years under study. 
These states are more likely to lease state assets and/or to borrow more to 
balance the budget. On the other hand, these states do not seem to resort 
to transferring normally earmarked funds into the general fund, increasing 

Table 8.7  Balanced budget requirements and/or tax and expenditure 
limits (TELs) in the states, leaders in structural balance and 
the rest of the states (% of states)

Balanced budget requirement or TEL State leaders 
(N 5 9) (%)

Rest of states 
(N 5 41) (%)

Governor must submit a balanced budget
Legislature must pass a balanced budget
Anti- defi cit rule that defi cit cannot carry 
 over to next fi scal year
Supermajority rule for tax increases
Revenue limitation
Expenditure limitation

55.6
66.7
44.4

22.2
0

33.3

82.9
70.7
61.0

19.5
14.6
46.3
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Table 8.8  Budget- balancing actions in the states, fi scal years 2005–06 (% 
of states taking action)

State leaders Rest of states

FY2005 
(%)

FY2006 
(%)

FY2005 
(%)

FY2006 
(%)

Revenue- enhancing actions N 5 8 N 5 33
Apply carry- forward balances 
 to the general fund

62.5 62.5 51.5 48.5

Increase tax collection 
 enforcement

25.0 37.5 33.3 45.5

Make non- routine transfers 
  from other funds to the 

general fund

50.0 37.5 51.5 42.4

Increase and/or add fees 
 and/or charges

25.0 25.0 36.4 33.3

Change tax structure to 
 generate revenue increase

25.0 12.5 24.2 30.3

Transfer normally earmarked 
 funds to the general fund

0 0 18.2 27.3

Refi nance debt 25.0 25.0 18.2 15.2
Conduct the sale of state 
 asset(s)

12.5 25.0 12.1 15.2

Increase short- term borrowing 0 0 6.1 12.1
Initiate tax amnesty program 25.0 12.5 18.2 6.1
Draw down budget stabilization 
 or other contingency fund

0 0 18.2 9.1

Lease state asset(s) 0 12.5 6.1 6.1
Accelerate tax payments 0 0 9.1 3.0
Increase debt fi nancing 12.5 12.5 6.1 0

 FY2005 
(%)

FY2006 
(%)

FY2005 
(%)

FY2006 
(%)

Expenditure- reducing actions N 5 7 N 5 33
Make targeted spending cuts 42.9 28.6 60.6 45.5
Lapse unspent agency 
  appropriations to the general 

fund

42.9 28.6 39.4 36.4

Initiate program 
 reorganizations

28.6 28.6 33.3 30.3

Increase employee 
  contributions to health 

benefi ts

42.9 42.9 15.2 21.2

Conduct across the board 
spending cuts

14.3 14.3 15.2 15.2
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short-term borrowing, drawing down budget stabilization or contingency 
funds, or accelerating tax payments. The rest of the states indicate con-
ducting these strategies in fi scal 2005 and/or 2006.

The engagement of various expenditure reduction strategies across 
groups is more distinctive. Similar proportions of both groups of states 
conducted across- the- board spending cuts in 2005 and 2006, although 
states leading in structural balance were less likely than other states to 
make targeted cuts in either year. States strong in structural balance 
were much more likely than the rest of the states to require employees to 
contribute more toward health benefi ts and to implement privatization 
initiatives. Yet, there are numerous strategies that no state scoring well in 

Table 8.8  (continued)

 State leaders Rest of states

FY2005 
(%)

FY2006 
(%)

FY2005 
(%)

FY2006 
(%)

Implement privatization 
 initiatives

14.3 28.6 9.1 9.1

Cut local aid 14.3 0 12.1 9.1
Reduce contribution(s) 
 to pension fund(s)

14.3 0 9.1 6.1

Increase retiree contributions 
 for health benefi ts

14.3 14.3 0.0 3.0

Initiate lay- off s 0 0 3.0 6.1
Freeze hiring 0 0 15.2 15.2
Freeze employee salary 
 increases

0 0 15.2 6.1

Freeze program increases 0 0 21.2 18.2
Initiate early retirement 
 program

0 0 3.0 3.0

Suspend annual employee 
 cost- of- living adjustment

0 0 12.1 3.0

Suspend transfers from the 
 general fund

0 0 9.1 3.0

Delay payments for purchases 0 0 6.1 6.1
Delay payments to local schools 0 0 6.1 3.0
Terminate and/or amend state 
 contracts

0 0 9.1 9.1

Implement monthly agency 
 spending targets

0 0 9.1 9.1

Source: 2008 GPP, Survey of the States, MONEY section, Questions 12–13.
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structural balance needed to engage in – for example, freezing hiring and 
program increases are two strategies that other states needed to conduct in 
order to reach balance in the fi scal year noted.

Indiana provides an example of a state scoring well in structural balance 
that indicated a number of revenue- generating strategies in fi scal years 
2005 and 2006 to balance, including advanced tax collection enforcement 
and conduct of an amnesty program, non- routine transfers into the general 
fund, the sale and lease of assets, and refi nancing of debt. But importantly, 
most of the actions taken by Indiana were not used to balance the budget, 
but were made as one- time expenses such as paying down debt or invest-
ing in the state’s infrastructure. For instance, only $65 million of the 
nearly $250 million generated from the Tax Amnesty Program was used to 
balance the budget (as it was included in the budget bill). The remainder of 
these proceeds was used to pay back payment delays incurred by the previ-
ous administration. Likewise, the leasing of the Indiana Toll Road was not 
initiated to balance the state’s budget, but to make new investments in the 
state’s transportation infrastructure. The lone, notable exception was the 
non- routine transfer of funds to the general fund in fi scal 2005. The previ-
ous administration used pension stabilization funds to balance the budget. 
This action was sharply criticized by Governor Mitch Daniels, who pub-
licly committed to not raiding pension funds or using other funding gim-
micks to balance the budget.

Given the fi scal climate evidenced during the conduct of the most 
recent GPP, states were asked about revenue- reducing and expenditure-
 enhancing actions conducted in the years 2005 and 2006. Table 8.9 shows 
some distinction in chosen strategies by states, depending upon strength in 
structural balance. States scoring well in reaching and maintaining struc-
tural balance were more likely than other states to create new programs 
in both years. These states were much more likely to increase funding for 
existing programs beyond infl ationary amounts in 2005, and about as 
likely as other states to increase such funding in 2006. None of the states 
leading in structural balance indicated increasing employee benefi ts or 
issuing a tax refund to citizens in either year, as some other states indicate. 
This squares with Table 8.7 that indicated no states that scored well in 
structural balance are being held to any sort of revenue limitation that 
might require issuing a tax refund to citizens.

Examination of countercyclical devices in the states indicates that those 
scored as strong in structural balance have various devices and funding 
requirements that support budget- balancing. Delaware’s Constitution 
mandates that unencumbered budgetary general fund resources, as much 
as 5 percent of general fund revenue in any fi scal year, be transferred to 
the Budget Reserve Account, which was fully funded at the time of the 
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2008 GPP. This funding may only be accessed by a three- fi fths vote of the 
members of each house. Georgia has a Revenue Shortfall Reserve that 
cannot exceed 10 percent of the previous fi scal year net budgetary revenue 
for any given fi scal year; up to 1 percent of the preceding fi scal year’s budg-
etary net revenue collections may be appropriated from the reserve to fund 
increased K- 12 educational needs. This state’s Governor also has an emer-
gency fund; the Governor has discretion in using the fund, but it cannot be 
used for activities that have defi ned funding by the legislature. Idaho has 
a budget stabilization and economic recovery reserve fund. These reserve 
monies are set aside specifi cally to plug general fund revenue shortfalls, to 
meet expenses incurred as a result of a major disaster, or to provide tax 
relief to the citizens of Idaho.

Table 8.9  Revenue- reducing or expenditure- enhancing actions in the 
states, fi scal years 2005–06 (% of states taking action)

State leaders Rest of states

FY2005 
(%)

FY2006 
(%)

FY2005 
(%)

FY2006 
(%)

Revenue- reducing or 
  expenditure- enhancing actions

N 5 8 N 5 33

Increase funding for existing 
  programs beyond infl ationary 

amounts

87.5 75.0 54.5 78.8

Create new programs 75.0 75.0 57.6 63.6
Make transfers into budget 
  stabilization or other like 

fund

62.5 62.5 54.5 63.6

Conduct debt refi nancing 25.0 37.5 42.4 36.4
Increase local aid 37.5 37.5 36.4 57.6
Increase contribution(s) to 
 pension fund(s)

37.5 37.5 36.4 51.5

Cut taxes 12.5 50.0 33.3 45.5
Pay down debt or pay off  bonds 12.5 25.0 30.3 30.3
Increase employee benefi ts 0 0 21.2 21.2
Increase retiree benefi ts 12.5 12.5 9.1 12.1
Tax refund to citizens 0 0 12.1 9.1
Set aside funding for other 
  retiree health and non-

 pension post- employment 
benefi ts

12.5 0 3.0 3.0

Source: 2008 GPP, Survey of the States, MONEY section, Question 14.
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Other states leading in structural balance include Indiana that main-
tains a counter- cyclical revenue and economic stabilization fund to assist 
in stabilizing revenue of the state’s general fund in times of recession. 
Nebraska maintains a cash reserve fund that can only be accessed when 
the cash balance of the general fund is insuffi  cient to meet obligations 
and for legislatively mandated transfers to other funds. Any money 
transferred must be repaid as soon as there is suffi  cient cash in the 
general fund to do so. Further, by law, the extent to which state tax 
receipts exceed appropriations at the end of the fi scal year is transferred 
to a cash reserve fund. North Dakota has a budget stabilization fund; any 
amount over $70 million at the end of the biennium goes into the fund – 
$100 million was in this fund in 2005 and $200 million estimated in 2007 
and recommended in 2008. Actual revenues must be 2.5 percent below 
forecasted before the Governor can access the funds. North Dakota 
also has a contingency fund; this fund can be spent on natural disasters, 
defi ciencies and to cover unexpected expenditures and is managed by an 
Emergency Commission.

In Pennsylvania, for the fi scal year beginning 1 July 2002 and in any 
fi scal year thereafter in which the Secretary of the Budget certifi es that 
there is a surplus in the general fund, 25 percent of the surplus is to 
be deposited by the end of the next succeeding quarter into the state’s 
Budget Stabilization Fund. South Dakota ended fi scal year 2006 by 
transferring $317,535 to its Budget Reserve Fund, as required by law. 
The State’s Budget Reserve Fund then held a balance of $43 million, and 
the Property Tax Reduction Fund ended the fi scal year with a balance of 
$94.2 million. The maximum level of funds in this state’s budget reserve 
is set at 10 percent of general fund appropriations. The use of money 
from this fund requires an Act passed by the South Dakota Legislature. 
Finally, Utah has a budget reserve account into which 25 percent of 
general fund year- end surplus is transferred; the account’s balance 
cannot exceed 8 percent of the general fund appropriation in any fi scal 
year. This reserve has had a positive balance for 2006, 2007 and 2008. 
Expenditures from the account are limited to retroactive tax refunds and 
operating defi cits and must be made by legislative appropriation. Utah 
also has a Medicaid transition account that does not have a cap. The 
Governor of Utah also has an emergency fund; unexpended funds may 
be carried over year to year and the Governor has discretion in using 
these funds, but cannot use funds for activities that have defi ned funding 
by the legislature.
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CONCLUSIONS ABOUT STATES WITH STRONG 
STRUCTURAL BALANCE

This research provides a fi rst look at states scoring well in structural 
balance, as measured by the GPP in 2007 with results published in 
Governing in March 2008 (see Barrett and Greene, 2008). Structural 
balance is defi ned as the ability to support ongoing expenditures with 
ongoing revenues – an issue of concern to more than half of governors 
in 2008 as indicated in their State of the State addresses for that year. 
States responding to the GPP survey indicated fi nancial strategies taken 
during fi scal years 2005 and 2006, a brief period of recovery directly 
following the two worst budget years experienced by states in fi ve 
decades (2002 and 2003) and just before the onset of recent fi scal decline 
(2007 and 2008). Overall, states improved their ranking in structural 
balance from the previous iteration of the GPP in 2005, when this cri-
terion ranked 18th compared to all other management criteria graded. 
Structural balance moved up in rank to 11th in the 2008 GPP, undoubt-
edly the result of a more positive economy, but also attributable to 
advancements in budgeting and fi scal capacity in the states across these 
years.

States scoring well in structural balance do exhibit signifi cantly larger 
end- of- year balances as a percentage of general fund expenditures. Also, 
these states have relatively balanced tax structures, with just one state 
predominantly dependent on one tax source for revenues, compared to 
over 30 percent of the rest of states similarly dependent. Five of the nine 
states that scored the highest in structural balance (55 percent) have tax 
burdens below the state average. Examination of the budget- balancing 
strategies engaged in by these leading states and other states in fi scal 
2005 and 2006 indicates a reduced likelihood that states with strong 
structural balance have to engage an assortment of revenue- raising and 
expenditure- reducing strategies to balance, when compared to the rest of 
the states. Specifi cally, states scoring well in structural balance did not 
transfer normally earmarked funds into the general fund, increase short-
 term borrowing, draw down budget stabilization or contingency funds, 
or accelerate tax payments in the years under study. On the expenditure 
side, these same states did not resort to hiring or program increase freezes, 
but were more likely than other states to require employees to contribute 
additionally toward health benefi ts and to implement privatization initia-
tives in 2005 and/or 2006. Also, none of these states indicated increasing 
employee benefi ts or issuing a tax refund to citizens in either year. While 
states with strong structural balance are less likely than the rest of the 
states to have constraints like budget- balancing requirements, or tax or 
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expenditure limitations that can constrain the ability to balance, these 
states do have rainy- day, budget stabilization and other funds, often with 
specifi ed funding requirements, that can be used when revenues decline 
or expenditures soar unexpectedly. And generally, these states consist-
ently fulfi ll funding requirements in order to have some fl exibility on the 
inevitable rainy day.

One might ask whether reaching and maintaining structural balance 
allows for thinking ‘outside the box’. That is, the states with strong 
structural balance examined here reveal traditional ‘best practices’ in 
budgeting and fi nancial management – by maintaining balanced tax struc-
tures, relying less on traditionally volatile corporate taxes and keeping 
tax burdens low, by shoring up resources for the proverbial ‘rainy day’, 
through minimal use of short- term debt and by keeping debt levels well 
under state limits in order to be able to tap such resources in downtimes. 
These states were less likely to resort to increasing taxes and cutting expen-
ditures to manage through fi scal stress. On the other hand, these states 
demonstrate some less customary, even unpopular approaches to man-
aging in tough times that certainly can be considered ‘outside the box’. 
Refi nancing debt, selling and leasing state assets, instituting tax amnesty 
programs and, especially, increasing employee and retiree contributions 
for health benefi ts and implementing privatization initiatives were more 
likely to be conducted by states with strong structural balance than other 
states. Such unconventional strategies helped these states to manage in 
diffi  cult fi scal times.

Thus, the nine states pegged here as leading ones in reaching and 
maintaining structural balance demonstrate adherence to traditional best 
practices in fi nancial management as well as the engagement of a variety 
of less traditional strategies. The policy- makers in these states appear 
to have a good understanding of the future eff ects of current taxing and 
spending as well as management decisions, hence the disciplined yet stra-
tegic approaches to budgeting and fi nance that are illustrated. Future 
research will examine tax administration and auditing compliance strate-
gies engaged in by states, to distinguish states with strength in this area of 
management from the rest in their eff orts to advance the fl ow of funds into 
their governments. Also, there are a number of other variables – political, 
economic and organizational – that infl uence the ability of these states 
to manage and that need to be considered in future research. Finally, a 
fuller comparison of results here with those from the previous iteration of 
the GPP in 2005 (directly on the tail of the last recession) provides fertile 
ground for further inquiry.
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NOTES

1. This section takes advantage of Willoughby’s (2008) examination of State of the State 
addresses that were accessed from January through 18 March 2008 at www.stateline.org, 
www.nga.org, or at the state government homepage. All quotes presented in this section 
are from the addresses accessed on these websites, unless otherwise noted.

2. See http://www.pewcenteronthestates.org/template_page.aspx?id535362 for the sum-
mary of the 2008 GPP project methodology and criteria development. The views 
expressed here are those of the author and do not necessarily refl ect the views of the GPP 
or The Pew Charitable Trusts.

3. In 2008, all states except Vermont have a constitutional and/or statutory requirement 
that the state budget must balance. These requirements vary. In 43 states the Governor 
must submit a balanced budget to the legislature; in 39 states, the legislature must pass 
a balanced budget; and in 37 states, the budget must be balanced at year- end (the state 
cannot carry over a defi cit into the next fi scal year). Thirty states are held to all three of 
these requirements (Snell, 2004).

4. See recent work by Rubin and Willoughby (2009) that discusses the ‘5 percent rule’ and 
examines thresholds of 8 and 16 percent in the states in fi scal years 2002 and 2003.

5. See http://www.taxadmin.org/fta/rate/07taxbur.html for the 2007 tax burden by state.
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9.  Fiscal limitations on local choice: 
the imposition and eff ects of local 
government tax and expenditure 
limitations
Daniel R. Mullins

INTRODUCTION

Of the 89,528 units of government in the United States, all but one are 
subnational and 89,476 are local (see Table 9.1). These governments are 
the fi rst line of representation and service delivery for all citizens of the 
nation. They deliver autonomous basic services and coordinate joint serv-
ices and policy across all levels of government. These jurisdictions provide 
the critical foundations for economic activity, education, and cultural and 
social development. They respond to and refl ect the subsets of desires of 
populations with diff ering tastes, capacities and needs for public services. 
Essential to the successful completion of their functions is discretion over 
service levels and packages, and the authority to raise revenue in a manner 
which eff ectively exploits their fi scal capacity consistently with the desires 
of their local populations. This discretion must obviously be limited to 
assure proper coordination with the policy objectives of overlying govern-
ments; however, beyond this there is little justifi cation for policies which 
constrain the ability of these jurisdictions to respond to the demands of 
their populations. The ability of local (and state) jurisdictions to serve the 
wants and needs of their populations in the United States has come under 
increasing strain over the past few decades for reasons that appear to defy 
rational explanation and which have contributed to distortions in their 
fi scal, service delivery and governance structures.

The subtlety of these changes belie their importance in shaping the ability 
of the sector to respond to and meet the varied needs of local populations. 
They may also refl ect the most signifi cant erosion of local autonomy since 
the establishment of home rule beginning in the nineteenth century. Some 
of these changes may have been driven by external economic forces and 
perceptions of heightened spatial competition, resulting in a perceived 
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need to respond to a new level of mobility of both residents and business 
investment. Constraints on revenues and expenditures have, however, 
been imposed via both local political processes and through statewide 
initiatives and referenda and state legislative enactments. Constraints 
imposed by the initiative and referenda process have attempted to restrain 
the ability of state and local governments. State legislative bodies have 
also been active in limiting the revenue access of substate jurisdictions. 
For local jurisdictions, constraints have been largely imposed externally, 
in statewide processes. This chapter focuses on these constraints, imposed 
through political and institutional mechanisms (rather than economic 
processes), and their eff ects on reshaping state and local fi scal structures.

GENERAL CHARACTER AND EFFECTS OF STATE 
AND LOCAL GOVERNMENT REVENUE AND 
EXPENDITURE LIMITATIONS1

Local revenue limitations are traceable to the nineteenth century and 
earlier. The more recent decades (beginning in the early 1970s) have often 
reinforced previously existing limitations (see Mullins and Cox, 1995). 
However, this period has also brought new, more stringent constraints. In 
the most recent period (since the 1990s), much of the attention has focused 
on state governments. Thirty- three states function under measures to 
limit state taxes and/or expenditures (NCSL, 2007).2 Sixteen states limit 
increases in some or all taxes, and 26 limit appropriations, although in 
four of those states these are anti- defi ciency requirements. Ten limit both 
revenue and spending. These state limitations often tie the growth in state 

Table 9.1 Subnational governments, by type

Type 1972 1982 1992 1997 2002 2007 Change 
1972–

2007 (%)

County
Municipal
Town or 
 township
Special district
School district
Total

3 044
18 517
16 991

23 885
15 781
78 218

3 041
19 076
16 734

28 078
14 851
81 780

3 043
19 279
16 656

31 555
14 422
84 955

3 043
19 372
16 629

34 683
13 726
87 453

3 034
19 372
16 506

35 356
13 522
87 790

3 033
19 492
16 519

37 381
13 051
89 476

−0.4%
5.3%

−2.8%

56.5%
−17.3%

14.4%

Source: US Bureau of the Census (2002, 2008).
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revenues and appropriations to a rate less than or equal to the growth in 
state personal income, with a variety of override provisions. While initially 
perceived to be relatively non- constraining, the severity of state limitations 
more recently imposed has increased. These state- level constraints also 
have implications for local resource availability and expenditure responsi-
bility, as state- level constraints may limit the availability of state transfers 
to localities and encourage a devolution of spending responsibility.

At the local level, the bulk of the limitations initiatives have been 
directed at the property tax; however, their scope has broadened since 
1990. Local revenue or expenditure limitations exist in 47 states, but 
vary widely in the actual constraint they impose. Over the years, these 
limitations have substantially altered the structure of local fi nance, and 
have created shifts in the distribution of service responsibilities between 
units of government. Limitations on local property taxes and general 
expenditures have stimulated shifts toward non- tax sources of revenues 
(fees and charges, state transfers and debt) and have encouraged verti-
cal shifts of revenue and expenditure authority and responsibility to the 
state. They also inspire horizontal shifts of local functional responsibility 
(through increased roles of special service and fi nance districts; see Figure 
9.1). Service aff ects attributed to them have included reduced educational 
inputs, lower teacher qualifi cations, poorer educational performance and 
generally lower- quality municipal services. Increased borrowing at the 
state and local levels has also been attributed to tax limitations (see Mullins 
and Joyce, 1996; Joyce and Mullins, 1991; Mullins, 2001, 2004; Danziger, 
1980; Downs and Figlio, 1999; Downes et al., 1998; Doyle, 1994; Bowler 
and Donovan, 2004; Carr, 2006). Limitations have also had diff erential 
eff ects across governments within states. As would be expected, they are 
likely to have the most serious implications for central cities and less pros-
perous communities. The overall outcome may be impaired responsive-
ness, as relationships between local governments and local populations 
are substantially altered, and local government’s capacity to provide for 
public needs and wants declines. The eff ects vary by type of government 
and service subgroups, and by the demographics of resident populations 
(Mullins, 2001, 2004).

The eff ects of tax and expenditure limitations (TELS) increase over time. 
Colorado’s Taxpayer Bill of Rights (TABOR), the nation’s most com-
prehensive and stringent package of state and local tax and expenditure 
limitations, was enacted in 1992. State- level provisions were suspended in 
2005 in a wave of concern for TABOR’s detrimental eff ect on both state 
and local services (see Box 9.1). Still, tax and spending limitations of all 
varieties continue to be placed on state ballots and considered by state 
legislatures, often with the assistance of national anti- tax associations 
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(see below). Limitations complicate budgeting at the state or local level, 
sometimes mandating expenditure increases or privileged status to certain 
program areas while elsewhere limiting the ability of government to 
fi nance them. The large number of states facing court- ordered reform 
of their systems of fi nancing K–12 (Kindergarten to grade 12) education 
must work within their frameworks.

Expenditure and revenue authority and responsibility has shifted away 
from local governments in general (and local general- purpose govern-
ments in particular), altering access and voice within a framework of 
constraint. The result may entail serious implications for local autonomy 
and the ability of communities to match their service–tax packages to the 
preferences of their residents, seriously reducing the effi  ciency of resource 
allocation within the sector.

PERVERSION OF THE PROPERTY TAX

Statewide Responses Engender Local Costs

The property tax has often been a motivator for supporting local tax and 
expenditure limitations. Particularly in the present environment (one of 
ballooning market prices followed by a contraction and mortgage crisis), 
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Figure 9.1  Total local general revenue by type of government
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one of the primary challenges facing local government is fending off  attacks 
on its basic revenue source from state actors desiring to take credit for pro-
viding ‘relief’. State actions vary to the degree that they place the burden for 
‘tax relief’ on state or local resources. For example, in 2006, Pennsylvania 
enacted $800 million in property tax relief during a special legislative 
session for 2008–09. Revenues from gaming are to be used to reduce school 
district taxes by 10 percent and an option was provided for further tax 
relief through the adoption of local income taxes. In New York, in 2007 
the Governor proposed a $6 billion school property tax relief program for 
fi scal years 2008–2010 (FY2008–10) for middle- income homeowners using 
state funds, but also proposed a cap on school property tax levies. New 
Jersey allocated $1.7 billion from the state budget for residential property 

BOX 9.1  TABOR-ATTRIBUTED EFFECTS IN 
COLORADO

Colorado’s Taxpayer Bill of Rights fostered a substantial decline 
in the availability and quality of nearly all public services.

● Colorado K–12 education funding. Declined from 35th in 
the nation to 49th as a portion of personal income. Average 
per pupil funding fell by more than $400 relative to the 
nation and teacher salaries declined from 30th to 50th.

● Cuts in higher education funding. Funding per resident 
student declined 31 percent in real terms. Higher educa-
tion’s share of personal income declined from 35th to 48th. 
Real tuition increased 21 percent in four years.

● Cuts in funding for public health. Colorado declined from 
23rd to 48th in the percentage of pregnant women receiv-
ing adequate prenatal care and fell from 24th to 50th in the 
share of children receiving full vaccinations.

● Medical insurance for children and adults. The portion 
of low-income children lacking health insurance doubled 
and Colorado ranks last among the 50 states in coverage. 
Colorado fell from 20th to 48th low-income non-elderly 
adults covered under health insurance and ranked 49th 
in low-income non-elderly adults and low-income children 
covered by Medicaid.

Source: Lay and Lyons (2006). Original source, Bradley and Lyons (2005).
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tax ‘rebates’ for 2005–07. New Jersey also, however, enacted limits on 
property tax levy increases for all local governments from 2007 to 2012.

Other states have sought to enact property tax relief in manners that 
more signifi cantly infringe on local discretion. In 2007, Florida required all 
local jurisdictions (including school districts) to freeze FY2008 tax levies 
at FY2007 levels and then imposed additional reductions of 3 percent for 
school districts, and in amounts based on previous growth history for 
cities and counties. Further growth was restricted to the rate of growth of 
population and income. In January 2008, a referenda incorporated relief 
into the Florida Constitution, doubling the homestead exemption, allow-
ing portability of valuation reductions due to the existing 3 percent cap 
on annual assessment growth, retaining a 3 percent residential assessed 
value cap and instituting a 10 percent cap on non- homestead property.3 In 
March of 2008 the Indiana Legislature provided $870 million in property 
tax relief and at the same time enacted statutory property tax rate limits on 
all local governments expected to produce a 30 percent reduction in local 
government revenue. Beginning in 2010, homestead property taxes are 
limited to 1 percent of assessed value, apartments and agricultural prop-
erty taxes are limited to 2 percent, and businesses 3 percent. Local spend-
ing limits were also enacted. A referenda scheduled for 2010 would place 
these limitation into the state’s Constitution. In Georgia, a constitutional 
amendment has been proposed that would freeze residential real property 
values and another has been proposed (‘The GREAT Plan’) that would 
eliminate property taxes for education, establish a property tax revenue 
cap and acquisition value assessment (see Box 9.2).

Relief provided by many of these proposals and initiatives come at the 
direct expense of local government revenue. They are often shortsighted 
at best, scrambling to provide relief in the form of a statewide policy 
response (in an environment of a short- term economic cycle) to a local 
taxation issue. State responses usurp local choice, as mechanisms of local 
political responsiveness and representation are circumvented. Instead of 
relying on a response by a local governing body to moderate tax rates in 
the face of cyclical base changes, uniform statewide responses are enacted 
which likely produce intermediate-  and long- term revenue diffi  culties for 
local governments faced with future market readjustments and poten-
tially declining property values. The ramifi cations of these constraints are 
already at hand, given the defl ation of housing values brought on by the 
subprime mortgage and liquidity crisis and the general economic contrac-
tion. In the current environment, states and localities have gone from 
revenue- rich to increasing austerity in the span of a single year. The largest 
revenue shortfalls since 2001 emerged in planning for FY2009 budgets in 
at least 29 states. These states faced a combined revenue shortfall of more 
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BOX 9.2  ILLUSTRATIVE EXAMPLES OF STATE 
PROPERTY TAX RELIEF INITIATIVES

State Initiative

Pennsylvania Enacted in June of 2006 (Special Session Act 1) 
provides $800 million in statewide property tax 
relief for 2008–09. Gaming revenue to reduce 
school district property taxes by 10 percent. An 
option exists for school districts to place a refer-
enda on the November 2009 ballot to institute a 
local income tax to provide property tax reduc-
tion via homestead and farmstead exclusions 
(or, under certain circumstances, millage reduc-
tions).

New Jersey Homestead (owner and tenant) rebates for 2005, 
2006 and 2007 property tax payments. For 2008, 
$1.7 billion was allocated from the state budget 
for property tax relief to 1.3 million New Jersey 
households. Rebates are for 20 percent of the 
fi rst $10,000 in tax payment for households with 
income less than $100,000 and 10 percent for 
households with income between $101,000 and 
$150,000. Different provisions exist for seniors 
and disabled taxpayers.

New York January 2007, New York’s Governor proposed 
a three-year, $6 billion expansion in property tax 
relief programs directed toward middle-income 
homeowners. The Budget proposal for FY 
2007-08 increased the school tax relief program 
by $1.5 billion, with increases of $2 billion and 
$2.5 billion for FY2008–09 and 2009–10. Relief 
is based on a new sliding income scale with 
100 percent increases in benefi ts to as much as 
$2300 for families with incomes of $80,000 or 
less. In June of 2008, New York’s Governor also 
proposed a cap on school property tax levies and 
the New York State Commission on Property 
Tax Relief proposed additional restructuring.
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State Initiative

Indiana 19 March 2008 legislation provided $870 million 
in property tax relief, cutting average home-
owner property taxes by more than 30 percent. 
Beginning in 2010, homestead property taxes 
are limited to 1 percent of assessed value, 
apartment and agricultural taxes are limited to 2 
percent of assessed value, and businesses are 
limited to 3 percent. Additional reductions accrue 
through increased sales tax revenues. Also 
included are limits on local government spend-
ing. An amendment will be voted on in November 
of 2010 to permanently enter these caps into the 
state Constitution. Signifi cant education costs 
(including operating costs) are shifted to the 
state. Referenda will be required on school and 
local governments’ capital projects and local 
government discretion in ‘levy appeals’ will be 
eliminated. Eliminates most township assessors 
and places most assessing responsibility in the 
hands of counties.

Florida June 2007, Florida introduced statutory property 
tax relief. Local jurisdiction and school districts 
were required to roll-back 2007–08 property tax 
levies to 2006–07 levels (except for new con-
struction). Cities and counties were required to 
additionally reduce levies based upon a factor 
which directly related required reductions to pre-
vious year’s level of levy growth. School districts 
were required to reduce levies by 3 percent. 
Revenue growth is restricted to the rate of growth 
in population and income. Overrides require 
supermajority legislative votes, with some requir-
ing public referenda. 29 January 2008, a refer-
enda was held on including expanded relief in 
the state’s Constitution. It provides for expanded 
(and doubled) $50,000 homestead exemptions 
(except for school district levies); allows val-
uation reductions of up to $500,000 due to 
the 3 percent limit on residential assessment 
increases on homes of existing homeowners to
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than $48 billion. Mid- year, 21 states had seen a shortfall in revenue execu-
tion necessitating more than $8.9 billion in additional revenue reductions 
(McNichol and Lav, 2008).

Local jurisdictions, whether cities, school districts, transportation dis-
tricts or villages, fi nd themselves in similar circumstances. Two- thirds of 
city fi nancial offi  cers indicate a decline in their ability to cover fi scal needs 
in 2008 and four- fi fths expected the situation to worsen in 2009. Aggregate 
average real revenue reductions of more than 4 percent are expected for 
2008 with property tax revenue declines of more than 3.5 percent. This 
is occurring in the face of signifi cant cost escalation driven by increases 
in the cost of energy and fuel, public safety, infrastructure, pensions and 
health insurance. The result is real (and in some cases signifi cant nominal) 
declines in public services. However, outcomes are buoyed by the existence 
of historically high reserves (Pagano and Hoene, 2008). Many jurisdic-
tions across the United States are fi nding that signifi cant retrenchment 
is required to close revenue shortfalls that have developed in current 
year budgets and even more drastic measures are needed to deal with 
projected shortfalls in the following year (see Box 9.3). This is occurring 
at a time when state governments such as California, Maryland, Virginia 
and Massachusetts (and many others) are considering sharp reductions in 

State Initiative

be transferred to homes purchased in 2007 or 
later; retains the 3 percent homestead assess-
ment cap, while capping non-homestead prop-
erty at 10 percent; and establishes a $25,000 
exemption for business personal property.

Georgia 12 February 2008, a proposed constitutional 
amendment to freeze residential real property 
values at 2008 levels and adopt acquisition value 
assessment (limiting assessment increases to 
an infl ation factor) passed the state senate. A 
second proposal has also been advanced to 
eliminate property taxes for education, cap prop-
erty tax revenue for other local jurisdictions (lim-
iting levy growth to the change in a price index) 
and adopt acquisition value assessment. Known 
as ‘The GREAT Plan’ (Georgia’s Repeal of 
Every Ad Valorem Tax) lost local revenue will be 
partially replaced by increases in sales taxes.
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BOX 9.3  EXAMPLES OF MAGNITUDES 
OF LOCAL FISCAL STRESS AND 
BUDGETARY ADJUSTMENTS

Local government Revenue shortfall and remedy

Los Angeles Current year revenue shortfall of $400 
million with expected employment and 
service cuts. Fiscal year 2010 budget 
instructions call for submission of two 
proposals by department heads (freez-
ing spending and a 9 percent across the 
board budget reduction). Reductions in 
state aid are also likely due to the state 
of California’s own budget diffi culties. 
(Wilson, P. [2008]. LA expects big budget 
shortfall. Los Angeles Times, 4 October, 
part B, p. 3)

Long Island Towns Current year shortfall in nearly all of Long 
Island’s 13 towns due to slumping ‘mort-
gage tax revenue’. Hiring freezes and bond 
issues are being considered. Shortfalls are 
as follows. Brookhaven, at least $19.3 
million. Previous budget cuts of 5 percent 
were enacted along with current additional 
cuts in ‘discretionary spending’ and a hiring 
freeze. Islip, at least $10 million. Budgets 
were previously trimmed by 5 percent in 
the spring of 2008, additional operating 
cost reductions are planned, as is a 5 
percent reduction in personnel cost for FY 
2009. Similar issues face East Hampton, 
Huntington, Smithtown, Hempstead, North 
Hempstead and Oyster Bay. (Whittle, P. 
et al. [2008]. Economy zaps LI towns. 
Newsday, 29 September, A16.) 

Philadelphia Projected fi ve-year, $850 million, revenue 
shortfall, fi ve months after approval of 
the current year budget and $400 million 
greater than one month earlier. Bonuses 
for 4500 employees have been frozen,
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Local government Revenue shortfall and remedy

10 percent across-the-board budget cuts. 
All options are being considered. (Shields, 
J. and Gelbart, M. [2008]. Five year gap 
in Phila: Spending could hit $850 million. 
Philadelphia Inquirer, 9 October, B1.) 

Prince George’s 
County, MD

Current year shortfall, $57 million. 
Proposed forced two-week furlough of 
all county employees (except school dis-
trict), $14 million reduction in education 
budget and across-the-board operating 
cuts. (Helderman, R. [2008]. Johnson pro-
poses two-week furloughs. Washington 
Post, 16 September, B5.)

Hoboken, NJ Current year $10 million shortfall. State 
oversight to close the gap. New Jersey’s 
Local Finance Board is now required to 
approve all city expenditures and con-
tracts, all city employees’ deployment and 
departments will be audited. (The Bond 
Buyer. [2008]. Hoboken needs approval 
for all borrowing. 11 September, p. 24.)

Camden, NJ Current year, $24 million shortfall in a 
city of 80,000 residents. Layoff of 40–60 
(non-public safety) employees. Governor 
appointed chief operating offi cer. (Katz, 
M. [2008]. Camden workers protest pro-
posed lay-offs. Philadelphia Inquirer, 19 
September, B1.)

Fairfax County, 
VA

Expected 2009 revenue shortfall of $430 
million. Delayed capital projects, budget 
reviews. (Chandler, M. [2008]. Supervisors 
turn away Fairfax schools proposal. The 
Washington Post, 23 September, B1.)

Duluth, MN Current year, $6 million revenue shortfall. 
Occurred after laying-off 160 employees 
and retrenching recreation programs in the 
adopted budget. (Saulny, S. [2008]. Finan-
cial crisis takes a toll on already-squeezed 
cities. New York Times, 7 October, A16.)
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local government transfers. Local jurisdictions in states allowing broader 
and more diversifi ed revenue options and without constraining tax and 
expenditure limitations are better able to cope with current economic con-
ditions and to continue to meet the public service needs of their popula-
tions (Hoene and Pagano, 2008).

A Love–Hate Relationship

For good or ill, much of the focus of the local portion of the ‘tax revolt’ 
has been the property tax, either in general or for education purposes.4 
Indicators suggest that we may be on the cusp of a third wave. What explains 
this outcome? On all economic counts, this tax has positive attributes as a 
local revenue generator. Public opinion polls, however, consistently rate 
the property tax as among the ‘worst’ or ‘least fair’ taxes, and limitations 
and ‘reforms’ have not altered the general view of the public. A 2007 survey 
of the Tax Foundation reported the local property tax as the least fair of 
broad- based state and local taxes, with fully half of all respondents rating it 
as somewhat unfair or not at all fair (Chamberlain, 2007). At the same time 
the public consistently shows equal or more trust and confi dence in local 
government compared to national and state governments, and favors local 
governments in value received for their dollar in taxes. More surprising is 
that the Western states, those imposing the most serious limitations, are 
among the least likely to view the property tax as the worst tax, equally as 
likely to have trust and confi dence in local government, and feel as though 
they are receiving value for their tax dollars (Cole and Kincaid, 2000). How 
is it that the primary revenue source for the level of government for which 
the public has most confi dence, and perceives the greatest value, is held in 
such disrepute? An argument can be made that ‘reforms’ enacted to limit 
local government’s access to property tax revenue have seriously impaired 
equity and effi  ciency, resulting in desire for a new series of ‘reforms’.

Local government Revenue shortfall and remedy

Phoenix Budget reduction of $89 million adopted 
for current fi scal year. Based on a 12.5 
percent spending reduction. Lagging 
revenue has required new propos-
als for an additional 30 percent reduc-
tion. (Saulny [2008]; Uchitelle, L. [2008]. 
Lawmakers weight plans for stimulus. 
New York Times, 10 October, B1.)
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Favoring the Resident Homestead/Diff erential Burdens as Political 
Nullifi ers?

There have certainly been legitimate concerns raised regarding the prop-
erty tax over time (see Fisher, 1996), but these do not supersede its basic 
appeal as a local revenue source. The marginal adjustments in the general 
implementation of the property tax over the last several decades, to the 
degree to which they have created departures from the theoretical prop-
erty tax in its administration, tend to have benefi ted the resident citizen 
voter (Gold, 1979) and more specifi cally those with the longest tenure.

Classifi cation
A review of property tax classifi cation structure across the states shows 
that through varying assessment ratios or directly applying diff erential 
property tax rates, 22 states (and the District of Columbia) apply lower 
eff ective tax rates to the taxable value of residential property than do 
commercial and industrial property. For 14 states, the resulting diff eren-
tial produces a tax rate on commercial and industrial property that is at 
minimum twice that of residential property (see Table 9.2). This applica-
tion to taxable value also seriously underestimates this residential diff er-
ential because of reductions in the base value of residential property and 
tax liability through homestead exemptions, deferrals and circuit-breaker 
programs (not to mention diff erences in assessing practices and methods).

Homestead exemptions
Homestead exemptions in the form of a reduction of assessed value or 
credit against tax payments are provided in every state except Missouri. 
Twenty- eight states provide a general homestead exemption to all home-
owners, with two providing similar relief to renters, while the remainder 
provide it to other classes of homeowners, such as the elderly, veterans, 
blind, disabled or low- income homeowners. Twenty- fi ve states provide 
special relief to elderly homeowners (with fi ve also providing relief to 
elderly renters). Forty- four states off er additional targeted relief to the 
blind, disabled or disabled veterans (nine off er this exemption without 
providing relief to general homeowners or elderly homeowners). Eleven 
states provide additional relief to low- income homeowners and elderly 
homeowners, or require an income test for eligibility. The value of the 
exemptions range from a maximum total exemption of assessed value 
(generally for disabled veterans) in 18 states, to exemptions for all home-
owners of $100,000 for school taxes in South Carolina, an $89,000 exemp-
tion in Idaho and an $80,000 exemption in Hawaii. Mississippi exempts 
34 percent of assessed value and North Dakota 10 percent. New York 
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exempts $30,000 in property value and Florida and Alaska exempt $25,000 
and $20,000 respectively. The values of some of these exemptions are 
adjusted upwards periodically as home values increase. The fi xed nature 
of these exemptions in most states results in greater relative base relief for 
lower- valued properties, reducing eff ective tax rates the most for owners of 
lower- valued homesteads. In aggregate, these exemptions reduce the rela-
tive value of the residential component of the property tax base (compared 
to commercial and industrial components) and shift a greater portion of 
property tax burdens to commercial and industrial classes. This burden 
shift is magnifi ed by assessment processes and diff erential classifi cations.

Commercial and industrial burdens
The result is that for 2000 in the largest urban areas in each state, typical 
eff ective tax rates on commercial property averaged more than double that 
of typical residential housing, while the rate on industrial property was 
1.75 times higher (see Table 9.3, last four columns).5 This diff erential had 
declined somewhat in 2004, with eff ective commercial and industrial prop-
erty tax rates at a level 1.92 and 1.49 times the residential rates across the 
states. This, of course, assumes that valuations are accurately calculated. 
For 2004, the highs for relative tax burdens for commercial property were 
16.4 times that of residential property in Massachusetts (with a commercial 
eff ective tax rate of 3.01 percent), 6.39 times in New York (at 3.92 percent) 
and 3.58 times in Colorado (at 1.83 percent). For 2000, in no jurisdictions 
were commercial eff ective tax rates less than residential rates; for 2004 
they were in fi ve states (Delaware, New Hampshire, New Jersey, North 
Dakota and Pennsylvania). Industrial property was taxed at a level 9.04 
times the residential rate in Massachusetts (at 1.65 percent), 3.84 times in 
New York (at 2.35 percent), 2.89 times in the District of Columbia (at 1.94 
percent), and at 2.86 times in Colorado (at 1.46 percent). While in only fi ve 
states was industrial property taxed at a rate less than the residential rate 
in 2000, this was so in 19 states for 2004, refl ecting a shift toward lessened 
industrial tax burdens.

Circuit- breakers and deferrals: more targeted relief
Circuit- breakers, however, are also used in 33 states and the District of 
Columbia for targeted residential property tax relief (Table 9.2). Relief is 
generally calculated as a portion of property tax liabilities that exceed a 
certain percentage of income and is provided as a refundable income tax 
credit. Relief is available for all homeowners in 13 states, for all renters in 
11, and for both renters and homeowners in 10. Renter circuit- breakers 
are often provided to compensate for the absence of homestead exemp-
tions for commercial rental property, with property taxes calculated as an 
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assumed percentage of gross rent. In 21 states, circuit- breakers only apply 
to elderly homeowners and renters. For three states, special additional 
relief is available for elderly renters or homeowners above that provided 
to all renters and homeowners. Overall, special provisions exist that are 
applicable to only elderly homeowners in 22 states and elderly renters in 18 
states, with 17 states having special provisions for both. The magnitude of 
relief includes a credit of up to the full property tax liability in Maryland, 
and of any amount over 3 percent of income in Hawaii. Nearly all other 
states cap absolute maximum credit amounts, but 11 cap this at $1000 
or more. The maximum equals or exceeds $2000 for Maine, New Jersey 
and Oregon, with New Jersey’s program available to all homeowners and 
renters and Oregon’s available to elderly renters.

Deferral programs also exist in 22 states plus the District of Columbia 
which allow portions of property tax payments to be deferred until sale of 
the property or for a specifi ed period of time (Table 9.2). These programs 
are less universal, with only three applying deferrals to all homeowners 
and 22 limiting eligibility to the elderly or disabled (and one only to the 
disabled). In addition to state programs, numerous localities also off er 
deferrals in cases of hardship to relieve excess property tax burdens.

Property Tax Reliance

Still, public attitudes are refl ected in patterns of reliance on the tax (see 
Figure 9.2). Use of the property tax for local government fi nance has been 
in decline for the past 40 years. The period of greatest decline (from 1961 
to 1981) was the era of California’s Proposition 13 and the fl urry of prop-
erty tax constraints.

However, the relative shift away from the property tax does not provide 
the full picture. Over that same period, the property tax burden, adjusted 
for infl ation, has been increasing at a near unrelenting pace (Figure 
9.3). Total real property tax collections grew from $84,602.8 million 
to $290,828.9 million, measured in constant 2000 dollars, a compound 
annual rate of 2.9 percent. The growth rate was only slightly interrupted 
in the late 1970s to early 1980s. Since 1982, after a subsidence of the initial 
wave of ‘property tax revolts’, the compound annual growth rate has been 
3.7 percent. Property tax collections have been increasing more rapidly 
than infl ation, by a considerable amount. However, as a share of income, 
property taxes declined until 2000, then increased with escalating residen-
tial property values. Still, as a portion of income, 2007 property taxes are 
22 percent lower than in 1961 (0.0327 in 2007 versus 0.0420 in 1961, see 
Figure 9.4).

The average burden (local property tax collections in a state divided by 
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state personal income) imposed by local property taxes across individual 
states in 2006 was equal to 3 percent of state personal income. This is 
down 27 percent from 1972 levels (3.8 percent) and essentially unchanged 
(up 0.1 percent) from 1999 (see Table 9.4). The variation between states 
in this burden is also lower in 2006 than for 1972 and only very slightly 
greater than 1999. The highest burdens are in the Northeast, specifi cally 
New Jersey (5.1 percent), Maine (5.1 percent), Rhode Island (4.7 percent), 
New Hampshire (4.6 percent), New York (4.5 percent) and Connecticut 
(4.3 percent). These six states also had the highest relative property tax 
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Figure 9.2  Local property tax as share of local general revenue, 
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Figure 9.3  Real state and local property tax, 1961–2004 (2000 dollars)



224 State and local fi scal policy

burdens in 1999, though only New Jersey and Connecticut were in the top 
eight for 1972. In all cases (except Rhode Island) these burdens were lower 
than or equal (Maine) to burdens in 1972. For two, 1999 burdens were 
higher than in 2006 (New Jersey and Rhode Island). Lowest burdens are 
generally in the South, at less than 2 percent of personal income. Vermont 
also enters the ranks of states with the lowest local property tax burden 
for 2006 after its 1997 Act 60 education fi nance reforms. However, in 
Vermont, local control of property taxes for education was replaced by 
state control. The result is that Vermont has, by far, the highest state prop-
erty tax burden. For the nation as a whole, the state government property 
tax burden is 0.1 percent. Among the other ten states with the lowest local 
property tax burdens, the state burden is negligible to non- existent. In 
Vermont, state property taxes are 3.7 percent of personal income, result-
ing in a combined state–local property tax burden of 5.4 percent, making 
it tied with New Hampshire for the highest combined (state and local) 
property tax burden in the nation. For Vermont, this burden exists under 
signifi cantly impaired local choice.

Property taxes have declined from an average of 40 percent of local 
general revenue across states in 1972 to 29 percent in 1999 and 2006. 
Irrespective of the growth in housing values and property taxes larger 
share of personal income, property taxes as a portion of local revenue did 
not grow between 1999 and 2006, as local revenue from other sources kept 
pace. Local revenue bases have certainly become more diversifi ed since 
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1972, and the extremes of property tax reliance have tempered a little more 
between 1999 and 2006. With the exception of New York, it is not surpris-
ing to fi nd that in states with higher property tax burdens the property tax 
also comprises a higher portion of local general revenue. Local property 
tax burdens in New York are the fi fth- highest among the states; however, 
property taxes as a portion of local general revenue are 25th among the 
states, refl ective of the revenue diversifi cation of New York local govern-
ments and their signifi cant fi scal presence.

As an off set to the long- term secular decline in the relative role of prop-
erty taxes in fi nancing local government, the relative importance of fee 
and charge revenue and intergovernmental transfers from the state have 
increased. On average, fee, charge and miscellaneous revenue increased 
from approximately one- third of property tax revenue across states in 
1972, to 68 percent of it by 1999, and 66 percent in 2006. Variation in the 
role of fees and charges across states has been and remains substantial, with 
a coeffi  cient of variation of 75 percent. States with local governments least 
reliant on fees and charges are concentrated in the Northeast, with those 
most reliant concentrated in the South and Southwest. Intergovernmental 
revenue from states has continued to grow, predominantly driven by 
changes in the relative state–local role in education fi nance. In 1972, state 
transfers were equal to two- thirds of property tax revenue across states. By 
2006, state transfers were 8 percent greater than local property tax revenue. 
The relative importance of transfers continued to increase between 1999 
and 2006. The variation between states is also quite substantial and local 
governments in some states are much more reliant on transfers in 2006 
than during earlier periods. Again, New England states (and Hawaii, 
due to the absence of local responsibility for education) are less reliant 
on transfers and more reliant on property taxes. At the other extreme, in 
Missouri, with a moderate property tax burden (due partly to local sales 
and income taxes) local governments receive approximately ten times 
more revenue from state aid than from property taxes. Arkansas receives 
fi ve times as much, and Vermont and New Mexico receive approximately 
four times. This dependency has signifi cantly increased even since 1999 
and has potentially serious implications for local choice.

Distribution of Homestead Property Tax Burdens

Average eff ective tax burdens
Even with classifi cation, homestead exemptions, circuit- breakers and 
deferrals, rising property tax burdens and unpopularity of the property 
tax have aided the imposition of TELs. A major practical concern is the 
relationship between the property tax payment and the income of the 
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household. Because homes are purchased on the basis of lifetime eco-
nomic status, the property tax can become burdensome relative to annual 
household income. This is a frequent source of discontent and criticism 
of the tax. The Minnesota Taxpayers Association 50- state property tax 
study (see Table 9.3) suggests that the average eff ective tax rate on higher-
 valued residential homestead property in each state’s largest urban areas 
increased by 25 percent between 2000 and 2004 (from 1.14 to 1.42 percent), 
with the highest burdens occurring in Michigan, Wisconsin, Connecticut, 
Maryland, Texas and Oregon (with rates above 2.2 percent). There is great 
variation within states evident in comparing the 2000 and 2004 studies. 
Alternatively, data from the American Community Survey (ACS) fi nd 
that the median household’s self- reporting of property tax payments for 
2007 across 775 counties results in a cross- county average residential eff ec-
tive tax rate of less than 1.9 percent in each state, with the highs being in 
Texas, Nebraska, Wisconsin, New Hampshire and New Jersey. The ACS 
also shows that across surveyed counties in the US, average eff ective tax 
rates (taxes as a portion of housing value for the median- valued home) 
actually declined between 1999 and 2006, suggesting that public choice 
processes have not been entirely ineff ective at mitigating increases.

Still, the ACS also shows that between 2000 and 2006, average house-
hold property tax burdens (measured as taxes as a portion of household 
income) increased in 46 of the 50 states (Mikesell and Mullins, 2008a, 
Table 4; see Table 9.3) and in 20 states the annual growth rate has been 3 
percent or greater. This occurred at a time when median eff ective tax rates 
in urban counties actually declined between 1999 and 2006, while median 
burden increased by 13 percent (Mikesell and Mullins, 2008b). This was 
due to a 56 percent increase in median property value coupled with a 
median household income increase of 17 percent. So, unabated, property 
tax burden increases might have been signifi cantly higher, implying that 
local rate- setting policy has been responsive to popular and political con-
cerns about this increasing burden in rolling back property tax rates. This 
suggests that local public choice processes have been more than somewhat 
successful in holding local offi  cials accountable, calling into question the 
effi  cacy of the fl urry of statewide intervention.

Vertical equity
However, property tax burdens are not proportional to income. In fact, 
based on micro- household data for 1999–2006, property tax burdens 
across the United States are a declining function of income. On average, 
burdens decline 6 percent for each $10,000 increase in household income 
(Mikesell and Mullins, 2008a). This suggests that either property tax rates 
or property valuation methods (or both) and/or the ratio of property value 
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to household income varies across and within states and substate areas in 
a manner that levies higher relative taxes on the incomes of lower- income 
households. Again, this occurs irrespective of the nearly universal applica-
tion of homestead exemptions. Table 9.5 displays the relative distribution 
of property tax burdens (tax/household income) across income quintiles, 
after controlling for household, demographic, fi scal and structural factors. 
These results clearly demonstrate a declining property tax burden with 
income. This occurs in the face of fi ndings by the Minnesota Taxpayers 
Association suggesting that, on average, the eff ective tax rate on property 
is higher for higher- valued property across the states.

Based on the ACS, the lowest household income quintile averages a 
property tax burden 85 percent higher than the average across all house-
holds (and 97 percent greater than the average for quintile 3), with the 
second quintile averaging a 14 percent higher burden (27 percent greater 
than quintile 3). Higher- income quintiles face successively and signifi -
cantly lower burdens (with 30 percent and 57 percent lower relative eff ec-
tive burdens, respectively). Variations in property tax burdens across 
states and within household income decile are also considerable. Without 
controlling for other factors, burdens for the second income decile are 
2.8 times greater than the ninth income decile, and in each decile annual 
burdens have increased consistently between 2000 and 2006 (Table 9.6). 
Variations in burdens are also most substantial within lower income 
deciles. Within individual states, the average coeffi  cient of variation in 
property tax burdens across income deciles in 1999 was 98.9 percent; by 
2006 this variation had increased slightly to 102.2 percent (Table 9.3). 
States experiencing the greatest variation in burdens across income groups 

Table 9.5  Distribution and determinants of household property tax 
burdens (only quintile coeffi  cients are reported). Dependent 
variable: property tax burden as % of household income, in log 
form

Quintile distribution Parameter estimate t-value

Household income quintile 1 0.85164 1088.37
Household income quintile 2 0.14439 208.03
Household income quintile 3 −0.12260 −183.94
Household income quintile 4 −0.30443 −461.27
Household income quintile 5 −0.56900 −610.56
Coeffi  cient of determination 
(R-Square)

0.34

Source: Mikesell and Mullins (2008a).
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include Alaska (165 percent), DC (157 percent), Massachusetts (120 
percent), New Mexico (116 percent), Alabama (115 percent) and South 
Carolina (115 percent). Those with the least variation are Kentucky (75 
percent), Idaho (80 percent), Nebraska (76 percent), Iowa (83 percent) and 
Illinois (83 percent). Still, the least of these variations remain substantial, 
suggesting that the lack of uniformity in burdens may be a factor in the 
popular resentment of the property tax.

These outcomes engender opposition to the tax. Administration and 
structural provisions of property taxation and local fi nance are not neutral 
in aff ecting these burdens. Burdens are aff ected by classifi cation systems, 
full disclosure programs, circuit- breakers, deferral programs, alternative 
revenue options (and home rule), tax base competition, judicial educa-
tion mandates and acquisition value assessment systems (Mikesell and 
Mullins, 2008a, 2008b).

NON- LOCAL PURSUITS

Irrespective of issues with the property tax withstanding, the impetus for 
local limitations appears neither local nor grass- roots.6 By defi nition, they 
provide little local discretion in application of their provisions to individual 
jurisdictions, and thus seriously limit local choice and the ability of local 
populations to pursue local community and public service goals.7 Despite 

Table 9.6  Residential property tax burden (as % of household income) 
by income decile and coeffi  cient of variation across states, 
2000–2006

Decile 2000 2006

(t/i) % CV (t/i) % CV

 1 17.7 73.4 25.5 70.7
 2 5.8 58.3 8.1 61.1
 3 4.2 59.7 5.8 58.2
 4 3.5 57.3 4.7 57.8
 5 3.1 52.8 4.1 54.8
 6 2.8 55.6 3.7 53.3
 7 2.5 50.6 3.3 51.7
 8 2.4 49.9 3.1 49.2
 9 2.3 45.8 2.9 46.8
10 1.9 42.0 2.4 41.6

Source: Mikesell and Mullins (2008a).
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the broad- brush application, eff ects of these limitations across jurisdic-
tion are non- uniform. They impose diff erential welfare losses across 
classes of communities depending on how binding a particular provision 
is in an individual setting. Governments in diff erent phases of growth and 
maturity, and with populations with diff erent preferences and capacities 
for the outputs from the public sector, are aff ected diff erently, producing 
simultaneously arbitrary and biased outcomes. The imposition of fi scal 
uniformity across areas with diverse preference and population bases is 
a prescription for ineffi  ciency and dissatisfaction.8 Adaptive behavior is 
likely in an attempt to avoid welfare loss created by an arbitrary policy 
wedge between public service demands and resource access. Adaptations 
provide second- best solutions and create their own set of distortions. 
Likely outcomes include: (1) most successful adaptation by localities pos-
sessing the greatest resource slack and resource options; (2) emergence of 
ever greater layers of complexity between citizens of states and localities 
and the governance structures intended to service their needs and prefer-
ences (see Sheff rin, 1998); and (3) a new set of barriers to the maintenance 
of adequate public service levels in areas of greatest need.

CHARACTERISTICS OF TELS

Detailed inventories of tax and expenditure limitations have been pro-
vided elsewhere (Mullins and Cox, 1995; Mullins, 2004; Mullins and 
Wallin, 2004). Here we provide an updated overview of characteristics and 
the incidence of their imposition and summary tables.

Local Government TELS

Forty- seven states have some form of constitutional or statutory statewide 
limitation on the fi scal behavior of their units of local government; only 
Connecticut, New Hampshire and Vermont have none (Maine adopted 
limitations on property tax levies and on general expenditures in 2005).9 
Four additional states have adopted only limited full disclosure require-
ments since 1970.10 While tax and expenditure limitations on local govern-
ments existed as far back as the late nineteenth century, their imposition 
greatly accelerated in the latter part of the twentieth century. Seventeen 
states adopted some type of fi scal limitation on their local units of govern-
ment between 1970 and 1976, and half (50 percent) of those currently in 
existence were adopted after 1977.

Local tax and expenditure limitations are generally classifi ed into seven 
basic forms:
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overall property tax rate limits applying to all local governments; ●

specifi c property tax rate limits applying to specifi c types of local  ●

government (municipalities, counties, school districts and special 
districts) or specifi c functions;
property tax levy (revenue) limits; ●

general revenue increase limits; ●

general expenditure increase limits; ●

limits on assessment increases; and ●

full disclosure (truth- in- taxation) (Joyce and Mullins, 1991). ●

The scope of these limitations vary greatly in terms of the bindingness of 
the constraint (weak to strong) and the range, types and numbers of local 
governments aff ected.

Table 9.7 summarizes local limits across types. The most prevalent is the 
property tax rate limitation imposed on specifi c forms of local government 
(33 states have imposed this,11 with 31 limiting municipalities, 28 counties, 
26 school districts and 23 all three types). Thirty states have limited the 
size of the tax levy by their local units of government (26 for counties, 25 
for municipalities, 17 for school districts and 17 for all three). Twenty- two 
states have a full disclosure requirement; however, only 18 require a roll-
 back of property rates to a level not to exceed the previous year’s levy. 
Overall property tax rate limits are in eff ect in 13 states, while 14 have 
enacted limits on the growth of property assessments.12 Most broadly, nine 
states limit expenditure growth in their local governments, while two limit 
general revenue increases.13 A combination of two or more of these limita-
tions exists in 40 states.

While limitations have been enacted throughout the United States (at 
least 125 overall), there are regional patterns. They are most prevalent 
in Western states (44), and least employed in the Northeast (13) (Table 
9.8). Midwestern states are second in terms of TELS, followed closely by 
Southern states.14

Limitations in the Western states are not only more prevalent, but they 
are also more restrictive. They often apply to all local government units, 
and have constraints limits and stronger provisions for override. Western 
states are also more apt to have multiple limitations in eff ect.

Most of these restrictions on local revenue raising and spending have 
come in rather recent times, as noted above, and usually through ballot ini-
tiatives. Indeed, during the 1990s there were more than 150 such measures 
put on the ballot (Brunori, 1999). Very signifi cant limitations have been 
enacted in several states since 1995, including California, Washington, 
Oregon, New Mexico, Oklahoma and Maine.15 While the pace of adoption 
has slowed, the character of constraints being enacted has strengthened. 



 234

T
ab

le
 9

.7
 

Su
m

m
ar

y 
of

 st
at

e-
im

po
se

d 
lim

ita
tio

ns
 o

n 
lo

ca
l g

ov
er

nm
en

ts
 –

 n
um

be
r o

f s
ta

te
s b

y 
ch

ar
ac

te
ri

st
ic

T
yp

e 
of

 L
im

ita
tio

n
O

cc
ur

re
nc

e
Sc

op
e/

cl
as

sifi
 c

at
io

n
G

ro
w

th
 p

ro
vi

sio
ns

E
xc

lu
sio

ns
O

ve
rr

id
e 

pr
ov

isi
on

s

O
ve

ra
ll 

pr
op

er
ty

 
ta

x 
ra

te
 li

m
its

 (1
3)

Pr
io

r t
o 

19
78

: 8
19

78
 o

r a
ft

er
: 5

(A
do

pt
ed

 o
r m

od
. 

 
19

90
1

: 2
)

M
ul

tip
le

 
 C

la
ss

ifi 
ca

tio
ns

: 
12

R
es

id
en

tia
l O

nl
y:

 
 

1

N
ot

 a
pp

lic
ab

le
.

D
eb

t s
er

vi
ce

: 9
Sp

ec
ia

l/e
xc

es
s 

 
le

vi
es

: 7
H

om
e 

ru
le

: 2
Sp

ec
ia

l d
st

: 1

R
ef

er
en

da
:

 
 Si

m
pl

e 
m

aj
or

ity
: 5

 
 Su

pe
rm

aj
or

ity
: 1

L
eg

isl
at

iv
e:

 1
T

em
po

ra
ry

: 2
Sp

ec
ifi 

c 
pr

op
er

ty
 

ta
x 

ra
te

 li
m

its
 (3

3)
Pr

io
r t

o 
19

78
: 2

8
19

78
 o

r a
ft

er
: 5

(A
do

pt
ed

 o
r m

od
. 

 
19

90
1

: 8
)

C
ou

nt
ie

s: 
28

M
un

ic
ip

al
iti

es
: 3

1
Sc

ho
ol

 d
st

.: 
26

A
ll:

 2
3

N
ot

 a
pp

lic
ab

le
.

D
eb

t s
er

vi
ce

: 2
3

Sp
ec

ia
l l

ev
ie

s: 
19

H
om

e 
ru

le
: 3

R
ef

er
en

da
:

 
 Si

m
pl

e 
m

aj
or

ity
: 2

0
 

 Su
pe

rm
aj

or
ity

: 3
L

eg
isl

at
iv

e:
 1

Pr
op

er
ty

 ta
x 

le
vy

 
lim

its
 (3

0)
Pr

io
r t

o 
19

78
: 1

1
19

78
 o

r a
ft

er
: 1

9
(A

do
pt

ed
 o

r m
od

. 
 

19
90

1
: 9

)

C
ou

nt
ie

s: 
26

M
un

ic
ip

al
iti

es
: 2

5
Sc

ho
ol

 d
st

.: 
17

A
ll:

 1
7

F
ix

ed
 %

: 1
6

B
as

e 
gr

ow
th

: 3
In

fl a
tio

n:
 4

In
co

m
e:

 1
F

ix
ed

 $
 a

m
ou

nt
: 2

L
im

ite
d 

to
 

 
 as

se
ss

m
en

t 
ro

llb
ac

k:
 7

D
eb

t s
er

vi
ce

: 1
2

A
nn

ex
., 

 
 im

pr
ov

em
en

ts
, 

co
ns

tr
uc

tio
n:

 9
C

ap
ita

l 
 

 im
pr

ov
em

en
ts

: 2
C

on
tr

ac
ts

: 2
E

m
er

ge
nc

ie
s: 

2
M

an
da

te
s:1

H
om

e 
ru

le
:1

R
ef

er
en

da
:

 
 Si

m
pl

e 
m

aj
or

ity
: 1

2
 

 Su
pe

rm
aj

or
ity

: 3
St

at
e 

bo
ar

d:
 1

C
ou

rt
 a

pp
ea

l: 
1

L
eg

. m
aj

or
ity

: 1
 

 Pe
tit

io
n 

fo
r 

 
re

fe
re

nd
a:

1
L

eg
. 4

/5
: 1

G
en

er
al

 re
ve

nu
e 

lim
its

 (4
)

Pr
io

r t
o 

19
78

: 1
19

78
 o

r a
ft

er
: 3

(A
do

pt
ed

 o
r m

od
. 

 
19

90
1

: 2
)

C
ou

nt
ie

s: 
3

M
un

ic
ip

al
iti

es
: 3

Sc
ho

ol
 D

st
.: 

2
A

ll:
 1

F
ix

ed
 %

/$
: 2

B
as

e 
gr

ow
th

: 1
In

fl a
tio

n/
C

PI
: 2

N
o 

ne
w

 ta
x 

or
 

 
ra

te
 

 in
cr

ea
se

: 1

D
eb

t s
er

vi
ce

: 1
Sp

ec
ia

l 
 

as
se

ss
m

en
ts

: 1
C

ou
rt

 ju
dg

m
en

ts
: 

 
1

R
ef

er
en

da
:

 
 Si

m
pl

e 
m

aj
or

ity
: 2



 235

G
en

er
al

 
ex

pe
nd

itu
re

 li
m

its
 

(9
)

Pr
io

r t
o 

19
78

: 6
19

78
 o

r a
ft

er
: 3

(A
do

pt
ed

 o
r m

od
. 

 
19

90
1

: 4
)

C
ou

nt
ie

s: 
5

M
un

ic
ip

al
iti

es
: 6

Sc
ho

ol
 d

st
.: 

9
A

ll:
 5

F
ix

ed
 %

: 3
In

fl a
tio

n/
C

PI
: 4

B
as

e 
gr

ow
th

: 2
In

co
m

e:
 3

Pu
pi

ls:
 3

D
eb

t s
er

vi
ce

: 2
M

an
da

te
s: 

2
E

m
er

ge
nc

ie
s: 

3
Sp

ec
ia

l d
st

.: 
2

Sp
ec

ia
l e

du
ca

tio
n:

 
 

2
C

on
tr

ac
ts

: 2

R
ef

er
en

da
:

 
 Si

m
pl

e 
m

aj
or

ity
: 7

L
eg

isl
at

iv
e:

 
 Si

m
pl

e 
m

aj
or

ity
: 1

 
 Su

pe
rm

aj
or

ity
: 1

St
at

e 
bo

ar
d:

 1

Pr
op

er
ty

 
as

se
ss

m
en

t l
im

its
 

(1
4)

Pr
io

r t
o 

19
78

: 1
19

78
 o

r a
ft

er
: 1

3
(A

do
pt

ed
 o

r m
od

. 
 

19
90

1
: 9

)

B
as

e:
 In

di
vi

du
al

 
 

pa
rc

el
: 1

1
 

 A
gg

re
ga

te
: 2

 
 R

es
id

en
tia

l 
on

ly
: 3

F
ix

ed
 %

: 1
1

 
 (%

 ra
ng

e:
 

 
2–

10
, 

 
av

e.
 4

.9
)

F
ix

ed
 %

 o
r C

PI
: 1

 

R
ea

ss
es

sm
en

t o
n 

 
sa

le
: 4

Im
pr

ov
em

en
ts

/n
ew

 
 co

ns
tr

uc
tio

n:
 1

1

R
ef

er
en

da
:

 
 Si

m
pl

e 
m

aj
or

ity
: 1

F
ul

l d
isc

lo
su

re
 

lim
its

 (2
2)

(1
8 

w
/r

ol
lb

ac
k)

Pr
io

r t
o 

19
78

: 7
19

78
 o

r a
ft

er
: 1

5
(A

do
pt

ed
 o

r m
od

. 
 

19
90

1
: 5

)

C
ou

nt
ie

s: 
21

M
un

ic
ip

al
iti

es
: 1

9
Sc

ho
ol

 d
st

.: 
14

A
ll:

 1
4

L
im

ite
d 

to
 

 
re

as
se

ss
m

en
t: 

2

N
ot

 a
pp

lic
ab

le
.

D
eb

t s
er

vi
ce

: 2
N

ew
 c

on
st

ru
ct

io
n/

 
 ad

di
tio

ns
: 2

A
nn

ex
at

io
n:

 1
W

ith
in

 sp
ec

ifi 
ed

 
 

%
: 4

 

N
ot

 a
pp

lic
ab

le
.

So
ur

ce
: 

M
ul

lin
s (

20
03

), 
T

ab
le

 5
.2

, u
pd

at
ed

 th
ro

ug
h 

20
08

 fr
om

 v
ar

io
us

 st
at

e 
w

eb
sit

es
 a

nd
 so

ur
ce

s (
se

e 
ch

ap
te

r t
ex

t)
. O

rig
in

al
 so

ur
ce

 b
as

ed
 o

n 
M

ul
lin

s a
nd

 C
ox

 (1
99

5)
.



236 State and local fi scal policy

Formula- based limitations on revenue increases are more prominent, as is 
broad application across government form (counties, municipalities and 
school districts).

State Government TELS

The focus of most of the more recent tax and expenditure limitations has 
been state governments. While before 1970 only two states had TELS in 
place, there are now 56 limitations in 35 states (see Table 9.9). Thirty-
 one have been adopted since 1990, in 24 states. The most recent have 
been enacted in Oregon, Kentucky, Indiana, Massachusetts, Ohio and 
Wisconsin, with Oregon, Massachusetts and Washington adding newer 
provisions to their existing state limitations. These TELS range from very 
stringent to relatively mild. Twenty- seven of these states do allow for leg-
islative override of the limits, but usually with a minimum of three- fi fths 
vote.

Eighteen states have 28 revenue limits in place, while 27 states budget 
under 28 expenditure limitations. Nine states have provisions limiting 
both. Direct limits on total taxes or income taxes are in eff ect in 22 states, 

Table 9.8  Regional distribution of local government tax and expenditure 
limitations – number of states imposing limitations

Type of limitation North-
east (of 9 

states)

Midwest
(of 12 
states)

South
(of 16 
states)

West (of 
13 states)

U.S.
50 State Total

# %

Overall property tax rate 
 limit

0 3 3 7  13 26

Specifi c property tax rate 
 limit

3 10 9 11  33 66

Property tax revenue limit 6 8 6 10  30 60
Assessment increase limit 1 2 6 5  14 28
General revenue limit 0 2 0 2   4  8
General expenditure limit 2 4 0 3   9 18
Full disclosure 1 5 10 6  22 44
Total number of 
 limitations

13 34 34 44 125

Total number w/o full 
 disclosure

12 29 24 38 103

Ave. limits per state 1.44 2.83 2.12 3.39
Ave. limits per state w/o 
 full disclosure

1.33 2.42 1.50 2.92

Source: Author’s update and compilation based on Mullins and Cox (1995).
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while 24 of the expenditure limitations restrict growth in general fund 
expenditures or appropriations. Both types of limits are most frequently 
(27 cases) tied to growth in population, income, prices, the economy or 
wages. Twenty of the revenue restrictions allow extra- majority legislative 
override, as do 16 of the expenditure limitations.

Most (two- thirds) state limitations are constitutional restrictions (24 
states). Citizen initiative is increasingly the source of state- level tax and 
expenditure limitations, accounting for half of all limitations adopted 
since 1990. State limitations are more prevalent in Southern (12) and 
Western (9) states than in other regions, the latter likely due in part to the 
incidence of the initiative (see Table 9.10).

CURRENT INDIVIDUAL STATE DEVELOPMENTS

Colorado TABOR- style restrictions have become more popular as pro-
posals, even as Colorado has suspended its state- level provisions due to 
the negative consequences TABOR has had on the capacity of the state’s 

Table 9.10  Distribution of state revenue and expenditure limitations 
across regions

Characteristic of state 
limitations in eff ect

Northeast 
(of 9 

states)

Midwest 
(of 12 
states)

South
(of 16 
states)

West
(of 13 
states)

U.S.
50 State 

Total

# %

Either revenue or 
 expenditure limit

6 8 12  9 35 70

Revenue limit 2 3  7  6 18 36
Expenditure limit 5 5  8  9 27 54
States with both DE none LA, MS, 

OK
AZ,CA, 
NV, OR, 

WA*

 9 18

Linked to income, 
  population or 

economic growth

4 6  7 10 27 54

Legislative supermajority 
 override

2 4  7  9 22 44

Initiative adoption 2 3  3  6 15 30

Note: *Montana’s expenditure limitation was invalidated and Colorado suspended its 
revenue limit until 2011.

Source: Compiled based on Table 9.



242 State and local fi scal policy

governments. These proposals, while numerous, have experienced little 
success at being adopted. For example, legislative versions of TABOR 
were considered in 23 states in 2005, but passed in none. TABOR- style 
proposals were defeated in 16 states during 2006 (Table 9.11). TEL activ-
ity over the course of the past 12 years has included the following (also see 
Table 9.12).

California

Article XIII of the state Constitution was amended via Proposition 218 
– Right to Vote on Taxes Act. Eff ective 1 July 1997, Proposition 218 
requires majority voter approval for general taxes and a supermajority 
(two- thirds) for special taxes, and prohibits the use of fee and charge 
revenue for general services. All property- related fee and charge increases 
are subject to majority approval of property owners or two- thirds voter 
approval (Doerr, 1996).

Oklahoma

New assessment limits took eff ect on 1 January 1997, limiting residen-
tial assessment increases to 5 percent per year, until the property is sold, 
changed or improved. This was coupled with a freeze on the valuation of 
homesteads belonging to people over age 65 with household income of 
$25,000 or less (Hamilton, 1996).

Oregon

A property tax revenue limit (Measure 47) approved by referendum 
in November 1996 was superseded through referendum (Measure 50) 
in March 1997. It provides for a revised property tax assessment limit 
coupled with a levy- based rate freeze. Measure 50 rolled back assessments 
to 1996 levels less 10 percent and capped annual growth to 3 percent. It 
also established rates at a level producing a 17 percent reduction over that 
which would have occurred under Measure 47. New or additional taxes 
are to be approved at election with a minimum of 50 percent turnout and 
new fees also require voter approval (Mayer, 1997).

New Mexico

Legislation was enacted (during February 2000) to stiff en the state’s limit 
on assessment increases beginning in 2001. Yearly residential assessment 
increases are limited to 3 percent, with increases of 5 percent in counties 
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Table 9.11 State TABOR Proposals – 2006 Legislative Session1

 1. Arizona 2 bills died in Legislature.
 2. Kansas Bill died in committee.
 3. Maine2 Initiative was DEFEATED on the November 2006 ballot 

 (54 percent vs 46 percent).
 4. Maryland Bill died in Committee.
 5. Michigan Initiative did not get on November 2006 ballot. Signatures 

  turned in for an initiative but they were rejected by the 
Board of Canvassers. Court of Appeals upheld decision.

2 bills (carried over from last year) died in committee.
 6. Minnesota Bill died in committee.
 7. Missouri Initiative did not get on November 2006 ballot. Signatures 

  were turned in for an initiative, but they were rejected by the 
Secretary of State and the courts.

Bill died in committee.
 8. Montana Signatures turned in for an initiative (Nov. 2006), but they 

  were rejected by the District and Supreme Court for fraud. 
Proposal also rejected due to unconstitutionality.

 9. Nebraska Initiative was DEFEATED on the November 2006 ballot 
 (70 percent vs 30 percent).

10. Nevada Initiative did not get onto November 2006 ballot. Removed 
  from ballot by Supreme Court due non-compliance with 

rules for ballot questions, i.e. failing to fi le an accurate copy 
of the amendment before collecting signatures.

11. Ohio Initiative taken off  Nov. 2006 ballot – Legislature passed a 
 less restrictive statutory version.

12. Oklahoma Initiative did not get on November 2006 ballot. Removed 
  from ballot by Supreme Court due to insuffi  cient valid 

signatures.
Bill died in committee.

13. Oregon Initiative DEFEATED on the November 2006 ballot (71 
  percent vs 29 percent).

14. Pennsylvania Senate bill passed Senate fl oor, but died in committee in 
 the House.
House bill died in committee.

15. South Carolina Bill died in committee.
16. Wisconsin 2 bills DEFEATED on the fl oor of the Senate.

1 bill died in committee.

Notes:
1  Unless otherwise noted, proposals listed are constitutional amendments that limit 

annual growth in state (or state and local) spending or revenue to the rate of growth of 
population plus infl ation and that require voter approval to override the limits.

2  The initiative is statutory since citizen initiatives cannot be constitutional amendments.

Source: Center for Budget and Policy Priorities, 18 January 2007.
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with existing assessment sales rations of less than 85 percent (Massey, 
2000).

Washington

Initiative 695 requiring voter approval of any increase in taxes, or licenses 
by state or local governments, was adopted in 1999 (Burrows, 2000c). 
Before it could be implemented, the requirement for voter approval was 
ruled unconstitutional by the Washington Superior Court, on 14 March 
2000 (Alsdorj, 2000), a verdict ultimately concurred with by the State 
Supreme Court on 26 October (Burrows, 2000b). A substitute provision, 
Initiative 722, was subsequently approved by voters in November 2000. 
It voided all taxes enacted without voter approval between certifi cation 
of I- 695 (2 July 1999) and its intended eff ective date (1 January 2000). It 
also limited property tax revenue increases to 2 percent per year or the rate 
of infl ation, whichever is less, with similar limits on assessment increases 
(Brunori, 2000). In December, implementation of 722 was also blocked 
by the Washington Superior Court (Burrows, 2000a). In early June, the 
Washington Supreme Court heard arguments to restore implementation 
(Burrows, 2001a) and, in September, ruled Initiative 722 unconstitutional. 
A second fall- back petition (Initiative 747) to limit annual property tax 
revenue increases was approved for signature gathering in February 
(Burrows, 2001b, 2001c) and adopted at the polls during November 2001. 
It limits property tax revenue growth to 1 percent per year (beginning 
2002) unless approved by voters.

In its fi fth year of implementation, June 2006, King County Superior 
Court ruled I- 747 unconstitutional. The lower court’s order was stayed 
by the Washington Supreme Court. However, in November 2007, the 
State Supreme Court (in a 5 to 4 vote) invalidated I- 747. The court 
found I- 747 to be ambiguous and misleading. Its text sought to amend 
I- 722, previously found unconstitutional and, therefore, a non- existent 
law. The law reverts back to the provisions of Referendum 47. It was 
approved by voters in 1997 and limits annual property tax revenue 
(levy) increases to price infl ation or a maximum of 6 percent, plus 
new construction. (Daniels, 2006; Henchman, 2007). Price infl ation is 
defi ned by the implicit price defl ator for personal consumptions as the 
initial limit for annual levy increases. Increases above this and up to 6 
percent are allowable via a supermajority vote of the local legislative 
body.
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Colorado

In November 2005 Colorado voters suspended the spending restrictions 
imposed by TABOR on state government revenues and expenditures for 
fi ve years.

South Carolina

In 2006, limited assessment increased to 15 percent over fi ve years.

Wisconsin

The Taxpayer Protection Amendment 2005/2006 was a proposed consti-
tutional amendment limiting growth in revenue collection for every type 
of government in the state of Wisconsin. Revenue is defi ned to include 
taxes, special assessments, licenses, fees, fi nes, forfeitures and bond pro-
ceeds. The state government, counties, special districts and college districts 
would be limited to an infl ation factor plus population growth. School 
district allowable growth includes enrollment and municipalities includes 
60 percent of the value of new construction. Overrides are provided via 
referenda. After reaching a threshold, state government excess revenue is 
returned to taxpayers. Unfunded state mandates on localities are also pro-
hibited (Reschovsky, 2006). A version limiting state government general 
fund revenues narrowly passed the Wisconsin Assembly on 28 April 2006. 
The joint resolution did not pass the Senate. Constitutional amendments 
require passage by the legislature in two consecutive sessions and then a 
referendum of the population.

Texas

During 2003, at least fi ve bills were introduced to limit property assess-
ment increases. Proposed limits ranged from 0 percent on residential 
homesteads to 5 percent (Moak, Casey & Associates, 2004). The assess-
ment limit, however, remains at 10 percent. On 22 November 2005 the 
Texas Supreme Court ruled the state’s education fi nance system unconsti-
tutional. The state property tax rate cap combined with mandated educa-
tion requirements did not provide meaningful local discretion to school 
districts, creating a de facto state property tax. The court required the state 
to rectify the situation by June 2006 (Texas Tax Reform Commission, 
2006). In response, the legislature reduced the maximum property tax rate 
for school districts by one- third to $1 per $100 in assessed value by 2007. 
Taxes on cigarettes were increased by $1 per pack and a business gross 
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receipts tax enacted, intending to shift more of the burden of fi nancing 
education to the state. Local school district discretion was provided by 
allowing a rate increase to $1.04 at the discretion of the local school board, 
with voter approval providing for an increase to $1.17. School districts 
pursuing override elections have been successful 77 percent of the time 
(Hamilton, 2007).

The issue of assessment increase and local revenue limits returned by 
2006–07, in a proposal sponsored by Governor Rick Perry based on task 
force recommendations. A constitutional amendment has been proposed 
that would permit ‘taxpayers (including residential, commercial, and 
industrial properties) in all local taxing entities the option of electing to 
pay all ad valorem taxes based on the fi ve- year rolling average appraised 
value’. It also proposes limiting revenue increases for cities and counties 
to a 5 percent cap without voter approval, and a voter- approved 0.5 per-
centage point sales tax increase to be exchanged for a more restrictive (5 
percent) property tax assessment increase or larger homestead exemptions. 
It also prohibits unfunded mandates. The homestead exemption would be 
doubled for municipalities and counties (Shafroth, 2007).

Florida

A proposal was put forward to phase in an increase of the homestead 
deduction to $50,000, combined with the existing 3 percent assessment 
increase limitation (Shafroth, 2007), portability of assessment reductions 
(of up to $500,000) for relocating homesteads, an assessment increase cap 
of 10 percent on non- homestead property, and a $25,000 exemption for 
business personal property. A 29 January 2008 referendum was held (and 
passed) to include these provisions in the state’s Constitution (retroactively 
to 1 January 2008). In February 2008, a subcommittee of the Taxation and 
Budget Reform Commission approved placing a constitutional amend-
ment enacting state and local spending caps on the November ballot 
(Follick, 2008). The plan limits spending increases to population growth 
(or school enrolment for school districts) plus infl ation plus 1 percent. The 
proposal was however rejected by the full commission on 14 April. In June 
2007, statutory property tax ‘relief’ was adopted, requiring local juris-
dictions and school districts to roll back 2007–08 property tax levies to 
2006–07 levels. School districts were required to reduce levies by 3 percent 
and local revenue growth is restricted to the rate of growth in population 
and income (see Box 9.2).
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New Jersey

In 2007 the state enacted a homestead credit to replace an existing home-
stead rebate and established a 4 percent cap on property tax levy increases 
for municipalities, school districts and counties. The cap goes into eff ect 
for budgets adopted after 1 July 2007 and expires on 30 June 2012. Local 
jurisdictions may override this cap with 60 percent approval in a local 
election. Credits will provide up to $2000 off set of property tax payments 
against state income taxes and are completely phased out for income in 
excess of $250,000 (Shafroth, 2007).

Maine

In January 2005, the state enacted a law (LD1) limiting expenditures of 
the state, municipalities, counties and schools. Growth in state general 
fund appropriations are limited (in diff ering levels of stringency based 
upon Maine’s tax burden relative to other states) in a formula including 
income growth plus population growth. Emergency legislative override is 
possible; however, statutory limitations are not binding on the legislature. 
Levy increase limits were instituted for appropriations of counties and 
municipalities funded through property taxes based on income growth 
plus property growth (with off sets for state funding). Similar provisions 
exist for schools. Limited local legislative overrides are permissible for 
‘extraordinary events’ and via special referenda. These limits are techni-
cally levied against appropriations, not revenue increases. Homestead 
exemptions were increased from $7000 to $13,000 and the circuit- breaker 
limit from $1000 to $2000.16

On 7 November 2006, a stricter Colorado- style (TABOR) amendment 
to limit revenue and spending of all levels of government was voted on 
and defeated at the polls. In early January 2007, a resolution calling for a 
constitutional amendment to freeze resident household valuations for tax 
purposes was introduced in the Maine House at the urging of Governor 
John Baldacci. On 29 January 2008 the Maine legislative summary pro-
nounced this legislation ‘dead’.

Ohio

A TABOR- style constitutional amendment was removed from the 
November ballot in 2006. This was replaced by a legislatively enacted 
state appropriations restriction (SB 321) on 5 June 2006. It requires the 
Governor to calculate a state appropriations limit (covering most of 
the General Fund) for the 2008–09 biennium and after. Appropriations 
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Table 9.12 Selected recent fl irtations and enactments

Flirtations (some serious) Enactments

Wisconsin – Constitutional 
  Amendments to limit revenue growth 

for every type of government (2005/06).
Texas – Assessment increase limits, 
  local revenue limits (2003, 2006/07). 

Constitutional amendment proposed.
Florida – Constitutional amendment 
  setting local spending caps (rejected 

by Taxation and Budget Reform 
Commission in April), homestead 
exemption phase-in with 3 percent 
assessment increase limit.

Maine – Colorado-style TABOR
   defeated 2006, 2007 constitutional 

freeze on resident homestead 
valuations legislatively dead.

Ohio – TABOR-style amendment 
  removed from ballot in 2006.
Indiana – Amendment to limit property 
  tax levy (rate) on homesteads to 1 

percent of assessed value, 2 percent 
for other residential, and 3 percent 
for commercial (expected 30 percent 
reduction in local revenue), limit levy 
increase to 2 percent for seniors is still 
in eff ect.

Georgia – Proposed constitutional state 
  expenditure limit, resolution adopted 

by Senate, April 2007 and reported 
favorably out of House committee, 
March 2008. Limit spending increase 
to infl ation 1 population change, two-
thirds legislative override.

  Amendment to freeze ‘residential real
  property tax values’. Introducing 

acquisition value assessment. Passed 
Senate, February 2008.

   ‘The GREAT Plan’. Amendment 
eliminating property taxes for 
education and establishing a property 
tax revenue cap and acquisition value 
assessment. 

Colorado – Suspension of TABOR 
 (2005, to 2011).
South Carolina – Assessment increase 
 limit (5 years, 15 percent, 2006).
Texas – Rate cap revised under court 
 direction (2007).
New Jersey – Property tax levy 
  increase limits for all local 

governments (2007–12), homestead 
credit.

Maine – Expenditure increase limit 
  on state, municipalities, counties and 

schools (2005).
Ohio – 2006 amendment was replaced 
  by a legislatively enacted state 

appropriations restriction.
Indiana – 2008 statutory enactment of 
  overall property tax rate limit, 

eff ective 2008, limiting property 
tax levy (rate) on homesteads to 1 
percent of assessed value, 2 percent 
for other residential, and 3 percent 
for commercial (expected 30 percent 
reduction in local revenue).

Rhode Island – property tax levy 
  increase reduction to 4 percent from 

5.5 percent by 2013.
Florida – 2008 portability of 
  assessment reductions (of up to 

$500,000) for relocating homesteads 
due to existing assessment increase 
limit (see text).

  June 2007, statutory property tax 
  ‘relief’, requiring local jurisdictions 

and school districts to roll-back 
2007–08 property tax levies to 2006–
07 levels, school districts required 
to reduce levies by 3 percent, local 
revenue growth is restricted to the 
rate of growth in population and 
income.
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increases are limited to 3.5 percent or the sum of infl ation and popula-
tion change. The Governor cannot propose a budget that exceeds these 
limits.

Indiana

On 27 March 2008 the state adopted property tax ‘relief’ for homeown-
ers eff ective the same year. The package includes a one percentage point 
increase in the state sales tax (to 7 percent) to reduce homeowner prop-
erty tax bills by $870 million (30 percent) in 2008. It imposes a statutory 
levy limit of 1 percent of a homestead’s assessed value, 2 percent for 
non- owner- occupied residential housing and 3 percent for commercial 
property. The statute is intended to be followed by a corresponding con-
stitutional amendment. Property tax levy increases would be limited to 
2 percent annually for senior citizens. Provisions exist for capital project 
referenda. Education aid is being increased for two years to compensate 
for levy limits and an expected $524 million reduction in local government 
property tax collections by 2010 (Lohrmann, 2008).

Rhode Island

A cap on property tax revenue increases for local governments was 
reduced to 4 percent from 5.5 percent by 2013. Allowable school district 
property tax revenue growth will move from 5.25 percent in 2008 to 4 
percent by 2012. Override is available via a four- fi fths vote of the local 
governing body (Setze, 2006).

Georgia

A constitutional state expenditure limitation has been proposed. A 
Resolution (SR 20) calling for a public referendum on the questions was 
adopted by Georgia State Senate on 20 April 2007. Beginning in 2010, 
state spending increases would be limited to ‘state government infl ation 
and population change’. Override is possible through a two- thirds vote of 
both houses of the General Assembly, will apply for a single year and will 
not form a base for successive years. The resolution was reported favora-
bly out of House committee on 28 March 2008.

Proposed was a constitutional amendment to ‘require the freezing of 
existing residential real property tax values’ at 2008 levels and requiring 
the implementation of acquisition value assessment and limiting assess-
ment increases to an infl ation factor. SR 686 passed the Senate on 12 
February 2008.
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Also proposed, ‘The GREAT Plan’ (Georgia’s Repeal of Every Ad 
Valorem Tax), a constitutional amendment eliminating property taxes 
for education (with exceptions for debt and improvements). It would also 
provide for a property tax revenue cap, limiting revenue growth to the 
change in a price index (with overrides through local referenda), in addi-
tion to acquisition value assessment, and provides a credit for the personal 
property tax applied to motor vehicles. Lost local revenue is to be replaced 
through grants funded partially by expansion of sales taxes to services and 
local increased sales tax revenue.

WHAT IS THE APPEAL?

Limitations on state and subnational government’s autonomy are broadly 
imposed. Is this simply the result of mistrust of the judgment of represen-
tational systems, of the motivations of public offi  cials or of government 
responsiveness? Why, at a time when mobility and options available to 
residents are greater than ever before? Why has so much focus been on 
local government, the level most easily infl uenced and most responsive to 
public desires? Why would a uniform statewide approach to issues of local 
responsiveness be desirable? Explanations are numerous. Some suggest 
the size of government is inconsistent with voter preferences.17 However, 
support for limitations does not coincide with a desire for reduced 
services.18

Voters’ Support

Voters desire lower taxes and more effi  ciency in government, not reduced 
public services (Ladd and Wilson, 1983, 1982, 1981; Courant et al., 1985; 
Stein et al., 1983; Alm and Skidmore, 1999; Temple, 1996; Cutler et al., 
1999; and Bradbury et al., 1997). Self- interest appears active, with those 
whose tax burdens would be most clearly aff ected being most supportive.19 
Support has often been couched in terms of excessive and costly local serv-
ices. However, expenditure growth at the local level has been signifi cantly 
below national and state governments.

Many supporters of California’s 1978 adoption of Proposition 13 
believed that government was ineffi  cient and felt that massive budget 
reductions would not aff ect services (Citrin, 1979). Limitation support 
also emerged from a general dislike of taxes,20 and objections to particular 
types of (social) spending (Danziger and Ring, 1982). Voters in many states 
believed that their own taxes would be reduced without aff ecting services 
they desire (Courant et al., 1985; Sears and Citrin, 1982; Ladd and Wilson, 
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1981). When severe TABOR restrictions were approved in Colorado in 
1992, the state was already among the lowest in aggregate state and local 
tax burden (James, 2001). Polls indicate that dissatisfaction with the ‘size 
and scope’ of the state and local public sector has not been a primary 
motivation; but rather support has been based on ‘wish- full’ thinking and 
a self- interested attempt to shift burdens elsewhere (Citrin, 1979). The 
campaign for limitations in several states has been driven by a combina-
tion of external-  and narrow self- interested organizations, individuals and 
entities. The grass- roots nature of support is often highly questionable 
when campaigns are fi nanced by a limited number of contributors and 
national advocacy groups and political organizations, rather than through 
local initiative and contributions (Smith, 2004). The failure of many recent 
attempts at seriously restricting local jurisdictions suggests that the voting 
population may have become more sophisticated and nuanced at assessing 
the potential ramifi cations and motivations of sweeping statewide action 
directed to local issues. Still, the current economic climate may be ripe for 
a resurgence of TEL support.

Political Economy and Principal–Agent Relationships

Initially, passage was not related to the specifi c features of a limitation. 
However, evidence suggests that the public is learning and support for the 
most stringent of limitations appears to be in decline. Alternative service 
supply-  and demand- side factors have been proposed (Alm and Skidmore, 
1999; Temple, 1996). Demand explanations include: (1) voter fi scal 
illusion (or Citrin’s ‘something for nothing’ characterization); and (2) 
intra- community heterogeneity, asymmetric preference distributions and 
systematic diff erences in preference intensities. Explanation (1) refl ects 
a ‘free lunch’ motivation, explanation (2) suggests risk aversion in local 
collective decision- making. Supply factors have been suggested to include: 
(1) public offi  cial monopoly power, agenda manipulation and log- rolling; 
(2) principal–agent diffi  culties, information asymmetry and diffi  culties of 
observing actual service quality; (3) excess interest group infl uence; and (4) 
the absence of mechanisms to reveal and incorporate preference intensity. 
However, few of these factors are found to be of actual consequence in 
explaining public support.21

Local Overrides and Satisfaction with Broad- scale Constraints

Local voter override can be used as an indicator of voter satisfaction with 
limitations and their constraints. Massachusetts community overrides of 
Proposition 2½ have been assessed to test voter sentiments, motivations 
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and expectations (Cutler et al., 1999). Some support is found for: (1) 
agency loss theory, refl ecting concern that, without limitations, local gov-
ernments might undertake spending projects which are not valued by 
voters;22 (2) regret theory, indicating that voters ultimately regret the 
severity of the constraint and seek its relaxation; and (3) personal fi nance 
theory which focuses on a voter’s own tax burden, with override support 
tied to a self- interested evaluation of the fi nancing structure.

Illinois home rule votes also suggest that community heterogeneity may 
aff ect local support for tax limitations.23 Heterogeneity suggests diff eren-
tial public service demands and greater variation from the median voter’s 
preference, creating risk that home rule might allow capture of the local 
agenda by groups preferring higher spending (Temple, 1996). Limitations 
provide a desired constraint on the range and form of local service, 
particularly redistributive spending. This outcome is consistent with a 
fourth voter sentiment theory. Demographic diff erence theory suggests 
that voters view waste as spending on groups demographically diff erent 
from themselves; heterogeneity heightens this perception. These results 
suggest a variety of motivations rooted in eliminating assumed technical 
ineffi  ciency, the imposition of reduced tax burdens and preferred spending 
mixes. However, there is little in the structure of limitations that would 
assure preferred outcomes. The almost universal public support of local 
override elections in Colorado (and the fi ve- year suspension of state limi-
tations), suggest both local and statewide dissatisfaction with the severity 
of TABOR constraints (James and Wallis, 2004).

Allocative Effi  ciency: Tiebout–Hamilton Distortions and Local Limitations

Massachusetts housing price and school enrollment changes suggest that 
property tax limitations have had a signifi cant eff ect on location decisions 
(and Tiebout–Hamilton effi  ciency). Public sentiment is demonstrated 
through market choices. More constrained communities, with presumably 
lesser abilities to satisfy residents’ spending preferences, faced declining 
(or slower growth in) housing prices (Bradbury et al., 1998; and Bradbury 
et al., 1997). The eff ect was greatest for an inability to meet education 
preferences and has impaired sorting effi  ciency as: ‘families . . . appear 
to be “voting with their feet” . . . chasing communities that have excess 
capacity to support schools because they are below their mandated tax 
limit’ (Bradbury et al., 1998, p. 17). The limitation has impaired access to 
quality education and has likely had the greatest eff ect on the least mobile 
(and least affl  uent). This outcome suggests that despite possible contrary 
signals in the adoption of limitations, available local revenue capacity is a 
valued attribute for households seeking residence locations.
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Education is also a factor suggested in the appeal of California’s 
Proposition 13. The tax limitation has been argued to have been a result of 
a previous court restriction. From this view, Proposition 13 was less about 
the property tax than a revolt against a new education fi nance system 
(Fischel, 1989, 2001). Successful passage came in 1978 (after several previ-
ously failed attempts) and is linked to the 1971 California Supreme Court 
ruling in Serrano v. Priest. This ruling forced statewide redistribution of 
property taxes, requiring property tax increases in wealthier jurisdictions 
to maintain net (after transfer) local spending and causing the median 
voter to lose power over local schools. Prior to Serrano, the property tax 
system had benefi ted wealthy communities by allowing locally responsive 
spending. Eliminating local fi scal advantage via property tax fi nancing 
of local services replaced an effi  cient benefi t- based local revenue struc-
ture with one posing a deadweight loss to wealthier communities. After 
Serrano, property values in wealthier communities were suppressed due 
to the transfer. Post Proposition 13, there was a rapid return in value. The 
successful adoption of Proposition 13 was, then, a rational fi scal response 
to a previous court required constraint. Support for Proposition 13 would 
have been irrational for wealthier communities in the absence of the 
court’s ruling. It was driven by a desire to suppress the eff ects of redistribu-
tive transfers, not dissatisfaction with local public services.

THE EFFECTS OF TELS

Research concerning tax and expenditure limitations has focused on: (1) 
reasons for voter support; (2) descriptive summaries and projected eff ects 
(Peterson, 1981; Ladd, 1978; Shapiro and Morgan, 1978; Bails, 1982); (3) 
estimates of actual fi scal impacts, including eff ects on the size of the public 
sector and its structure; and (4) study of the interlocal ramifi cations.

As highlighted above, research into public support suggests that limita-
tions have been supported because of a desire for lower taxes and more 
effi  ciency in government, not due to a desire for reduced public services. 
Voters were generally satisfi ed with the existing service package, but 
sought a lower tax price. Support is also linked to self- interest, with those 
whose tax burdens would be most clearly aff ected supporting the limita-
tions,24 and to economic growth, with growth in property taxes and local 
government’s share of the state and local public sector more important 
than demographic or political factors (Alm and Skidmore, 1999). A desire 
for reduced service does not appear to be a motivation.

Studies of the fi scal eff ect of tax and expenditure limitations on the state 
and local sector have focused on tax burdens, the impact of limitations on 
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single jurisdictions, and the eff ects of limitations on the level and mix of gov-
ernment revenues and expenditures in a cross- section of jurisdictions. Most 
of these have focused on single states, rather than evaluating eff ects generally 
(Kemp, 1982; Danziger, 1980; Shapiro and Sonstelle, 1982; Sherwood- Call, 
1987; Reid, 1988; Merriman, 1986; Megdal, 1986; Susskind and Horan, 
1983; Fisher and Gade, 1991; Cutler et al., 1997; Bradbury et al., 1997; Dye 
and McGuire, 1997; Sexton et al., 1999). The earlier cross- sectional studies 
tested only very general eff ects, with the most prominent focus being the 
size and scope of government (Cebula, 1986; Kenyon and Benker, 1984; 
Howard, 1989). Comprehensive analyses of overall eff ects of these limita-
tions on the composition and structure of the state and local public sector 
have also been undertaken (Joyce and Mullins, 1991; Elder, 1992; Preston 
and Ichniowski, 1991; Mullins and Joyce, 1996; Shadbegian, 1996, 1998, 
1999; Skidmore, 1999; Mullins, 2001, 2004; Kousser et al., 2008). The fi nd-
ings of these studies include: (1) little eff ect on the overall size of the state and 
local public sector;25 (2) a decreased use of local broad- based taxes (specifi -
cally property taxes) and shifts to state aid, user charges and miscellaneous 
revenues; and (3) an expanded relative fi scal (revenue and expenditure) role 
for state governments.26 Some have also attempted to assess the impact of 
limitation on long- term public service performance.27 Others have more spe-
cifi cally focused on public sector employment and wage eff ects.28

TELs have also aff ected the fi scal structure within the local public 
sector. Even within the ranks of the individual state studies, there has been 
limited attention to these types of eff ects. Tax and expenditure limitations 
alter the composition of the local public sector, fostering an increased role 
for special districts, and the constraining interaction between government 
and local populations (see Mullins, 2004, 2001; Bowler and Donovan, 
2004; Carr, 2006). Limitations produce local structural adjustments 
as governments attempt to evolve mechanisms to continue to satisfy 
demands for local public services, with implications for the ability of local 
populations to exercise voice and control over the totality of the public 
service–tax package made available to them and, thus, the accountability 
and responsiveness of government. The eff ect across local jurisdictions is 
not uniform. Some governments are constrained more than others, result-
ing in diff erential abilities to meet the needs of populations. Variations 
in service availability across jurisdictions increases, driven by diff erential 
abilities to respond (Mullins, 2001, 2004).

Likely outcomes of TELs are: (1) reduced effi  ciencies through less-
ened ability to meet service preferences (due to resource constraints); (2) 
increased costs for service delivery due to constraints imposed on govern-
ance organizations; (3) lessened ability to coordinate services spatially and 
across functions (particularly if the role of general- purpose jurisdictions 
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is constrained); and (4) greater compliance costs (for taxpayers) and 
administrative costs (of government), if service delivery responsibilities 
are fragmented between providers. Variability in the assignment of public 
service delivery responsibilities and options, and diff erences in local fi scal 
capacities and economic and demographic structures, produce diff erent 
adaptive responses.

Findings show that TELs aff ect the organization of government, the 
package of services they provide and long- term mechanisms of fi nance. 
Eff ects are at times somewhat symbiotic and counterbalancing. Imposing 
limits on one type of government (general- purpose or school district), 
reduces competition for non- limited forms and increases their revenue–
expenditure fl exibility. Research fi ndings suggest an array of eff ects on the 
local public sector, including:

Shifts away from broader- based revenue instruments toward narrow  ●

fees and charges.
Increased reliance on state transfers, increased infl uence of the state  ●

on the delivery of local services and lessened local autonomy.
Reduced expenditure for critical local services, particularly educa- ●

tion, and lowered levels of performance.
Diff erential eff ects on community growth and increased disparities  ●

between communities regarding public service provision capacities.
Increased presence of and reliance on special districts, and shifts in  ●

revenue and expenditure authority toward single- purpose districts 
and away from general- purpose governments, particularly in less 
prosperous (more constrained) jurisdictions.
Increased variation in revenue and expenditures across both general- ●

 purpose local governments and school districts, with more pro-
nounced eff ects within older and less prosperous areas serving more 
dependent populations.
Increased use of debt fi nance with growth in outstanding aggregate  ●

debt and non- guaranteed debt, particularly in older, less affl  uent 
jurisdictions.
Forms of limitation matter, with more stringent (levy, revenue  ●

and expenditure) limitations tending to impose greater overall 
constraints, with variations between diff erent types of local govern-
ments (general- purpose governments versus school districts) and 
relative to the economic characteristics and conditions of local 
 jurisdictions and populations.

Tax and expenditure limitations do have signifi cant and potentially 
important substantive eff ects on the relative levels of local revenue and 
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expenditures across diff erent jurisdictions and forms of government. Many 
are quite unintended and undesirable. TELs produce constraint- induced 
diff erentials in the services available across communities, signifi cantly 
aff ecting the most salient area of local spending: education. Lower- wealth 
districts, relying on higher tax rates to produce desired levels of services, 
may be prohibited from doing so, while higher- wealth districts experi-
ence little such constraint. This eff ect counters policies advanced in a 
number of states to reduce the variability in local education spending (and 
outcomes). For example, Michigan’s 1994 education fi nance reform and 
Vermont’s 1997 Act 60 education reform have both attempted to limit 
spending variation. However, in both cases, a rather complicated structure 
(with relatively high coordination and transaction costs) has emerged, 
predominantly in affl  uent jurisdictions, to circumvent restriction on the 
use of  local resources.29

Local institutional responses provide mechanisms for the circumven-
tion of limitations. The availability of these mechanisms is related to 
relative fi scal capacity. However, local adaptation has become a promi-
nent response to an undiminished demand for local public services. One 
of the legacies of the limitations movement is local adaptation to avoid 
constraints. While allowing circumvention, these adaptations also entail a 
degradation in accountability. Adaptations allow continued local respon-
siveness to local public service demands, but leave open the question of: 
responsive and accountable to whom and to what institutions? While 
occurring across states, the elaborate adaptations found in California are 
particularly illustrative:

In order to overcome the obstacles to local fi nance created by Proposition 13 
and its progeny (most notably Proposition 218) in California, local fi nance has 
metamorphosed into an overlapping patchwork of disjointed revenue jurisdic-
tions . . . All of these have diff ering popular approval requirements ranging from 
a two- thirds vote of the electorate for special taxes to a majority of property 
owners within a district containing fewer than a dozen voters for the assessment 
of fl at parcel charges or fees. The result is what Sheff rin refers to as the ‘particu-
larization’ of local taxation, as general taxation gives way to levies specifi cally 
dedicated to particular purposes and narrowly constrained geographic areas 
. . . It is possible for diff erent electoral groupings to be voting on each question 
. . . California voters are left with discretion over everything except what might 
matter most, ad valorem property taxes and education spending . . .
 The resulting structure is an extremely complicated and almost indecipher-
able labyrinth to the individual citizen/voter. Local adaptations . . . [to] arti-
fi cial revenue constraints have engendered this complexity and, as a result, 
have created a loss of transparency, responsiveness and accountability at the 
local level . . . [T]he cycle of fi scal innovation leading to a loss in transparency 
is at least partially responsible for demands for more direct citizen control in 
California. As this cycle works its way through a variety of states, the likely 
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result is that this will foster additional needs for fi scal innovation, additional 
losses in transparency and additional initiatives for ‘reform’. (Mullins, 2003, 
pp. 132–3)

Diff erent types of limitations have diff erent eff ects. These eff ects also 
vary with the spatial and structural position of the constrained jurisdiction 
(urban core or suburban fringe) and with the level of relative community 
prosperity. Jurisdictions in the older urban core and those with less pros-
perous populations are, not surprisingly, most constrained. The outcome 
is a reduced capacity to provide services for populations in greatest need, 
increasing service disparities. Eff ects are not confi ned to directly limited 
jurisdictions. Limitations on general- purpose or school district governments 
may provide increased revenue or expenditure fl exibility for non- limited 
forms of government by decreasing competition for shared tax bases.

Revenue and expenditure limitations appear not to have a benign 
eff ect on the structure of the local public sector. They have signifi cant 
implications for the functioning of the level of government responsible 
for delivering our most basic public services. Too little attention has been 
paid to these outcomes. Limitations can signifi cantly alter the relationship 
between governments and local populations and signifi cantly aff ect the 
capacity to provide for public needs and wants. Limitations have reshaped 
the local public sector in unintended ways. These changes are the results 
of local adjustments to the imposition of poorly conceived, haphazard 
institutional and structural constraints, and diff erential abilities to make 
such adjustments. While the eff ects are often asymmetrical, they are not 
random. They produce both general and varied eff ects. Eff ects vary by 
type of government and service subgroup, and by the demographics of 
resident populations. These constraints are producing systematic eff ects, 
distorting fi scal and service delivery structures.

Limitations are found to degrade service performance and increase the 
variation in per capita revenue collections and expenditures across general-
 purpose governments and school districts, through asymmetrically con-
straining those units under greater fi scal stress, producing increased fi scal 
disparity. It is not unwarranted, then, to question the desirability, equity, 
effi  ciency and effi  cacy of these results and the mechanisms producing 
them. The ‘tax limitations movement’ has resulted in blunt instruments 
intended to impose an externally derived defi nition of fi scal responsibility 
on local governments and populations. In so doing, it has often taken its 
greatest toll on the jurisdictions and populations which can least aff ord 
a relative decline in resources and in the availability of public services. 
Current economic conditions suggest the potential of a resurgence in such 
limitations. It is vitally important that the diff erential eff ects of what are 
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too frequently arbitrary one- size- fi ts- all constraints be considered and 
understood to avoid crippling public service delivery for communities in 
heightened need.

NOTES

 1. For a more complete review of tax and expenditure limitations, see the ‘Characteristics 
of TELs’ section of this chapter.

 2. Montana’s expenditure limitation was invalidated in 2005, reducing the total from 34.
 3. Under this provision, property owners who have benefi ted from a reduced assessment 

due to the 3 percent assessment growth cap can transfer the value of the reduced assess-
ment (up $500,000) to newly purchased properties when they change the address of 
their homestead.

 4. As such, the elements surrounding it off er a microcosm of the issues dominant across 
the broader restructuring of the local public sector. It simultaneously refl ects the politi-
cal agenda and strength of residents, businesses, elderly and ‘homeowners’ groups. It 
captures confl icts between the public and government for higher- quality government 
services at lower cost to particular individuals and groups, and confl ict between govern-
ments in the use of shared tax bases and the distribution of expenditure responsibilities. 
The success of the local public sector at adapting and evolving alternative revenue and 
service delivery structures to compensate for the imposition of constraints has been at 
least partially responsible for their continued popular support. It has played to a public 
perception that it is continuously possible to reduce and shift revenue burdens and 
simultaneously maintain service levels. It has given rise to a popular belief in the pro-
verbial ‘free lunch’. This has been furthered by the extraordinary economic prosperity 
experienced across the nation during the mid- 1990s through the turn of the century.

 5. Based on calculations of the Minnesota Taxpayers Association for residential housing 
valued at $150,000 and commercial property valued at $1 million and industrial prop-
erty valued at $25 million.

 6. Advocacy is at the state level (by state- level constituencies and often the result of the 
initiative of a small group of ‘reformers’), resulting in statutory or constitutional provi-
sions of broad scope and wide applicability across virtually all local jurisdictions or 
classes of jurisdictions within a state.

 7. Some point to the existence of local override measures, usually via popular vote (and 
sometimes requiring supermajorities), as mechanisms for maintaining local control. 
However, the eff ectiveness of these measures for such is suspect.

 8. The result is opposite of the prescription off ered by the leading and most enduring 
model of local government effi  ciency articulated by Charles Tiebout (1956) and con-
trary to median voter prescripts.

 9. While not technically in the category of a limitation, in 1997 the state of Vermont adopted 
an education fi nance reform (in response to a state Supreme Court decision) which has 
substantially altered accessibility of the local property tax base for local education. 
Above a threshold level, a portion of revenues generated by increased local property tax 
levies are pooled for distribution across school districts in the state. This has signifi cantly 
altered the role of the property tax in local fi nance. New Hampshire has also recently 
instituted a state- wide property tax to fund education in response to an order from its 
Supreme Court to restructure education fi nance. The role of the property tax is undergo-
ing redefi nition. Connecticut also limits assessment increases related to reassessment.

10. This section draws extensively on, and adapts and updates tables from, Mullins (2003).
11. Table 9.7 identifi es the number of states that have imposed any of the seven forms of 

limitations. It includes all states that have done so, not just those which have limitations 
currently active. For example two states, Kansas and Minnesota, have repealed specifi c 
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rate limitations, resulting in 31 states for which they are active. Likewise, Kansas also 
repealed its levy limit in 1999, leaving 28 states with limits currently in eff ect.

12. Washington’s assessment increase limit was ruled unconstitutional, leaving 13 active.
13. General revenue limits were repealed in Minnesota and Nevada during 1993 and 1989, 

respectively. Restrictions remain in Colorado and California, even though Colorado’s 
TABOR state- level restrictions were suspended in 2005.

14. The Midwest and South have the same number of total TELs, however, the Midwest 
has enacted more per state, and a greater number of the more stringent constraints (that 
is, those other than full- disclosure).

15. However, Maine’s levy and expenditure limits can be overridden by a simple majority 
vote of local legislative bodies (or through normal school budget approval processes). 
A public referendum can be triggered by acquiring signatures from citizens equal to 10 
percent of the number voting in the last gubernatorial election, to challenge the override.

16. See Comparison of Tabor (LD 2075) and Current Law, http://www.maine.gov/ legis/
ofpr/TABOR/TABORsxssum.htm.

17. This point of view is represented by the ‘public choice’ school, and its most extreme 
embodiment is probably that off ered by the ‘Leviathan’ champions. See Brazer (1981), 
Niskanen (1971) and Brennan and Buchanan (1979).

18. In fact, numerous surveys suggest citizens were satisfi ed with the level of public services 
and often desired more, but simply wanted to avoid the unpleasantness of paying for 
them (Brazer, 1981).

19. More recent fi ndings indicate that the passage of limitations is more related to eco-
nomic growth, property taxes and local government’s share of the state and local public 
sector than to demographic or political factors. See Alm and Skidmore (1999).

20. There was, however, no consensus on displeasure by level of government.
21. Figlio and O’Sullivan’s (2001) review of local public offi  cials’ response to limitations sug-

gests that supply- side factors may be at play, but that they may be checked by interjuris-
dictional competition. They fi nd that local offi  cials attempt to reduce direct service staffi  ng 
levels (for police, fi re and education) subsequent to the adoption of a limitation in order 
to foster support for overrides. The eff ect is lessened by spatial competition for residency 
location. This, however, does not imply that offi  cials behave similarly in a limitation’s 
absence, and the correlation of such behavior with the existence of limitations suggests 
that local offi  cials do not maximize this opportunity under ‘unlimited’ circumstances.

22. However, use of property taxes up to the limit may only imply that property taxes are 
the fi rst resort for (or preferred mechanism of) local fi nance. In and of itself, it indicates 
nothing about the actual desirability of spending projects to voters. Opinion polls have 
failed to demonstrate dissatisfaction.

23. Cities with a population less than 25,000 can eliminate property tax restrictions by 
adopting home rule status.

24. See Ladd and Wilson (1981, 1982, 1983), Courant et al. (1985), Stein et al. (1983) and 
Alm and Skidmore (1999). Also, see Temple (1996) for an assessment of Illinois’s 
somewhat unique context and the factors aff ecting a community’s electoral choice to 
opt out of limitations through adoption of a home rule charter. For an evaluation of 
Massachusetts overrides, see Cutler et al. (1997) and Bradbury et al. (1997).

25. Some studies fi nd this eff ect to be larger than others; see Shadbegian (1996). Others fi nd 
little eff ect associated with state- level TELS; see Kousser et al. (2008).

26. See Joyce and Mullins (1991), Mullins and Joyce (1996), Preston and Ichniowski (1991) 
and Shadbegian (1999, 1998).

27. Downs and Figlio (1999) provide a summary assessment of limitations eff ects on school 
performance based on a review of previous research. The authors conclude that limita-
tions have adversely aff ected outcomes in schools. They have also negatively aff ected 
teacher qualifi cations (Figlio and Rueben, 2001). Such conclusions are not universal 
(see Downs et al., 1998). More recent research has considered the diff erential eff ect 
of limitations on education expenditures over time and levels of stringency. Local 
limitations in Illinois result in increasingly declining property taxes and education 
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expenditures over time. The restraint on property taxes is more signifi cant than the 
decline in spending, suggesting a shift toward alternative sources of education budget 
support (Dye et al., 2005). State- level TELs appear to have little eff ect on education 
spending, while stringent local TELs result in reduced spending and higher student–
teacher ratios (Shadbegian, 2003).

28. One such study assessed the eff ect of limitations on employment levels, wages and public 
sector wage premiums, fi nding that limitations have a limited eff ect on employment levels, 
while reducing relative wages in the local public sector (Poterba and Rueben, 1995).

29. See Mullins (2003) and Rubenstein and Picus (2003).
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Comments on ‘Reaching and 
maintaining structural balance: leaders 
in the states’ and ‘Fiscal limitations on 
local choice: the imposition and eff ects 
of local government tax and expenditure 
limitations’
Kurt Thurmaier

At fi rst glance, there would not seem to be much conjunction of the con-
tributions by Katherine Willoughby and Daniel Mullins in this volume. 
Willoughby discusses performance management issues at the state level, 
and Mullins analyzes the cumulative impact of decades of tax and expend-
iture limitations on local governments. Considered together, however, 
these contributions are complementary analyses that bring insight into 
the current and future fl exibility of state and local governments to manage 
the current fi scal crisis and to evolve with emerging fi scal conditions and 
demands.

Willoughby’s analysis of state fi nances and budgeting focuses atten-
tion on how states are reaching and maintaining structural balance. The 
Government Performance Project (GPP)1 has provided descriptive report-
ing of multiple measures of fi nancial performance of states for several 
years. Willoughby draws our attention to structural balance in the states 
because there are many fi scal policy issues refl ected in whether or not a 
state has a strong, moderate or weak structural balance performance. 
Structural balance is defi ned as: ‘the ability of government to support 
ongoing expenditures with ongoing revenues – this concept is measured by 
examining tax structures, the existence of countercyclical devices, fi nancial 
management strategies and various fi scal ratios’. More specifi cally, the 
GPP measures structural balance as ‘year- end unreserved budget balance 
(general fund balance plus rainy- day fund balance) as a percentage of 
general fund expenditures’.

There are two lessons that can be drawn from her analysis. First, the 
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states with the healthiest structural balances have a regular, disciplined 
approach to fi scal policy and budgeting. They are fl exible and rank rela-
tively low on the list for expensive, long- term commitments added to the 
budget base (see Table 8.8). They are reluctant to add increased employee 
benefi ts, or increased retirement benefi ts, for example. This reluctance to 
increase benefi t commitments may not satisfy employees, of course. Yet 
the drag of health care costs on organizational budgets in the private, 
public and non- profi t sectors of the American economy are well known. 
The new Obama administration has made health care reform a central 
policy goal, but it is unclear what that means now, or what will result 
from the mix in the ‘policy primeval soup’ in DC politics. One can be sure, 
however, that no single state can address this increasing cost alone; the 
solution must be national. Breaking the link between employment and 
health care can take many forms, and it could very well free the labor 
market and truly enhance private and public sector productivity. But the 
details of this policy are likely to still cost employers, including state gov-
ernments, substantial sums.

The second lesson reveals some irony. Those states in the top tier of 
structural balance health are also less constrained by tax and expenditure 
limitations (TELs) and constitutional balanced budget requirements than 
the rest of the states. Table 8.7 of Willoughby’s analysis is telling. Only 
55 percent of the state leaders require a governor to submit a balanced 
budget, compared to 83 percent of the other states. Only 44 percent of the 
state leaders prohibit defi cit carry- over to the next fi scal year, compared 
to 61 percent of the other states. None of the leader states have revenue 
limitations, compared to 15 percent of the other states. Only a third of 
the leader states are constrained by expenditure limitations, compared 
to almost half of the other states. What accounts for the counterintuitive 
data? Willoughby does not explore the issue fully.

One ready hypothesis is that the leader states do not suff er from a struc-
tural political leadership defi cit. That is, they enjoy a political culture that 
respects a regular, disciplined approach to fi scal policy. As Wildavsky 
famously noted, if one wants to change budgetary outcomes, one must 
change budgetary politics. Process changes are unlikely to yield diff erent 
results without a political change.

This issue underlies Mullins’s analysis of TEL impacts on local govern-
ments. Mullins notes that the ability to respond to TELs is a function of 
underlying fi scal capacity in the face of undiminished demands for local 
services. This relates directly to an important accountability issue: one 
of the most important eff ects of the TELs is an increase in the number of 
special district local governments (SDLGs). The governance of SDLGs 
varies widely, but several points are worth noting.
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First, many times the governing board is appointed indirectly through 
‘member’ governments (that is, the SDLG is created through some type of 
interlocal agreement to create a new entity). In this case, voter account-
ability is indirect and fees and tax levies can be set without voters having 
direct recourse to object against (or promote) them.

In a second version, the SDLG is an independent local governing 
body, and the voters elect the governing board members (for example, 
park districts in Illinois). While this seems like direct democracy (and it 
is, technically speaking), the accountability sunlight that shines on these 
organizations is weak at best, with little media coverage or public interest. 
Consequently, although citizens’ representatives are presented on ballots, 
the ability for many citizens to discern for whom to cast a ballot (assuming 
there is any competition – which often there is not) is very low.

In both cases, the impact of TELs that impose ‘citizen’ control over the 
taxing powers of general government bodies is to drive taxing decisions to 
less controllable and less accountable decision- makers. This may not have 
been the desired outcome of those who initiated the TELs, but Mullins’ 
analysis provides telling evidence that they have squeezed the ‘ballooning’ 
taxes on one end, only to fi nd it has ballooned in a diff erent place. In the 
end, the TANSTAAFL2 law cannot be avoided: in the face of unrelenting 
demand for local government services, someone, somewhere, somehow is 
going to pay.

The other elements of Mullins’ analysis do not provide easy answers 
about how that will work. The forces from state and local TELs combine 
for an interesting challenge to future state and local fi scal policy. State 
TELs are increasing pressure to devolve responsibilities (and costs) to 
local governments and their more limited tax bases; and state TELs are 
constraining, limiting or leading to diminished state aid to local govern-
ments, including schools, in the face of constrained revenue growth. At 
the same time, TELs at the local level are pressuring states to push service 
responsibility to the state level, and requiring a statewide response to fi scal 
stress because local governments have no fl exibility to adjust local revenue 
sources to meet sustained demands for services in the face of declining rev-
enues. TELs at the state and local levels also induce increased borrowing 
by both levels of government, since debt service tax levies are often (but 
not always) outside the tax caps.

The data in these two contributions prompt important questions but the 
authors leave them largely unanswered. Willoughby’s analysis is largely 
descriptive. Further analysis should examine why four of the eight states 
ranked as leaders in 2005 were no longer leaders in 2008. What distin-
guishes Delaware, Pennsylvania, South Dakota and Utah from the other 
nine states that made the leaders list in either 2005 or 2008? What caused 
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the nine to drop from the list or rise to the list? For example, what are the 
correlations of their structural balance scores with other GPP scores, or 
basic demographic data?

Another set of questions arises from the strategies presentation. Do 
state leaders just need to ‘do it right’ once (whatever that policy change 
is?) Or must the strategy change be implemented over several years; that 
is, should we expect to see the 2005 leaders to be making the same deci-
sions in 2008? Are there any constraints (constitutional or otherwise) for 
the weaker states? Are weaker states chronically trying to ‘catch up’ or just 
stay afl oat? (One thinks of my home state of Illinois, for example.)

Perhaps more importantly, what are the service impacts of the strategies 
of the state leaders? What are the service impacts of regular, disciplined 
fi scal policies of the leaders versus the next tier, for example? Should states 
be providing the same service and benefi ts mix as South Dakota and Utah, 
for example? The GPP appropriately has multiple measures of fi scal per-
formance. States may be enticed by a neighboring state’s successful policy 
outcome, but be unwilling to adopt the entire package of policy changes 
that produce that outcome.

The Mullins analysis raises important questions about TELs. Does the 
increased specialization of local government services (that is, the increase 
in SDLGs) to overcome TELs lead to a paradox? Do SDLGs increase 
voter power to ‘purchase’ Tiebout packages of goods and services, but 
paradoxically decrease the transparency (and, ergo, accountability) that 
general- purpose local governments have provided with direct representa-
tion, because responsibility to create and manage the ‘desired’ package 
of goods and services at the desired tax price is transferred from general 
local governments to unelected offi  cials or SDLGs with low attendance 
accountability elections?

Finally, some questions link these two research projects to shed light 
on broader intergovernmental issues that aff ect future state and local tax 
policy. Consider the local government expenditure assignments before and 
after TELs. Do states with increased ‘range’ of local government spending 
foster TELs? Does local government spending on services more appropriate 
at higher levels (counties or the state) have increased probability of TELs 
being adopted? What are the longer- term impacts of local- level TELs on 
the long- term fi scal health of states, measured by the long- term structural 
balance used in the Willoughby study? Do state leaders in structural 
balance performance have a regular and disciplined fi scal policy regarding 
local government aid (whether to schools or general local governments)? 
Are these states quite comfortable fostering a plethora of SDLGs, or do 
they have a diff erent policy regarding SDLGs than the other states?

While there are many more questions generated by the Willoughby and 
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Mullins chapters, I am most intrigued by the confl ux of fi scal discipline and 
democratic accountability. If TANSTAAFL indeed governs fi scal policy 
(and I think it does), scholars would do well to be more explicit about the 
linkage, the impact of ‘fi scal discipline’ in its diff erent manifestations, and 
suggest fi scal policy models that either balance these two objectives, or 
make the trade- off s between them explicit for policy- makers.

NOTES

1. The GPP is a collaborative eff ort of Syracuse University, Governing magazine, and the 
Pew Charitable Trusts. More information is available at www.pewcenteronthestates.
org.

2. There Ain’t No Such Thing As A Free Lunch (TANSTAAFL).
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10.  Out- of- the- box conference: an 
epilogue
Bert Waisanen

The conference that led to this volume was held in May 2008 in Atlanta, 
Georgia. At that time, an atmosphere of uncertainty was beginning to 
permeate the US economy in numerous regions. A credit crisis was playing 
out, threatening municipal fi nancing in certain sectors; headline infl ation 
had passed 4 percent and was nearing 5 percent; and energy and food 
prices in particular were of growing concern. The housing contraction 
continued to weigh on transaction- based tax revenues. Yet so far, state 
budgets had held up, due to cautious spending and forecasting in recent 
quarters. However, signs were emerging that growth was slowing and 
spending and revenue forecasts would remain uncertain for many states. 
A straw poll taken at the conference revealed the economic savvy of the 
group – 90 percent believed the economy would deteriorate in the next six 
months.

Fisher (Chapter 2) recounts the large and continuing policy challenges 
aff ecting tax policy, including education fi nance, property tax pressures, 
the fact that one in fi ve Americans depends on Medicaid, and incarcera-
tion of young men who are then absent from the workforce and parent-
ing responsibilities. He asked about possible solutions, and questioned 
whether there is a lack of research, or whether there is a lack of policy 
change. He posed an out- of- the- box question to ponder: should we engi-
neer and advocate, or just analyze?

Tannenwald et al. (Chapter 3) discuss how state and local governments 
have turned to creativity in tax policy, because large structural changes 
face too much push- back to gain a critical mass of support. Meanwhile, 
rising school costs, obsolete tax systems and income equality still create 
enough pressure to warrant creative responses, from cost share trigger 
mechanisms to fees to stopgap solutions.

In Chapter 6 by Rork and Wheeler, the authors examine alternative 
business tax systems, such as the New Hampshire business enterprise tax 
structure and performance. The tax includes a low rate on a broad base 
and is credited against the profi ts tax. Sjoquist (Chapter 4) reviews revenue 
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systems of states that have no income tax, and their reliance on other 
revenues, some unique to their economies, as well as greater local govern-
ment reliance in some cases. In Chapter 5, Wassmer reviews California’s 
Proposition 13 on its 30th anniversary in 2008, a property tax change 
that shifted reliance to the income tax and changed the state–local fi scal 
relationship, while Mullins (Chapter 9) considers the history of local fi scal 
limitations. Wallace (Chapter 7) examines the feasibility of a proposed 
state–level consumption tax, its structure and impacts.

The complex nature of the eff ect of the fi nancial markets crisis on the 
real economy has made pattern recognition diffi  cult. What is clear is 
that more states face the risk of structural fi scal imbalances, and revenue 
systems are one- half of that equation. In addition, several authors in 
this volume have revealed a theme of governments off ering short- term 
approaches to longer- term structural change issues. This raises a question 
of sustainability for existing state and local tax policy going forward.

In my view, state fi scal trends have remained decidedly inside the box 
over the past 10 years. Special interest incentives remain plentiful, forego-
ing existing business activity revenues. Sales tax base erosion continues, 
and a signifi cant part of the services economy is outside the sales tax 
system, with few states endeavoring to add services to the base. A few 
states however, have targeted the corporate income tax for better perform-
ance, or broader reform, or both. Tax systems based on gross receipts or a 
combination of receipts and net income have been approved in Michigan, 
Ohio and Texas. These actions refl ect a willingness to try something new 
to shore up business tax bases.

Property taxes for homeowners are the subject of one goal: relief. 
Whether it is state- funded relief, mandated local limits or replacement 
of revenue with sales taxes, states are responding to calls for residential 
property tax reductions. These eff orts generally trump calls for relief from 
business and other property owners. Tax swaps were approved by several 
states during healthier budget times, so revenue stability from reforms has 
yet to be tested. The prospect of strained economic conditions will increase 
pressure to cut property taxes, precisely when their reliable revenue may 
be needed the most to stabilize local economies.

What new developments may be occurring in the state and local tax 
base? I will off er that green tax issues are rising in the US, and note that 
Robert Wassmer (Chapter 5) off ered an out- of- the- box idea on the pros-
pect of state carbon auctions. Will a fl edgling green tax base arise out of 
the box? Europe, China and Canada are actively debating environmental 
tax shifts, with carbon- based taxes being the new revenue proposal, and 
income and payroll taxes being the off set reduction. Is some sort of a green 
tax shift feasible or appropriate for US taxing entities? More exploration 
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of these topics would be benefi cial to inform the debate and would clearly 
be out- of- the- box approaches to revenue stability in subnational tax 
systems.

As of May 2008, strong new issues are challenging the federal fi scal 
structure and long- term commitments. The likelihood of renewed tension 
in our system of fi scal federalism is growing as federal burdens increase 
and US revenue adequacy comes into greater focus. The new President 
will face calls to manage economic policy actively, and the 2010 expiration 
of federal tax provisions ensures a federal tax reform proposal will emerge 
early in the new administration and new Congress.

So as our economy changes, how will tax systems and policies adjust? 
For now, states in some instances continue to fund program commitments 
with either shorter- term, volatile or narrow revenue sources, such as excise 
taxes. For example, states are swapping reliable property taxes for more 
volatile sales taxes, and states are shying away from sales taxes on services, 
while reluctantly approving rate increases. Since when did a rate increase 
become more palatable than a base- broadening? These are interesting 
times.

Going forward, the forces of economic instability may bring to bear 
enough collective worry to invoke a time- out for well- worn tax policy 
debates and occasional hyperbole, and usher in a new, more sobering 
scrutiny of tax system performance in the face of governmental service 
commitments. The cover has been lifted off  of the box. Let us see what 
ventures outside it.
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