Cou

Tax and Expenditure
Limitation:

A Policy Perspective

ncilor
overnmenis



The Council of State Governments

The Caurci!, Bajointagency ofdl the stategovermment"—
created, supported, and directed by them. It conducts
resear.” on state programs and problems; maintains an
information sarvice aailzble to state agaies, officals,
and legislators; Isaes a variety of pblicatias; assists In
state-federal  liaisn; promotes regioal and state-local
ocooperation; and  provides saff for  affiliated

oganizatios.

Headguarters Office
Iron Works Pike
Lexington, Kentucky 40511
@X%) 252-2291

Easterm Office
1500 Broadway, 18th Flloor
New York, New York 10036
(212) 221-3630

Midwestern Office
203 North Wabash Avenue
Chicago, 1llirois 60601
(32 2364011

Southemn Office
3384 Peadhtree Road, N.E.
Atanta, Georgia 30326
a 261271

Westem Office
$* Post Strect
San Faciso, Califomia 94104
(415) 986-3760

Washington Office

Hall of the States, 444 North Copitol Strest

Washiington, D.C. 20001
@) 624-5450

Cover art by Mindy H. Zimmerman



Tax and Expenditure
Limitation:

A Policy Perspective

By
J. Ward Wright
Director of Govermmental Management Servioss

THE COUNCIL OF STATE GOVERNMENTS
Lexington, Kentucky

February 1981



Copyright January 1981 by
The Councill of State Governments
Iron Works Pike, Lexington, Kentucky 40578
I1SBN 0-87292-0194

Printed in the United States of America

The information in thisreport was developed with partialfunding by the U.S.
Department of Housing and Urban Development under Grant No. H-5058.
The contents of this publication do not necessarily reflect the view of the
Department of Housing and Urban Development or the Council of State

Governments.



Table of Contents

o = o o v
Introduction. ... .. .. 1
Modern Trends ..o i i cieaaaan 5
Review of Policy ISSUES. . - v v i e c e 9
Pressures for Tax and Expenditure Limitations........ 1
Technical Problems. ... .o 14
Economic IndeXesS. .o e e i e caeaeaaaan 15
The Use ofaBase Year or Fiscal Period.............. 16
Fund Structures. ... ..o i 18
Revenues vs.Expenditures. .......oooiimnnaeiaaaa.. 19
Scope of LImItations. ..o on o n e e e e eceaanaas 22
Methods of Control .. .. .. .. .. ...... 23
Provisions for Exceptional Circumstances.............. 24
Limitations on Local GovernmentS.... ... ..o 27
EvaluatingResults. .. ..o i i i caaans 33
Appendixes
I. A Review of the General Provisions............... 36
Il. Historical Perspective. ........cooieiianaeannan. 40
Early American Concerns ......ccceecececanan. 41
Modern Developments.....ooioemneonanana.. 43

. CoNtaCES . .ot e e e e e e e e e e e e eeeaeaaan 47



Foreword

Stal.. govermments since the nineteentth century have imposed limitatias on
the cgecitiies of tteir local govermments o raise revenues, eecially prop-
erty taes. Since 1976, 18 states have also imposed limitatias on theirown
Cgecities 1o raise revenues or spend money.  In addirtion, a number of states
have added to the traditiaal property tax limitatias on local govermments
new limits on the total amounts these govermments can raise or sperd. All
of these activilties are now commonly referred 1o as tax and expenditure
iimitatias (TELs). Since the passage of Proposition 13 in Califomia in
1978, virtually every state legislature has considered one or more TEL-type
proposals each year.

Attempts to limit dl, or most, of a state’s revenues or expenditures are
very complex and raise many policy isses of aitial importance to the
fizal intayity of the state and its economic and social wellHoeing. This
report foauses on the probllems encountered in devising such legislation and
reviens the manner inwhich the 18 states have dealt with them. The report
isdesigned 1o raise isaes for the consideration of lggislators and trelr staffs
who contenplate the adoption of such limitatias for their own states. It
should also be of interest to others studying this modern trad.

The study was funded in part by the U.S. Department of Housing and
Urban Development under Grant No. H-5058.

Lexington, Kentucky Frank H. Bailey
February 1981 Executive Director

The Council of State Governments



I'n tro d u ¢ tio n

Few events in the history of state and local govermment have received the
attertion and interest accorded the passage of Proposition 13 in Califomia
in 1978. A wave of publicity heralded a ““taxpayer rewolt,” inwhich tre
overburdened taxpayer would wrathifully impose limits on govermmental of-
ficak at dl leels and force them to spend only what the average taxpayer
could afford. The sponsors of the costaitutiaal amendment in Califomia
traeld the country callirg for similar actias in every state, and many
elected officials in state and local govermments seemed determined to leed
their loal movements. As the Instatute for Contemporary Studies described
thismood in 1978:

The pessage of Galiformiia’s Prgposition 13 st Jure startied the retions

tamers asmuch as itdid legslatas and public officals. Almost oemight,

tapaers groups started gririrg up N comunitiies aatss tre cauntry,

and a number of states begen draftirg sinillar initiatives Tor casicerataian

in upcomiing electias 1

Since 1978, many publications have focused on this subject and carefully
traced new developments s The acronym TEL— short for ““Tax and Expen-
drture Limitation”— by now familar to dl state eecutives and lggislators.
It s doubtful that any legislative session sinae 1978 has faillad 1o address
saveral such prgposals, and the Councill of State Govermments has sought t©
keep its aostituats aoresst of these developments by reporting on propos-
ed and adopted lagislation and explaining the inplications of each type of
limitatdon. This report seeks 1o bring the record up 1o date and create a bet-
tar anareness of the inplicatios of TELs for firacial and gperating
plicies.

It B Inportant to reliz that limitatias on govermmental povers 1o raise
revenues and spend money are not new. Indeed, they have been tried in
various forms, egecially at the local led, for more than a catury. Propo-
sitin 13 s one dramatic indication that traditiaal tax limits have fallen
sort of perceived public needs in these times of rampant inflation (among
other adverse economic tratk). Nonetheless, a brief review of pest ex-
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periences with such limitations places aurrent activilties in an historical con-
tedt that may temper the possibly uyealistic eqectations of modern TEL
zealots. This historical review s presented in Appendix 1.

This report swritten for the information of state lagislators and ex-
eautives who are considering the use of tax and expenditure limitatios as
means of gaining control of ever—incressing govermmental asts. Whille such
limitatias are not unique in the history of American govermments, in treir
new emendations, these costraints tie Incressss In revenues and taxation to
economic indexes which are thought 1o represent the abillity of people t©
support treir govermments. As a reallt, the enphasis overwhelmingly hes
been on curbing the needs of goverments for revenues.

This regport examines some of the more diffiault analytical problems
asociated wirth the devellopment and goplication of economic indexes, such
as leel of persomal income, growth of the economy, and rise in the con-
sumer price index. The gplication of these ratiaally developed tools t©
state and local purposes, the designation of bese periiods to which they ap-
ply, and the problems of limiing revenues that are elesticwith respect to
the economy all pose seriass theoretical and practical problems 1o the
drafters of TEL legislation. Attempts to limit eenditures likevise pose
difficiltes, given the large number of specialized funds with which most
state govermments goerate. Firally, dl of these factors must deal with the
necessity of govermments 1o provide ongoing sarviaes whille being in the best
possible position to meet life-threatening emergenciies.

Proposition 13 focused ratioal attention on the upopularity of the
property tax at the loal leel. Bvents since 1978, honever, have also sened
1o stress the necessarilly close relatiaship between state and local govern-
ments in periods of fisal stress and adjustment. The Califormia experience
has shown the need 1o reess=ss the state™ rolle wirth respect o local govern-
ment resosibilities, allocation of fisal resources, and, ultimately,
distribution of authority for dealing with public nesds. Most states are now
looking at the total revenue and expenditure picture within their states, and
the policy isses beiing raisad have profound inplications for the future
roles of govermments at dll leelks.

It isnot the purpose of this report to take a position for or against the
adoption and use of tax and expenditure limitatios. Financial adninistra-
tin at tre state and local leels san extrenely complex prooess which has
been camplicated in modern times by the ever-incressing scope of govern-
mental activities and the steady integration of fackral, state and local
resorsibilities in addressing a wide variety of socioeconomic problems.



As a consequence of these developments, modern attenpts to place effec-
e aostraints on the collection and use of taxes and other revenues will be
extraordinarily difficult. In addition to the conpllexities of govermmental
firencial adninistration, the variety of intergovermmental fisal flows makes
the gplication of limitatias a very diffiault undertaking. Given the
bewildering array of interlocking fackral-state regulatory provisias, state
officialsmay fird that reductions in cartain types  if eqenditures may
result in even greater reductions in federal assistan e

Adding to dl these difficulties are the problems of developing data beses
necessary to adninister effective programs of limitatias. No two states
have the same system of accounting, so gereralizatians conceming the best
methods of accountzbility (ad, thus, adherence to any given TEL) are dif-
fiaut to draw. Economic indexes developed by the feckeral govermment
(€9, state persomal income, consumer price index, rates of inflatian, leels
of productivity) are approximations at best and are often very diffiault ©
apply to highly loc :izd ciranstances. This problem i compounded when
the states attenpt to impose TELs on treir local goverments.

The report also disousses the shortoomings inberatt in TELs. These types
of limitatias are no sustitutes for the development of equitzble systems of
taatian, improved govermment prodctivity, and resposive and effective
bureaucracies— t mention only some of the pressirg isaes included in tre
public’sdemand for economical and effective govermment. Properly
developed as an integral part of a larger oerall effort of govermmental
reform, a TEL could vell play an effective role in finding a balance be-
tween the vital need for effective govermmental sarvicss and the aoility of
citizas to pay the asts.

Eighteen states have some form of limitation on their own taxes or ex-
perditures. There have been so few evaluations of the reaults of these
limitatios that assurance of suocess In aurbing future govermmental asts
must be largely speaulative at this tine. Accordingly, this report sesks o
direct attertion to the obvious amalytical problems and policy inplicatias
that willl edast regardless of the dojectives being pursued. Onlly time wall &l
whether these types of aontrols can assure the American taxpayer of more
effectave govermment.

The report spresented in two prircipal parts:

O Modern Trends. A brief description of the problems addressed and
the tedmiques used In recent attenpts to comtain the oosts of state and local
govermments.

@ Review of Policy Isaes. A dcetalled aalysis of the tedmical problems
with which TEL designers must contend and explanations of treir inplica-
tias for the gperations and directias of state goverments.
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The term “tax rewolt” has come to daracterize the period since Junt 1978,
when Proposition 13 passed in Galifomia. Writing in 1979, Frank Levy
made the folloving doservation about this reolt: ““Proposition 13 *' CS not
a spontaneous phenomenon, but was rather the latest iming in a biemnial
eatt, a restatchirg of numerous eardlier infiatives~ 1 Why then did Proposi-
tion 13 become such a ponerful symbol which appears 10 have triggered a
number of other efforts to put legal limitatias on state and local spending?
It definitely was a media eventt attracting rational attention. In fact, as
Donald Hagman pointed aut in September 1978, the voters of Califomia
“were not likely voting treir pocketbook. . . . They were voting an ideology
that *he public interest would be sened by enactment of Proposition 13.°4
Clearly, the saverity of this one-time decreese in loal revenues, the use of
the infiative o write the limitation into the state arstitution, and the con-
fusion of many prominent plitical leeders in attenpting to deal with the
isse dl contributed to the attention the action received.

it i likely that few voters understood the inplicatians of the initiatie.
Some of the isses related to the proposition that did not receive a great
deal of attention at the time are the folloving:

= Property tax s declining in significance for local govermments, com-
pared to other sources of tax revene.

= In spite of Proposition 13% prohibition against incressing other taxes
to make up for lost property tax revenues, local govermments can use a
variety of nontax souroes, egecially fess and service darges, to compen-—
se.

= To the extant thret the state govermment bails out the loal govermments
and school districts, as Califomia haes done, there willl be incressing cen-
tralization of control tonard the state leAl.

= For people in the higher income bradets, as B the case with many
homeowners in Galifomia, property tax payments provide valusble federal
income tax deductions; thus, by shifing the tax burden to other forms of
taation or fee payments, the homeowners have kst an important source of
deductions.
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ks it lilkely trat Califomiia voters consciously voted for increased cen-
tralization of govermment at the state leel and loner deductions for income
tax purposes? They obviously voted for the direct, pocketbook isse of
loner property taxes and undoubtedly wanted to send a broader message to
goverments at dll leels that the growth in the aost of govermment must be
brought into lirewith the firacial capecity of the taxpayer. The more
pblicity given the proposition, tre greater the idsolagical overtores. In this
process, it s not suprising thaet many collateral issues were overlooked by
many. Nonetheless, the impact of the natiomal attention the proposition
received sl being ©L

Without comparable ratioal attertion and before the passage of Prop-
osition 13, the states of New Jarsey, Collorado and Tennessee had already
adopted limitatias on state expenditures in a manner that was much more
unusual historically than Califomia’s reductions of iits property t2es. In
fat, New Jersey adopted a package of state-local limitatias that was un-
precedented at tre state leel. lttied inareeses instate expenditures o the
growth in state per cepita persoral income as measured during the second
quarters of each of the two years preceding the year inwhich the budget
would go into effect. New Jersey was the first state to attenpt any com-
prehensive limitation of s expenditures since World War 11, and itwas the
first state ever 1o take advantage of facerally maintained data sources con-
ceming state economic conditions to tie the growth in state aosts o the ap-
parent aoility of the citizas to pay. For state govermments, this estzblished
a very significant precedent.

Many of the problems involved in adopting the New Jersey approach
(similar 1o that taken by several states) will be disoussed throughout this
rgoort. One of these problems concems the meaning and scope of the term
““state experditures.”” Obviously many govermmental disbursements are
urelated to the income of the state’s ciizas (9., pasions, deot retire-
ment, trst and agency transactians), whille other expenditures will e as
the income of at lesst some sectors of the citizayy declines (e.g-, unemploy-
ment payments and welfare—related asts). Recognizing these problens, New
Jersey excluded from its limitation appropriations for state aid to ozl
goverments, eparditures of federal funds, and debt service aosts for in-
debtedness authorized by referendum. There was a provision to exceed the
limit ifsuch an Increese were approved by a mjority of the voters ina
referendum. New Jersey also placed a limit on municipalities and county
govermments of 5 percant over the prior year’s gopropriations (With excep-
tias for very sl goverments). And, the state limited the use of
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revenues from state income tax to education and property tax relief.

By the end of 1980, 18 states had placed limitatios on thelr own expen-
ditures or reenes. A listirg of these states, together with a briefexplana-
tion of the variations employed by each, s <et forth in the dart presented
at the conclusion of this report as Appendix . A wide variety of ap-
proaches has been used; honever, most of them are directed toward relating
inoreesss in state (and also loal, insome instanoss) aosts and/or revenue
ollectiaos to the growth in the economy or to the level of persomal income
of state residats. The language used in various laws includes the followving
(ote that saveral states use more than one ariterian):

= Growth inthe “states economy”” (Hawaii, Tennessee and Texas).

= Growth inpersoal income (Arizoma, ldaho, Louisiana, Michigan,
Missouri, New Jarsey, Oregon, South Carolina and Utah).

e Inoresse inaost of livirg (Galifomiia and Nevada) .

= Growth inpopulation (Califomia and Nevada) .

= Relatioship of cunrent year’s spending plans or revenues to the pest
year or the average of saveral pest years (Colorado and Rhode Isla).

< Relatioship of aurrent spending plans 1o anticipated revenue clllec-
tias Celanare and Washington).

As straightforvard as these indexes may seem, many problems arise when
they are gplied. Included among these are the folloming:

< How does one determine growth in the statles “economy” for tax«
Support purposes?

= Are ost=of-livirg or personal income data suiteble as aiteria for a
state or local govermment’s led of spending?

= Docs a limit on state expenditures include all disbursements and dbliga-
tions regardless of the firencial besis of trelir support and the purposes t©
which they are 1o be put?

= How does the govermment limit revenues that are elastic with respect to
economic conditions?

These guestias, along with others, are the concem of this report. Their
ansiers raise serioss tedmical and policy problems for the drafters of TEL

There are e<.rJi.cly Important practical and phillosophical problems im-
pliat in the whole process of considering tax and expenditure limitatios.
The aalytical complexities attendant on the development of effective and
equirtable fisal limitation systams are staggering. Bqperiences with similar
efforts o limit govermmental aosts over a period of more than a century
leave room to doubt the efficacy of statutory provisios alae. To assure



8/TEL

effectiveess, a canprehensive assesamant of dl the factors involved in the
procsss of developing, implementing and assessig spending and revenue
plas sesal.



R eview o f P o licy Issue:s

The term “pollicy” iBUused so frequatly that iismeaning sdl too often
taken for grated. Policy isses have to do both with where an organization
isgoing and how it should get trere. A number of actors, including the
gereral public, the lggislature, the eeautive, departments, and other agen-
cies of state govermments and treir loal jurigdictias, have differatt roles
with respect to each type of policy isse. Each of these actors and entities
dealls with policies at one time or another— even iFonly to vote in an elec-
tian where the Isse has been raisad (directly for a proposirtion in a referen-
dum or for a candidate espousing certain positias with regect to a given
iSE).

It isprobably common for even inportant issues to ariseand be ad-
dressed with respect to only ane, or a few, of its inportant facets, while
very inportant aspects are igored. For exarple, virttally every major
policy isse has the following three dimensions:

@ pirectional. What should the state govermment, or other govern-
mental entity, do, and which ssctors of the popullation should berefit in

what respects?

@ organizational. Who should be resposible for what 1o be done
€g., apxies, leels of govermment, officials) and what orgaenizatioral
structures should bo used in the prooess?

@ Resources. How should funds be allocated, positians authorized, and
other resources provided for undertaking the authorized activilties?

The prircipal isses involved when considering TELs clearly concem the
resourcss 1o be made aailable to govermments in order to deal effectively
wirth the problems with which the comunity, region or state s faoed.

Much of the data appearing in the news media conceming the tax limitation
question foausss only on govermmental resource problens, such as increes-
ing laels of taatian, growing siz of govermment at dl leds (9., number
of puwblic enployees), and the Incressing diffiaultes of vpayers indir "41&
ing govermments under these aonditios. While serviaess are sometimes allud-
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ed 1o, the dosenvations are uisally very gareralized. The tem “velfare,”
for exanple, daracterizes a group of sarvices unpopular t many tax-
payers. While these reports to the public are often goecific about tre leels
of taes and the aosts of goverment, they seldom are equally S adfic
about the nature of the public problems addressed by govermments or the
quantity and quality of sarvice provided. There isa vigeral element in
disasssias about incressing taxes that sabsent In disaussians about sewage
disposal fadllities or public health nurse visits.

This chapter reviens existing tax and experditure limitatios from tre
perspective of all types of policy aosideratios. That i, whille resource
isses are the catral foous of concem, the relatioship of these IS s O
the ability of govermments to achieve trelir dojectives and fulfill treir
resporsibilities senphasized throughout.

The chapter isorganized in the folloving manner:

« Pressures for TELs. The most important question swhether the means
of direction, control and resource allocations available 1o state and local
policymakers are so inedequate that they must be supplemented by these
types of statutory or castitutioal provisians.

e Tednical Problems. Designing and implementing TELS present
numerous anlytical and adhministrative problens, egecially if the limita-
tias proposed involhve the use of economic indees, the use of a fuctiomal
periad of referene (eg., tre kst fisal year), and efforts to comprehend
dll, or most, types of disbursements and revenies.

= Revenues or BExpenditures. Legislators and amalysts have dl taken pains
to distimguish between aurtss on revenue sources (gs wirth Proposition 13 and
the property tax) and eqeaditures; honever, the significae of the dif-
ference may often be misunderstood.

= Scope of Limitations. The problems associated with curbing revenues
that are elsstic with respect to the economy (0., sales tax and income &),
limiting types of experditures whose dynamic daracteristics are beyond
budgetary discretion (0., pension comitments, trust and agency funds,
auntergyelical 7 'sistace prograns), and otherwise laying the fisal besis
for econamical govermment by statutory enactments raise significant
dalleges o lgislative draftsren.

= Cotrol Methods. In an effort to make govermment affordeble,
legislatures are choosing between the use of flat rates (9., percentage in-
careasss over previaus years) and  indexes of economic conditions (9., In-
deasss In personal income, incresses In the aost of Ivirg), both of whiich
pose policy problems.
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= Provisions for Exceptiional Circumstances. Govermments must be able
to contend with uforeseen events which threaten the health, safety or
velfare of the public; trerefore, drafters of TEL legislation must face the
dallenge of providing for emergencies inways that will not destroy the ef~
fectiveess of the limitatios themselves.

= Limitations on Local Govermments. The sxecial problems faced by state
govermments seeking to impose revenue and expenditure limitatias on ol
govermments are similar to mosi of the problems listed above and dallege
the contiinued integriity of home rulle.

These isaes are disoussed in tre folloving ssctias. The references o
statutory variatios used by the states are very briefand assume the reader
willl refer to the campillation of state provisions provided at the concllusion
of this rqort.

Pressures for Tax and

Expenditure Limitations

It shoulld be noted that the term “tax and eqpenditure limitatios” B
something of a misnomer. While Proposition 13 and saveral other limite-
tas in use are in fact directed tovard forms of taxation, most other
limitatias are on dll, or most, revenues. However, inthe media and many
other publicatias, the nitlals TEL have become popular and recognized as
refarirg to dl of these efforts to curb govermmental aosts and growth. In
this report, when TEL isused, “taxation’” should be regarded as
synonymous with “revenues” unless an exception i gecifically made. In
subsequent disaussians in this and other sectias, the significane of the
caslal use being made of such terms as taation, revene, eaditure, and
income willl be noted.

Of the 18 states with limitatias on their own revenues or eqenditures,
eight have aostitutiaal provisias. OF these, seven were imposed by
referendum. In these latter instances, the question of the desirability of a
limitation was not in the hands of the staie lagislatures. Yet, ten of the
states imposed the limitatias by statute, and it s likely that most of the re-
maining states considering such actians will have to make a conscious
legislative decision about whether to impose such fisal strictures on
thersehves. They willl have to ask: Why shoulld we limit our powers in this
vitally important area of legislative prerogative?
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A bedrock principle of Anglo-Arerican govermmental philosophy sthat
the lggislature infiates spending programs and authorizes the revenues €9,
taes, Te=5) requirad to finance them. The great aMil war in seventeanth-
certury England was fought primarily, though not eclusively, over this
principles Embedded in the Constitution of the Uniited States and every
other dharter of govermment in this nation s this supreme rigt of the
legislature. Powers associated with this role include authoriizing the spend-
ing program for each fisal periad; lewing taxes and inposing fess and
dharges; allocating regoosibilities among govermments and agacies;
authorizing staff complements for all agacies; authorizing the oerall ad-
ministrative infrastructure; imposing controls and other means for ad-
ministrative accountzbility; and overseeing goerations, evaluating reaults,
and redirecting govermmental activities. In dort, the govermment of a state
or local jurisdiction can onlly undertake such activilies, use those resources,
and geerate in the ways authorized by the cognizant legislature. Historical-
Iy, lagislatures in England and America have been loath to give up this
authority. At lesst in prirciple, these powers are adequate for any
legislature wishing to reduce govermmental oosts and associated taes.

Pressures for spending are nothing new in Averica. In the early years of
the Republic, represatatives of armament manufacturers, raillroed
developers, shipping concems, and countlless other pressure groups sought
to sway public demands and make legislative cooperation as convenient and
lucrative as possible. In fact, few eras ih our history have seen reduced
govermmental spending (though a particular govermment might occasiocrally
retrendh) or lessered involvement of govermment in the prinate Iines and
business enterprisss of Arericans.

Undoubtedly the Great Depression and World War 11 placed govermments
at dll leels ina new perspective inwhich they assumed incressing responsi-
bility for the heallth, safety and well-being of treir citizary. In this prooess,
not only did the number of programs and thelir assts inoreese, but the pro-
grams were also established Inways that made their escalating aosts uncon-
trollable as far as any one session of lggislatures was concemed @@t lesst this
has become a colloouial disclainer). Hence, tying Social Seaurity,
unemployment payments, welfare assistae and similar soccial programs t
economic Indexes created a situation inwhich the apparently allponerful
legislature was effectavely helpless In attenpting to curb risirg govermmental
aosts and expanding bureaucracies.  In addition, so many groups were sup-
ported, inwhole or in part, by these programs, that lagislative efforts to aut
back could often be overcome by effective polrtical action.
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Of course, these are onlly some of the factors pushiing the aosts of govern
ment upwvard. During the pest 20 years, the demands of organized public
employees, exxcially at the loal leels, have often been reinforoad by
strikes and other actions whiich all too often posed hopeless politacal dillem-
mas to local officgolders. Settlements of these confrotations have usally
been demanded by an inconvenienced pblic, but these agreements were
reached at great long-term aost 1o the taxpayer. In addition, since World
War 1, a cortinuous inflation has forced up all aosts for govermment and
tapayer dlilke. Oerall, an extended periiod of incressing public demands
for persomal seauriity and govermmental service, effective actians by public
employees for higher wages, and ever higher assts of all govermmental
operations have posed to lagislators at all leels of govermment an impossi-
ble array of dsstacles o the establisment of sraller, cheaper and more ef-
ficient govermments.

Under these circurstances, an imposed limitation on spending and/or
taxation can be awelcome reliefto tre harried legislator. He or she can
point to this ““cap” as a point beyond which the aggregate demands for
spending cannot go, leaving only the deciisions of how best to allocate
restricted resouross.  Indeed, this gotiion may be so attractive that a
legislature would like to see itimbedded in the state aostitution, and a
number of states have proceeded in exactly this manner .

The besic question under these ciraunstances swhether the Iggislature
feeks a limitation must be imposed on iits power 1o raise revenues or ap-
propriate funds if it B 1o keep the aost of govermment under antrol. Given
the goparently clear language of most TELs limiting expenditures or
revenues in accordance with seecific aiteria (eg., percentage increese over
previaus year’s revenes, increese in leel of state personal incoe), this
tHype of constraint may appear 1o be a sinple answer to the problem of
runaway budgets. A closer look at the inplications of these aiteria,
honever, disclosss many tednical problems and policy isses that desene
comprehensive analysis and careful consideration. This isegecially the case
iftre Igislator s as concemed wirth meetiing the state’s service responsi-
hilities and policy dojectives as he or she i In cottrolling asts. An ex-
amination of these problems i the subject of the remainder of this rgort.
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Technical Problems

The language used in the statutes and aonstitutioal provisians concemiing
tax and eqenditure limitatiors s usLally straightfornard and goparently
essy to gply.- The differant approaches taken by the states to date willl be
disassd ina later ssctian; honever, examples willl sene o illstrate some
sighrficant problens:

= Arizona limiits state spending 1o 7 percant of the persoral income of its
resicats.

= Colorado limits gereral fund spending 1o 7 peroant more than the
previous year.

* Hawaii limits the rate of growth of general fund gppropriations o tre
estimated rate of growth of the state’s economy .

= Michigan limits its revenue (defined as gereral and gecial reenues,
less fedkeral aid, with some minor adjustments) to approxinately 9.84 per—
ot of the persoral income in the previous calendar year, or tre average tfF
the persormal income in the three previous calendar years, whichever B
geater.

* New Jersey limits increesss in state expenditures to the growth in state
per cgpita persormal income as measured by changes between the second
quarters of each of the two years inmediately preceding the year when the
budget 10 go Into effect (@mplicable to gereral state gperations and o
cepital autlays).

« Texas limits the rate of growth of gppropriations from &ax revenues in
a biennium 1o the estimated rate of growth of the state™s economy .

While every TEL state has some variation on the theme, these are
representative of the approaches used. Clearly, every effort isbeing made to
relate aosts and taxes 1o the apparent abillity of the people to pay. Per
capita persoal income or total persomal income s the principal, but by no
means anly, index in use. Estimates for these indexes are made by the U.S.
Department of Commerce for each state, Standard Metropol itan Statistical
Area (SMSA) and county and are used for a number of purposes. However,
there are many problems in using them as guides 1o tax equity. In this sec-
tm, the folloving three goecial problems will be addressed very briefly:

- Use of Economic Indexes. Are these dependable ariteria of ability t
pay, and are they gpliceble as aostraints on govermmental spending?

= Use of a Base Year or Period. Have dl factors involved in calaulating
eqeditures and receipts ina given complleted fisal periad been deter-
mined in a arsistait and accurate manner?
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= Fund Structures. Considering the soecial purposes of most of the funds
and the existing condirtions cotrolling their receipts and disbursaments, can
revenue and expenditure limitations be goplied  dll 01 most of a states
firecial transactios?

Economic Indexes

It i Important 1o note that the equirtablle Inposition, assessment and collec-
tion of taxes are the subjects of an enormous body of tedmical literature.
The incidence of sales, property, income and other taxes (epecially the
degree to whiich each type s progressinve, proportional or regressinve) has
been studied for decades and s 4ill being analyzed extasiely. Most of
these studiies are directed toward the need, as most exqerts s i, for tax
reform. The mixes of types of taxes, the allocation of povners to tax among
diffarait leels of govermment, the actual formulas used in imposing taes,
tax assessrent practices and collection processss are dll Subjects of great
oconcem. It is possible that some people regard a TEL which isbased on
the economic conditions of a govermment’s population (e.g-, personai in-
come, growth in the economy) as a suostitute for tax reform. This kBa
grave enrar. Problems in the distribution and incidence of taxes will remain
recardless of the level of total taxes Imposed. A regressive sales tax (Laally
regarded as one imposed on the besic necessities of i) s il regressive
whether it s foed at s peroent or 10 percent. Thus, any concem about the
faimess of a given state’s system of taxation for each sector of the popula-
tion will not be met to any significat degree by the imposition of an
oerall ax or eqenditure limitatdon.

States already have come to raaliz the diffiaules involved in determin-
ing and applying such indexes as persoal income or economiic grovth.
Thus, different procedures are being used to derive gopropriate Indees:

= In Arizona, a three-member Economic Estimates Commission ascer-
tairs persoral incame.

® In Temessee, state personal income s derived from an econometric
model maintained by the University of Temessee.

= In Texas, projectios of growth in the states economy will be taken
from an econometric model developed by the State Comptroller’s Office.
No comment can be made here about the goecific models proposed or in
. Presumably they take the most inportant factors into acoount.
However, particular attertion should be given to assessing the accuracy of
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models thatproject economic variables for future periiods sine these could
be of doubtful reichillity.

Many other states use estimates for earlier periods such as those for total
personal and per capita persormal income prepared by the Bureau of
Economic Amalysis of the U.S. Department of Commerce. In using these
estimates, states should take into account the fect that they are not based
on special statistical sunveys of each state. Rather, the Commerce Depart-
ment uses more than 175 income components for a given time period to
derive estimates of persomal income in saveral differatt types of
geagraphical aress (State, SMSA or couty). Total and per cgpita persoral
income estimates are both develgped. However, reither of these income
estinates takes acocountt of the distribution OF income. An unusually high
proportion of wealthy people could skew per capita figures upward ina
manner that overlooks an even larger proportion of poor peoplle who are
very heavilly burdened by regressive taation. States with V rge sectors of
migrant wor Zas, high welfare rdlls, inaessirgly large numbers of the elder—
ly, and similar demographic daracteristics have found these concerms to be
far from teoretical

The use of persoral income as the index for growth in revenues or
eqenditures can also lead to another problem. In a recsssin, persoal in-
come willl drop just at the time counteroclical spending (e.g-, unemploy-
ment payments, welfare payments, food stamps) strigered. OF course, dl
states have some type of overricde provisians in teir limitatias; honever,
these are usally invoked sloMly, especiallly where a referendum s recuired,
and could be extremely difficult to get pest a determined minority in states
where unusual mgjorities are required. The state may vell fird itsedlfina
position of having to aut vital serviaes in aress such as healtth, education
and prisons because the TEL foraes most available revenue into the
auttergelical programs. Efforts made ingood faith 1o relate taxation and
ependitures to aility to pay may prove to be usuoosssful or even courtter—
productive unless the consegquences of the formulas imposed are thoroughly
understood by the drafters of tre lagislation.

The Use of a Base Year or Fiscal Period

A number of limitatians are based on the previous year’s (or fisal period®)
ependitures or on awages of saeral years. The extent of any Increese B
related to increases In persoral income or other economic variables.
References 1o pest years are probably unavoidable when attenpting
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develop a formula limiting the growth of state eqpenditures; honever, great
care must be exrcisad in determining what the use of a particular base
periad inplies.

Ifa state starts ik new plan with the most recent or current fisal periad,
it shuilding exdstirg policies, adninistrative practices, leels of saviee, and
many other geerational and policy matters into its future. Before a bese
period Bselected, careful consideration should be given t© what economic
condirtions, eeautive/lggislative policies, aurrent emergencies and contingen-
cies, or similar fectors prevailed during the periiod under consideration
which might make it suiteble or unsuitable as a reference point for the
futre. HFsome “normal” or ““represatative”’ periad Bto be the bese, this
might well be quite differait from the combination of accidattal decisios
and policies which, in tolal, costituted the preceding fisal periad.

In analyzing bese-year cosideratias, many factors must be weighed, in-
cluding tre folloming:

= Does the accounting method (e.g-, aoonal, cash, modified aocnal™)
provide a tre picture of fisal adtivities, or does it tend to report reflatiely
higher disbursements than rexeipts (es might be the case with the modified
accnual besis of accounting)?

= Do the acoounting recorts acocurately and caomprehensinvely record
payables and receivebles so that the Tulll scope of activilies s included in the
reference period?

= Have any gxcial economic uptums, one-time feckeral reimbursement
policies, nuka-fisal period reimbursements, or similar windfalls artificially
inflated reeipts? (And likevise, have downtums in the economy or unusual
los=s deflated receipts in a nonrepresentative manner?)

= Has the state been giving adequate support to its pension fuds
prescribed debt resenes, cpital maintenance, and similar respons-j.iities
(whicn dll too often are postponed but will eventually have 1o be made
good)?

= Have changes in regiocal daracteristics (eg., influx of retiress,
disoovery of new mineral resaurcss, development of new indstrial enter—
prises) ooccurred, or are they clearly in the process of cocurring, so thet
demands for services and aaillable fisal resources may well be sighirficantly
differat from the reference fisal period?

Several states, notablly Michigan and Oregon, use more than one year as
the base periad In an gpparent effort to smooth out sirgle year pealianities;

<\odified acaal refas o a systan of acoounting where eqaditures ae
darged as they are inounred lut cesh Baccounted far anly when it s reeihad.



18/TEL

honever, without addirtianal amalysis it is douotful trat this isa campletely
satisfactory tedmiqe. As s stressad throughout this report, every signifi-
cant factor in the proosss of gaining cottrol over aosts and revenues should
be slbjected o Intasive study and evaluation before being incorporated in
any state’s partiaular version of a TEL.

Fund Structures

Based on the language used iIn the legislation, no state attenpts to limit dl
disbursements or revenes, though saveral come very close- for example,
Michigan, Missouri, New Jersey and Oregon. Most states restrict the limits
(apin, with eclusias) o the “general fund.”” This brings into foous the
conplexities of fund structures that cotrol the disposition and uses of all
state and local eenditures. The gereral fund is usally the principal means
state and local govermments have of providing besic govermmental sarvicss.
It is the principal source of revenues for the operatiing departments of
govermment, and most state and lacal budgets in fact do no more than pro-
vide for the receipts and disbursements of the gereral fund.

Seldom does the gareral fund actually handlle more than half of the
moneys received and disbursed by a state govermment as a whole. A reoait
study in one major state determined that the gereral fund accounted for ap-
proximately one-third of the receipts and disbursements recorded by the ac-
courtting office, and this s not an unusual 2. Under these condirtians,, a
limitation dealing only with the gereral fund may seem to be igoring the
bulk of state asts; however, a close look at the nature and purposes of
other funds may be ressarirg. For exarple, saveral funds clearly do not
lend themselves 1o this type of limitation:

= Debt Sarvice. Moneys placed in these funds are garerally pledged o tre
retirement of existirg doligatios.

- Eiterprises. Both state and local govermments are resposible for
operations which “=lFf’ sarvicss and products to those who choose to buy
them (eg-, gcial recreatioal faalitiss, water and electric ulites).

= Trust and Agency. Large sums of money pass into and out of gecial
funds whiich are handlled by the state acting as a trustee or agent for in-
dividuals or organizatios (e.g-, cottributions to retireratt fuds, endow-
ment fuds).

These are only a few of the exarples inwhich tax and expenditure limite-
tias would be of dubious value in checking rising taxes and the cortinued
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growth of govermment. In fat, it s often doubtful whether these types of
funds can leally be limited in this manner .

As in the case of selectilg a suitable base yearr, a hard look must be taken
at the fund structure of each partiaular state and lacal govermment consiider—
ing the imposition of these types of Iimits. Sweeping  -elusias of revenues
and expenditures without careful attention to sources and purposes may
tum out to be copletely usuitzble, or actally illegl, in gplication.

Revenues vs. Expenditures

The term “tax and expenditure limitatias” inplies a sighificat dichotomy
that should be taken into acoountt by those cosidering such legislation. In
fat, Proposition 13 was a limitation on one source of taxation- the pro-
perty tax. Polls taken before and after this referendum in Califomia in-
dicate that most people were not greatly dissatishied with the types and
qality of sarviass they received, but they hated the property tax, belieed it
could be reduced, and were convinced that local govermments could absorb
this loss of revenue without seriious cutbacks or deterioration in Servicss s
Responses to polls arsistantly indicated that there was a popular belief that
govermments were westeful, irefficient and unproductive. ” Proposition 13
was seen as one way to make govermment officials start shaping up. The ac-
curacy or fallaoy of these keliefs have yet to be proven because of the sup-
port the state of Califomia has been able to provide from exdistirg

suplusss.

Limiting a partiaular source of revenue such as property tax s relatiely
straightforvard and effective, insofar as reducing thet source of revenue B
concemed. Limiting revenues at tre state ledl sanother matter, sinoe most
of these resaurces, partiaularly sales and income taxes, are highly elsstic
wirth respact to the economy. At the beginning of a fisal periad, a budget-
maker can only speaulate what the economy will provide in revenue
through an s percent sales tax or a 10 peroent tax on eamings above
$0,000. Unless it smade impossible for the state o realiz a suplus
by conservative budgetary estimates, the limitation s not likely to be mean-
irgful. For exarple, Louisiana usss a formula by which the same percen-
tage of persomal income s taken from taxpayers each year. Any sumplus
resultirg from unusual ly favorable economic developments must be
deposited In a seecial fund for tax rates. Whille this does etail a cartain
amount of expense to establish the machinery for calaulating and making
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the rdEtes, it Ban assurance o taxpayers that, in total, this group will pay
only a limited amount. The state of Missouri hes similar rebate provisios.

None of the state-leel revenue limitatias hes yet been subjected to a
comprehensive and dojective study. In fact, most of these laws have been
enacted so reoattly that impact studies woulld be inpossible as of the begin-
ning of 1981. However, problems irterent in the revenue limitatian for-
mulas are fairly dovious. In an arrangement like that of Louisiama, for in-
stance, the tax rebate formulla will provide a seriass dallenge to firaecial
anlysts ifequity 510 be preserved. Receipts 1o the gereral fund of te
state may well be from a carbination of income tax, sales tax and a mix-
ture of fess and darges. Revenues to this fund are fugible, and any
surplus willl be diffiailt to attribute to any one source of revenue. While
rebates 1o payers of income tax (higher income people) would be a relatively
simple udertaking, refunds to the payers of sales taxes (which include most
of the population) will be difficult in the extreme wnless purely arbitrary
allocatias are made. Hnot handlled with great care and tednical
gyhistication, rebate systems could exacerbate the inequirties (o the extent
they edst) inherent in the presant systers of state goverments.

Aside from these tedmical difficiles, revenue limitatias doviously have
only an indirect impact on expenditures unless a balanced budget s re-
quired. In that cese, the formulla imposed, especially during periods of
recsssian, coulld foree restrains on the normal  leel of state spending. On
the other hand, In practice, it i possible for a formulla such as that st
forth in Louisiana (and saveral other states) to provide a sizzble margin for
addirtioal expenditures for the state govermment.

Most TEL states place treir limitation on eqenditures. This isa more
direct cotrol, because ggoropriations can be fixed during the budgetary
process with a much higher degree of certainty than is the case with at-
tempts o artail revenes. However, even expenditures cannot be limited
strictly since many types of exqpenditures (e.g., welfare—related categories)
are trigerad by changes in economic conditians during the year regardless
of the amounts of the ariginal gopropriations.

The advocates of revenue limitatias wish 1o assure taxpayers trat only a
given amount of their money will be taken, and the advocates of expen-
diture controlls are Ellig the taxpayer that govermmental adninistrators are
going to have to gperate within tigtly defined fisal parareters. However,
how “tight” these costraints are B sbject to guestion. Virtually all the ex-
penditure restrictias apply only to gereral fund gopropriations, a condition
which usally leaves most expenditures autsice the limit. In addirtion,
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saeral states do not incluce feckral funds within the limits (Havaili, Loui-
siam, Michigan, Missauri, New Jarsey, Temnessee, Utah), and other states
=t forth additioral eclusias, egecially the aost of debt retirement.

An additioal problem with exqpenditure limitatios sthat they are
limited in goplication 1o the gopropriation process; honever, In practice,
original leels of appropriations all too often bear very limited relatioship
1o the actual pattens of disbursaments during the year. Unlless accounting
methods, budgetary antrols, and eeative/legislative oersight are ade-
qete, the gpparently tight limitatios set forth by the budget could be kst
during the ensuiing year.

An interesting feature of TELs isttet, 1f undertaken with adequate
anlytical care, they pose a dallece to the endre system of firercial
management. Bpenditure limitatios in a budget mean \ery litte ifthere B
no adequate system of budgetary control and adninistration or if the com-
petence of management throughout the system B substandard. The drafters
of TEL legislation should raaliz thet the statutory provisioss may con-
stitute littlemore than statements of intatt unless stgs are taken 1o provide
the adninistrative and fisal infrastructure necessary 1o implement them.

Bxperience has shown thet reither revenue nor experditure limitatios
can assure improved efficiay or increesed productivity in govermmental
geerations. Cutbacks in available revenues or authorized leels of spending
may simply result in proportioate (or worse) reductios in the quality or
quantity of sarvicss. This may lead to cheagper govermment, but itdoes not
recessarily assure better, or even adequate, govermment. Without accompa-
nying improvements in orgenizatioal structure, exeautive directon, ad-
ministrative procedures and antrols, and means of acoountability, rerther
type of limitation willl achieve improved govermment. Regardless of tre ap-
proach used in the development of limitatias, the contiinued cgoecity to
meet doligatios to the citizary must be the ultimate goal.

For the drafters of TEL lggislation, the overall dojectives being sought
should be artiaulated clearly at the autsst and the program desiigned acoor-
dingly (or dropped altogether ifa TEL clearly Bnot suited to the dojec-
> = A TEL may ligtten the lced on the taxpayer, or at kesst give him or
her ihat fecling; honever, it sonly one factor among many inany program
to develop more efficiet and effective govermental gperations.
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Scope of Limitations

Any attenpt to Iimit all expenditures or revenues of govermment s certain
to fal for the many lapl and practical reasons already presented in the
disoussion of fund stiuctures. As was noted, most of the limitatias gpply
only to the general fud, and exoeptions often are made even from those. A
complete It of these exoeptions for state TELS B presented in the dart at
the conclusiion of this rport.

Beyond tte lecal limitatias on dealing with trust funds and earmarked
revenues of various types, the folloving are some of the sources of revenue
that pose gxecial problems 1o the fravers of TEL legislatian:

« Federal Assistace. Few states want to discourage the receipt and use
of these fuds, and the matching requirements and associated mandates re-
quire types and leels of disbursements the state might not ordirarily under-
take during a period of asterity. Arizomna, Louisiana, Missouri and New
Jersey are examples of stahs that exclude these funds from the limitatias.

= Dedicated Funds. Receipts from flel taxes (Usally dedicated 1
highway maintenance), tolks or similarly earmarked receipts coviously are
already limited in gplication.

« Self-Supporting Bterprises. For those services that are supported en-
tirely by fess, as s the case wirth most govermment-owned public utilities, a
spending limit may sinply deny people a service for which they are willing
1o pay; however, tre trend to trasfer vital serviess (e.g-, garbage colllec-
i, police protectian) from a tax- o a fee-supported besis can be very in-
equitable with repect to ”poor and people on fidxed, tight incomes.

= Pasions. Many state and local pension funds are in such bad shape
that trelir conditions have sometimes been regarded as a serious ratioal
problen.* Any oerall limitation that igores this continuing condition ina
state with this problem may well be fisally inrespasible.

= Debt Service. Debit which has been properly approved costitutes an
doligation that leplly and morally must be met.  Inclusion of these expen-
ditures wirthin the limitation can have repercussions on the bond market and
can also act 1o encourage a govermment to delay undertaking necessary
cgpital maintenance and inftdatirg important projects during periods in
which such delays can be extrerely astly.

= Bond Funds. Directly related to debt service s the questiion of whether
receipts from the salles of bonds should be excluded from the limit. Again,
steps whiich discourage the tinely building of necessary fadlities or ade-
quate maintenance of existirg faalities can be very asstdy in the long nn.
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On the other hand, every effort must be made to discourage the use of
thee funds for operating purposes.

= Local Assistance. Where state-collected taxes are distributsd © ol
units of govermment  (including sdools), the questiion arises as to where the
limitatias (iFany) should be inposed.  fthe state ollects the funds on
behal T of the laal goverments, as with proportions of the sales or income
taes in some states, then state-imposed 1imiits are of dubious propriety
unless the entire arrangement s reexamined.

These are some of the more obvious problems interant in imposing truly
comprehensive limitatias on revenues or eanditures. As has been stressd
repeatedly, the ultimate dojectives of the limitation process must be ar-
tiallatd in advance or the inclusion wirthin the limits of certain types of ex-
penditures or revenues may defeat these purposes and prove extrenely aost-
ly in the long nn.

Methods of Control

Most states with TELs have sought to relate expenditures and revenues
some index of the apparent ability of the taxpayers 1o support goeratians.
By and late, some form of index is used 1o warrant inoresses in expendi-
tures proportionate o increesss inpersanal income (Oor another surnrogate
for ““the economy’”). The gereral problems associated with the goplication
of indexes 1o a given base period were disoussed eardier. At this point, at-
tention will be given to some gecific arrangements which have been made
and treir prircipal inplicatias.

BEvery state has taken its own approach to the development of a formula
for tying aosts 1o ability to pay. Any categorization of these approaches Ba
risky matter sine the classificatias are really in the eye of the baholder.
From the pargpective of this rqort, hovever, the 18 states appear to &l in-
o the folloving five catsgories:

= Bperditures Related to Persoral Income. Growth in expenditures B
related to incresses (or tre rate of inoreases) in personal income in Arizona,
Hanaii, Idaho, New Jersey, Oregon, South Carolina, Temessee, Texas and
Utah.

= Revenues Related to Persomal Income. Revenues are limited by the leel
of persoal income in Lauisiana, Michigan, Missouri and Washington.

= Combined Cost-of-Living and Demographic Formula. Formulas com-
bining inoreeses in the aost of Iimving wirth changes In popullatiion are used In
Califomia and Nevada.
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= Bxpenditures Tied to Revenue Estimates. Bpenditures are limited to 98
peroent of estimated general fund revenue in Delavare.

= Bqoenditures Limited by a Flat Rate. Bxpenditures are limited to a flat
percertage over the previous year’s eperditures in Colorado and Rhode
Islad (though the latter sonly a suggested limitatian whiich s not binding
on tre lagislatue).

As can be seen in Appendix I, the actial formullas in use are more com-
plicated than the above Idicates, and there are usally exogptions 1o the
prescribed limitatias. Whi le rearly half of the states with TELs relate in-
creesss I expenditures o increesss inpersoral income (the first gption
listed dove), none of them sBeeacdy alile. In fact, no two states have
adopted the same methods; honever, the ret reallts, for most practical
purposes, are probably the same in dll states exoept Nevada, Califomia,
Delanare, Colorado and Rhode Islad. Nevada and Califomia are very
concermed about coping wilih continuing growvth. Delaware and Colorado
seem determined to tie thamselves tidhtly to currant leels of exparditures.
Rhode Islad has not actually comitted its=ifto any limitatian, though an
8 peroent increese in the budget isgiven to the govermor as a guicelire.

For the drafters of new TEL lggislation, there ino clear patterm among
the states which have already taken this step. Unfortunately, very littkehas
been done 1o evaluate the results of these various gpproadhes. Most are oo
new to have esteblished tradk records, and several states have been hit so
hard by the recession that revenues have not reached tre lagislative limita-
tias. Under these ciraumstances, each state will have 1o rely heavilly on iits
own theoretical aalysis o establish the approach best suited 1o iits cbjec-
thes.

Provisions to Exceptional Circumstances

Bvery state that has ISTEL embodied in its axstitution hes an eplict ar-
rangement for an emergency oerrice. Most of the statutory states, such as
Colorado, ldaho, Lauisiana, Nevada, Oregon, Rhode Islad and South
Carolima, do not make such provisias; honever, treir limitatios can be
changed in the course of the normall legislative prooess. Presumebly, the
same perceived pressures thet lead to limitatios tend o impose conditions
that make escgpe from these condirtions more difficult than passage of the
average piece of lggislatin. Thus, Arizona, Hawaii, Michigan, Missourd,
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Utah and Washington all require a two-thirds vote of both houses of the
legislature (though some addirticnall condirtions must also be met In several
instaness) to oerride the limitation, and New Jersey requires all exogptions
1o be approved by a majority of the voters ina referendum.

While the govermor of Michigan and the legislatures of Missouri, Utah
and Washington must declare an emergency as a condition of oerrice,
many states leave the attire process up o whatever ciraunstances anie. It
does not appear that any state with a TEL has defined just what costtutes
an emergency.

The recognition that exogptional ciranstances threatening the health,
safety or welfare of the people may arise which warrant taxation or spend-
ing without preconceived limitations poses at leest a theoretical dallenge ©
the entire concept of a TEL . Cbviously, a state lggislature must be able t©
meet the vital needs of its citizas o the extant its povers and resources
permit. A TEL seems to say that these needs can be met only up toa car—
tain point which srelated to the apparent ahility of the ciizas 1o afford
this sarvice- exogpt, of course, when emergencies arise. However, state and
lacal govermments are in business to deal with emergency conditions dl the
tine. Staff and fadlities are always aailable to dal with fires, arimes,
nots, natural disssters, severe economic developments, sideess, epidanics,
threats to the environment and many other adersities. The vest system of
regulatios imposed and enforced by state and local govermments isde-
signed o avoid many of these emergancies. Fdilities such as modern
highways, hosortals, fire statias, aMil defense selters and street lidhts also
work as prevantives to accidents and threats of calamity.

Under these ciraurstances, ifa TEL 1o be inmposed, there must be an
assumption of the adequacy of the standing machinery of govermment and
the associiated cepital infrastructure wirth respect 1o some preconceived led
or range of erergencies. Presumably, something like an occasioal out-
break of flu coulld be handled routirely, but a devestating epidemic would
require extramanpower, fadlities, syplies and other asstly actias.
Storms, niots or similar misfortunes that cannot be anticipated when
budgets are formulated can be provided for by override provisions to TELS.
However, the fect that these unusual conditions almost invarisbly arise with
littke or no warmiing and pose serioss threats to the Iinves and health of tre
critizas would seem to require govermmenttal machinery reedy, willing and
able to respond quickly and adequately. Some might well feel, as appears
from news reports folloving any dissster, that the tree test of the worth of
govermment s its ahillity 1o respond in ecctly these sittetias.
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Under the conditions of most current TELs, it seectly at the point of
the unusual or extreme emergency, when the resources of the state under
normal conditions are inadequate, that additioal resources can be provided
only ifan emergency issomehow declared and two-thirds of both houses of
the lagislature (or three-fiftts in Delaware or a referendum inNew Jersey)
agree. The danger of celay in these instances smenifest; yet a relatively
small minority of the legislature (inh most cases just one-third of the
members of just one of the houses) may effectively block action at the time
when the overwhelming majority of the people and tre lagislators might be
convinced that action isessential.

In practice, the situation may be even more diffiault than first gopears.
Major flaods, epidemics or similar calamities almost certainly would diat
an appropriate response with reasonablle speed (though not necessarily as
fast as the victins might li€); honever, it s the borderline case thaet may
vell pose the most seriaus headaches and lead 1o cellays in undertaking ap-
propriate preventive actios. Thus, unusual or less-than-overnwhelming
economic downtums could lead 1o the need for exgptical, but not drastic,
increases In public assistance and economic development. Could the need
for such tempered action overcome the likely dojectives of enough
legislators to get the necessary programs under way? Much the same thing
could be said about incremental deteriorations in the enviromment, correc-
taal systars, hospital and health fadllitses and services, or the educational
system. At what points do adverse trends nrr condirtios merit “emergency’
statLs S0 that overwhellming mgjorities can be raisd o meet then?

For the drafters of TEL lggislation, these are serious and extrerely dif-
fiailt problems with which to deal.  ltdoes not appear that any of the ex-
isting lggislatin ks this firely tuned, and itmay vell be that it i inpossible
1o strike eactly the rigit balance. Gartainly, sstting forth overrice provi-
sios that are so easy to invoke that the limitatian svworthless, or
establishing barmiers to effective action when action ismost sorely needed,
provides altermatives that are not attractive to anyone. Noretheless, itisex-
actdy in this middlle ground that the dallenges to the development of
reasoreble and effective limitatios rest historically.
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Limitations on Local Governments

Thiis report does not review the policy inplicatias of actions local govern-
ments have taken to limit treir own activities or of popularly inftaated ef-
farts by referendum to place limitatias on asts or revenues at the local
leel. Thus, movements that truly enulate Proposition 13 are not included
here, though they may be alluded to for limrted purposes as exanples. Most
states tradriaally have imposed limitatias on lacal govermments with
respect o various agpects of property taxation. In recatt years, state
govermments have imposed new forms of limitatias which relate t al or
most local expenditures or revenues. These trads have profound implica-
tias for the future of state-local relatias and shoulld be considered by
drafters of TEL legislation.

Before going into the gecific steps that have been taken in several
states, a brief look should be taken at the nature of ““ local govermments”™
and the roles they play In the intergovernmental system. Oerall, our system
of govermment has always been tom by catrifugal and catripetal foraess.
For example, while it svell understood that local govermments are
creatures of tre state, foross for home rule have sucoeeded I esteblishing
rights for local govermments which often provide a high degree of in-
dependence from treir state govermments.  In deciding whether to impose
new limitations on lacal govermments with respect © thelr povers of taxa—
tian and eqpenditure, many state govermments must contend wirth the provi-
sias of secial darters and provisions in trelr costitutios which limit
treir powers to make these demands.

Beyond the leplities, honever, liethe complexities of gpplying any
blanket limitatias. The brief doservations which follow should be kept in
mind ifsuch steps are at.” .rplated:

= Education. School districts ratioally have a long-standing traditian of
local antrol, and today they are faced with secial problems of tax equity
and nondiscrimination which are court-imposed, highly cotroversial and
astly to sohe. Additional TEL-type limitatias, which neglect the gecial
diffiaules of many school distridts, can only exacertate already diffiault

= Mnicipalities. Even within the boundaries of a single state (ecially
the lager, more urbanized aes), municipal govermments present a maze of
variatians in porers, savias, forms of govermment, organizational ar-
rangements, and methods of firancing. General municipal lans thaet
establish different classss of municipal govermments are often supplemented
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by sxecial darters. Gereral, across-the-board limitatians can have widely
varying inmpact on these jurisdictias and may vell sene to place the large
urban aress, cormtending with the ravages of crime, poverty and other
socioeconomic problems, in very difficlt positias.

e Counties. Ingaeral, the poners and duties of county govermments
vary from being full-fledied urban govermments (@s wirth Nassau Courtty,
N.Y.) to littlemore than geographical desigatios (@ with Comnectiicut
oountiies, just across Long Islad Sound).  In most states with large urban
concertrations that dill rely on the county form of govermment for besic
SVIass, bridging the gaps between urban and rural couties s extrerely
diffiault. These differences pose additional diffiaulties 1o the inposition of
local TELs.

« Seecial Districts. These distridts continue o camprise the majority of
“govermments’ in the United States, and ithas been fashioneble for a
number of years to decry their cotinued existence and, In some cases, pro-
lifaraban. Nonetielless, they are part of the lacal govermment scere and are
often virtually the only practical means of dealing with lage-sale,
seecializd, nultajurisdictioal problems such as water syply, sewage
digoosal, regional parks, port fadlities, river improvements and en-
virommental antrols. Generalized limitatias must be imposed here only
wirth great caution and careful cosideration of the nature of sarviaes each
district sdesigned to provide.

Further complicating this diffiailt situation sthe fact that it is often vir-
tally impossible to get acourate, detailed information conceming economic
adtiviies in particular comunities or govermmental regios. Few states (iF
any) have undertaken economic base studies of each of the principal
economic regions within treir borders. The federal govermment maintains its
economic data by the types of regios that auit itsamalytical needs. Thus,
attenpting to tiea nunicipal government’s revenues or expenditures to
ast-of-1ivirg data for itsarea could prove to be an arbitrary eercise, and
apparertly no state has tried to do this. This leaes the state with much kess
refined tools to use when itchooses to apply TEL-type limitatiors lozlly,
as will be seen below.

For more than a century, state-imposed limitatias on property taes
have been conm-mplace in the United States. Thirty-eight states now have
millage Iimits, erther st forth as mills or as dollars of taxation per hundred
dollars of assessd valuation. OF the 12 that do rot, halFare the New
England states (Comectiaut, Maine, Massadhusetts, New Hampshire, Ver-
mont and Rhode Islad). The variatias n the inposition, leds, tedni-
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ques of assessment and oollection practiices are exoceedingly complex and are
beyond the scope of this report exogpt for noting the precedents they
establish for state involvement in the limitation process at tre loal leels of
govermment. In addition, consiidering the commonplace, almost universal
nature of these types of aotrols, it s surprising that Proposition 13 re-
ceived the attention and had the inpact itdid. By aottrast, the passage of
Proposition 4 in Califomia in November 1979 received much less nation-
wide attertian, though ittied the growth of state and local gppropriations
financed by taxation to inoreesss in the aost of livilg and changes in
population— a much more novel and far-reaching change than that imposed
by Proposition 13.

The gereral public may not be as interested in comprehensive aontrols
over expenditures as it i in slashing attadks on the hatted property tax. In
furtherance of thismood, in the kst half of the 19/0s, 19 states added
oerall oollection limitatios to exdasting millage limitatias. As was the case
wi'th state TELs, these new limits included arrangements that tied incresses
in revenues o inaresses In the aost of Iiving (Michigan), foed percentage in-
careases over previaws years (Arizoma, Colorado, Floridh, Indiama, lona,
Messachusetts, Oregon and Washington), a fixed percentage of the value of
the property (Alabama, Califomiaand Idaho), a fixed percentage increese
ower the previous year plus al lonance for population growth (Minnesota
and Nebraska), a percentage growth equal to the percentage growth of
statewide equalized valuation (Miscosin), or a formula designed to
disallov revenue growth due solely to inflaticary factors (Kansas and
Chio). Nevada has placed secial aontrolls on school districts which
recogniize both enrol Imertt growth and a five~year average of the consumer
price index. Interestirgly, a costitutioal amendment ratified by the voters
of Alabama adds to other limits the restriction that ““all taxable $roperty
gl be forever taxed at the same rate.”” Clearly, property taxes willl con-
tine to be the target of limitation movements for some time to come with
little dbjection on the part of the plblic.

It is at lesst questioneble whether these added property tax corttrols will
have long-term sighificance exogpt o the extent that local govermments shift
their dependence on revenues to other sources or that service resaosibilities
are shifted to other jurisdictios- probably from the local to the state
lkeels, inmany irstances. When onlly one or a few sources of income are
restricted, suoosssful efforts have been made in the pest to get around them,
as Bshown inAppendix Il. The use of gecial districts for this purpose has
been common for at lesst 75 years. Proposition 13 haes had limited inpact
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on the geerations of Califomia’s local govermments because the state has
been 1n a posit;on to provide reliefalmost to the same extent that property
tax revenues have been reduced, and this relief apparently will continue on
a reduced scale intdl June 1981.” In fact, most municipal govermments in
the United States iiae depended on property taxes to amuch lessr extatt
sine Worlld War 11 than before. All the trads are tonard restrictirg the
ure of this source of revenue, and the process of restructuring state and
local resgorsibilities and revenue configurations promises much more pro-
found long—range changes than the current limitatios themsehves.

An indication of the new approaches 1o local limitatios iseen in the
eight states that have imposed tax and revenue limitatios on treir local
goverments. Given the addirtiacnal sources of revenues (eecially sales and
some form of wage tax) and the lessening dependence of local jurisdicias
on property &, any effective attenpts to limit local aosts willl have to be
more irclusive than in the pest; and, as these eight states denonstrate, they
are more corprehensive:

= Arizona requires aounties, dities and towns to hold public hearings as a
condition of any increese Ih expenditures over the previous year; and inno
event (exgpt a state-cartified emergency) can the budget or lewy increese by
more than 10 percent.

= Califormia limits inoreesess in total annual appropriations o Inoreesss in
the aost of livirg and growth of population.

= Kansas placss a limit on educational gperating expenses per pyil of 16
peroant more than the previous year’s budgeted amount, or tos percent of
median budget per pupil in the 1978-79 school year, whichever B ks

* Messadhusetts, for the years 1980 and 1981, limits local govermment
units o 104 percent of their 1979 gppropriations and property tax lew.
Q\ote: Massachusetts does not have millage limitatias, so this Bthe only
restraint on local spending and taatian.)

< Nebraska limits the combined recipts of loal govermments to a 7 per-
ocent increese over the priior year, and additiomal increeses may  be added
that are proportionate 1o increeses in the popullation.

« Nevada limits lazal appropriations 1o those of the 1978-79 fisal year,
wirth Increeses permirtted for growth in popullatiion plus 80 peroent of the
previous five years” average change in the natiomal consumer price index.

< New Jersey Iimits incresses for municipalities to 5 peroent of the prior
yearstax lew and incresses for school distridts to approximately three-
fourths of the annual increese in the value of raal estate (though this differs
from one school district t another to some degree).
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= Utah limits increesss in revenue to local govermments 1o 90 percent of
the states per capita personal income growth plus an al lonance for popula-
tion growth.

As can be seen, dl of these limitatians dodge the tough problems posed
by limited lccal economic data by not tying local appropriations to changes
in local economic aoditios. Where economic data are used at dl, state or
rational indexes sene as sunrogates for the lacal economy In oite of the
very diffiault problems such gereralized standards may pose for the affected
Junddictias. Clear?y, inmany of these states the differaoes in gereral
wealth and the economic beses that distinguish one jurisdictian from
another may leave the more impoverished comunities in\very straitered
ciraunstancss. An oerall inposition of this type poses seriass guestians of
equity among comunities. Inaddition, in Califomia, Proposition 4 spen-
ding limits now overlap the earlier Proposition 13 limits on property taxes
which, intum, overlgp a myriad of traditiaal millage limitatios. When
these layers of conditions are then goplied to the overlapping spending and
taation practicss of dties, counties, school districts and other layers of
govermment in any one area, the prospects for the taxpayer are bemildering.
Even more important, the development of an equitzble revenue system
throughout the entire state willl be extramely difficlt

When anticipating future efforts of state govermments to control and
limit the oerall expenditure and revenue patterms of local goverments, a
profound look must be taken at cunrant notions of home rule. Just as each
of the 18 states has taken itsown route o esteblishing TELs, its
reasoneble to expect that laal wnits of govermment wirthin any given state
will have varied requirements ifthey are to meet the goecial needs of treir
crtizas under the prevailing socioeconomic conditions. The extreme varia-
tas In missios, soope of goerations and other adninistrative conditios
of these govermments have already been emphasized by way of stressimg the
dangers inerat in using the desigmation “ local’” as the besis for imposing
standard, udifferentiated fisal limitatias. The inpact of a 4 percent
limitation on any inorease In eenditures, for example, may have pro-
foundly different effects on a county, municipality and school district sen~
ing ecctly the same group of atizas. The use of base fisal periiods by no
means indicates each of these entities s starting from the same point of
need, sarvice leels, or fisal resources since any one year sthe reault of a
long history of plars, gperations, changing service demands, goverming
policies, referendums and similar factors in each and every jurisdiction. The
complexity of this problem s reflected, in part, by the differenoes
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represented in the approaches of each one of the states that have imposed
such limitatios.

In addition to overlapping govermmental structures, wide variances in the
oconditions from one lcality to the next wirthin a state, and the absence of
acourate, local economic cata, TELs for local govermments have eactly the
same range of problems with economic indees, base years, scope of
coverage, method of antrol, and similar matters which have been disoussed
above with respect to the TELs states have imposed upon themsehves. These
local govermments have similar types of fund strnuctures, use federal funds
(wirth matchiing reguirements and mandates), operate self~supporting enter—
prisss, have pensiion problems (exagpt where pensions are included in the
state systars), and borrow money and retire debt. To the extat that state
govermments have diffiaulty coping with these problems in developing effec-
tive oerall limitatios at treir own leel, caution should be eercisd in
treating local inits in gereralizad, undifferentiated ways.



E v aluating R esults

Sponsors of limitataan proposals doviously seek effective means of curbing
the rate of Increese iIn govermmental asts. These dojectives, honever, are
not always clearly enunciated. Especially since the adoption of Proposition
13 in Galifomia, leaders of the tax reolt have made sweeping clains for
the value of limitations as restrictias on expenditures and revenues. These
claims incluce predictios that the aosts of govermment will plummet and
that a new mind-set on the part of govermmental officials at ail leels will
sysitize them 1o the needs of the beleaguered taxpayer. Certainly the ac-
tivities of the pest two years have resulted inan increese In anareness by
govermment officials and the public of the risirg aosts of govermment,
egecially at the state and Iocal ledls. As indicated eardier in this rgort,
virtually every state has dealt with limitation proposals during the pest few
years.

Beyond these gareralizatias, honever, it sdiffiault to provide much ob-
Jective information conceming the efficacy of exsting TELs. The eadiest
limitation at tre state leel (tre leel with which this report smost con-
cemed) was passed by statute inNew Jersey in 1976; honever, most of this
activity has occurred since 1978 when Tennessee adopted a arstitutioal
amendment to limit eenditures. OF 18 states with TELs, only seven
enacted the statutes or aostitutioal provisians before 19/9. Any Statistical
aalysis of govermmental tax and expenditure policies will reguire saveral
years” eqeriae. Presumably such studies woulld include incidence of tax
policies, changes in quality and quentity of sarviass, adjustments in in-
tergovermmental pattens of resaorsibillity and authority, development of
improved adninistrative procedures, and changes in taxpayers” attitLoess.
Unfortunately, at this tine, there s little upon whiich the amallyst can rely.

In the process of wrirting this rgort, a telephone suney was made of the
seven states which passed treir limitatias before 1979 (New Jersey, Col-
orado, Temessee, Arizona, Hawaii, Michigan and Texas). Only one of
thexe, New Jersey, has undertaken any formal study of the results of its
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limitatios. Three states (Hanal i, Michigan and Texas) indicated thet it is
100 soon to determine any results at dll. Three other stales (Temessee,
Colorado and Arizona) indicated that because of revenue dortfalls, treir
limitatios have not been reached. In fact, dl of the seven states have been
able 1o goerate vell within their limitatdas due to adverse economic condi-
tias during the pest two years. There has not been an instance inwhich the
emergency override provisions came into play, so this feature of the limita-
tios could not be evaluated.

New Jersey’s statute s extremely complicated and elates as much to loal
taxation as itdoes 1o state activities. As a raalit, its evaluation concentrated
prircipally on the results of usiing revenue from the state income tax to pro-
Vide property tax reliefat the local leel. The study did not result inun-
equivocal conclusians concemiing the efficacy of these limitations at any
leel of goverment. ltwas perceived that expenditures at the state leel
were somewhat stebilizd.

In gareral, state officials have found that imposed limits have provided
adequate margins for normal gperations under prevailing economic condi-
tias. There was no indication that the limitatias shoulld be dropped or
changed signrficantly at this time. However, no state has been put to a et
because of emergencies or the types of economic conditions that would
challenge the assumptiions upon which the limitatios are based. On
balance, it s just too soon to reach aoclusians.
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LIMITS ON STATE EXPENDITURES AND REVENUES:
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Historical Perspective

Tax limitatias have a long history in Arerica, and anyone proposing these
types of aostraints woulld do vell to review pest effarts. This goecial sec-
tion seeks o highligt conditions and public actios in the pest which many
people today seem to feel are unique 1o the presat.

Proposition 13

In spite of the attention itreceived, Proposition 13 was directed tovard a
very limited dojective- reduction of property taes. The proposition was
aimed only at this one source of revenue at the laal ledl of govermment.
The proposition had the folloving principal provisias:

@O It limited real property taxes 1 1 percant of market value- a step
designed to aut revenues from this source by more than Half.

@ htstassessable “market valug” at that established during the
1975-76 fisal year, with increeses to be made in evaluatios only at the
time of subsequent new construction or when ownership changed
hands— probably the first time in history when vallues were legally frozen
give preferential treatment to existirg property owners over develgpers and
new purdesers.

@ Itplaced a Iimiton increeses in assessad values of 2 parcent amually,
regardless of actual market \alues.

@ Itprohibited inoresses in other taxes to offset property tax reductions
unless such increases are endorsed by two-thirds of all members of both
houses of the state legislature or by two-thirds of those eligible to wote at
the laal leel at a referendum.

Proposition 13 was unique only in iis sawerity and the amount of publici-
ty itreceived. Itwas the result of an interestirg set of ciraunstances that
bear Ingoection. Per cpita taxes in Califomia incressed overall by 151 per-
ocent from 1969 through 1978- a lover rate of incresse than state and local
taxes ratiaally. Hovever, local goverments in Califomia were heavilly
dependent on the property tax. For example, in 1976, property tax in
Califormia was $64 per $1,000 of personal income, compared to a ratioal
average of $45. In addition, Califormia cormunities were very aggressive in
reevaluating property. Given the spectacular increases in housing pricss in
Califomia during the 19/0s, local govermments were gble 1o regp large
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dividends in additioal receipts while keeping tax rates fairly steedy. For the
average homeowner who held on to his property and depended on a regular
salary, this tax on unearmed income became burdensome to the point of In-
toladhility.” It swell recognized that property tax s the most unpopular
tax naticrally, and these ciraumstances were greatly exacerbated in Califor-
nia. It littlewonder Proposition 13 passed by such a large margin. In
many ways, thiswas a gecial .

Early American Concerns

A brief look at the lang history of limits on taxation in the United States
will help place the Califomia experience in pergoective. Since the besic pur-
pose of this report s 1o provide policy guidance 1o state lagislators consider-
ing the adoption of some form of TEL, this retrogoective necessarilly willl be
<lective and brief; honever, itwill sene o demonstrate the diffiailtaes In-
herent historically in the use of statutory and aostitutioral Timits
control spending.

InNew York state, the Constitutional Convention of 1846 was concermed
wirth ““evidence of local graft, cormyption and extravaegance.”” The Conven-
tin amended the Constitution t make itthe duty of the Legislature “to
restrict” the local power 1o tax and borrow “so as to prevent abuses.” In
the folloving years, the New York Legislature set up boards to oversee
local expenditures, required suimissions to the state of local budgets for
review, and established a 2 percent real estate tax limitatian on New York
City. ltwas subsequently determined that dll of these actions ““failed ©
eliminate or sustantially reduce the incidence of graft, corruptiion and ex-
travagance.” As a realit, in 1834, a new aostituticral provision placed a
limit of 2 percent of assessed value (real and persoal) on taxes throughout
the state, and these limitatias were tightened further in 1938.1As will be
s, none of these actians achieved the desirad reaUlts.

New York was not unique in its problems and concerms. Eecially after
the Civil War, therewas a boom in the adtivities of Northem dities in tems
of cital improvements and saviass. CostsHer-cgpita for govermmental
geerations soared, and a great deall of debt was inoured. Much of thiswas
“floating debt,” carried forward from year 1o year, 1o pay for current
operating epanses. As the prominent urban historian Bmest S. Griffith ex-
plairs, ““ In 1872-73 this had gone so0 far in Chicago thet its tax levies wertt
mostly for interest on the debot and redemption of the sorip s
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The “extravagance, overgptimism, and dubious and corrupt decisios”
that daracterized many state and local govermmental activiies after the
Civil War received a savere jolt with the crash of 1873. This firacial panic
was a seriass blow to every city govermment in the nation— eecially the
atiss of the South. As a consequence of economic coditias, Pensacola,
Ha.; Memphis, Tem.; Faetteville, Ark.; Mobile, Ala.; Duluth, Minn.;
Elizabeth, N.J.; and a number of other staller dties forfeited treir
darters. Selm, Ala., had its darter aullled by the govermor, and
Neshwvillle’s fisal affairs went into the hands of a receiver. So seriaus was
the sitation oerall, writes Grirffith, thet: ““During the decade, itwas
estinated that ae-fifth of the total nunicipal debt at one time or another
was at lesst tedmniclly indrears in intarest, and much was in actual
cefault.”*

The 1873 crash led to demands from many quarters for more economical
govermment by making it ““ inpossible to spend more or to incur a greater
debt.”” These demands led, inthe 1870s, 1o ““darter, statutory, or costitu-
tiaal tax and debt limits.”” In most instaces, limitatdas on taxes were
based upon a percentage cf the assessed valuation of property. As a reallt
of these develgpments, by 1830, 10 states had such limitatias, and by

1901, two-thirds of the dities had tax limits. It should be noted et ““One-
haif of the aties with a leal tax limit taxed up 1o the limit- 5 This later
dbservation s interesting because it is often contended that ““ limits” in fact
arstitute ““ floors” for revenue estimation purposes inmany jurigdictios
today.-

With the inposition of these types of limitatias on property taes, aties
started looking for altermative sources of revenues; honever, they coulld not
essily continue use of debt because: ““By 1830, more than half of the states
had costitutioal limitatians of city deot in one form or another. 6 Other
methods were pursued. Increased use of charges and fess for sernvices
became commonplace. Chicago found it=lf in a very difficult situation by
the tum of the century and began iuming to the use of goecial districts with
independent taxing and borrowing powers as a device for getting around
restrictias on the city’s taxing and borrowing porers. This approach
became so popular throughout the nation that these types of districts are
far more numerous today than any other form of lozal govermment in the
United States.

Largely as a reault of these pressures to avwid limitatias, the reforms of
the late nineteenth century, whiich sought economy in govermment, did not
produce the desirec reaults. As Griffith notes: “A great mgjority of states
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continued to employ such tax and debt limits, even though these were im—
paired or even failing for a number of reasons.””For example, a special
legislative committee in Massachusetts in 1912-13 concluded that both tax
and debt limits were failures, and generally resulted in bond issues for cur—
rent expenses. In 1913, limits were removed on all local governments in
Massachusetts other than Boston./

A number of different devices were being used to control expenditures
during the first two decades of the twentieth century. By 1920, several states
based tax limitations on the taxes or tax rates of the previous year, varying
from the same to 110 percent. As seen in this report, these controls were
virtually identical to those imposed by several states in the late 1970s, In—
diana was one of these earlier states. In addition to normal limitations, it
also established a State Tax Commission to review and, ifpossible, reduce
local budgets. Htwent through a stormy period between 1919 and 1921 but
stayed in business until 1937.

Following World War I, there was much discouragement among
reformers about the effectiveness of tax and debt limitations. In 1920 in
New York state, the Davenport Committee issued a report that included
these observations:

. . . there BNO way in a democracy of blocking a ine lar demand
for increased govelyrmentgl serviogy through a_nngarbigtiatury Iim%otg[tjim on tre
tax lew. The only effective method of securing reduction of tax levies liss
S o B
diSiTibuc Of e Girect G m.’* |

Expenditure constraints during the 1920s were not limited to tax and debt
limitations. Oregon tried expenditure constraints in the early 1920s whereby
a “Timitation was fixed at 106 percent of the previous year unless the voters
approved an increase above this figure.”” Interestingly, in 1979 Oregon
passed a statute which limits increases in appropriations to the growth in
state personal income. Two other states (Colorado and Rhode Islad) in
1977 tied increases in appropriations to fixed percentages over the previous
year 3 appropriations.

Modern Developments

Beyond the use of tax and debt limitations, it is difficult to compare
governments in the 1870s with those in the 1970s. Criffith makes this very
important observation in this respect: “flo city in 1880 even approached the
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imagination and concern for all its citizens that constitute the standards ac—
cepted for the American cities of the 1970s.”*This statement could be ex—
tended to all lewels of government. Indeed, it is this concern for all citizes
that characterizes much of the reason for the modern leels of governmen—
tal oosts.

As has been seen, people were concerned with extravagant government
throughout the nineteenth century; however, the total burden of govern—
mental costs was far below what ithas been in modern times. The Tax
Foundation recently summarized current trends. In 1950, expenditures for
all governments were $70.3 billion 8.4 percent of the 1979 lewel of $3830
billion. Federal expenditures increased from $44.8 billion in 1950 to $531.8
billion in 1979, or 1,087 percent, while state and local expenditures in—
creased from $25.5 billion in 1950 to $297.8 billion in 1979, or 1,069 per—
cent. OF course, for a true comparison, these data should be changed to
constant dollars, a stepw  h would reduce the disparity; however, the
gross scope of the change in a period of less than 20 years is startling D

A great deal of attention has been given in recent years to the apparently
extraordinary increases in state and local expenditures. Between 1968 and
1978, general tax collections (excluding unemployment insurance) increased
by nearly 187 percent. During this same period, the nation 3 population in—
creased by only 9 percent, consumer prices by 88 percent, and personal in—
come by 151 percent. In fact, also during this period, federal tax collections
increased by 161 percent-— 26 percent less than the state and local increases.
On the other hand, the Foundation points out the folloving:

In the kst four years, from 1975 to 1979, Federal spending growth has out—

paced that of state and local governments by a signrficant margin. Feceral

Egmg has increasad at the rate of 11.8 peroant amually, 50 percent

than the 7.9 peroant annual growth in state-local spending.™
Some of the reasons for these increases become more apparent in another

Tax Foundation report which cites the following conditions with which
modern governments are faced:

. . . from 1950 u> 1978 the number of persons aged 66 and over, together

with the number of persons of school and college age G t© 24 years) in—

creased by more than 42 million, or 72 peroent. Population in the remain—

ing ages rose by onlly 24 million, or 26 percent. . . . The 65-and-over age

group gained 12 millimﬁems, or a ¥ percent inorease. For the school-

age group, the riewas 31 million, or 66 percent. 11
As the Foundation went on to observe, “These two age groups traditionally
are major bereficiaries of government programs.””For example, major pro—
grams for the elderly (e.g-, OASI, railroad retirement, public employee

retirement, Supplemental Security Income, old age assistance, hospital and
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medical insurance, and Medicaid) increased from S3.26 billion in 1950 to
$152.7 billion in 1978, while public education costs increased from $7
billion in 1950 to $103.1 billion in 1978. Nor should itbe forgotten that
these are only two types of social programs underwritten by American
governments. Since 1950, equally impressive increases could be cited in such
programs as housing, welfare and health.

The principal point in this brief review is to stress the fact that increases
in governmental costs in modern times have not been due to the “graft,
corruption and extravagance” “that worried the delegates to New York 3
1846 Constitutional Convention. The reasons for these increases today are
tied to an infinitely intricate web of socioeconomic and demographic cir—
cumstances largely beyond the control of governmental officials. The people
demand (as do their representatives in local, state and federal governments)
that the ravages of poverty and old age be ameliorated, that excellent
educational resources be provided to our youth, and that governments
otherwise provide for safe and healthy communities. As the 1920 New York
Davenport Committee said, given these “popular demands, ””increased
governmental services (and associated costs) are inevitable.

Itwould be improper to conclude from this summary of pressures for
higher leels of governmental costs that limitations on state and local ex—
penditures are useless and a waste of time to impose. In the absence of
significant economic changes, sudden increases or decreases in population,
or other factors which tend to put unusual strains on the aailability of
revenue or the demands for servicss, these type* of limitations clearly do in—
Tluence the decisions of executives and legislators in state and local govern—
ments. Budget directors routinely use the prescribed limitations io determine
total available resources or expenditure limits, ard these constraints are
cited constantly in negotiations with governmental empio™ee represantatives.
Without there limitations over the years, governmental costs undoubtedly
would have increased significantly more than they did.

On the other hand, history has shown that significat socioeconomic
developments and unremitting demands for increased or improved services
will result in the limitations either being changed or avoided in some way-
Modern adaptations of these types of limitations attempt to provide for
some flexibility in the traditional system. The nature of these new efforts
has been the subject of this report. In the years to come, everyone con—
cerned with the costs of government will be watching them, and their suc—
cesses and failures will continue to be the subjects of studies and reports.
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The following isa listof knowledgeable officials in the 18 states with tax and
expenditure limitations. This list is current as of January 1981.

ARIZONA

Hank Reardon

Joint Legislative Budget Committee
1812 W. Monroe, Room 201
Phoenix, AZ 85007

602-256-3042

CALIFORNIA

Bion Gr

State Legislative Counsel
3021 State Capitol
Sacramento, CA 95814
9%61-445-3057

COLORADO

Douglas G. Brown, Director
Legislative Drafting Office
Room 30, State Capitol
Denver, CO 80203
303-866-2045

DELAWARE

Nathan Hayward I

Office of Management, Budget
and Plannir?

Townsend Building, 3rd Floor

P.0. Box 1401

Dover, DE 19901

A2-736-4271

HAWATI

Rick Kahle

Legislative Bureau

Rm. 004, State Capitol
Honolulu, HI 96813
808-548-6237

IDAHO

Myron H. Schledtc, Director
Legislative Courcil

Rm. 334, State Capitol

Boise, 1D 83720

208-334-2475

LOUISIANA

Donald Vandal

Deputy Legislative Fiscal Officer
Legislative Fiscal Office

P.0. Box 44097, Capitol Station
Baton Rouge, LA 70804
504-342-7233

MICHIGAN

Douglas C. Drake, Co-Director
House Democratic Research Staff
Office of the Speaker

State Capitol

Lansing, M1 48909

517-373-8615

MISSOURI

Frank M. Mesters, Director
Committee on Legislative Research
Rm. 117-A, Capitol Building
Jefferson City, MO 65101
314-751-4223

NEVADA
Ron Sparks, Director
Legislative Fiscal Division

or
Dan Miles, Deputy Fiscal Analyst
Assembly Taxation Committee
Rm. 341, Legislative Building
Carson City, NV 89710
702-885-5640

NEW JERSEY
Maurice Shier
609-292-8872
or
Levit
609-292-824
Office of Legislative Servioss
Rm. 232, State House
Trenton, NJ 08625
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OREGON

Richard Munn

Legislative Revenue Office
Rm. 140, State Capitol
Salem, OR 97310
503-378-8373

RHODE ISLAND

James F. Mahoney

House Finance Commission
Rm. 306, State House
Providence, Rl 02903
402-277-2738

SOUTH CAROLINA
Robert Heilman
Chief Staff At"omey
Legislative Councill
P.0. Box 11417
Columbia, SC 29211
803-7-8-234

TENNESSEE

Don Boiton

Fisal Review Committee
G-19 War Memorial Building
Neshville, TN 37219
615-741-2564

TEXAS

Tom Keel, Director

Legislative Budget Board

P.0. Box , Capirtol Station
Austin, TX 78711

512-475-3426

UTAH

Melvin Leslie

Legislative General Counsel

Rm. 403, State Capitol Building
Salt Lake City, UT 84114
801-533-6581

WASHINGTON

Greg Pierce

House Revenue Committee

Rm. 213, House Office Building
Olympia, WA 98504
206-753-3962
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MEMORANDUM
T0 Honorable Ed Dankworth,
Co-chairman
Senate Fin e Committee
FROM: e Milt Barker, _Fiscal Analyst

Legislative Finance Division
DATE: * January 22, 1981

SUBJECT: FY 82 Budget Under.Proposed Constitutional Limits

Following are estimates of what FY 82 budgets would be permitted
if various proposed constitutional limits on budget growth were
now in effect.

SJR 3 by Colletta

This limits growth of appropriations, except those for capital
projects and contributions to the permanent fund, to growth of the
economy. For calendar 1979, Alaska personal income grew 4.55%.
Applied to an FY 81 operating budget cf $1,282.0 million (see
attached Table 1) ,. this would permit an FY 82 operating budget of
$1,340.3 million. The Governor has proposed a general fund
operating budget of $1,826.5 million.

HIJR 5 & SJR 4 by Request of the Governor

This limits growth of appropriations to. inflation in .the calendar
year preceding the Governor®s budget submission plus the average
yearly growth in the State®s population as measured by. the last
two federal censuses. Using the most recent Anchorage consumer
price index figures and the 1970 and preliminary 1980 census data,
the permitted growth rate for the FY 82 budget would be 12.8% to
14_.0%, depending on which of two Anchorage consumer price indices
is used.



The limitation does not apply to:

1) permanent fund contributions

2) permanent fund dividends

3) loan fund capitalization (but loan, subsidies are limited)

4) capital projects approved by voters

5) debt service

6) disaster reserve funds

7) increases iIn state expenditures, resulting.from court

order or federal law

8) 1/4 of the income from contributions to. the permanent.

efund above the 25% minimum e . . I~

Referring to Table. I again, the following FY 81 expenditures would
be subject to growth limits:e

Operating $1,282.0
Capital 72.1
Special Appropriations 64.7
Renewable Resources . 125.0
HB 60 580.8
Loan Subsidies-" 144 .7

TOTAL $ 2,269.3

The 12.8% or 14.0% growth xates. applied to this figure, plus 1/4 of
10% interest on $900 million excess permanent fund contributions, would
permit FY 82 budgets for restricted expenditures of $2,582.2 or

$ 2,609.5 million. The Governor ®3.FY 82 budget for such items
totals $2,286.9 million:

Operating $ 1,826.5

Loan SubsudlesA/ 233.0e=

Capital 227 .4
TOTAL $2,286.9

HIJR 4 [ by Gardiner

This limits growth of appropriations, except for appropriations to
the permanent fund and for loans, to growth of the economy. . Using

the 4.55% growth in personal 1income in 1979 and.an FY 81 base from
Table 1 of $2,474.6 million,

Operating $1,282.0
Capital (less native claims) 72.1
Special Appropriations

(includes general

fund reserve) 414 .7

HB 60 580.8 ~
Renewable Resources . 125.0
TOTAL $2,474.6

i: Figures provided by Budget and.Management.
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the permitted FY 82 budget would be $2,587.1 million. For these
same restricted items, the Governor 3 FY 82 budget proDoses
$2,703.9 million:

Operating - $ 1,826.5
Capital 227 .4
Rainy Day Funds (general

fund reserve) 350.0
Escrow Account*” 300.0

TOTAL e $ 2,703.9
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MEMORANDUM

T0: Honorable Ed Dankworth,
Co-chairman
Senate Finance Committee

FROM: e Milt Barker;_Fiscal Analyst
Legislative Finance Division

DATE: e January 22, 1981

SUBJECT: FY 82 Budget Under .Proposed Constitutional Limits

Following are estimates of what FY 82 budgets would be permitted
if various proposed constitutional limits on budget growth were
now in effect.

SJR 3 by Colletta -

This limits growth of appropriationsv except those for capital
projects and contributions to the permanent fund, to growth of the
economy. For calendar 1979, Alaska personal income grew 4.55%.
Applied to an FY 81 operating budget of $1,282.0 million (see
attached Table 1) this would permit an FY 82 operating budget of
$1,340.3 million. The Governor has proposed a general fund
operating budget of $1,826.5 million.

HIJR 5 & SJR 4 bv Request-of _the Governor

This limits growth of appropriations to. inflation in .the calendar
year preceding the Governor®s budget submission plus the average
yearly growth in the State®s population as measured by. the last
two federal censuses. Using the most recent Anchorage consumer
price index figures and the 1970 and preliminary 1980 census data,
the permitted growth rate for the FY 82 "budget would be 12.870 to
14.0%, depending on which of two Anchorage consumer price indices
is used.



The limitation does not apply to:

1) permanent fund contributions

2) permanent fund dividends

3) loan fund capitalization (but loan, subsidies are limited)

4) capital projects approved by voters

5) debt service

6) disaster reserve funds

7) increases in state expenditures, resulting .from court

order or federal law

8) 1/4 of the income from contributions to. the permanent.

efund above the 25% minimum

Referring to Table. I again, the following FY 81 expenditures would
be subject to growth limits: .
Operating .$1,282.0
Capital 72.1
Special Appropriations 64.7
Renewable Resources . 125.0
HB 60 ) 580.8
Loan Subsidies-" 1447
TOTAL $2,269.3

The 12.8% or 14.0% growth rates applied to this figure, plus 1/4 of
10% interest on $900 million excess permanent fund contributions, would
permit FY 82 budgets for restricted expenditures of $2,582.2 or

$ 2,609.5 million. The Governor®s.FY 82 budget for such items
totals $2,286.9 million:

Operating ; $ 1,826.5

Loan Subsidies”/ 233.07%

Capital 227 .4
TOTAL $2,286.9

HJR 4- Dby Gardiner

This limits growth of appropriations, except for. appropriations to
the permanent fund and for loans, to growth of the economy. . Using
the 4.55% growth in personal income in 1979 and.an FY 81 base from
Table | of $2,474.6 million,

Operating $1,282.0
Capital (less native claims) 72.1
Special Appropriations

(includes general

fund reserve) 414 .7
HB 60 . 580.8 *©
Renewable Resources 125.0

TOTAL b 2,474.6

T. Figures provided by Budget and,Management.



the permitted FY 82 budget would be $2,587.1 million. For these
same restricted items, the Governor®s FY 82 budget proposes
$2,703.9 million:

ol

Operating $ 1,826.
Capital 227 .4
Rainy Day Funds (general

fund reserve) 350.
Escrow Account™ 300.0

o

TOTAL $ 2,703.9
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Introduced: 2/4/81
Referred: Finance and
Judiciary

BY THE RULES COMMITTEE BY
IN THE HOUSE REQUEST OF THE GOVERNOR

HOUSE JOINT RESOLUTION NO. 5
IN THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE - FIRST SESSION
Proposing an amendment to the Constitu—
tion of the State of Alaska relating to
limitations on appropriations of state
o o money.V L
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. Article IX of the Constitution of the State of Alaska is
amended by adding new sections to read:

SECTION 16. APPROPRIATION LIMITATIONS. The amount of State money
appropriated during a fiscal year shall not exceed the amount appropri—
ated in the preceding fiscal year by more than the increase in the fed—
eral consumer price index for the state for the calendar year preceding
the governor®s submission of the budget under section 12 of this arti—
cle plus a percentage equal to the average yearly growth in the State’s
population as shown by the last two federal censuses or renumerations.
Money appropriated under any exception prescribed by section 17 of this
article shall not be included in the base for determining the allowable
increase from year to year.

SECTION 17. EXCEPTIONS FROM APPROPRIATION LIMITATIONS. The limi—
tations on increases in appropriations do not apply to appropriations
of money to be deposited in the permanent fund; money appropriated to
pay permanent fund dividends; money appropriated to capitalize loan
funds, but the money to subsidize low interest loans must be appro—
priated separately and is subject to the limitations; money appropriated
to construct capital improvements, whether of bond proceeds or other—
wise, where the appropriation for the capital improvements 1is approved

-1- HJR 5
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by the voters; money appropriated to escrow accounts or otherwise to
repay general obligation bonds; money apprdpriated as a reserve for
disaster®s of natural or human origin or other emergencies; money appro—
priated to coincide with increases i.\ use., fees; money appropriated to
meet increases in costs to the State resulting from court orders or a
transfer of authority or responsibility to the State from the federal
government; money derived from one-quarter of the income from those
contributions made to the permanent fund which exceed the minimum
required by this constitution; or money appropriated by a vote of
two-thirds of the membership of each house and approved by *-he governor
to meet disasters of natural or human origin which are declared by the
governor.

* Sec. 2. The amendment proposed by this resolution shall be placed be—
fore the voters of the state at the next general election in conformity with
art. XIlIl, sec. 1, Constitution of the State of Alaska, and the election

laws of the state.
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January 13, 1981

Speaker of the House
Alaska State Legislature
Pouch V

Juneau, AK 99811

Dear Mr. Speaker:

Under art. 111, sec. 18, of the Alaska Constitution, 1 am
transmitting a proposed <constitutional amendment on
spending limitations for the consideration of the
legislature.

My proposal would amend the <constitution®s finance
article to add two sections, one setting forth spending
limitations and the other prescribing ten specific
exceptions. Each of the exceptions is reasonably
necessary, and some of them are for appropriations of
money to be invested rather than expended, and, to that
extent, do not really involve actual expenditures.

The proposed amendment limits annual increases in
appropriations of state money - but not of money from
other, non-state sources such as federal money - to the
increase in the federal consumer price index for Alaska
for the preceding year plus a percent equal to the
state®"s average yearly growth in population.

At the present time, the only federal consumer price
index for Alaska is that done for the Anchorage area. It
appears that one will also be prepared for Fairbanks
sometime soon. And 1indexes may also be prepared for
other Alaskan cities in the future. The 1index for the
state will <consist of the weighted average of those
indexes, that 1is, in proportion to each community®s
relative population.

The measure of the state"s average yearly population
growth 1is the federal decennial census and the interinm

renumeration to be taken at five year intervals. The
latter, while called for by federal law, has yet to be
funded. Nevertheless, even without a renumeration, the

decennial census provides an accurate measure of the
state"s average yearly growth.



The use of data prepared exclusively by the United States
is deliberate and essential. The pressure to shape cost
and population data to jJustify increased expenditures
would be enormous if those data were prepared by state or
local agencies. Using data developed by an independent
and separate government avoids that problem completely.

These two measures of growth, while not always coincident
with all governmental needs, will allow the state to keep
abreast of most needs and yet hold growth to reasonable
and responsible limits. To the extent that the state
still 1lags behind 1its sister states 1in some areas of
governmental services and facilities, the exceptions
prescribed by the second section will allow it to catch
up, 1f that is what the electorate wants. Each of these
exceptions will be discussed in turn, below.

The first exception is for appropriations of money to be
deposited in the permanent fund, and the second is to pay
permanent fund dividends to the people. It is self-
evident that neither needs to be Ilimited. The third
exception is to capitalize loan funds, that is,
appropriations of the money which will be 1loaned and
repaid with interest under the state®"s loan programs. To
the extent that low interest loans are subsidized, the
appropriations for that purpose must be separate, and

they are not within the terms of the exception. The
fourth exception is for appropriations for capital im—
provements which have been approved by the voters. This
includes those funded by appropriation from the general
fund and those funded by bond proceeds. Voter approval
is a must for the appropriations to |ld within the
exception. But if the voters approve, there are no

limits on appropriations for capital improvements.

The term "capital improvements™ 1is used in the amendment
in the same sense as it is used in sections 8 and 9 of the
finance article relating to state and local debt. It
refers, generally speaking, to public works or
facilities of a permanent character as described in the
case of City of Juneau v. Hixson, 373 P.2d 743 (Alaska
1962).

The fifth exception is for appropriations made to escrow
accounts or otherwise to repay general obligation bonds.
As a practical matter, it may be to the state®"s great
advantage at any time to make a large payment, either
into escrow or directly, to repay outstanding general
obligation bonds. That kind of a payment would not
constitute a true 1increase in expenditures, and it is,
therefore, made one of the exceptions.

The sixth exception 1is Tfor money appropriated, as a
reserve account for disasters of natural or human origin.



The device has been called a rainy-day account, and it is
simply a means of setting aside a financial cushion for
the state during a fiscal year in case of exceptional

need. At the present time the Reserve for Emergency
Operating Expenses Account has been established under AS
37.05.159 to meet this need. It will be superseded by

this amendment, and in order to spend money appropriated
to the reserve account, the provisions of the tenth
exception will have to be followed.

The seventh exceptionis for money appropriated to
coincide with 1increases 1in user fees. The term “ftiser
fees”™ includes all kinds of taxes or charges which are
levied upon those who wuse a government facility or
service. They range from hunting and fishing licenses to
boiler inspection fees. So long as users are paying the
money, no purpose would be served by placing this
category within the limitations on expenditures. No big
increases are foreseen at this time, but should users
wish to have them, there is no reason to place a constitu—
tional bar in their way.

The eighth exception 1is for appropriations required by
court orders or by a transfer of functions from the
federal to the state government. Transfers from local to
the state government are within the legislature %
control, and thereforeare subject to the Jlimitation.
Court orders - and that wouldinclude judgments for
damages or orders for future relief — are not within the
legislature®s control and could cause significant,
temporary increases from time to time. The same could
happen if the federal government were, for instance, to
shift all of the social services or education burden to
states. While one hopes this exception will be little
used, prudence dictates its existence.

The ninth exception 1is for appropriations of money
derived from one-quarter of the income from extra

appropriations made to the permanent fund. The purpose
of this exception is to encourage those who would spend
more money to save more money. The more money that 1is

placed in the fund, the more money there will be
available under this exception to spend.

The tenth and final exception is for natural disasters.
As safeguards against spurious spending wunder this
exception, the disaster must be declared by the governor
in the first instance and the appropriation bill must be
passed by a two-thirds majority of the membership of each

house and approved by the governor. If the governor does
not approve the appropriation or vetoes it to reduce or
strike any item, his veto 1is. final. The purpose of the

absolute veto is to preclude any excess spending on non—
emergency 1items in a bill appropriating money for

3



disaster relief. Without an absolute veto, this ex—
ception would create an unacceptably large loophole.

The proposed amendment is conservative, responsible, and
workable. It will not hobble the state or prevent the
performance of any needed governmental function. It will
set limits where they are needed, and it will not set
limits where tney are not needed. It will be good for
both the private sector and the public sector, and I urge
its favorable consideration.

Sincerely,

Jay S. Hammond
Governor
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3Y THE RULES COMMITTEE BY
IN THE HOUSE ) REQUEST OF THE GOVERNOR

HOUSE JOINT RESOLUTION NO. 5
111 THE LEGISLATURE OF THE STATE OF ALASKA
TWELFTH LEGISLATURE - FIRST SESSION
Proposing an arcendnc-nt to the Constitu—
tion of the State of Alaska relating to
limitations on appropriations of state
money.
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. Article I1X of the Constitution of the State of Alaska 1is
amended by adding net; sections to read:

SECTION 16. APPROPRIATION LIMITATIONS. The amount of State money
appropriated during a fiscal year shall not exceed the awount appropri—
ated in the preceding fiscal year by more than the increase in the fed-—
eral consumer price index for the state for the calendar year preceding
the governor®s submission of the budget under section 12 of this arti—
cle plus a percentage equal to the average yearly growth in the State®s
population as shown by the last two federal censuses or remunerations.
Money appropriated under any exception prescribed by section 17 of this
article shall not be included in the base for determining the allowable
increase from year to year.

SECTION 17. EXCEPTIONS FROM APPROPRIATION LIMITATIONS. The limi—
tations on increases in appropriations do not apply to appropriations
of money to be deposited in the permanent fund; money appropriated to
pay permanent fund dividends? money appropriated to capitalize loan
funds, but the money to subsidize low interest loans roust be appro—
priated separately and ie subject to the limitations; money appropriated
to construct capital improvements, whether of bond proceeds or other-

wise, where the appropriation for the capital improvements ia approved



the voters; money appropriated to escrow accounts or otherwise to
repay general obligation bonds; money appropriated as a reserve for
disasters of natural oi human origin or other emergencies; money appro—
priated to coincide with increases in user fees; money appropriated to
meet increases 1in costs to the State resulting from court orders or a
transfer of authority or responsibility to the State from the federal
government; money derived from one-quarter of the income from those
contributions made to the permanent fund “which exceed the minimum
required by this constitution; or money appropriated by a vote of
two-thirds of the membership of each hotsse and approved by the governor
to meet disasters of natural or human origin which are declared by the
governor.

* Sec. 2. The amendment proposed by this resolution shall be placed be—
fore the voters of the state at the next general election In conformity with

art. XIIl, sec. 1, Constitution of the State of Alaska, and the election

lavs of the state.

COMMITTEE COPY
rtyRST



January 13, 1981

Speaker of the House
Alaska State Legislature
Pouch V

Juneau, AK 99811

Dear Mr. Speaker:
. -

Under art. 111, sec. 18, of the Alaska Constitution, 1 am

transmitting a proposed constitutional amendment on

spending limitations for the —consideration of the

legislature.

My proposal would amend the constitution®s finance
article to add two sections, one setting forth spending
limitations and the other prescribing ten specific
exceptions. Each of the exceptions is reasonably
necessary, and some of them are for appropriations of
money to be invested rather than expended, and, to that
extent, do not really involve actual expenditures.

The proposed amendment limits annual increases in
appropriations cf state money - but not of money from
other, non-state sources such as federal money - to the
increase in the federal consumer price index for Alaska
for the preceding year plus a percent equal to the
state™s average yearly growth in population.

At the present time, the only federal consumer price
index for Alaska is that done for the Anchorage area. It
appears that one will also be prepared for Fairbanks
sometime soon. And 1indexes may also be prepared for
other Alaskan cities 1in the future. The 1index for the
state will consist of the weighted average of those
indexes, that 1is, in proportion to each community"s
relative population.

The measure of the state"s average yearly population
growth 1is the federal decennial census and the interim

renumeration to be taken at five year intervals. The
latter, while called for by federal law, has yet to be
funded. Nevertheless, even without a renumeration, the

decennial census provides an accurate measure of the
state”s average yearly growth.



The use of "ata prepared exclusively by the United States
is deliberate and essential. The pressure to shape cost
and population data to jJustify increased expenditures
would be enormous if those data were prepared by state or
local agencies. Using data developed by an independent
and separate government avoids that problem completely.

These two measures of growth, while not always coincident
with all governmental needs, will allow the state to keep
abreast of most needs and yet hold growth to reasonable
and responsible limits. To the extent that the state
still lags behind its sister states 1in some areas of
governmental services and facilities, the exceptions
prescribed by the second section will allow it to catch
up, if that is what the electorate wants. Each of these
exceptions will be discussed in turn, below.

The first exception is for appropriations of money to be
deposited in the permanent fund, and the second is to pay
permanent fund dividends to the people. It is self-
evident that neither needs to be limited. The third
exception is to capitalize loan funds, that is,
appropriations of the money which will be loaned and
repaid with interest under the state®s loan programs. To
the extent that low interest loans are subsidized, the
appropriations for that purpose must be separate, and

they are not within the terms of the exception. The
fourth exception 1is for appropriations for capital im—
provements which have been approved by the voters. This

includes those funded by appropriation from the general
fund and those funded by bond proceeds. Voter approval
is a must for the appropriations to be within the
exception. But if the voters approve, there are no
limits on appropriations for capital improvements.

The term Tapital improvements"™ is used in the amendment
in the same sense as it is used in sections 8 and 9 of the
finance article relating to state and local debt. It
refers, generally speaking, to public works or
facilities of a permanent character as described in the
case of City of Juneau v. Hixson, 373 P.2d 743 (Alaska
1962).

The fTifth exception is for appropriations made to escrow
accounts or otherwise to repay general obligation bonds.
As a practical matter, it may be to the state"s great
advantage at any time to make a large payment, either
into escrow or directly, to repay outstanding general
obligation bonds. That kind of a payment would not
constitute a true 1increase 1in expenditures, and it is,
therefore, made one of the exceptions.

The sixth exception 1is for money appropriated as a
reserve account for disasters of natural or human origin.



The device has been called a rainy-day account, and it is
simply a means of setting aside a financial cushion for
the state during a fiscal year in case of exceptional

need. At the present time the Reserve for Emergency
Operating Expenses Account has been established under AS
37.05.159 to meet this need. It will be superseded by

this amendment, and in order to spend money appropriated
to the reserve account, the provisions of the tenth
exception will have to be followed.

The seventh exception 1is for money appropriated to
coincide with increases 1in user fees. The term "user
fees™ 1includes all kinds of taxes or charges which are
levied upon those who wuse a government facility or
service. They range from hunting and fishing licenses to
boiler inspection fees. So long as users are paying the
money, no purpose would be served by placing this
category within the limitations on expenditures. No big
increases are foreseen at this time, but should users
wish to have them, there is no reason to place a constitu—
tional bar in their way.

The eighth exception is for appropriations required by
court orders or by a transfer of functions from the
federal to the state government. Transfers from local to
the state government are within the legislature®s
control, and therefore 1ire subject to the limitation.
Court orders - and that would include judgments for
damages or orders for future relief - are not within the
legislature*s control and could ~cause significant,
temporary 1increases from time to time. The same could
happen if the federal government were, Tfor instance, to
shift all of the social services or education burden to
states. While one hopes this exception will be little
used, prudence dictates its existence.

The ninth exception 1is for appropriations of money
derived from one-quarter of the income from extra
appropriations made to the permanent fund. The purpose
of this exception is to encourage those who would spend
more money to save more money. The more money that 1is
placed 1in the fund, the more money there will be
available under this exception to spend.

The tenth and final exception is for natural disasters.
As safeguards against spurious spending wunder this
exception, the disaster must be declared by the governor
in the first instance and the appropriation bill must be
passed by a two-thirds majority of the membership of each

house and approved by the governor. If the governor does
not approve the appropriation or vetoes it to reduce or
strike any 1item, his veto 1is final. The purpose of the

absolute veto is to preclude any excess spending on non—
emergency items in a bill appropriating money for



disaster relief. Without an absolute veto, this ex-—
ception would create an unacceptably large loophole.

The proposed amendment is conservative, responsible, and

workable. It will not hobble the state or prevent the
performance of any needed governmental function. It will
set limits where they are needed, and it will not set
limits where they are not needed. It will be good for

both the private sector and the public sector, and I urge
its favorable consideration.

Sincerely,

Jay S. Hammond
Governor
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