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T a x i n g  P r o b l e m s  S p a r k  S t a t e  R e f o r m s
B y  S t e v e n  D .  G o l d

Ironically, the o d d s  for i m p r o v i n g  tax policy c o u l d  

i n c r e a s e  if state fiscal conditions w o rsen.

A  guiding principle in many legis­
lative arenas is, “if it ain’t broke, 
don't fix it." Applied to tax 

policy, however, this dictum can cause 
serious problems because often a pro­
vision is considered "broke" only 
when important constituents decide it 
is. Although benign neglect is not 
necessarily the best policy, it often 
seems to reign in tax deliberations.

But this attitude may be changing. 
During the past decade, extreme strain 
was placed on state tax systems by a 
set of problems that either are continu­
ing or could resurface in the near 
future: the tax revolt, the severest 
recession since the Great Depression, 
federal aid cutbacks and interstate tax 
competition.

On top of these carry-over con­
cerns, a new one has emerged during 
the past two years—federal tax reform, 
which could have profound impacts on 
the climate in which states must raise 
money.

State tax systems are much stronger 
today than they were 30 years ago. 
In the 1950s, '60s and ’70s, states 
took major steps to improve the fair­
ness and productivity of their tax sys­
tems by adopting many new income 
and sales taxes. These actions were 
responses to fiscal crises caused in 
part by the passage of the baby boom­
ers through public education systems.

But since the early 1970s, many of 
the important changes in tax structures 
have occurred through inertia. Infla­
tion, rising income and shifting produc­
tion and consumption patterns have 
had perhaps more to do with the level 
and distribution of taxes than deliber­
ate new policies.

Five crucial facts about state tax 
systems stand out.

They bring in a great deal of 
revenue. During the current fiscal

Steven D. Gold Is director o f  NCSL's Fiscal 
Studies program.

year, state tax collections should top 
$225 billion, more than 10 times as 
much as in 1962 and 3 ’/2 times as 
much as in 1972.

Their growth can be likened to a 
roller coaster. Tax revenue rose faster 
than personal income for a quarter 
century, from the end of World War II 
to the early 1970s, as states assumed 
new responsibilities in the federal sys­
tem. The growth of revenue plunged 
when the tax revolt hit in the late 
1970s and then recovered in 1983 as 
three-fourths of the states raised 
tax rates. Since then tax cuts have 
predominated.

Every state tax system is different.

incomes. Tax levels also differ a great 
deal. The ratio of state tax revenue to 
personal income is more than twice as 
high in 30 states as it is in New 
Hampshire.

Local taxes are also major parts of 
state tax systems. States dictate 
which taxes cities, counties and 
school districts may use and also 
influence the level of local taxes by 
giving financial aid or by paying for 
local functions Local tax revenue this 
fiscal year will be close to $140 bil­
lion. The role of localities in raising 
revenues differs greatly from one state 
to another, with local taxes represent­
ing only 16 percent of total state and

S ta te  and  Local Tax R evenue p er $100 
of P ersonal Incom e, 1970 to 1985
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Alaska and New Hampshire manage to 
get along without either a general sales 
or a personal income tax. Eleven other 
states have only one or the other. The 
remaining 37 states levy both but each 
in its own way. In total, 26 states rely 
on the sales tax more than the income 
tax, and 22 get more from the tax on

local revenue in Alaska but 50 percent 
or more in Colorado, New Hampshire 
and New York.

The shape of state and local tax sys­
tems has changed considerably in the 
past 15 years. The property tax has 
been sharply de-emphasized, declin­
ing from 4.9 percent of personal in-
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come in 1972 to 3.4 percent in 1984. 
One of the main reasons for this trend 
was increased reliance on personal in­
come taxes, which jumped from 1.2 
percent of personal income to 2.1 per­
cent between 1970 and 1985. States 
used much of their new income tax 
money to boost aid for local schools 
and assume other financial burdens 
from localities, such as welfare 
programs.

D espite the diversity in taxes, 
some important developments 
are occurring that are common 

to most states—interstate tax compe­
tition, erosion of tax bases, increasing 
instability and reduced reoponsive- 
ness to economic growth.

State and local governments seem 
to be competing with each other more 
avidly than in the past to make them­
selves attractive to industrial invest­
ment. This intensified competition has 
arisen from many sources, including 
the especially high unemployment of 
the early 1980s, the decline of heavy 
industry in the Rust Belt and agricul­
ture in the Farm Belt, and the in­
creased exposure to international 
competition everywhere.

Interstate tax competition has result­
ed in a proliferation of exemptions for 
business and downward pressure on 
personal income tax rates. For exam­
ple, at least a dozen states have 
exempted inventories from the prop­
erty tax since 1980. Most of the 
states with the highest income taxes 
have been cutting them recently. As 
Lowell Norland, majority leader of the 
Iowa House of Representatives, says, 
"Because of our overriding economic 
development crusade, we're afraid to 
be out of step in taxation with other 
states."

Erosion of tax bases undermines the 
productivity of tax systems just as soil 
erosion reduces the yields from farm­
land. One source of tax base erosion

is new exemptions granted by states, 
particularly from the sales, property 
and income taxes. Economic trends 
may also erode the tax base. Two 
examples: A portion of pension in­
come is often exempt from income tax; 
as the population ages, pension 
income tends to grow faster than 
wages. Most services are usually 
exempt from the sales tax; as the serv­
ice economy develops, exempt sales

tend to grow more rapidly than taxable 
sales. Result: an eroded tax base. 
John Mikesell, a sales-tax expert at the 
University of Indiana, estimates that 
each penny of sales tax levied in 1984 
yielded only 85 percent as much as 
it did in 1960, per dollar of personal 
income.

Ben Rose, assistant House minority 
leader in Ohio, helped put together a 
proposal for substantially broadening

Illustration: Mike Keefe

Erosion o f tax bases—from such factors as exemptions granted by states from sales, property and Income taxes as well as from larger 
economic trends—undermines the productivity o f tax systems just as soil erosion reduces the yields from farmland.
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the sales-tax b a s e  severai y e a r s  ago. 

O h i o  eventually did e x t e n d  the sales 

tax to repairs a n d  d a t a  p r o c e s s i n g  

services. H e  w a r n s  that trying to tax 

sei .ices is "a  t o u g h  political thicket," 

a n d  that interstate tax competition 

limits the extent to w h i c h  s ervices c a n  

b e  taxed.

E rosion of the sales-tax b a s e  h a s  led 

to e x e m p t i o n  of f o o d  a n d  utility outlays 

in a b o u t  two-thirds of the sales-tax 

states a n d  prescription d r u g s  in virtu­

ally all states. T h e  result of e x e m p t i n g  

t h e s e  a n d  other "necessities” h a s  

b e e n  to increase the instability of state 

tax r e v e n u e .  F o r m e r l y  w h e n  the e c o n ­

o m y  w e n t  into a  recession, the sales 

tax c o n t i n u e d  to p r o d u c e  r e v e n u e  f r o m  

s u c h  “necessities" while sales of dis­

cretionary p r o d u c t s  p l u m m e t e d .  N o w  

this firm b a s e  is n o  l o n g e r  taxable in 

m o s t  states.

State tax r e v e n u e  d o e s  n ot r e s p o n d  

a s  strongly to e c o n o m i c  g r o w t h  a s  it 

did in the 1 9 7 0 s  b e c a u s e ,  a m o n g  

o t h e r  r e a s o n s ,  1 0  states a d o p t e d  in­

c o m e  tax indexation, marginal tax rates 

for high i n c o m e  t a x p a y e r s  w e r e  re­

d u c e d  a n d  e x e m p t  i n c o m e  g r e w  rela­

tively rapidly. T h e  U . S .  T r e a s u r y  

D e p a r t m e n t  e s t i m a t e s  that e a c h  1 0  

p e r c e n t  inc r e a s e  in p e r s o n a l  i n c o m e  

n o w  p r o d u c e s  only 1 4  p e r c e n t  g r o w t h  

in p e r s o n a l  i n c o m e  tax r e v e n u e  a s  

o p p o s e d  to 1 6  p e r c e n t  b e f o r e  1 9 7 8 .

B e c a u s e  of t h e s e  p r o b l e m s ,  a s  

well a s  t h e  s e v e r e  fiscal 

p r o b l e m s  e x p e r i e n c e d  in the 

early 1 9 8 0 s ,  nearly half of the states 

h a v e  recently c o n d u c t e d  m a j o r  studies 

of their tax s y s t e m s .  D e s p i t e  high 

h o p e s  for t h e s e  studies, t h e y  h a v e  not 

yet resulted in significant r e f o r m  in 

m o s t  states.

W h y  h a s  the i m p l e m e n t a t i o n  of tax 

r e f o r m  b e e n  s o  p o o r ?

First of all, refo r m i n g  state tax s y s ­

t e m s  is n ot a s  e a s y  a s  it u s e d  to be. 

In the 1 9 5 0 s  a n d  1 9 6 0 s  the solution 

to a  state's fiscal p r o b l e m s  w a s  usually 

o b v i o u s — a d o p t  a n  i n c o m e  or a  sales 

tax, w h i c h e v e r  the particular state w a s  

missing. M o s t  states followed that 

prescription, a n d  n o w  the a n s w e r s  a re 

not s o  simple.

S e c o n d l y ,  tax r e f o r m  p r o d u c e s  

losers a s  well a s  winners. T a x  c o m m i s ­

sions often r e c o m m e n d  b r o a d e n i n g  

the b a s e  of the i n c o m e  a n d  sales taxes 

a n d  lowering tax rates. T h e s e  s t e p s  

t e n d  to e v e n  o ut the tax b u r d e n  a n d  

" provide a  level playing field" for 

b u s i n e s s  a n d  individuals. B u t  the 

beneficiaries of tax e x e m p t i o n s  that 

w o u l d  b e  eliminated frequently put u p  

a  stiff fight in d e f e n s e  of their tax 

breaks, while the w i n n e r s  f r o m  re­

d u c i n g  e x e m p t i o n s  a n d  l o wering rates 

t end to b e  silent for t w o  r e a s o n s :  T h e y  

m a y  n o t  realize that t h e y  are winners, 

a n d  there are m a n y  small w i n n e r s  a n d  

a  small n u m b e r  of big losers. T h e  poli­

tical calculus m a k e s  it t o u g h  to 

b r o a d e n  tax b a s e s .  N o w h e r e  is this 

m o r e  evident than in e x t e n d i n g  the 

sales tax to services. M a n y  legislators 

a n d  g o v e r n o r s  c o n t e m p l a t e d  s u c h  a  

policy in the 1 9 8 0 s ,  but w h e n  the dust 

settled, little h a d  b e e n  d o n e  to c h a n g e  

t h e  status q uo. "Politically, y o u  d o n ’t 

w a n t  to create a n y  losers, but it’s  n ext 

to impossible to h a v e  r e f o r m  without 

s o m e  losers," s a y s  Bill Schreiber, 

chair of M i n n e s o t a’s H o u s e  T a x  C o m ­

mittee.

Finally, it t a k e s  time to d e v e l o p  a 

c o n s e n s u s  for a  majoi tax c h a n g e .  

States d o n ’t tinker with t h e  f u n d a m e n ­

tals of their tax s y s t e m s  v e r y  often, s o  

it is not surprising that it c o u l d  take four 

o r  five y e a r s  to build a  coalition for a  

big tax c h a n g e .  M a n y  of the n e w  in­

c o m e  a n d  sales t axes of the 1 9 5 0 s ,  

' 6 0 s  a n d  early ' 7 0 s  w e r e  a d o p t e d  only 

after s u c h  a  p r o l o n g e d  p eriod of dis­

cussion, e d u c a t i o n  a n d  c o n troversy.

R e c e n t  e x p e r i e n c e  d e m o n s t r a t e s  

that reform is not impossible. Last year 

t w o  states did e n a c t  imp o r t a n t  re­

forms: W i s c o n s i n  simplified its i n c o m e  

tax a n d  W e s t  Virginia o v e r h a u l e d  its 

b u s i n e s s  taxes. T h e  c h a i r m a n  of the 

W e s t  Virginia H o u s e  F i n a n c e  C o m m i t ­

tee, G e o r g e  E. Farley, reports that it 

t o o k  three y e a r s  of r e s e a r c h  a n d  p e r­

suasion, a  lot of p a t i e n c e  a n d  a n  

"exorbitar: n u m b e r  of m e e t i n g s "  to 

p u s h  r eform through. E v e n  with all that 

effort, the p r o p o s a l  a p p e a r e d  to b e  a  

" l o n g  s h o t” be f o r e  it w a s  e n a c t e d .

T h e  bi g g e s t  battle in t h e  state tax 

w a r s  n o w  is not a b o u t  restructuring 

taxes, but rather a b o u t  the role of the 

p e r s o n a l  i n c o m e  tax. B e c a u s e  of tax 

rollbacks a n d  reductions effective in

1 9 8 4 ,  i n c o m e  tax r e v e n u e  r o s e  only 

a n  e s timated 7 . 5  percent in fiscal y e a r  

1 9 8 5  c o m p a r e d  with e n  e s t i m a t e d  

1 0 . 5  p e r c e n t  rise in sales tax re v e n u e .  

O n  top of that, 1 4  states l o w e r e d  their 

i n c o m e  t a x e s  during 1 9 8 5  legislative 

s essions. M a n y  of t h e s e  redu c t i o n s  

w e r e  rollbacks of i n c r e a s e s  in 1 9 8 2  

or 1 9 8 3 ,  but four w e r e  in states w h e r e  

tax rates h a d  not b e e n  increased in the 

1 9 8 0 s  a n d  three w e r e  r e d u c t i o n s  'n 

rates to b e l o w  the p r e - 1 9 8 2  levels, b y  

contrast, C o n n e c t i c u t  w a s  the only 

state to l o w e r  its sales tax, b y  e x e m p t ­

ing clothing priced at $ 7 5  or less.

T h e  i n c o m e  tax c u t s  of 1985 w e r e  

c o n c e n t r a t e d  in t he states with the 

hi ghest i n c o m e  taxes. S e v e n  of the 

eight states with the top effective rates 

r e d u c e d  their i n c o m e  t a x e s  last year. 

T h e s e  actions w e r e  at least partly in 

r e s p o n s e  to the g r o w i n g  belief that 

high i n c o m e  t axes deter b u s i n e s s  

investment. W h i l e  there is s o m e  e m ­

pirical s u p p o r t  for this belief, m a n y  

e c o n o m i s t s  a n d  state officials question 

the strength of the a d v e r s e  i m p a c t  of 

i n c o m e  taxes o n  the e c o n o m y .  Special 

attention is often f o c u s e d  o n  the 

highest marginal i n c o m e  tax rate in the 

state. W i s c o n s i n  t r i m m e d  its highest 

rate f r o m  1 0  p e r c e n t  to 7.9 percent; 
D e l a w a r e’s  w e n t  f r o m  1 0 . 7  p e r c e n t  to 

9.7 percent; M i n n e s o t a’s fell f r o m  1 6  

to 1 4  p e r c e n t  (equivalent to 7 p e r c e n t  
for high-bracket t a x p a y e r s  b e c a u s e  

federal t axes are deductible) a n d  N e w  

Y o r k ’s  d i p p e d  f r o m  1 0  p e r c e n t  to 9 
p e r c e n t  o n  e a r n e d  i n c o m e  o v e r  three 

years.

T h e  flight f r o m  i n c o m e  taxes is worri­

s o m e  to s o m e  legislators b e c a u s e  the 

p e r s o n a l  i n c o m e  tax is the o n l y  m a j o r  

state r e v e n u e  s o u r c e  that is p r o g r e s­

sive. R e d u c i n g  the i n c o m e  tax implies 

shifting the tax b u r d e n  a w a y  f r o m  the 

well-to-do. A n o t h e r  p r o g r e s s i v e  tax, 

o n  inheritances, h a s  also b e e n  re­

p e a l e d  or r e d u c e d  recently in a  large 

n u m b e r  of states. N e w  Y o r k  a n d  M a s ­

s a c h u s e t t s  targeted special relief to 

l o w - i n c o m e  families a s  part of their 

i n c o m e  tax cuts, but m o s t  states did 

not d o  so.

A re there a n y  g r o u n d s  for opti­

m i s m  that states will b e g i n  to 

take tax r e f o r m  m o r e  seriously
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Instability of State Tax Revenue 15

The chart demonstrates the instability 
of state tax revenue over the past few 
years by showing the percentage 
increase in each three-month period 
from the beginning of 1982 to the mid­
dle of 1985, compared to the cor­
responding period a year earlier. The 
growth rate of total state tax revenue fell 
in early 1982 because of the recession, 
bottomed out in the third quarter of 10 
1982 and then rose steadily until it 

peaked at 16.7 percent in the second 
quarter of 1985. These ups and downs 
reflect two factors—the speedups and 
slowdowns of the economy and the 
imposition and later the lifting of a tax 
rate increase.

PERCENTAGE INCREASE

6.6

4 -7 4 . 6

H  3.8

YEAR AND QUARTER
2  3  4

1 9 8 2

— a b a n d o n i n g  the  p ath of e r o d i n g  tax 

b a s e s  a n d  allowing tax s y s t e m s  to d e ­

vel o p  b y  inertia? Ironically, the o d d s  for 

i m p r o v i n g  tax policy c o u l d  i n c r e a s e  if 

state fiscal conditions w o r s e n .  A d ­

v e r s e  factors c a n  still p l a c e  stress o n  

state tax s y s t e m s .

T h e  tax revolt, for instance, is not 

d e a d  but d o r m a n t  a n d  contributed to 

the decision to l o w e r  i n c o m e  taxes last 

year. T h e  e c o n o m y  is s u r e  to experi­

e n c e  a nother recession at s o m e  point, 

a n d  it c ould b e  a  serious o n e  b e c a u s e  

of the fragility of the d o m e s t i c  a n d  

international financial s y s t e m s .  In a ddi­

tion, federal-aid c u t b a c k s  c o u l d  

b e c o m e  m o r e  s e v e r e  t han t h e y  h a v e  

b e e n  since 1 9 8 2 .

A n o t h e r  s o u r c e  of stress is the in­

t e n s e  interstate tax competition, w h i c h  

s h o w s  n o  signs of abating. F e d e r a l  tax 

r e f o r m  also c o u l d  c r e a t e  n e w  d i l e m­

m a s  for stales b y  curtailing, or eliminat­

ing, t h e  d e d u c t i o n  for state a n d  local 

t a x e s  or  s i m p l y  b y  r e d u c i n g  tax rates. 

If federal tax rates a re l o w e r e d  signifi­

cantly, the i m p o r t a n c e  of interstate tax 

rate differentials w o u l d  g r o w ,  spurring 

e v e n  g r e a t e r  c o m p e t i t i o n  a m o n g  

states, particularly to l o w e r  the i n c o m e  

tax.

In s u c h  a n  e n v i r o n m e n t ,  interest in 

tax policy m i g h t  well increase b e c a u s e  

the i m p o r t a n c e  of finding r e v e n u e  to 

fund popular p r o g r a m s  s h o w s  n o  signs 

ol lessening. A s  J o e  Clarke, t h e  chair

of t he K e n t u c k y  H o u s e  Appropriations 

a n d  R e v e n u e  C o m m i t t e e ,  o b s e r v e s ,  

" T h e r e  is a  g r o w i n g  recognition o n  

t he part of legislators that t a x e s  h a v e  

b e e n  e n a c t e d  or m o dified in a  m a n n e r  

that h a s  n o  r h y m e  or r eason. Like 

T o p s y ,  the c h a n g e s  h a v e  just g r o w n .  

T h e s e  decisions h a v e  b e e n  b a s e d  o n  

politics rather than o n  a n y  c o h e r e n t  

policy."

T h e  c h a i r m a n  of O h i o ’s H o u s e  W a y s  

a n d  M e a n s  C o m m i t t e e ,  D e a n  C o n l e y ,  

a d d s ,  " W h e n  there are b u d g e t a r y  

p r o b l e m s ,  the inicrest in tax policy is 

m u c h  greater."

W i t h  all the potential fiscal p r o b l e m s  

o n  t he horizon, t a x e s  m a y  h a v e  Ihcir 

d a y  in t he spotlight b e f o r e  long. ^
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P . O .  B O X  4 6 .  K O T Z E B U E .  A L A S K A  9 9 7 5 2

442-3.101 CITY HALL 
442-3157 DAY CARE CENTER
442-3816 GEORGE FRANCIS MEMORIAL LIBRARY 
442-3500 MUNICIPAL WATER PLANT 
442-3465 PLANNING DEPARTMENT 
442-3351 POLICE DEPARTMENT

442-3465 PUBLIC WORKS DEPARTMENT
442-3066 RECREATION CENTER
442-3921 REGIONAL FIRE TRAINING CENTER
442-3779 TEEN CENTER
442-3404 VOLUNTEER FIRE DEPARTMENT

J a n u a r y  24, 1986

T h e  H o n o r a b l e  S e n a t o r  F. F e r g u s o n  
T h e  S t a t e  S e n a t e  
P o u c h  V
J u n e a u ,  A l a s k a  99811

D e a r  S e n a t o r  F e r g u s o n ;

T h e  K o t z e b u e  C i t y  C o u n c i l  is r e s p o n d i n g  to S e n a t e  B i l l  #326; A 
b i l l  f o r  an  a c t  e n t i t l e d  "An A c t  m a k i n g  a s p e c i a l  a p p r o p r i a t i o n  
t o  t h e  O f f i c e  of M a n a g e m e n t  and B u d g e t  f o r  s t u d y  of t a x  p o l i c y ;  
a n d  p r o v i d i n g  f o r  an  e f f e c t i v e  date.

W e  s t r o n g l y  s u p p o r t  the a b o v e  b i l l  a n d  e n c o u r a g e  t h e  p a s s a g e  of 
S e n a t e  B i l l  #326.

S h o u l d  y o u  r e q u i r e  a n y  i n f o r m a t i o n  o r  n e e d  o u r  a s s i s t a n c e  p l e a s e  
c o n t a c t  us at y o u r  c o n v e n i e n c e .

S i n c e r e l y ,

Ni^na K. D a h l  1 
M a y o r
C i t y  of  K o t z e b u e

c c : F i l e

“ G A T E W A Y  T O  N O R T H W E S T  A L A S K A ”
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Hey, wait —  more 
study is needed

The phrase “ more study needed”  is guaranteed ta 
produce a yawn from  most people. But Sen. Franld 
Ferguson is on target w ith his b ill calling fo r t 
comprehensive study o f state tax policy. Legislators 
should embrace the proposal to take a hard look a: 
where and how the state raises its money.

The Kotzebue Democrat wants to spend $500,000 tc 
analyze how w e ll existing state taxes, tax credits 
licenses and user fees serve A laska. He also wants tc 
know i f  there is un ifo rm ity o f taxation among taxpay 
ers. And what about the relationship, and there must b 
one, between taxes and the state’s economic health'.' 
Assumptions and prejudices about the important issue 
abound, but where are the facts? v . .;;

Declining o il revenues is a hot topic in Juneau this 
year. And there’s p len ty o f ta lk  about higher, o i l taxes 
a lte red ‘ tax  methods, and. even a return to the income 
tax. A comprehensive study, developed by the Office oi 
Management and Budget and supplemented by private I 
consultants, seems essential fo r  formulating a tax  policy 
that provides the state w ith broad, stable, and measure- 
able revenue sources. A fte r a ll, i f  A laskans don’t know 
how their taxes affect the economy today, how can they 
determine a realistic tax policy fo r tomorrow?

Actually , tax review  is so fundamental i t ’s hard ly a 
novel government innovation. During the past thretL 
years, six states have instituted tax policy studies.
j The A laska State Senate typ ica lly  moves at a glacia 

pace. Sometimes the senators get brickbats thrown their 
way because studies are viewed as expensive but 
effective delaying tactics. But this is one occasion when, 
senators should jo in  together in support o f Sen. Fergu-j
unn’c n r n n n m l  J f 1 0 1'  0 * * *



Pouch V 
State Capitol 

Juneau, Alaska 99811

TO: S e n a t o r  A b o o d
A l a s k a  S t a t e  S e n a t o r

FROM: F r a n k  R. F e r g u s o
A l a s k a  S t a t e  S e n a t o r

DATE: A p r i l  7, 1986

S U B J E C T :  I n f o r m a t i o n  on  S e n a t e  Bill 326

Official Business

A t t a c h e d  is a d d i t i o n a l  i n f o r m a t i o n  c o n c e r n i n g  S e n a t e  Bill
326.

As t h e  s e s s i o n  is d r a w i n g  nearer, I b e l i e v e  it is i m p o r t a n t  
to h a v e  a h e a r i n g  on t h i s  m a t t e r .

If y o u  s h o u l d  h a v e  a n y  q u e s t i o n s ,  p l e a s e  c o n t a c t  m y  o f f i c e .

F R F / c c

<


	SSTA14 SB 326



