Tax Increases in the Tenth
District: Where Will the
Money Come From?

By Glenn H. Miller, Jr.

trong pressures for increased spending in the

1990s are likely to force state and local
governments in the Tenth District to increase
taxes (Miller 1990). Policymakers will try to
hold the line on spending, make spending
programs more efficient, and hope that better
economic times produce more tax revenues. But
these may prove to be unsatisfactory or inade-
quate responses to the mounting demands for
public spending. Moreover, in an era of ‘‘fend-
for-yourself federalism,’’ state and local
governments must rely less on fiscal aid from
the federal government and more on their own
resources. It is unlikely, then, that state and local
governments will be able to avoid raising taxes.
In such a situation, what revenue sources can
state and local governments turn to?

Glenn H. Miller, Jr. is vice president and economic advisor
at the Federal Reserve Bank of Kansas City. Tim Sheesley,
a research associate at the bank, helped prepare the article.
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This article describes the principal revenue
sources for state and local governments in the
district and considers some possible directions
the search for additional revenue might take.
The first section shows the district depends
more on general sales taxes and user charges,
and less on property and personal income taxes,
than the nation as a whole. The second section
examines how heavily state and local govern-
ments in the district are tapping their available
resources and shows they are underusing per-
sonal income taxes as a revenue source relative
to most other states. The article concludes that
district governments might boost revenues by
increasing personal income taxes.

Revenues of District State and Local
Governments in the 1980s

As pressures mount to increase public
spending, it is important to know where state
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and local governments are now getting their
revenues. This section examines the sources of
revenue in the district, how the sources changed
during the 1980s, and how they compare with
the sources used in the nation as a whole.

What is revenue?

This article defines revenue as general
revenue received by state and local governments
from their own sources. In order to focus on
revenue sources under the control of state and
local governments, the definition excludes fiscal
aid received from the federal government, such
as shared revenues and grants-in-aid. The
definition also excludes some classes of receipts
not closely tied to public purposes served by
general government activities—utility revenue,
liquor store revenue, and insurance trust
revenue.'

Revenue data from both state and local
governments are consolidated in this article.
Consolidation facilitates interstate comparisons
because functions performed and financed by
one level of government in some states may be
the responsibility of another level of govern-
ment in other states. In order to adjust for
population size differences among jurisdictions,
comparisons across states are made in terms of
revenue per capita.

District revenue growth in the 1980s

Overall, growth in aggregate state and local
government revenues in the district was not
much different from growth in the nation in the
1980s.2 Allowing for both population growth
and inflation from 1978 to 1988, real per capita
revenue of state and local governments in the
district grew at an average rate of 3 percent per
year (Table 1).}

Revenue from taxes grew more slowly than
total revenue in the district, while revenue from
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miscellaneous revenue and current charges, or
user fees, grew faster than total revenue.
Revenues from individual income taxes and
general sales taxes grew faster than receipts
from other tax sources.

District per capita taxes trail the
national average

Per capita revenue grew in the 1980s at the
same pace in both the district and the nation.
Despite solid growth in the 1980s, per capita
revenue in the district trailed the national
average at decade’s end. State and local govern-
ment revenue in the district averaged $2,262 per
capita in 1988, compared with a national
average of $2,480 (Table 2). But per capita
revenue varied considerably across district
states, ranging from $1,873 in Missouri to
$3,738 in Wyoming. Put another way, per capita
revenue in district states ranged from 76 percent
of the national average in Missouri to 151 per-
cent in Wyoming. Per capita revenue was above
the national average in the district’s three
westernmost states, Colorado, New Mexico,
and Wyoming, and below the national average
in Kansas, Missouri, Nebraska, and Oklahoma.

Per capita revenue from taxes in the district
fell short of the national average in 1988. Over-
all, district tax receipts per person were just 86
percent of the national average. Wyoming was
the only district state with state and local
government per capita tax receipts larger than
the national average.

For most classes of taxes in 1988, per capita
revenue in the district was below the national
average. Among major tax sources, only
revenues from motor fuels taxes and motor
vehicle license taxes exceeded the national
average. (This comparison parallels the fact that
transportation was the only major function
where district spending exceeded the national
average in 1988.) Motor fuels taxes in the
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Table 1

Real Per Capita State and Local Revenue, 1978-88

(Average annual growth in 1982 dollars)
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district were 114 percent of the national
average, and Missouri and Kansas were the only
district states with motor fuels tax revenues
below the national average.

Per capita revenue from user charges in
1988 was larger in the district than in the nation.
Four district states exceeded the national
average—Colorado, Nebraska, Oklahoma, and
Wyoming. District revenue was larger than the
national average for both education charges and
hospital charges. All district states had revenue
from education charges above the national
average. Revenue from hospital charges was
higher in Kansas, Nebraska, Oklahoma, and
Wyoming than the national average.
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District revenue sources

The way total revenue is distributed across
various sources shows how state and local
governments choose to finance public services.
Choices may vary from state to state, depending
on differences in economic structure, policy
objectives, and preferences of citizens and
public officials.

Not surprisingly, taxes are the major source
of state and local government revenue in the
district (Table 3). Still, district governments
depend less on taxes than governments else-
where in the nation. In 1988, taxes provided 67
percent of district revenue, compared with the
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Table 2

Per Capita State and Local Government Revenue, 1988

(Amounts in dollars)

uUs District _ Colo. Kans. Mo. Nebr. N.Mex. Okla. Wyo.
Total revenue* 2,480 2262 2,543 2,384 1,873 2331 2,587 2,006 3,738
Taxes 1,773 1,522 1,686 .1,676 1,372 1,557 1,469 1,406 2,042
Property 533? 425. 604 583 296 644 163  .266 914
General sales 428 421 435 397 437 326 581 376 394
Motor fuels L720 82 91 68 66 103 92 96 77
Motor vehicle lic§nse K 39 46 . 29 .32 39 37 65 76 86
‘Indi\;idual income 36%0 296 352 331 330 270 201 258 0
Corporate income 97 4 45 78 44 - 46 33 26 0
Other 240 2097 . 131 186 161 131 335 309 572
Current charges 385 393 454 377 306 504 353 417 589
Education - 110 137 180 135 111 | 160 128 131 134
Hospitals ) 16’6 126,’”;‘ 96 118 98 220 - 102 / ‘143 333
Miscellaneous revenue 323 347 402 332 195 271 765 273 1,107
Interest earnings - 193 237 219 227 135 199 520 207 938
* Generai revenue fr(;m own sources.
" Source: Bureau of the Census, Census of Governments.

national average of 72 percent.

In both the district and the nation, the lead-
ing producers of tax revenue are property taxes,
general sales taxes, and individual income
taxes. Property taxes and general sales taxes
each produced about 19 percent of state and
local government revenue in the districtin 1988;
individual income taxes produced about 13 per-
cent. The revenue share produced in the district
by general sales taxes is larger than the national
average, whereas the shares produced by prop-
erty taxes and individual income taxes are
smaller.
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Among district states, the revenue shares
produced by different taxes vary widely, espe-
cially for the three largest revenue producers. In
1988, the property tax share ranged from 6
percent of total revenue in New Mexico to 28
percent in Nebraska. The general sales tax share
ranged from 11 percent in Wyoming to 23 per-
cent in Missouri. For states with income taxes,
the individual income tax share of total revenue
ranged from 8 percent in New Mexico to 18
percent in Missouri; Wyoming has no income tax.

Another difference among district states in
revenue shares appears in the ‘‘other taxes’’
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Table 3
Percentage of State and Local Government Revenue by Source, 1988

T

Totalrevenue * ;. 100.0°* 100.0.  100.0°
Taxes i 715 673 663
 Property . 8.87 238

_ - General sales

;N‘iét‘or fuels 5
20 11
13177 138,

ky

Motor vehicle license

1ﬁdividual incoxﬁé '

orporate ihcb;tﬁ%
. Other
Current charges

" Education

Miscellaneous revenueé: -

Interest earnings -

revenue source, which includes severance taxes Nebraska had the highest share for property
and excise taxes on alcohol and tobacco. In taxes but the next-to-lowest shares for general
1988, New Mexico, Oklahoma, and Wyoming— sales and individual income taxes. Such varia-

states with significant energy sectors and other tions reflect differences in how states choose to
mining activity—had revenue shares for ‘‘other finance their government activities and what

taxes’’ in double-digit percentages, while the resources are available to them for taxation.
four other district states had smaller shares for While the 1988 data in Tables 2 and 3 are
this category. the most recent available, district governments

Tax mixes thus differ considerably from have made several tax changes since then. Dis-
state to state in the district. For example, New trict states made few major tax changes in fiscal

Mexico had the lowest revenue shares for prop- years 1988 and 1989, but threc states made
erty and individual income taxes in 1988, but major tax changes in 1990.° Both Nebraska and
the next-to-highest share for general sales taxes. Oklahoma increased their personal income,
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corporate income, and sales taxes. New Mexico
increased its sales tax and made several changes
in its personal income tax code. Nebraska and
Oklahoma rank among the top ten states accord-
ing to projected percent increases in state tax
collections resulting from 1990 enactments
(National Conference of State Legislatures).

Current charges, or user fees, are a more
important revenue source in the district than in
the nation as a whole. Current charges produced
17.4 percent of district total revenue in 1988,
compared with a national average of 15.5 per-
cent. In every district state except New Mexico,
the share of total revenue from current charges
was larger than the national average.

Miscellaneous revenue was also a larger
share of revenue in the district than in the nation
in 1988. New Mexico and Wyoming both had a
30 percent share of total revenue in the miscel-
laneous category. These large shares for miscel-
laneous revenue were due primarily to
substantial interest earnings of state and local
governments in both states.

Summary

After a decade of solid growth, per capita
revenue of state and local governments in the
Tenth District remained below national average
per capita revenue in 1988. Among revenue
sources, taxes are less important in the district
than in the nation, while current charges are
more important.

Among tax revenue sources, state and local
governments in both the district and the nation
as a whole rely principally on the same three
taxes—general sales taxes, property taxes, and
individual income taxes. State and local govern-
ments in the district depend more heavily on
general sales taxes as a revenue source, and less
heavily on property taxes and individual income
taxes, than the nation as a whole.
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Fiscal Effort and the Search for
More Revenue

State and local governments have limited
options in meeting the mounting demands for
spending, especially in an environment of
‘‘fend-for-yourself federalism.’’ One possible
tactic would be simply to hold the line on spend-
ing increases, but this may be unsatisfactory
because deteriorating public services could
harm both citizens’ well-being and economic
growth. Governments could also try to make
spending programs more efficient. While this
goal is worth pursuing, savings might be inade-
quate to meet pressures for spending increases.
Governments might also depend on economic
growth spurring enough revenue growth to
cover spending increases. But district economic
growth has lagged behind U.S. growth in recent
years, and the U.S. Department of Commerce
projects income growth in district states to trail
growth in the nation during the 1990s. State and
local governments thus may be left with tax
increases as a last resort.

If increasing taxes is necessary, where can
policymakers turn? Are there sources where
district state and local governments might have
room to raise revenue without overreaching in
comparison with other states?

Choosing a revenue source: capacity
and effort

For state and local governments that decide
to raise taxes to pay for increased public services,
is there some framework that might help in
evaluating revenue sources? One such
framework is the Representative Revenue
System (RRS), developed by the Advisory
Commission on Intergovernmental Rela
tions (ACIR). The RRS is built around two
key measures. Revenue capacity measures a
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government’s ability to raise revenue from both
tax and nontax sources.® Revenue effort mea-
sures the extent to which governments are using
the revenue sources available to them.’

The RRS is formulated in comparative
terms, so that a jurisdiction’s revenue capacity
and revenue effort are expressed relative to
those of other jurisdictions and a national
average benchmark. Both capacity and effort
are expressed in per capita terms and as indexes,
where the national average equals 100. Thus, a
state with a capacity index of 106 has the
capacity to produce per capita revenue 6 percent
greater than the national average. Similarly, a
state with a revenue effort of 91 is using less than
average effort to draw revenue from its overall
revenue potential.

The RRS has two important features that
add to its usefulness to state and local govern-
ment officials. First, it is comprehensive. It
provides a measure of revenue capacity that
reflects all the sources of revenue used in the
real world. In this way, the RRS is superior to
personal income, long used as a measure of
revenue capacity. Personal income, unlike the
RRS, excludes a number of important revenue
sources, such as corporate income and wages
paid to nonresident commuters. Second, the
RRS (but not personal income) takes account of
the ability of governments to ‘‘export taxes.’”
A state or local government exports taxes when
it successfully moves the burden of part of its
total tax bill to nonresidents. A hotel tax that
falls on convention or tourist trade is one exam-
ple; a severance tax is another. The RRS includes
all taxes, even if they affect nonresidents.’

Comparisons across states using the RRS
provide information on the relative strengths of
state-local fiscal systems by revealing the rela-
tive revenue-raising abilities and revenue
efforts of each state. The aggregate capacity and
effort indexes compare the overall fiscal
strengths of states relative to each other and to
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the national average. Disaggregated capacity
and effort indexes help analyze a state’s revenue
system in terms of its relative strengths or weak-
nesses in particular tax bases.

Measures of revenue capacity and effort and
their uses focus on the relative fiscal well-being
of taxing jurisdictions. That is, most com-
parisons of state-local fiscal systems using the
RRS relate to the well-being of the governments
involved rather than to their residents or their
private sectors. In interpreting effort indexes,
for example, care should be taken not to confuse
tax effort with tax burden. Effort relates to
governments while burden relates to tax-
payers—not at all the same thing when much of
the burden of some state and local taxes falls on
nonresidents.

District revenue capacity

With a few notable exceptions, the revenue
capacity of state and local governments in the
district is generally below the national average.
Table 4 shows estimates of 1988 RRS capacity
indexes for the seven Tenth District states, both
overall and for five important revenue sources.
Estimates are shown on a relative per capita
basis with the national average equal to 100.
Apart from the state of Colorado and the
severance tax source, in virtually all instances
Table 4 shows revenue capacities in district
states falling below the national averages in
1988. In terms of overall capacity, Wyoming
and Colorado both had revenue-producing
potential above the national average. Wyoming
ranked ninth and Colorado fourteenth among
the 50 states plus the District of Columbia in
overall capacity to generate revenue. The other
five district states had overall revenue capacity
below the national average and ranked in the
lower half of all states in terms of overall
revenue capacity.

Colorado and Wyoming ranked high in
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Table 4

Revenue Capacity, Tenth District States, 1988*
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revenue capacity for different reasons. Colo-
rado’s overall revenue capacity was greater than
the national average due to capacity measures of
100 or more for five of the six major revenue
sources and an index only slightly less than 100
for the sixth. Wyoming, on the other hand, had
an overall revenue capacity substantially above
the national average because of the exceptional-
ly large size of its severance tax capacity.
Indeed, the existence of significant
resources available for severance taxation
stands out among the five individual revenue
sources. The relative importance of those
resources is substantial in Wyoming, New
Mexico, Oklahoma, and Kansas. Those four
states—rich in minerals, especially energy
products—ranked in the top ten in severance tax
capacity among all states in the nation. Colo-
rado’s severance tax capacity was also greater
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than the national average, ranking thirteenth
among all the states.

District revenue effort

While the revenue capacity of state-local
fiscal systems in the district is generally below
the national average, revenue effort in district
states is generally above the national average.
Table 5 shows estimates of 1988 revenue
effort for Tenth District states, overall and for
individual revenue sources. In terms of overall
effort, Nebraska, Wyoming, Kansas, and New
Mexico all used their tax bases more intensively
than the national average. These four states
ranked in the top one-third of all states with
regard to overall revenue effort. Oklahoma and
Colorado had overall revenue efforts only
slightly below the national average, ranking
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Table 5

Revenue Effort, Tenth District States, 1988*
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thirty-third and thirty-sixth, respectively. Mis-
souri’s overall revenue effort ranked forty-
seventh.

Disaggregated effort data can be useful in
analyzing a particular state’s revenue system
and evaluating its tax practices and opportu-
nities. A state’s mix of revenue sources and its
reliance on certain sources as shown by the RRS
can easily be compared with those of other states
and with the national average. ‘‘Policymakers
can see at a glance how, relative to other revenue
sources and other state-local systems, a state is
‘underutilizing’ or ‘overworking’ particular
revenue sources relative to the national average’’
(Advisory Commission on Intergovernmental
Relations, p. 16). Such information may be
especially useful at a time of regional economic
change and interstate competition for economic
development, when awareness of what other
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states are doing is desirable.

Considerable diversity exists among district
states in their efforts to tap the individual
revenue sources shown in Table 5. Those
sources include the severance tax base, especially
significant in the mineral-rich Tenth District,
and user charges, for which district states have
shown a strong predilection. Most district states
with large severance tax capacities exert sub-
stantial effort in taxing those resources. And
with regard to user charges, all district states
except Missouri have revenue effort greater
than the national average. Five district states are
among the top 20 states in user charge effort.

The five revenue sources shown in Table 5
include the three major state-local tax sources—
the general sales tax, the property tax, and the
personal income tax. District states generally
rank high in sales tax effort, with five states
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above the national average and one state virtual-
ly at that level. Moreover, all six of these states
ranked in the upper half of all states in the nation
with regard to sales tax effort. Property tax
effort varied widely among district states. While
three states showed effort above the national
average, Oklahoma and New Mexico ranked
forty-fifth and forty-ninth, respectively, among
all states in property tax effort. In terms of
personal income tax effort, four district states
were at or above the national average. But the
national average was strongly influenced by a
significant number of states with very low effort
levels, including several with no income tax.
Consequently, more valid interstate com-
parisons of personal income tax effort may be
made by examining how states rank according
to that measure. When ranked according to per-
sonal income tax effort, all seven district states
fell in the bottom half of the nation’s states.

Personal income taxes as a source of
more revenue

Using effort indexes to examine relative
strengths or weaknesses in using particular
revenue sources can help in evaluating what
sources of additional revenue might be tapped.
Every district state has relatively low personal
income tax effort, suggesting personal income
taxes might be a good source for increasing
revenues. Most district states already make
intensive use of user charges and general sales
taxes, and not all states have severance tax
capacity. Property tax effort varies widely from
state to state, and property tax relief continues
to be a major political issue. While comparative
revenue effort is not the only way of
approaching the question of where to find more
revenue, the relatively low personal income tax
effort in district states makes this revenue
source a prime target for more intensive use.
Advocates of this approach should assess it in
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the light of a number of other factors, however.'°

Several factors on the 1990s fiscal agenda
for state and local governments should be con-
sidered as additional revenue is sought. Among
them are balance in revenue structures, the
responsiveness of tax yields to economic
growth, and interstate tax competition. While
full discussion of these factors is beyond the
scope of this article, each will be addressed
briefly in the context of the search for additional
revenue and the possible use of personal income
tax increases as the preferred revenue source.

Acquiring additional revenue through per-
sonal income tax increases could improve the
balance in state-local revenue structures. While
significant differences exist from state to state,
for the district as a whole, property taxes and
general sales taxes each were 19 percent of state
and local government general revenue from
own sources in 1988, user charges were 17
percent, and personal income taxes were 13
percent. More use of personal income taxes
would generally move district tax structures
toward greater balance.

While the merits of strictly balancing
revenue sources are debatable, it is clear the
balance should not be too far out of line
(Stocker). Balancing tax structures, however,
should not go so far as to overwhelm beneficial
features of current district state-local fiscal sys-
tems. For example, the district’s relatively
heavy use of current charges is a feature likely
to become more important in all states in the
1990s. User charges permit more reliance on
market mechanisms in delivering government
services in situations where such a method of
allocation is appropriate. Nor should balance be
sought at the expense of benefits arising from
special characteristics of the district economy.
The ability to export part of their tax burden is
one such benefit to district governments. For
example, heavy use of severance taxes by
minerals-rich district states is a significant
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means of tax exporting. Moreover, some district
states like Colorado and New Mexico are
important tourist destinations. This feature
makes possible some tax exporting by means of
retail sales taxes and other more directly
traveler-oriented taxes.

The responsiveness of tax yields to
economic growth is another factor to be con-
sidered when jurisdictions search for additional
revenue. Total revenue or revenue from individ-
ual taxes may grow faster or slower than the
economy grows, depending on a jurisdiction’s
tax mix and the characteristics of individual
taxes. The responsiveness of various taxes to
income growth has been estimated by many
analysts. The yield of the personal income tax
is believed to grow faster than the growth of
personal income. Sales tax yields are believed
to increase at about the same pace as income
grows, while the yields of property taxes and
excise taxes are viewed as growing slower than
income growth.

A jurisdiction thus might be attracted to the
personal income tax as its preferred source of
additional revenue partly because of that tax’s
greater responsiveness to economic growth.
That characteristic could make the personal
income tax a good source of revenue to help
meet the mounting demand for public services
in the 1990s. At the same time, overall tax
systems would become more responsive to
changes in income growth as personal income
taxes become a larger share of total revenues.

There is a downside to such an increased
responsiveness of a tax system, however,
because greater responsiveness makes total
revenue more subject to the effects of short-run
economic fluctuations. This greater instability
in revenues occurs because the relationship of
tax yields to changes in income growth cuts both
ways. Just as revenue grows faster than income
when the economy is healthy, so does revenue
growth slow more than income growth if the
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economy weakens. Thus, a tax system moving
toward more use of the personal income tax is
likely to provide more revenue growth when the
economy is strong. But such a move is likely to
introduce more instability into revenues over a
business cycle and to weaken revenue yields in
economic downturns.

While raising more revenue by increasing
personal income taxes could improve the
balance of revenue structures in the district,
higher income taxes also might have a harmful
effect on the tax competitiveness of district
states. Interstate tax competition is a key part of
the larger economic development competition
between states for footloose industry and high-
income people. In addition to providing a wide
range of tax concessions, jurisdictions seek to
recruit or retain businesses and their high-
income owners and managers by keeping their
income tax liabilities in line. Conventional wis-
dom holds that a jurisdiction’s heavy reliance on
personal income taxes discourages economic
development there. But as one analyst notes:
““This claim is controversial and, in any case,
argues only against heavy reliance, not against
average reliance’’ (Gold, p. 107). Tenth District
state-local fiscal systems have relatively low
levels of personal income tax effort and nearly
all of them collect a smaller share of their total
revenue from personal income taxes than the
national average. These comparisons suggest
that an average or lower reliance on personal
income taxes gives district state and local
governments room to consider them as sources
of additional revenue.

Conclusion

Strong pressures for increased spending in
the 1990s are likely to force district state and
local governments to increase taxes. Holding
the line on spending, making spending
programs more efficient, and hoping that better

59



economic times produce more revenues may be
unsatisfactory or inadequate responses to
mounting demands for public spending. If state
and local governments cannot avoid raising
taxes, they must decide what revenue sources to
turn to.

A survey of revenue structures shows dis-
trict state and local governments depend more
on general sales taxes and user charges, and less
on property taxes and personal income taxes,
than the nation as a whole. Moreover, measures
of revenue effort show that district states are
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underusing personal income taxes as a revenue
source relative to most other states. For this
reason, district state and local governments
might consider turning to personal income tax
increases as a source of additional revenues. At
the same time, however, they should consider
the effects of such a step on other items on their
fiscal agendas for the 1990s, including balance
in revenue structures, the responsiveness of tax
yields to economic growth, and interstate tax
competition.
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- Conceérns

 the standard rates used in the RTS are calcti—

lated by dividing ¢ the total revenue collected-
in all states from a. partxculantax source by
the total estimated base for that source, as
defined for use in the RTS. For example, in
1988 all state and local governments together
received: $108 billion in general sales ‘tax

. receipts. As defined for use in the RTS, the

base for this tax source (retail sales and
recerpts of selected -service tndustnes) was

$1, 793‘b11110n The*natronal average rate for ‘

general sales taxes was thus 6.02 percent. -
To produce estimates of potentlal tax
yield, or capacity, for every state each state’ s

- RTS tax:bases are: multrplred by the natronal

average tax rates. Overall capacity estimates”
for each state are calculated by adding its

' capacrty estimates for all tax sources. Divid-

ing all- capaclty ‘estimat es by each
jurisdiction’s population gives per capita
capacities for each state and for the nation.

- To obtain indexes of tax capacrty, all the state

capacny estlmates——overall and for each tax
source—are related to the national capacity
estimates, expressed as 100. An index value
of 110 indicates that a state’s per capita tax-

" raising- potent1a1 or -capacity;.is 10 percent
* above the average tax-ralsmg capacrty of all

states combined.

Many analysts beheve the RRS is supe-

. rior to personal mcome as a measure Of

revenue capacity. Others suggest the RRS'i is:
not an ideal measure. Concerns about the
RRS involve the: ‘independence of RRS
capacity estimates from actual fiscal chorces,

- the taxability of revenue sources, and the -

breadth of the concept of ﬁscal capacity

present in the RRS measure.

Independence of a’ state-local flscal
system’s actual revenue policies from- those
of a hypothetxcal or representative, fiscal
system is viewed as essential in estimating
fiscal capacity. | The measure’s advocates note
the RRS beneﬁts from *‘being a measure of

potentlal’ revenues independent of actual
fiscal choices™ (Fastrup, -p. 44). But some
cr1t1cs suggest *that .independence has not
been attamed—-—that RRS capacity estimates
measure economic and fiscal choices of
governments and their citizens as much as
they do revenue potent1a1 even though fiscal
capacnty mdexes should reﬂect only the latter
(Barro, p. 196).

Other critics hold that the RRS measure
of capacity does-not take adequate account of
the taxability.of revenue sources. Taxability
relates to the behavior of businesses and per-
sons in respons¢ to taxing and spending by
govemments The likely interaction between .

" astate’s tax rate and the basé for that tax may

be overlooked when using the RRS measures
of capacity. For examplc, Wyoming, with no
personal income tax, is estimated by the RRS
to have a substantlal revenue capacity for that
tax. But if Wyommg chose to tax personal
income at the representative national average
rate.of 20 percent, businesses and households
might -respond in ways that prevented the

- state from reaching its estimated capacity.

One of the most important responses affect-
ing taxability reflects the mobility of taxable
resources, or tax ‘bases. Inthis example, some
persons living in Wyoming, or planning to
move there, might reconsider their decisions
followmg such an increase in the personal
income tax rate,’ On the other hand, some tax
bases—natural resources such as coal fields,
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-vices and the relatlve costii f provrdmg those -

for example—are 1mmob11e and for that rea- .
son have much greater taxablhty In the case

~of Wyommg, thls cha

r»(

services. Without. such’ xphcxt attention to

" expenditure needs ‘an relatrve costs, these

. ability to raise reven

x :glves an mcomplet

critics say, RRS measures show only revenue -
capacity and do- not warrant ‘the broader

description of measures of ﬁscal capacity. .
They argue that focus1ng xclusrvely on the
1th t adjustmg for
the cost of servrces“t '

raising ability alone 1§ serrously mcomplete
indicator of the overall abrhty of a state or

accurately represente& ’ﬁ‘ﬁafuse up 135)

S

) pro\udmgN bubhc servnces where those costs .
-are measured by population. In fact, popula—
tion- has long -been regarded in the lrterature <

’ :dlctlot%%%l pen(
=only fac L€ en”‘fthough per caprta estlmate

‘ 1t
tures oﬁ? populatlons can help in under
public spendmg for particular services such

as educatron “Data on differences between

.case, measures of revenue ralsmg ablhty nar
Lot %

Some’ nalysts note the presentation of
RRS capacrty measures in per capita terms

i s
! doé%s%mor?eﬁthan facnlltate compan A

»

cal ﬁnance as a reasonable, s1mple

b v -

the', ’dxfferences between: _]Ul’lSr

ex ﬁendlture needs but itis ot t'the

o

.Information on the age stru

standmg dxfferences between Jurlsdrctrons fn .

states in’ prlces ‘of public service inputs. would
also- be useful ‘but are not available. In any— g
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Endnotes

1 Utility revenues are receipts from the sale of commodities
or services by government owned and operated water,
electric, gas, and transit systems. Liquor store revenues
are the amounts received from sales by government liquor
stores. Insurance trust revenues are receipts from contribu-
tions required of employers and employees for financing
social insurance programs operated by governments and
the earnings on assets held for such systems.

2 This article uses 1978 as the base year in charting revenue
growth. The year 1978 is a good benchmark year for state
and local government finance for two reasons. First, 1978
marked the beginning of increasing citizen resistance to
rising public spending and increasing taxes. This resistance
was ushered in by the adoption in California of Proposition
13, which put constitutional limits on the state’s spending
growth. Similar measures were adopted subsequently in
other states, and the threat of taxpayer revolt remains a
factor in tax and spending decisions. Second, federal out-
lays for grants-in-aid to state and local governments peaked
in 1978. Since then, state and local governments have had
to make spending decisions based on greater dependence
on their own resources.

3 A significant part of the increase in district own-source
revenues offset a reduction in intergovernmental revenues
from the federal government. Federal fiscal aid to district
state and local governments declined at an average rate of
1.9 percent per year from 1978 to 1988, on a real per capita
basis.

4 Current charges are amounts received from the public
for specific services benefiting the people charged and are
often called user charges. Charges for education and hospi-
tal services make up about two-thirds of all current
charges. Hospital charges increased faster in the district
from 1978 to 1988 than total current charges and much
faster than education charges. Interest earnings—the
largest share of miscellaneous revenue—increased faster
than total miscellaneous revenue.

5 In 1988 and 1989 most district states increased their
motor fuels taxes, some explicitly for underground storage
tank cleanup. Personal income taxes were reduced or
reformed in Kansas and Nebraska, and Kansas increased
its sales tax. New Mexico permanently suspended income
tax rebates made in partial reimbursement of sales taxes
paid on food and medicine. Missouri increased its sales and
corporate income taxes in order to make refund payments
to federal pension recipients.

6 The revenue capacity of a state is defined in the RRS as
‘‘the revenue the state and its local governments could raise
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with a set of taxes and tax rates 'representative’ of actual
policies prevailing, on average, throughout the nation”’
(Rafuse, p. 139). The RRS reflects those tax sources that
state and local governments use in the real world, by
estimating the dollar yield from taxing those goods,
services, and factor returns that actually are taxed by all
jurisdictions. The RRS estimates how much each state-
local fiscal system could receive, not from its own actual
tax policy, but from a hypothetical—or representative—tax
policy constructed from the actual taxing practices of all
state-local systems in the aggregate. ‘‘ A central feature of
[the RRS] is that it is designed to be representative of the
overall tax system of the states. This is achieved by includ-
ing all of the various taxes in the system and by weighting
each tax in accordance with the extent to which it is used
collectively by states and local governments. It is achieved
further by a process of standardization, whereby the
revenues of each state are estimated for each revenue
source by applying a standard (average) tax rate to a
standard (typical) tax base’’ (Advisory Commission on
Intergovernmental Relations, p. 10).

7 Revenue effort compares actual revenues received with
estimated potential yields under the RRS and is calculated
by dividing actual revenue by estimated capacity, both
overall and for individual revenue sources.

8 The RRS approach to measuring revenue capacity was
developed in an attempt to correct some of the flaws in the
personal income approach. Personal income has fallen into
disfavor as a measure of revenue capacity mainly due to
its lack of comprehensiveness and its failure to take account
of tax exporting. Personal income measures income
received by persons residing in a jurisdiction. As such, it
is not a complete measure of a jurisdiction’s economic
resources available for taxation. Excluded, for example,
are corporate income (except that paid to residents in
dividends) and compensation paid to nonresidents working
in the jurisdiction. Using personal income alone as a
measure of revenue capacity also fails to take account of
tax exporting. The ability to engage in tax exporting varies
widely among tax jurisdictions, as does its practice, and
tax exporting may be an important tool of tax policy. Tax
exportation occurs primarily in two ways. One way is
through the taxation of economic transactions or activities
involving nonresidents—for example, retail sales taxes on
purchases by nonresidents, hotel taxes paid by nonresident
tourists or business travelers, earnings taxes on wages and
salaries received by commuters into the taxing jurisdiction,
or taxes on investment returns to nonresidents from invest-
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ments located in the taxing jurisdiction. Another way is
through the deductibility from federal taxable income of
some state and local taxes. When federal tax liability is
reduced by such deductions, state and local taxes are in
effect shifted to taxpayers throughout the rest of the
country.

9 The RRS automatically records receipts from taxes
exported by a jurisdiction. For example, the RRS sales tax
base necessarily includes retail purchases made by nonresi-
dent tourists and job commuters. However, the RRS does
not incorporate the tax exporting due to the deductibility
from federal taxable income of some state and local taxes.

10For one thing, changes in tax systems due to increasing
personal income taxes should be measured against the
traditionally accepted objectives of a good tax structure:
equity, or fairness in the distribution of the tax burden;
neutrality, or minimum interference with economic
decisions and behavior in otherwise efficient markets; and
simplicity, or effective and understandable tax adminis-
tration. Policymakers and other citizens should keep these
objectives in mind as they search for sources of additional
revenues for the 1990s (Miller 1989, pp. 26-30).
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