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" When World War II ended, the
world movedinto a long period of unin-

terrupted  shipping. ‘We  gradually
moved toward a world economy that
relied less and less on reserves. After
all, if a nation necded wheat, it could
simply snap the national finger and a
- boat load of wheat would be at the
docks. Or if a nation was short of oil,
the same exercise was all that was re-
quired to have a tanker of oil available.
Steadily, reserves were lowered and
pushed back into the hands of produc-
ers and first processors.

During the same period leading up
and into the 1970s, the world also devel-
oped a very reliable futures market that
helped exacerbate the tendency to push
reserves, which were declining as a per-
centage of world utilization, back into
the hands of producers and first proces-

products became

porl s

sors. Producers of basic
plagued by sluggish markets even as
small inventories depressed markets.
In the 1970s, double digit interest
rates added new difficulty to finding
operating capital to carry inventories.
Nations, as well as businesses, became
less concerned about inventories. Even
while some nations with a recent histo-
ry of hunger continued to subsidize

food production to make certain they
had a reliable supply, the world largely

moved away from atuu\pﬂes because it

just wasn’t practical to hold them at any
level.

By the time we hit the 1980s and
the highest real interest rates, “just in
time management” had become the
watchword for business leaders the
world over. It was the new magic for-
mula for success, “just in time” raw
products arrived, “just in time” deliv-
ery of processed products. Everything,
even small inventories, became the
stimulators of bear markets, even in
products absolutely critical to human
survival, like food and energy.

All of this seemed to be good pri-
vate business theory. Tragically, it is
now clear that it is unsound govern-
ment policy in such vital, urgently
needed productsas energy and food. In
a world that has a history of falling into
war, a world with widely fluctuating
currency values, a world with chronic
trade imbalances, and a world almost
universally affected by greed—human
beings’ basic needs are at risk and the
peace of the world is at risk.

There seems to be a failure on the
part of leaders to see the fragility of de-
veloped societies that fail to provide
“safe, assured access” to food and ener-
gy. An almost blind allegiance to theo-
ries of supply and demand, profit and
toss, and a free market has subjected do-
mesti¢ producers to cycles of boom and
bust. Consumers become the ultimate
victims, as does world peace, as we have
so unfortunately learned today.

It is almost as if people have for-
gotten history and have forgotten that
there are long periods of low produc-
tion in food, and famines, that there
are wars, and restrictions on shipping
that can take away both energy and
food. More than that, it is almost as if
people have forgotten that the fragility
of developed societies when energy
and food supplies is threatened precip-
itates revolutions and wars.

A View fron

the
iSSiO!

We go on, year after year, without
an encrgy policy, and we move toward
non-policy in food, as well, without un-
derstandmg that there is a clear, un-
equivocal obligation on the part of
government to grant safe, assured ac-
cess to not only clean air, water, and
land, but food and energy as well.

What does all of this mean in
terms of bottom line policy? First, it
seems to me that there should be a re-
quirement for floor prices for food and
energy. Such floor prices must then be
protected by tariffs or quotas or both.
The suggestion that incentives can be
used as we are now hearing for energy,
may be a valid aliernative. But incen-

tivesin the tax areas tend to })rndnr'p all

kinds of devious and diverse manipula-
tions to take advantage of the incen-
tives, often without achieving the
required goal, Without these compo-

nfa
ients, saie, assured access to these ba-

sics of human existence wili be in great
jeopardy. The nations of the world that
have a sense of history have long since
learned that a simplistic reliance on

£ el vt
free trade is ruinocus for progucers and

ultimately devastating for consumers.

1 fear that the participants in the
Uruguay Round of the General Agree-
ment on Tariffs and Trade have not ad-
cquau;l_y understood this. Unless there
is a clearer understanding of it, the
world is headed for a disaster in food
akin to the one it faces in energy.

When Jefferson composed the Dec-
laration of Independence, he wrote, “We
hold these truths to be self-evident, that
all men are created equal, that they are
endowed by their Creator with certain
unalienable rights, that among these are
life, liberty, and the pursuit of happi-
ness.” And then Jefferson added the
most important line, “That to secure
these rights, governments are instituted
among men.”

el oy CALINE

George A. Sinner
Governor of North Dakota
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ACIR Hosts
Intergovernmental
Roundtable

ACIR hosted a meeting of the In-
tergovernmental Roundtable on Sep-
tember 26. The topic was “Interjuris-
dictional Economic Compctition,” and
the principal presentations were made
by Parris Glendening, county cxecutive
of Prince George's County, Maryland;
John Shannon, {former executive dirce-
tor of ACIR; and Robert Schwab, pro-
fessor of economics at the University
of Maryland. The roundtable is spon-
sored by the National Capital Area
Chapter of the American Socicty for
Public Administration.

American Federalism
Seminar in Spain

At the request of the government
of Catalonia, ACIR organized a
three-day seminar on American feder-
alism for public officials and acadcmics
in Barcelona, Spain, October 8-10. Key
U.S. participants were David E. Neth-
ing, ACIR commissioner and member
of the North Dakota Senate; John Kin-
caid, cxccutive director of ACIR;
Robert 1. Ebel, dircctor of govern-
ment finance rescarch, ACIR; Robert

|y THEN T,
. WWiLidms, proaCssor of lawat u”'g""‘:

University; and Joseph F Zimmerman,
professor of political science at the State
University of New York-Albany. Since
the cnd ol the Franco regime, Spain has
undergone a process of democratization
and decentralization, which has sparked
considerable interest in regional autono-
my and federalism.
Conference on
in Nigeria

ACIR Executive Director John Kin-
caid pdl‘liCipdlCd in a conference on fed-

N
eralism in Nigeria held at the Adminis-

trative Stafl College of Nigeria, Lagos

State, October 18-19. The Federal Re-
public of Nigeria, which consists of 21
states and the federal capital territory, is
scheduted to return to civilian govern-
ment next year. The conference was at-
tended by scholars, public officials, and
journalists. The purpose of the confer-
ence was 10 examing key issucs of federal
demaocracy that need to be addressed if
civilian governance is to succeed.

ACIR Contributes
to Infrastructure Debate

In accordance with an interagency
agreement, ACIR, has delivered drafts
of two infrastructure issucs papers to the
U.S. Corps of Engineers. One is entitled
“The Value of Infrastructure to Ameri-
ca;” the other addresses “Alternative
Federal Infrastructure Strategics and
Implementation Techniques.”

The Corps asked for these papers
as aids in federal interagency discus-
sions, which could lcad to a coordi-
nated national strategy for improving
America’s public works, Tssues ex-
amined include: infrastructure’s link to
the economy; potential improvements
to the productivity of American infra-
structure; appropriate means of financ-
ing inlrastructurc; and potential roles for
the federal, state, and local govern-

.\... 1 nn 4lm vt
ments, as well as the private scctor,

Research Director Honored

ACIR Director of Government
Policy Bruce D. McDowell was hon-
ored October 11 with the Distin-
guished Achievement  Award, be-
stowed by the National Capital Chapter
ol the American Planning Association,
This award honored McDowell’'s many
contributions to the planning profession
over the past 31 years as a local planner,
a top exceutive in the Metropolitan
Washington Council of Governments,
and a long-time carcerist with ACIR.

One of the achievemnents cited that “af-

ACIR News

December Meeting
Agenda
The next meeting of the Com-
mission will be held on Friday, De-
cember 14, 1990, from 8:30 a.m. to

noon in Washington, DC. Ttems on
the agenda include:

s Intergovernmental Manage-
ment of Groundwater

e State ACIRs

e Federalism Resource Guide
for Teachers

Preemption Notes Process
Estimating Mandatc Costs
Immigration

Criminal Justice

feets every planner in America” was his
pioneering work in establishing the fed-
eral-aid review and comment process,
which grew out of a 1964 ACIR report,
and his draft of legislation later enacted
as Title IV of the Intergovernmental
Cooperation Act of 1968.

Former Member Dies

Former Governor Scott M. Ma-

~F TT¢
theson of Utah, a member of ACIR

from 1983 to 1985, dicd of cancer in
Salt Lake City, October 7. Governor
Matheson was active in the celebration
of ACIR's 25th Anniversary. Following
two terms as governor, Matheson was
appointed chair of the Democratic Na-
tional Policy Council in 1985.
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State and
Local

Tax Policy:
Looking

Ahead

Hal Hovey
wa otatn and lanal tav hilae inayvyitahla?
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What tax sources are likely to be tapped more,
which ones less? Will interstate competition
force states to reduce business taxes? Are some

new approaches —say piggybacking on a nation-

al value added tax or more state sales taxes on
services — the waves of the future?
No one really knows the answers to these

uestions. Nonetheless, thinking about them is

questions. Nonetheless, thinking about them is

worthwhile from several perspectives.

Why Worry about Future State and Local Tax Policy?

Predicting the future environment is an important ele-
ment of effective policymaking for governments, business,
and individuals. Tax policy changes, like demographic and
economic changes, are an important part of that environ-
ment. For example, hopes of meshing local, state, and fed-
eral tax policies for ease of administration and compliance
depend on each level making good guesses about future
policies of the others. Taxpayer strategies depend on pre-
dicted answers. So do government policies that use the tax
system as a means to achieve policy objectives like pushing
economic competitiveness, alleviating poverty, and devel-
oping of distressed areas.

What Determines State and Local Tax Choices?

Looking ahcad at taxes forces consideration of the fac-
tors affecting state and local decisions on tax policies.

m  The Economy: Major fluctuations in the national
economy have immense effects on state and local
tax decisions. The Great Depression triggered
widesprecad adoption of state sales taxes in the
1930s and general abandonment of the property
tax base to local governments. Strong economic
growth, like that experienced in the late 1980s, dis-

courages any (‘h'm;mq hecause ornwth makes it eagy

rages any changes because growth makes it eas
to cover cosls wuhout them. Convcrscly, periods oi"
slow growth and recession, such as 1981-1982, lead
state officials to consider increasing taxes and thus
force decisions on what taxes should be raised.

Spending

WEETiLRng L¥UC LT . 1 RFYY il UYL

“Maoode’> How mnerh gauvunen "ﬁeﬂt

should spend cannot be mechanically assessed,
nor how much government will spend be pre-
dicted, by demographic and economic factors. The
outcome depends on hotly contested public policy
questions, such as how much teachers and other
public employees should be paid, the role of gov-
ernment in paying for health care, and balances
struck through the political process between pri-
vate and public spending. Looked at from the flip
side—taxes rather than spending—the decision is
what level of taxes the Amcrican public will toler-
ate. But state and local spending do respond to
underlying demographic phenomena, such as the
expansion of school spending in the 1950s and
hi;,hcr education spc.‘nding in the 1960s in response

T

to the D"tl)y boom at the end of World War I1.

m  Federal Spending Policy: Throughout the 1990s, the
appropriate federal role in {inancing efforts to
achicve such objectives as winning the war against
drugs, providing universal access to health care, up-
grading education, and providing adequate housing
will continue to be debated. Expensive federal as-
saults on these domestic policy fronts could substan-
tially relieve fiscal pressures on state and local gov-
ernments. With no basis to assume anything else,
state and local policymaking is likely to presume that
federal officials will have their hands full without a
major increase in the federal role in such ficlds.

®  Federal Tax Policy: Any major revision in federal
tax policy would likely have massive impacls on
state and local tax choices. Wholesale revision in
federal policy, such as adopting a value added tax

Intergovernmental Parspective/Fall 1990 $



or other consumption-bascd levy as a major reve-
nue source, could lead to a complete restructuring
of state and local taxes. Despite occasional forays
challenging this result, state and local decisions
on income iax bases remain ciosely tied {o federai
decisions. So federal action expanding the tax
base, such as to more employer-paid benefits,
would broaden the state base. Federal base con-
traction, such as exempting a portion of capital

Lol ranteant tho gfata lhacn
Ea}ns would likel Yy Contraci tnc stalc oasc.

B Federal Controls over State and Local Taxes: The com-
bination of decisions by federal courts and action, or
inaction, by Congress will continue to impact state
and local tax choices in many ways. Examples: (1)
court decisions on jurisdiction to tax, such as mail or-
der sales; (2) court dccisions on discrimination
against interstate commerce, such as cases on {lat
rate truck taxes and treatment of in-state and out-
of-state insurance companies; and (3) congressional
decisions, such as those protecting railroads and
other carriers against certain state and local taxes.

®  Policy Preferences and Inertia: Current thinking
about tax policy, as discussed in this article, is also
important—so is the tendency to avoid changes
absent extreme pressure. For those who like the
result, it’s “stability,” but critics call it “inertia”
and “resistance to change.” Economists have an
old saw, “an old tax is a good tax,” which is appeal-
ing politically because any tax reform involves
raising some taxes and cutting others. Elected of-
ficials fear that voters will concentrate on the m-
creases and not notice the cuts. The economic log-
icis that the economy will have adjusted to the old
system, so losses in elficiency and windfall profits
and losses will result from any major changes. For
whatever reason, state and local tax policies in
2000 will tend to look about the same as those in
1990. Changes will be incremental, not wholesale.
Decentralization alone means that the United
States will not experience the quick and massive
changes in tax policy that have recently taken place
in Canada, Japan, and Great Britain.

Are State and Local Tax Increases Coming in the 1990s?

ought periodically to

predict whether state and local governments will n cd tax
increases. While not all these studies have produced iden-
tical conclusions, they all have produced roughly compara-
ble findings by applying current policy choices to predict-
able future changes in population and the economy.!

Overall, state and local 1ax revenucs will tend to grow
about as fast as personal income without any changes in tax
law. With indexing for inflation rare, state personal income
tax revenue tends to grow faster than personal income be-
cause of graduated rates and personal exemptions and de-
ductions set at fixed dollar levels. This offsets the tendency
of taxes, like excises on tobacco and gasoline, to grow more
slowly than personal income. Without changes in policy,
researchers have also suggested that spending won't grow
faster than personal income, primarily because the num-
ber of public school students has been, and will be, drop-
ping in relation to the population hoiding jobs.

'y

Prominent researchers have s

In fact, state and local taxes have been increasing
slightly as a percentage of personal income through the
1980s. The reasons: (1) state and local officials have chosen
to expand their programs and improve their quality, (2)
they have been forced by the federal government and the
courts to assume new costs, and (3) federal sharing of state
and local costs has been reduced.

The improvement of quality, or at least cost, is most
obvious in public schools, where dccicions inthe 1980s have
reduced the a average class size from 17 to 16 and reduced
the inflation-adjusted average teacher salary from $26,000
to about $31,000. The forced decisions appear in improved
standards in correctional and other institutions, improved
standards for water supply, sewage treatment, and other

ﬁmr‘nnnc and in some stateg in C"})ﬂﬂdCd echon! spend'u.s

The fcdcral withdrawal is indicated by the decline in the fed-
cral contribution to state and local spending —24.4 percent in
1980, 16.8 percent in 1989.

A strong casc can be made that these same factors will
require an increase in the 1990s in the percentage of per-
sonal income taken by statc and local taxes.2 But a decision
on overall state and local taxes remains tobe made; there is
not an inevitable result that can be reliably predicted.

. lr\:l__,u,z.s,A, Y PR
SCal Lvispariues among >iaies

Fiscal differences among states are likely to continue
to exert consideralle influence on state and local tax policy
and spending options. While intrastate fiscal disparities
are in the news constantly through school finance litigation
and proposals that states do more for hard-pressed inter-
cily communities, the subject of interstate disparitics re-
ceives little attention. This may lead to anomalous results.
For policy and state constitutional reasons, many states
will be rejecting as unfair and unconstitutional intrastate
spending disparities as small as 10 percent per pupil. But
federal policy and constitutional doctrines may continue to
accept much larger interstate disparities.

No state or local decisions can cure these disparitics, at
least anyhme soon. Some arc geltmg worse. For cxample,
the spread beiween Mississippi and Connecticut in the
representative tax system grew from 70 index points in
ACIR’s 1986 calculation to 78 index points in the latest cal-
culation. Some countries deal with this problem with
equalization grants comparable to the way Am erican states
deal with unyau'u-.,a among their school districts. This
policy isn’t being seriously considered in the U8, so state
and local officials arc likely to continue to press for indirect
equallzauon by concentrating whatever federal spending
flexibility is available on income-tested programs such as
cash welfare assistance, the earned income credit, food
stamps, and medicaid, The result, even if the federal gov-
ernment took 100 percent responqibility for these pro-
grams, wouldn’t solve the disparities in ability to support
government spending, such as that for education of the
nonpeor and law enforcement, that isn’t income tested.

The deductibility of state and local taxes from income
subject to federal tax has muted the impact of these dis-
parities, but the impact of deductibility has been reduced
by: (1) increases in the standard deduction and reductions in
other deductions and (2) climination of deductibility of some
state and local taxes, particularly sales taxes, with more climi-
nations or limitations under scrious consideration.
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Competition in State and Local Tax Policy

The situation of states like Mississippi adds ferocity to
the already stiff competition among the states to enhance
job opportunities and income for residents while minimiz-
ing their tax burdens. Much of this competition has taken
the form of tax concessions that reduce state and local bur-
decns on those viewed as capable of providing jobs and in-
come ar¢ sufficiently footloose so that they can move in re-
sponse to state and local incentives. The primary targets
are corporations, particularly in manufacturing and na-
tionwide services like credit card processing, the high in-
come individuals who run them, and high income retirees.

While there is dispute about how effective these in-
centives are, the weight of the evidence suggests they have
some impact. More to the point, state and local officials think
they do. In response to the recession of the early 1980s, there
was a new round of these concessions. With the economy
humming in the late 1980s, interest waned but the old con-
cessions remained and some new ones were added. The re-
sults can be seen in some major trends in tax policy that are
likely to be as relevant in the 1990s as in the 1980s.

»  Holding Down Top Bracket Individual Income Rates:
The personal tax rate is now below 10 percent in
every state except Hawaii, where the governor
proposed a rate reduction this year but found leg-
islators unwilling to increase sales taxes and lower
top-bracket income tax rates simultaneously.

®»  Holding Down Corporate Income Taxes: When Penn-
sylvania started reducing its double-digit corporate
income tax rates in the name of economic develop-
ment, it helped encourage similar policies else-
where. While there have been corporate income tax
increases, such as New York’s in 1990, they are typi-
cally rationalized as offsetting corporate tax declines
for other reasons. The absence of a corporate rate
rise in the tax packages of Massachusetts and New
Jersey in 1990 was significant. States not reducing
corporate rates have been making other changes
that reduce effective corporate rates—R&D cred-
its, investment credits, credits for increasing em-
ployment, enterprise zone concessions, and more.

w  Other Tax Concessions: There is a long list of other
changesin tax policy related to interstate competi-
tion, including: (1) enterprise zone excmptions;
(2) eliminating or reducing sales taxes on pur-
chases of business equipment and machinery and
new plant construction; (3) attempts to hold down
property taxes by use of taxes falling primarily on in-
dividuals and nonflexible businesses, such as the
personal income and sales taxes; (4) changes in for-
mulas for the apportionment of corporate income;
and (5) selective relief for industries or for activitics
such as oil production from new and stripper wells.

Trends in the 1990s

There are some changes in state and local tax policy
that seem predictable, reflecting: (1) “balance” in tax sys-
tems, (2) broadening the base of the sales tax, (3) more re-
liance on user charges, and (4) conformity to income defi-
nitions uscd in the federal tax system.

State and local tax systems will exhibit more “balance”
as state and local officials abandon unusual patterns that
persist in some states. From time to time, knowledgeable
observers nationwide, as well as officials of individual
states, have advocated “balance” in state and local tax sys-
tems.? The notion is that state and local governments in
each state should rely roughly equally on income, sales,
and property taxes. The primary exceptions are: (1) states
that receive a disproportionate amount of their income
from taxes on resources, particularly severance taxes on oil
and gas; (2) New Hampshire, with no statewide sales or in-
come tax; (3) states without broad-based personal income
taxes such as Florida, Tennessee, Texas, and Washington;
(4) states without general sales taxes, such as Delaware and
Oregon; and (5) states with extraordinarily low reliance on
property taxes, particularly Southeastern states.

Recent signs of the times: (1) the declining rate of state
and local revenue from severance and oil and gas-related
taxes in Oklahoma and 'Texas resulting from economic di-
versiflication, lagging oil and gas prices and production, and
increasing rates of other taxcs; (2) the increasingly serious
consideration being given to income taxes, particularly in
Ncw Hampshire, Tennessee, Texas, and Washington; (3) a
quict shilt to greater reliance on property taxes for school fi-
nance in Georgia and Mississippi and reform movements af-
fecting property taxes in Alabama and Louisiana.

The taxation of consumption will be broadened to go
beyoend the current emphasis on goods. In most states, the
sales tax applics only to a relatively small percentage of to-
tal consumer spending. The major exclusions are: (1) food,
(2) prescription medicines, and, above all, (3) consumer
services. There are two primary problems with this empha-
sis. First, it has hitched the state and local fiscal wagon toa
falling star, the percentage of consumer income spent on
goads relative to services. Second, it has made sales tax
revenues increasingly volatile because the tax places con-
siderable reliance on consumer purchases of big ticket
items like appliances, furniture, and vehicles, which tend
to be the first category that customers cut back when they
face adversity and the first to expand in prosperity.

The reliance on {ees, rather than taxes, for govern-
ment services that can be rationed will increase. This tenden-
cy can be scen in such policies as the increased popularity
of impact fees by which developers pay for infrastructure,
the starving of programs in state and local budgets where
providing a rationable service to the public is the objective
but fees don’t cover costs, such as parks, and the continuing
rise of higher education tuition. There also is an interest in
using fees rather than taxes for municipal services, partly
aided by institutional constraints on the use of taxes, in-
cluding tax limits in California, homestead exemptions
from taxes but not fees in Florida and Louisiana, and state
and local doctrine that prohibits taxing nonprofit institu-
tions like hospitals and trade associations but allows fees.
An extra boost has come from recognition that fees may
discourage excess use of scarce or expensive resources
such as water supply and sewage treatment capacity.

State and local policy will likely continue to avoid ad-
venturesome income tax policies affecting either individu-
als or corporations. Although there are many state and lo-
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cal officials who don’t agree with the policy preferences
built into the federal income tax base, there are strong
pressures for them to avoid straying too far from federal
definitions of taxable income. Some notable forays into
this minefield—unitary treatment of corporate income,
treatment of corporate depreciation, attempts to adopt
special state rules to discourage ceriain conduct (e.g., take-
overs, expense account living)—have generally been rejected
either when proposed or after experience is acquired. The ex-
ception is the continuing willingness of state officials to ex-
clude some forms of income treated as taxable by the federal
government, particularly social security payments.

The Battlegrounds of State and Local Tax Policy

it nenno F ctote o am Trmnl cnnd To Tan
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to predict that certain considerations affccting tax policy
will become increasingly important, but predicting out-
comes isn’t casy. Examples: (1) tax trcatment of low-in-

come individuals, (2) cmphasis on state versus local taxes,
and {3 dealine with ¢

and (3) dealing with

Tax trcalr?lent of low-income individuals will likely
continue 1o be a battleground. State and local tax policy af-
fecting the progressivity-regressivity of state and local tax
systems has been a mismash and is likely to remain so. The
increases in excisc taxes on gasoline, tobacco, and alcohol,
and higher reliance on fees hits lower income houscholds
disproportionately in relation to income. So does the ten-
dency to lower top bracket rates. But there s little pattern.
As New York legislators debated top bracket reductions in
1990 after implementing them in 1989, New Jersey legisla-
tors raised top bracket rates. As Georgia legislators par-
tially exempted food from the sales tax and a substantial
movement developed in Utah to do so, Louisiana and West
Virginia turned to taxing food to deal with fiscal problems,
Personal cxemptions and deductions were increased in many
states in the late 1980s, and some staics adopied the provi-
sions of federal law exempting low-income houscholds from
any income tax liability. But other states left their dollar ex-
emptions and deductions alone, without inflation indexing,
effectively increasing low-income tax burdens, Large states,
like Mlinois and Massachusctts, raised flat rate taxcs.

Yet there also has been considerable state interest in
increasing the incentive to work, part of which is reflected
in the continuing popularity of the earned income tax cred-
it. Federal expansions could easily be matched by expan-
sions at the state level, perhaps including some of the fami-
ly-size targeting recenlly adoptc,d in Wlsconqm

Another battleground will involve relative reliance on
state versus local taxes. There are many reasons to expect
the trend for greater reliance on state resources in school
finance to continue. Particularly important are the con-
cerns, by legislators and educators as well as state courts
and taxpayers, over equalization, which can only be bought
with state dollars. Also relevant is that as state olficials be-
come more active in calling the tune they create an envi-
ronment encouraging them to participate more in paying
the piper. This tends to encourage additional state taxes to
avoid higher local taxes—with policy decisions in Ilinois,
Nebraska, New Jerscy, Oklahoma, and Texas being prime
examples. Even within school finance, there are some ¢on-
travcning forces, with oppmition o hi;,hcr state taxes a big
one, This has resulied inan Cmpl’thIS on local tax increases
in school finance in states like Florida and Mississippi and

‘acnerational egquity.”
b\_,.l\,l‘,lbll}l]t' \41

voter rejection of proposed state tax increases to lower
property tax reliance in Michigan.

For general government functions, however, there
may be a somewhat different pattern. There is increasing
resistance to state revenuc raising for ihe sole purpose of
sharing the costs of whatever county and city officials de-
cide they want to do with money.# In many states, the alter-
native being adopted is a systematic escalation of the level

of government concerned with certain functions. Exam-

nleg are movement of rrxcnnncnhﬂﬂu for cultural programs
pies are movement ol respor LY 100 cuitural programs

and transit to the region, as well as the state; levels and
movement of responsibility for costs of courts, Medicaid
other indigent health care, and cash welfare assistance
from the county to the states. Local revenue diversifica-
tion—such as recent authorization of county-option sales
taxes in South Carolina and school district income taxes in
Ohio—offers the option of shilting tax policy away from
the property tax without shilting responsibility for raising
moncy away [rom local officials.

Generational equity will become another battle-
ground, affecting many aspects of state and local tax policy.
Stimulated by concerns that the elderly were dispropor-
tionately poor, state and local policy has responded with
many concessions for the elderly. These include special
homestead exemptions in the property tax, exemption of
income from social security, exemption of substantial oth-
er retirement income, and extra deductions and exemp-
tions. Economic trends have made the presumption of
poor older Americans increasingly untrue and the eco-
nomic problems of the low-income family supported by
earncd income increasingly salicnt. But the concerns over
the poor elderly remain signilicant in some instances and
tend to persist cven as realily changes and the political im-
pact of the elderly—who are more likely to vote and partic-
ipate in public policymaking—remains large and relevant.
But the policies to respond to that concern have become ex-
pensive—encouraging a basis for continuing policy conllict.

There is excitement and policy ferment to come. While it
is possible 1o suggest issucs and trends in tax policy with some
confidence, it is important to remember that most of state
and local tax policy in 2000 will be set by incrtia. That is, poli-
cics then will be dominated by policies in effect now. Also im-
portant is that statc otficials are continuing reflections of the
50 states as laboratorics of democracy. No matter what any-
one suggests as issucs and trends, decisions in some states are
likely to be outside of any predicted paticrn.

Notes
UI'he U.S. Treasury Department study, Federal-State-Local Fiscal
Relations (1985) is the most recent example.

2See Steven D. Gold, The State Fiscal Agenda for the 1990s
{Denver: National Conference of State Legislatures, 1990).

38ee the discussions by Robert Kleine and John Shannon in
Reforming State Tax Systems and by Helen Ladd in The
Unfinished Agenda for State Tax Refonn (Denver: National
Confecrence of State Legislatures, 1986 and 1988, respectively).

4Sce the extensive discussion of state-local relations in Stare
Policy Reports, Vol. 7, Issue 19 (October 1989).

Hal Hovey is president of State Policy Kesearch,
‘Tv'nr- Aloveandein 174 which mahlichec Qt;‘hﬂ Rudoot &

Fil )y SRCAUTIUG L, FOO, WAL Puiocisiivs vudie LFuuoot

Tax News and State Policy Reports.
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Limiting
the Deduction
for State
and Local

- W Wil

Income Taxes-

Dennis Zimmerman

I he (o gre

that durmg the 19805 the effective federal tax
rate decreased for higher income taxpayers and
increased for lower income taxpayers.! Some
policymakers, as a result, want to structure reve-
nue-raising contributions to deficit reduction by
limiting an individual’s deduction for state and
local income taxes to $10,000, a proposal that is
consistent with a desire to impose a tax increase
on high-income individuals while leaving middle
and low-income taxpayers unaffected.

The deduction for state and local taxes was
discussed and an‘llyzed in the years preceding
the passage of the Tax Reform Act of 1986.* Those
analyses evaluated deductibility’s economic ef-
fects on the state and local sector, and assessed
proposals to curtail deductibility within that
framework, F‘vpnhmllv. the deduction for gener-

al sales taxes was ellmmated by the 1986 act.

ot (MTira actimatog
m- bk LSILLIW W VoL

*This article is adapted from “Imposing a Ceiling on the
Deduction for State Income Taxes: Horizontal Equity and
Other TIssues” (Washington, DC, Congressional Research
Service, 1990).

The current proposal raises two problematic issues.
The most important issue concerns horizontal equity, the
degree to which all high-income taxpayers would be treated
equally. A second issue concerns the economic effects on the
state and local sector. Would this proposal cause some states
to revamp their tax structurcs, to reduce taxes and spending,
or to intensify interstate tax competition?

Horizontal Equity

As a general proposition, federal income tax policy is
blind to geographical considerations. Federal distribu-
tional concerns are focused on vertical and horizontal eq-
uity among taxpaycrs, without regard to place of residence.

TF the nlinrt af thic TN NAN ~ailing Aan Aednetililite fa 0
il Ll UUJLL‘ vl obiia Py Uiy L\-llll's ulil1 ULUULI.IUI]II.I)’ I LU

raise revenues from higher income taxpayers, then hori-
zontal equity implies that all such taxpayers should be
treated equally.

When the vehicle for raising revenuoc is state and local
tax deductions, geographical considerations are important
to the pursuit of horizontal equity. Substantial interstate
variations exist in both the level and composition of state
and local tax deductions. These variations can cause itemizers
with equal incomes in diflerent states to experience very
diffcrent changes in tax liability, depending on which limi-
tation proposal is sclected. The proposal to place a $10,000
ceiling on an individual’s statc and Tecal income tax deduc-
tions is fraught with herizontal inequity. A person ina high
income tax state whose statc and local income taxes exceed
$10,000 will contribute extra federal income tax of either
$0.28 or $0.33 per dollar of state and local tax liability in cx-
cess of $10,000, Tn a state with a low income tax, the person
will pay considerably less additional federal incomc tax. A

norenn in a ctatowrith nactata and lanal insnem s {asry r oy
PCrson N a Slai wiln N[0 Stall and 10860 INComc ax will ya_y no

additional federal income tax. Equals are not treated equally.

Table 1 prescents estimates of interstate differences in
state income tax liability. These estimates are based on tax-
able incomc as defined in cach state, with no allowance for
interstate differences between federal taxable income and
each state’s definition of taxable income. Thus, taxpayers
in dilfcrent states with equal taxable incomes may not nec-
essarily have identical federal adjusted gross incomes, and
are not in that sense “equals.” But the dilferences among
statc taxable incomes necessary to break through the ceil-
ing identified in this table are far greater than can be ex-

plained by interstate differences in taxable income delinition.

The sccond column estimates the state income tax li-
ability for a single individual (or married taxpayer filing
separately) with $125,000 of taxable income as defined by
each state.? The third column asks “how much would the
individual's state taxable income have to rise or fall to gen-
erate exactly $10,000 income tax liability?” The siatcs are

ranked bw the numberg in thic column, from the hiooect in-
rankea oy UNC numocrs tn 1S ¢oiumn, 1rom (n¢ YIggest ul-

crcasc in taxable income to the biggest decrease in taxable in-

come. The fourth column adds this income change to the

$125,000 of income on which tax liability in column 2 is calcu-

lated to provide an estimate of the taxable income rc.quircd in
FR A NATA TS

each state for the $10,000 ceiling to become effective for a
single individual (or married taxpayer filing separately).
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Table !
1989 State Income Tax Liability for Single Taxpayers and Married Filing Separately
with $125,04) of State Taxable Income
Ranked by Income Change Necessary to Incur $10,000 of Tax Liability

Income
Tax on Change to
$125,000 Incur Income
State $10,000 Level
Taxable of Tax for Ceiling

State' Income Liability to Apply
Tllinois $3,750 $208,333 $333,333
New Jersey 3,775 177.857 302,857
Indiana 4,250 169,118 294,118
North Dakota 4978 128,103 253,103
Michigan 5,750 92,301 217,391
Mississippi 6,100 78,000 203,000
Alabama 6,210 75.800 200,800
Colorado 6,250 73,000 200,000
Louisiana 6,300 61,667 186.667
Nebraska 6,773 54,702 179,702
Virginia 6,938 53.261 178.261
Ohio 6,331 53.171 178.171
Kansas 7,039 49,769 174,764
West Virginia 7,000 46,154 171,154
Oklahoma 7,245 45917 170,917
Missouri 7,275 45,417 170,417
Kentucky 7,300 45.000 170,000
Georgia 7310 44,833 169,833
Rhode Island 8,164 28,551 153,551
Arkansas 8,080 27.429 152,429
Wisconsin 8,482 21,908 146,908

Numbers in parentheses represent negative amounts
n.a. —not applicable.

Income
Tax on Change to
$125,000 Incur Income
State $10,000 Ievel
Taxable of Tax for Ceiling
State! Income Liability to Apply
South Carolina 8,470 21,857 146,857
North Carolina 8,623 19,679 144,679
Vermont 8,890 15,859 140,859
Utah 8,895 15,342 140,342
Delaware 8,931 13,883 138.883
New York 9,005 12,467 137.467
Arizona 9.110 11,128 136,128
Maryland? 9,285 9,533 134,533
New Mexico 9.364 7,482 132,482
Minnecsota 9.992 106 125,106
Idaho 9,998 30 125,030
Maine 10,085 (1,000) 124,000
California 10,333 (3.580() 121,420
Oregon 11,110 (12,333) 112,667
Iowa 11,385 (13,878) 111,122
District of Columbia 11,375 (14,474) 110,526
Montana 12,210 (20,091 104,909
Hawaii 12,038 (20,375) 104,625
Mean 6,830 166,641
Range 12,210 228,708

! Connecticut, Massachusetts, New Hampshire, Pennsylvania, and Tennessee are not included because their systems either tax only asmall
portion of income {capital gains, interest, and dividends) or apply different rates to different types of inconie. Alaska, Florida, Nevada,
South Dakota, Texas, Washington, and Wyoming are not included because they do not have an income tax.

2 Includes surcharge for local governments.

Source: CRS calculations based on Advisory Commission on Intergovernmental Relations. Significant Featwres of Fiscal Federalism, Vol-
ime 1: Budget Processes and Tax Systerms (Washington, DC, January 1990), p. 51-56.

The average tax Hability in the 46 states for which esti-
matcs arc made {including the District of Columbia and
the seven states with no income tax) is $6,836, and the
range is $12,210. Among those states with an income tax,
Ilinois citizens reporting $125,000 of taxable income had
the lowest state income tax liability, $3,750; Montana citi-
zens had the highest tax liability, $12,210. Only scven states
have income tax systems that impose a tax liability of at
least $10,000 on citizens reporting $125,000 of taxable in-
come: California, District of Columbia, Hawaii, Iowa,
Maine, Montana, and Orcgon.

These figures arc interesting, but the image of the pro-
posal’s horizontal incquity can be sharpencd by calculating
the state taxable income level at which the ceiling would
become clfective. Column 3 is an intermediate step in that
it calculates and presents the amount of income in excess
of $125,000 that would be necessary to raise tax liability to
exactly $10,000 (or, in the case of seven states, how much
less income would be necessary to lower tax liability to
$10,000). The largest required increase occurs in Illinois,

where an individual must earn $208,333 of taxable income
in excess of $125,000 to have a tax liability of $10,000. In
contrast, a Hawali citizen would pay $10,000 of income tax
with $20,375 less than $125,000 of taxable income,

The last column adds these required income changes
10 $125,000 to identily the income level at which the ceiling
becomes effective. The average income level that gener-
ates $10,000 of tax is $166,641; the rangc is $228,708.4 AnI1-
linois citizen must have $333,333 of taxable income, a New
Jersey citizen must have $302,857. In contrast, a Hawaii cit-
izen with only $104,625 pays $10,000 of state income tax; a
Montana citizen reaches the threshold with $104,909.5

In practical terms, these numbers mean that, for ex-
ample, all single individuals in Hawaii with Hawaii taxable
income in excess of $104,625 would be paying higher feder-
al income taxes. All single individuals in New Jersey with
New Jersey taxable income fess than $302,857 would not be
paying higher [ederal income taxcs. Hence, for taxpayers
with incomes between $104,625 and $302.857, those living
in Hawati would pay higher federal taxes under the propos-
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al while those living in New Jersey would not. Of course,
some of this differential is attributable to differences among
states in taxable income definition, but differentials of the
magnitude in column 4 of Tabie 1are unlikely to be explained
solcly by taxable income differences. Imposing a ceiling on
state income tax deductions appears very inequitable.

Effects on the State and Local Sector

Capping state and local income tax deductions at
$10,000 can affect three fiscal issues important to the state
and local sector. First is the possibility that the increased
price of a state income tax dollar in excess of the ceiling
(rising, for examptle, from $0.72 per dollar net of federal tax
deduction for taxpayers in the 28 percent federal tax brack-
et to $1.00 per dollar with no federal tax deduction) might
cause a decreased willingness on the part of upper income
laxpaycers to pay state and local taxes. This effect depends on
the influence those state and local taxpayers who lose tax de-
ductions have on state and local tax and spending policy. Giv-
en the income levels identified in Table 1 that would be nec-
essary to lose tax deductions, it is clear that the number of
affected taxpayers would be very small relative to all statc and
local taxpaycers. Of course, these taxpayers’ influence in the
political process may be disproportionately large.

Although it is difficult to say with any precision how
great the effect might be, the state and local tax price
change introduced by the Tax Reform Act of 1986 did not
scem 1o have a substantial effect on the level of state and
local taxes and spending. This proposed change is also
likely to have a relatively small effect.

A second possible effect is that imposition of the ccil-
ing might cause state and local governments to alter their
tax structures because the tax price of the income tax net of
federal tax would rise relative to other state and local
taxcs, such as the property and sales taxes. Recent rescarch
suggests that substitutability between income and sales
taxes is sensitive to deductibility-induced relative price dif-
ferences.” Again, possible changes would depend on the
number ol affected taxpayers and the degree of influence
they exercise over the political process.

The third important issue is whether interstate tax com-
petition would be intensified. Deductibility of state and local
income taxes has the effect of reducing tax rate differences
between states. For example, assuming a 25 percent federal
marginal tax rate (for ease of calculation), the ditfferential (ig-
noring the federal tax oflset) between two states with top
marginal tax rates of 12 and 8 percent is 4 percentage points.
The tax rates net of the federal tax oflset are 9 and 6 percent,
reducing the differential from 4 to 3 percentage points. This
ceiling proposal would move this differential back to 4 per-
centage points for high-income taxpayers, the very group that
tends to be most mobile and from whom corporate decision-
makers who make locational decisions are drawn.

Notes
!Congressional Budget Office, The Changing Distribution of
Federal Taxes: 1975-199¢, and The Changing Distribution of
Federal Taxes: A Closer Look at 1980 (Washington, DC, October
1987 and July 1988, respectively).

ZFor a discussion of the major issues and economic effects, see
Nonna A. Noto and Dennis Zimmerman. “Limiting State-Local
Tax Deductibility: Effects among the States,” National Tax
Joumal, December 1984; and Daphne Kenyon, “Federal
Income Tax Deductibility of State and Local Taxes: What Are Its
Effects? Should It Be Madified or Eliminated?” in Advisory
Commission on Intergovernmental Relations, Strengthening the
Federal Revenue System: Implications for State and Local Taxing
and Borrowing (Washington, DC, 1984).

3The choice of $125,000 is based solely on a desire to generate
sufficient tax payments in some states to exceed the $10,000
threshold. The calculations in the table are based on the
description of 1989 state marginal tax rate structures in Advisory
Commission on Intergovernmental Relations, Significant Fea-
tures of Fiscal Federalism, 1990, Volume 1: Brdget Processes and
Tac Systerns (Washington, DC, January 1990), Table 19. Some
states have since adjusted their rate structures, such as New York
(reduction) and New Jersey (increase).

*In one sense, these figures are underestimates. The seven states
with no state income tax, if included in the calculation of average
and standard deviation, would be represented by an infinitely
large number. No level of income is sufficient to impose a
$10,000 tax liability on the citizens of these states.

3 These income levels are somewhat overstated for some citizens
in the 11 states that allow local income taxes because these
citizens would have a higher tax liability than is reported in
column 2. In most of these local tax states, the local tax is neither
uniform nor universal for all state residents.

8 For a discussion of the mechanics of how the 1986 Tax Reform Act
affccted state and local tax prices, see Dennis Zimmerman,
“Federal Tax Reform and State Use of the Sales Tax,” Proceedings
of the Seventy-Ninth Annual Conference, 1986 (Columbus, Ohio:
National Tax Association Tax Institute of America, 1987). For a
discussion of the effect of these changes on state and local
spending, see Daphne Kenyon. “Tmplicit Aid to State and Local
Governments through Federal Tax Deductibility,” in Michael E.
Bell {ed.), State and Local Finance in an Era of New Federalism
(Greenwich, Connecticut: JAT Press, 1988).

"See Mary N. Gade and Lee C. Adkins, “Tax Exporting and State
Revenue Structures,” National Tax Joumal, March 1990,

Dennis Zimmerman Is a specialist in public fi-
nance at the Congressional Research Service of the Li-
brary of Congress.
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Earmarking
State Tax
Revenues

Ronald K. Snell

Voters’ concern to limit legislators’ discre-
tionary control of state finances continues to be
strong, to judge from the number of tax and ex-
penditure limitations on the ballot in the 1990
state elections. Earmarking limits legislators’
power through a constitutional or statutory re-
quirement that revenues from a given tax be
spent on a given purpose.!

The Extent of State Tax Earmarking

Earmarking contrasts with combining revenues in a
general fund and appropriating them for expenditure
through abudgeting process. Statutory earmarking is more
common and less restrictive than constitutional earmark-
ing because a legislature can change a statutory provision
more readily than a constitutional one.

As’lable 1 shows, the national trend over the past 40
years has been a substantial decrease in earmarking. Ear-
marking fell from 51 percent of state tax collections in 1954
to 41 percent in 1963 to 23 percent in 1979 to 21 percent in
1984. (State data also appear in Table 1.) Why did carmark-
ing decrease so dramatically? Although some states lim-
ited or removed carmarking provisions during this period,
most of the decline resulted from two circumstances: First,
from 1954 through 1988, 12 states adopted a general sales tax
and 10 states adopted a broad-based personal income tax,
taxes that are scldom carmarked.2 Second, states’ growing
reliance on these highly productive taxes made excise taxces,
which arc more frequently carmarked, a smaller proportion
of tax revenue. As a percentage of state tax collections, gen-
eral sales taxes and personal income taxcs grew from 32.0
percent in 1954 to 63.3 percent in 1988.

Able 1 also indicates that the decline in earmarking has
stopped; the proportion of state earmarked taxes grew from
21 percent in 1984 to 23 percent in 1988. Is the state move-
ment away from earmarking about to be reversed? There are
two reasons for a cautious no in answer 1o that question.

First, the growth in earmarking from 1984 to 1988 was
entirely due to increases in the level of motor fuel taxes or
increased earmarking of existing motor fuel taxes. Motor
fuel taxes make up a large share of earmarked tax collec-
tions: almost 27 percent in 1984, and more than 31 percent
in 1988. Thirty-cight states raised motor fuel taxes in the peri-
od 1985-1988, in some cases more than once.* When ear-
marked motor fuel taxes are excluded from the calculation,
15.6 percent of total state tax collections was earmarked in
FY1988, cxactly the same percentage as in 1984, Earmarking
motor fuel taxes is a special case; many people tend to think
of motor [uct taxes as user lees. 'Thus, the increase in their
usc does not provide evidence that state governments are re-
turning to carmarking as a tool of fiscal management.

Sccond, 1990 has produced the largest dollar amount
of state tax increases ever, evidence of state fiscal stress.
Of the $8.6 billion in new revenue the increases will pro-
duce in FY 1991, $5.9 billion will come from sales and in-
come taxes, with no changes in states’ existing patterns of
earmarking.” Earmarking apparently continues to be re-
garded as a special-purpose tool, not one to be used in re-
sponse to a general state [iscal crisis.

States’ Use of Earmarking

The extent of earmarking varies considerably among
states, as Table 1 indicates. Alabama is unique in earmarking
80 percent of tax collections, a figure unchanged from 1954,
Only three other states—Montana, Tennessee, and Utah—
earmark more than 50 percent of state tax collections. At the
other end of the scale, six states earmark less than 10 percent
of collections, with Rhode Island the lowest at 5 percent.
Commonly, however, the state proportion of earmarked
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Table 1
Proportion of Tax Revenue Earmarked by State, Selected Fiscal Years

State 1954 1963 1979 1984 1988
Nt:w LIgL fand

Connecticut 26% 23% 0% 1% 129
Maine 46 39 19 20 17

Massachusetis 56 54 41 40 -
New Hampshire 53 54 31 24 24

Rhode Island 6 4 0 1 5
Vermont 42 39 23 23 12
Mid-Atlantic

Delaware 0 3 0 5 7
Maryland 47 40 34 24 20
New Jersey 7 2 25 39 36
New York 13 10 0 6 -
Pennsylvania 41 63 15 15 14
Great Lakes

Illinois 39 43 14 18 21
Indiana 49 39 43 33 30
Michigan 67 57 38 39 35
Ohio 48 48 21 18 19
Wisconsin 63 61 n.a. 12 12
Southeast

Alabama 89 87 38 89 89
Arkansas 41 36 21 18 17
Florida 40 39 28 28 26
Georgia 29 22 i1 9 8
Kentucky 46 29 - 16 -
Louisiana 85 87 5 4 9
Mississippi 40 37 - 30 26
North Carolina 38 30 20 8 14
South Carolina 69 62 56 55 44
Tennessee 72 77 60 61 66
Virginia 39 32 27 24 25
West Virginia 57 39 21 21 20

- = not available
Source:

State 1954 1963 1979 1984 1988
Plains

Towa 51% 444, 19% 13% 21%
Kansas 77 66 29 25 21
Minncsota 73 74 12 13 14
Missouri 57 40 20 29 30
Nebraska 55 53 41 29 22

North Dakota 73 43 29 21 22
South Dakota 59 54 33 32 27

Southwest

Arizona 47 51 31 29 32
New Mexico 80 31 36 44 47
Oklahoma 62 59 - 43 24
Texas 81 66 54 20 24
Rocky Mountain

Colorado 75 51 17 25 18
Idaho 51 44 38 32 25
Montana 61 53 55 60 72
Utah 74 62 52 48 -
Wyoming 61 64 54 69 -
Far West

Alaska - 6 1 2 S
California 42 28 12 13 12
Hawail - 7 5 5 6
Nevada 55 35 34 52 49
Oregon 47 36 23 19 23
Washinglon 35 30 29 26 29
Average 51 41 23 21 23

1954 and 1963, Tax Foundation, Earrmarked State Taves; 1979, Montana Office of the Legislative Fiscal Analyst, memo (March 19,

1980); 1984, NCSL surveys conducted in 1985, 1986; 1988, NCSL survey conducted in 1989

taxcs is close to the weighted state average of 23 pereent: 19
states carmark from 20 to 30 pereent of their tax collections.

Between 1984 and 1988, the proportion of carmarked
tax collections shifted very little in most states. In four
statcs (Alaska, Connecticut, Montana, and North Caroli-
na), the reported amount of earmarking grew by more than
5 percentage points.® In six states (Colorado, Idaho, Ne-
braska, Oklahoma, South Carolina, and Vermont), it di-
minished by more than 3 percentage points. The following
report for these 10 states summarizes most of the history of
state carmarking in the period.

Increases

Alaska (up 7 percent) carmarked, in 1988, one-third of
its corporate income tax for municipal government, which
it did not do in 1984,

Connecticut (up 11 percent) carmarked in 1988, all of its
motor fucl tax for transportation, up from 7 percent in 1984,

Montana (up 12 percent) increased the carmarked
proportion of the personal income tax; the tax also became
a larger share of total state tax collections.

North Carolina (up 6 percent) increased its motor fuel
tax rate and carmarked a utility tax for local government.

Decreases

Colorado (down 7 percent) reduced the share of its ear-
markced taxes as a result of the declining productivity of the
earmarked insurance tax and the growing productivity of the
non-ecarmarked personal income tax. Econom:c circum-
stances and not policy changes account for the reduction.

Idaho’s reduction (down 7 percent) is due partly to re-
duced carmarking of the sales tax and partly to this report’s

T, £, thn Anfs £t
exclusion of certain license fees from the definition of taxes.

Nebraska (down 7 percent) in 1984, used a temporary,
carmarked sales tax enacted 1o provide a state cash re-
serve. It was no longer in effect in 1988.

Oklahoma (down 19 percent), in a signiflican{ policy
change, ended the earmarking of its sales tax, which dated
to the 1930s.
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Tabhle 2
Number of Major State Taxes Earmarked by Tax and by Purpose, Fiscal Year 1988

Purpose’
States High- Health/ Debt
States Ear- Local ways/ Welfare/ Service/
Levying marking Govern- Educa- Mass Human Pen- Conser- Building Regu-
Tax? Tax® ment tion Transit Services sions  vation Funds lation  Other
General Sales 40 26 13 10 10 1 1 3 5 - 7
Tobacco 45 24 10 8 - 9 2 2 4 1 4
Alcoholic Beverage 45 29 22 6 2 15 2 - 2 3 8
Insurance 45 26 8 4 - 2 10 - - 6 5
Public Utilities 39 12 4 4 - 1 - - - 3 1
Parimutuel 29 11 5 1 - 2 - - 2 2 8
Personal Property 39 15 9 4 - - - - 3 - 2
Income 42 13 8 3 1 - - - 2 1 3
Corporation Income 45 44 18 1 44 - 1 2 4 2 5
Motor Fuel 45 34 13 4 31 - - - 1 - 4
Motor Vehicle 45 18 5 1 16 1 1 - - - 2
Operator’s Vehicle
Registration 39 10 4 5 - 1 1 1 3 - 1

Severance 35 21 14 7 1 - 1 5 1 2 9

! Because a tax often is earmarked for several purposes, numbers under purposes may not add to the number of states earmarking the tax.
2This table is based on survey results from 45 states and on Advisory Commission on Intergovernmental Relations, Significant Features of

Fiscal Federalism, 1990, Vol 1 (Washington, DC, 1990).
*Includes states earmarking only a portion of the tax.

South Carolina (down 11 percent) reduced the per-
centage of the alcoholic beverage tax dedicated to educa-
tion, and changes in the relative productivity of state taxes
reduced the earmarked percentage.

Vermont (down 11 percent) had no significant changesin
the laws regarding earmarking; the proportion fell because of
an increasing reliance on non-earmarked taxes.

What taxes are earmarked and how are they used? Table
2 summarizes the answer, The most common kind of ear-
marking is dedicating motor fuel taxes to highways and other
transportation purposes. All 45 of the states that replied to
the 1989 NCSL survey have a motor fuel tax (as do the other
five), and 44 of the 45 earmark some or all of it for state and
local highways (New Jersey does not earmark its motor fuel
tax). As noted above, motor fuel tax collections made up
nearly one-third of all carmarked tax coliections in FY1988.

Other than funding highways, the most common pur-
pose of earmarking is to benefit local governments for pur-
poses other than education. States use a wide assortment
of taxes to benefit local governments. The tax most fre-
quently used for this purpose in FY 1988 was the alcoholic
beverage tax (22 states), with the general sales tax (13
states) second in frequency. Nevada is unique in earmark-
ing a large percentage (almost 40 percent) of statewide
sales taxes for local government. Mississippi follows at 16.9
percent. Tennessce earmarks 35 percent of its personal in-
come tax for local government; otherwise, local govern-
ment earmarking is drawn largely from excise taxes or
small portions of sales and income taxes.’

Extensive earmarking of the three major state taxes—
personal income, general sales, and corporation income—
is rare. In FY 1988, states earmarked a total of $4 billion in
personal income taxes (13.3 percent of collections), but

$2.5 billion of that amount was due to New Jersey’s ear-
marking for public education. About $10 billion in sales
taxes, 11.5 percent of collections, was earmarked.

Alabama, uniquely, earmarks almost all of its personal
income, corporation income, and sales taxes for education.,
New Jersey earmarks 100 percent of personal income taxes
for education and South Carolina does the same with sales
taxes, but only a handful of other states (notably Indiana,
Maryland, Montana, New Mexico, Nevada, Tennessee,
and Virginia) earmark more than one-third of any of the
major three state taxes.

The most rapidly growing earmarked state revenue is
not a tax but income {rom state lotteries. Of the 32 states
with lotterics, 21 earmark at least part of the proceeds. As
of 1988, nine states had sct aside some of their lottery pro-
ceeds for educational purposes. In 1989 and 1990, Indiana
and West Virginia began earmarking a portion of their lot-
tery revenue for education. Only New Jersey and Califor-
nia earmark lottery revenue for higher education.

Another form of dedicating revenue for a specific pur-
posc is found in California and Michigan. Since 1978, the
Michigan Constitution has dedicated 41 percent of the state
general fund for aid to local government. In 1988, California
voters approved a similar constitutional guarantee that public
schools and community colleges must receive a minimum
percentage of state general-fund collections.

Rationales for Earmarking

The major justification for earmarking is the “benefit
principle” —those who benefit from a service ought to pay for
it.® This justification of earmarking has litile practical value
for state government because local governments are more
likely than state governments to provide specific services to
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recipicnts who can be identified and charged without exces-
sive administrative expense. State examples can be found
(e.g., tuition and other charges at a state university and toll
roads), but these tend to involve fees, not taxes. Aside from

motor fuel taxes, it is hard 1o find a state tax to illustrate the

benefit principle. Even the use of motor fuel taxes for high-
way finance is not a perfect example. Motor fuel taxes are not
paid in proportion (o the costs that users impose on highways,
and non-drivers, who receive indirect benefits from the exis-
tence of a highway network, do not have to pay.? NCSI's
state-by-state compilation of the purposes for which specific
taxes are earmarked makes it clear that the benefit principle
finds little expression in the earmarking of state taxes.

A second jUSl]flCﬂthI‘l for carmarking is that it assures a
minimum level of sappﬁﬁ and continuity of funding for spe-
cific projects or services. This point will be examined later, in
the discussion of the fiscal implications of earmarking.

A further argument is that earmarking can induce the
public to support new or increased taxes that voters might
otherwise Oppose U.u a referendum or i[lrUUbl’l their elected
representatives) if the money were to go into the general
fund to be allocated through the appropriations process. Re-
cent practice does not indicate that legislators have found
this argument perquasive in many states, perhaps in part
because it can backlire. When new taxes are earmarked,
what happens to the revenue from old taxes? Sometimes
non-earmarked revenue can be moved away from a pro-
gram at the same time the program gains new earmarked
revenue. If that is done (and budgetary pressures may
make the temptation very powerful), program proponenis
could be disillusioned.

Disadvantages of Earmarking

nnrf;c:

A dmndvnntnnn of earmarkin axcs, particu

o
A Gsadvaniagdl Od calfffarking
&

if it is constitutionally required, is that it complicates com-
prchensive budgeting. In the 1980s, state control over state
budgets tended to diminish as a consequence of federal
mandates; consent decrees; judicial decisions, especially

tot titl
regarding education and corrections; and state entitlement

programs. Farmarking further diminishes legislators’ and
governors’ budgetary control, requiring them to budget
around carmarked programs rather than across all state
programs. Of course, statutory earmarking can be

ta
amended or repealed by the legislature, if the majority de-

sires to do so. This is much more difficult in the case of a
constitutional earmarking. Here, the voters who have tied
the hands of legislators need to be called upon to untie
their hands. In the case of statutory earmarking, however,

H iaq handc
the legislature chooses to tie its own hands.

Legislative budgeting focuses on the appropriations
process, which in turn is governed by what is available in
the gencral fund—the money subject to appropriation.
One of the principles of good budgeting is to take all reve-

nues and objects of expenditure into account. In no other

way can elected officials carry out their responsibility to set
prioritics in response to current economic and social condi-
tions. Weighing the relative merits of programs as diverse
as road construction, education, corrections, and public

health is both a question of effective financial manage-

ment and a f undamcntal responsibility of elected officials.

o
a

Earmarked support for programs hampers this process be-
cause some revenues are removed from consideration.

Another problem with earmarking is that programs not
depcndent on appropnanons may not receive evaluation in
comparison with other programs and may outlive their use-
fulness. Earmarking can perpetuate past decisions possibly at
the cost of present needs. The appropriation process implicit-
ly, and often explicitly, serves as an evaluative process, but
earmarking diminishes recipients’ visibility.

Besides limiting policymakers’ freedom of action, ear-
marking can produce a distortion of funding through the
lack of relationship between a source of revenue and its
use. State tax earmarking tends to create arbitrary rela-
tIOﬂShlpS between sources of revenue and their uses.
There is no reason to expect, for example, that a state sales
tax earmarked for public schools will provide the amount
required to operate the school system efficiently and fairly.

The principle of using an earmarked revenue source to
support a public purpose can work well only if there is a di-
rect relationship between revenues and program costs.
The absence of such a relationship reduces the chances
that revenue will match needs. If additional funding for a
program has 10 be provided by appropriation, there is no
rationale for earmarking revenue for the program because
the question of the right amount of funding for the pro-
gram remains in the public policy arena.

As one authoritly has commented, “earmarking in-
herently makes it impossible for elected officials to focus
on the best mix of taxes, using criteria like impact on vari-
ous income groups or convenience for taxpayers and ad-
ministrators, or to concentrate on picking the best mix of
spending. Earmarking often ties spending needs moving in
one dircction, such as indigent health care trending sharply
upward, with a revenue source moving in another, such as
taxcs on tobacco products.”10

This problem, however, can be addressed with tax in-
creases, or additional appropriations, which would have to
be done to fully fund the program even if it were not tied to
an earmarked revenue source. The greater problem arises
when earmarked revenues exceed the needs of the ear-
marked program but cannot be spent on other programs or
easily cut back.

The Fiscal Impact of Earmarking

Earmarking can provide a specific level of funding for
a program, but it cannot necessarily be relied on to increase
total funding for the program by the amount of tax ear-
marked for the program. If, for example, a state spends $1
billion a y&ar from gcnera: funds on education and then
earmarks $500 million for education, program funding may
not grow to $1.5 billion. General funding could be reduced
by the legislature. In a case like this, earmarking adds a
complication to state budgeting but leaves the issue of fap-
propriate program funding to be resolved puuucaiiy The
amount of earmarked revenue in proportion 10 existing
funding determines the impact of carmarking on a program,
but earmarking itself cannot be counted on to provide a con-
tinuing level of adequate support, even if that existed initially.
Thie mroananente nf anrmarlsing naad ta vanlica bk A lan!

4iiun, praprohicins Ul Calilldinilg NeCl O TCAuZe tnat a l(..bls-

fature may turn earmarking into a shell game and reassert its
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prerogatives by reducing funding for an earmarked program
simply by abandoning it to its earmarked revenue source.

A program that is entirely or largely dependent on car-
marking is at the mercy of the growth (c.g., clasticity) charac-
teristics of its source of revenue. Making a state transporta-
tion department largely dependent on motor fuel excise taxes
is an cxample. As fuel consumption per mile has fallen in re-
cent years, earmarking has not provided funding to keep up
with demand and cost increases; additional tax increases have
been nceded, although again, such increases would have
been needed in any event. A guarantecd level of revenue is
not always an adcquate level of revenue.

Since the key issue is the amount of money earmarked in
comparison with what was alrcady being spent on the desig-
nated program, it follows that carmarking will tend to have
more significance the larger the carmarked revenuc source is
in proportion to the budget of the designated program. Even
a large revenue source carmarked for a major function may
have ne fiscal significance, while a relatively small revenue
source devoted to a minor function may increase its budget.

A classic instance of the {ailure of an carmarked reve-
nue to increase spending as it was expected to do occurred
in Illinois, where a state lottery was created 1o increase
funding for education: all net state lottery rcvenue is ear-
marked for the Common School Fund. It amounted to
$524 million in liscal year 1988. But according to a rccent
analysis of the role of the lottery in Illinois state finance:
“While lottery revenues to cducation have skyrocketed,
state budgetary allocations {(which include the lottery reve-
nues)arc increasing at a decidedly reduced pace relative to
the pre-lottery years. . . . Funding from sources other than
the lottery immediately began to decline after the lottery's
inception. . . . [T]he only conclusion that can be drawn is
that lotteries which are designated to support education, in
all likelihood, do not.”11 Although the example involves
earmarking lottery proceeds and not a tax, the point is that
because money is transferable, earmarking cannot guaran-
tce funding growth for a program,

It is important, thercfore, to distinguish between ear-
marking a revenue source and setting the tax rate desired to
produce that revenue. Earmarking per sc merely dedicates
particular revenucs to a particular purposc or st of purposcs.
It docs not guarantee a particular level of revenue. The next
step is Lo establish an appropriate tax rate and (o make provi-
sions for altering that rate as circurnstances dictate, or adding
funds from other sources as necessary.

Earmarking actually can decrease funding for a partic-
ular arca. An analysis by the Children’s Defense Fund
noted that “some advocates . . . feel that Children’s 'Trust
Funds provide a way to lct many state legislators ‘off the
hook.” Many legislators may feel they have already ‘done
their bit’ for children and will be likely to leave other press-
ing budget needs for children such as AFDC and medical
assistance without adequate support.”1? Such a perverse
result is especially likely if the carmarked tax source grows
at a rclatively slow rate.

Conclusion

The use of earmarked taxcs in state government ap-
pears to have stabilized, with its major rolc being in high-

way finance. Even that use, which is reasonably consistent
with the benefit principle, iltustrates one of the problems of
earmarking: single revenue sources will not automatically
provide funding equal to demand for services. Thus, policy
decisions remain even when programs arc financed by ear-
marked revenue: Is the level of service to be governed by the
source of taxcs or by level of need, which might require addi-
tional funding? From the perspective of program finance,
earmarking alone may not live up to expectations.

At the same time, if legislatures fail to meet citizen ex-
pectations, the appeal of earmarking will continue. The
key to Iegislative flexibility is earning public confidence in
legislative decision-making on tax and spending policies.
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State Fiscal
Capacity

£rapdn

and Effort:
The 1988
Representative
Tax System
Estimates

Carol E. Cohen

F iscal disparities —differences among states
and localities in their fiscal capacities, or abilities
to raise revenues relative to their service responsi-
bilities — are an integral feature of our federal sys-
tem. The unique economy and population of each
jurisdiction give rise to differing tax bases, service
needs, and political preferences for each jurisdic-
tion’s fiscal system, Regardless of one’s view of
these differences — as the healthy result of a diver-
sity of private and public choices or as the cause of
unacceptable inequities in tax burdens and servi-
ces — the first task is to understand the magnitude
of these disparities.

Almost from its beginning, ACIR has sought to find
better ways to measure the variation in revenue-raising ability
among state and local governments. The Representative Tax
System (RTS), developed in 1962 as an alternative measure (0
personal income, continues to be an important tool for ana-
lyzing the relative tax capacity and effort of states and their
local governments. In 1986, a measure similar to the RTS, but
capturing the ability of state and local governments to raise
some non-tax revenues as well, was introduced as the Repre-
sentative Revenue System (RRS). Those measures and their
results for 1988 are the focus of this article.!

ACIR also is sponsoring rescarch measuring the refla-
tive expenditure needs of state and local jurisdictions. This
research, which builds on RTS and RRS concepts, is dis-
cussed in the following article. ACIR also has begun to ex-
periment with applying fiscal capacity {revenue-raising ability
and expenditure need) measures to local government. Such
analyscs have been performed under contract for Hawail and
Maryland, and work is now under way on a study of a sample
of municipalitics in the Chicago mctropolitan area.

Measuring {iscal capacity is an evolving exercise. Not
only is ACIR developing new or extended measures, but the
existing measures also must be updated periodically to adapt
to the changing world of state and local finance. Accordingly,
the RTS and RRS methods used to prepare the 1988 esti-
mates reflect a number of changes from those used to pre-
pare previous years' estimates (see box on page 20). The gen-
eral mcthodology is explained briclly below,

The RTS and RRS Methodologies

The RTS approach to measuring revenue-raising ability
is based on defining a standard tax system of rates and
bases that is “representative” of actnal state-local tax sys-
tems. This representative tax system includes all the taxes
of state and local governments (broken down into 27 sepa-
rate categories), defincs the tax bases to be typical of those
actually in use, and employs nationwide average tax rates,
By applying this standard tax system to estimates of the tax
bases in cach state—whcther actually used by jurisdictions
in that state or not—a measure is obtained of the hypotheti-
cal tax yicld, or tax capacity, of each siate. The state-by-
state capacity estimates reflect the varying types and levels
of taxable resources in cach jurisdiction, and provide the
basis for comparing revenuc-raising ability among states.
The RRS methodology is similar, but defines a revenue
system that includes such major non-tax own-source rev-
enucs as user charges and mineral rents and royalties, as
well as all of the taxes included in the RTS.

Capacity is calculated scparately for the 27 different
taxes (30 revenue sources for the RRS), and then aggre-
gated to produce overall estimates of tax capacity. The esti-
mates of capacity for each state are divided by population
and then indexed to the national average to provide a stan-
dardized basis for comparison. (An alternative to using
population in estimating fiscal capacity taking service
needs into account is discussed in the next anicle.) Oncec a
statc's capacity is estimated, its rax effort can be calculated
by dividing a state’s actual revenues (for a particular tax or
all taxes) by its calculated capacity, Tax effort is thus a mea-
sure of the extent to which a state and its local govern-
ments are utilizing the tax bascs available to them.
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Uses of the RTS/RRS Capacity and Effort Measures

The revenue-raising capacity and effort measures pro-
duced using the RTS and RRS provide valuable informa-
tion about states’ relative fiscal potentials and policies.
The aggregate mcasures of capacity can be used to com-
pare the overall taxable resources, and therefore, revenue-
raising ability, of the states relative to each other. The ag-
gregate capacity measures are also useful for monitoring
and comparing trends in states’ economic health and rev-

cnuc-raising ability. Because the indexcs for statesin a re-

gion tend to move together, they provide perspective on
regional fiscal and economic trends.

The aggrepate effort measures can be used to compare
states’ relative positions in their overall taxing policies. The
RTS and RRS measures of effort, however, should not be
confused with tax burdens. “Effort” refers to the extent to
which governments are utilizing the tax bases available to
them, while “burden” refers to the extent to which residents
of a taxing jurisdiction actually shoulder the expense of gov-
ernment. In many cases, taxes imposed by a state or local gov-
ernment may be paid by residents of other jurisdictions.

The aggregate capacity and/or effort indexes could
also be used in grant formulas to target aid to states with
lesser abilities to raisc revenues from their own sources
and/or with prescribed tax cffort levels. Although the RTS
and RRS are not currently used in U.S. aid formulas, their
potential for this use has been reflected in legislative pro-
posals and in Canada’s use of an RTS in its program of
federal-provincial equalization assistance.?

The disaggregated capacity and effort data are used
extensively in analyzing states’ tax and revenue systems.
The capacity measures are usced to determine a state’s rela-
tive strength or weakness in specific economic and tax
bases, and the effort mcasures are used t0 comparc a
state’slevel and mix of taxesand revenues with other states
and with the national average. In an environment of eco-
nomic change and intersiate competitiveness, the tax ef-
fort indexes are helpful to policymakers and analysts evaluat-
ing a particular state’s tax policics and opportunities.

Table 1 shows the ovcrall 1988 RT'S and RRS capacity
and effort indexes for each state. The indexes are based on
per capita capacity and effort calculations, compared (0 a na-
tional average of 100. For example, California’s RTS index of
116 means that, in 1988, the state’s capacity to generate tax
revenues was 16 percent above the per capita national aver-
age. Similarly, Wisconsin's RTS capacity index of 90 means
that it would have collected 10 percent less per capita than
the average state in 1988 had it uscd an average tax syslcm

The RT'S indexes of capacity range from 159 in Alaska
to 63 in Mississippi. Under the RRS, Alaska’s index increases
to 255, enlarging the range even further. Despite this wide
difference in 1988 capacity, overall disparities among the
states have been decreasing, In 1986, Alaska’s RTS capacity
index was 177 and its RRS index 287, while Mls.cusmppl s ca-
pacity under both measurcs remained at 65.3

The range in cffort indexes is only slightly smaller,
from 66 in New Hampshire to 154 in the District of Colum-
bia under the RTS measure (and to 141 for New York under

the RRS). There is no close relationship between the ca-

pacity and effort levels for a particular state. For example,
some of the states with the highest capacity, namely Alaska

Table 1
Total 1988 RTS and RRS Capacity
and Effort Indexes by State
Exhibit:
Representative Representative  Per Capita
Tax System Revenue System  Personal
Capacity Effort Capacity Effort Income

Alabama 76 84 17 95 78
Alaska 159 127 255 122 116
Arizona 99 96 97 97 91
Arkansas 74 B4 74 86 74
California 116 94 115 98 114
Colorado 107 89 106 94 100
Connccticut 143 90 142 83 140
Delaware 124 B4 120 94 107
District of

Columbig 123 154 126 137 130
Florida 104 82 103 87 101
Georgia 94 89 93 98 93
Hawaii 114 112 11l 111 102
ldaho 76 93 76 98 77
Tilinois 95 102 100 95 107
Indiana 87 03 88 96 91
Towa 83 113 84 18 89
Kansas 91 104 91 104 96
Kentucky 81 88 80 89 78
Louisiana 83 o0 84 97 75
Maine 98 105 97 99 92
Maryland 109 108 111 102 118
Massachusctts 129 94 131 8% 126
Michigan 95 112 9% 112 100
Minncsota 104 112 103 117 101
Mississippi 65 94 65 108 67
Missouri 20 86 59 86 94
Montana 85 102 84 102 78
Nebraska 90 98 89 106 90
Nevada 135 69 129 75 106
New Hampshire 126 60 123 66 118
New Jersey 124 1 126 95 133
New Mcexico 83 99 88 103 76
New York 109 152 110 141 117
North Carolina 91 93 89 91 B7
North Dakota 86 91 85 107 78
Ohio 91 97 92 98 94
Oklahoma 89 89 87 95 81
Oregon 91 99 91 104 90
Pennsylvania 94 97 95 93 98
Rhode Island 99 104 100 99 102
South Carolina 79 96 8 102 78
South Dakota 78 05 8 95 77
Tennessee 84 83 84 89 84
Texas 96 88 95 89 88
Utah 78 106 76 109 74
Vermont 105 100 02 100 93
Virginia 104 91 104 90 107
Washington 98 102 98 105 100
West Virginia 78 88 76 90 71
Wisconsin 90 119 90 117 94
Wyoming 123 94 118 105 B3
US. Total 100 100 100 100 100

and the District of Columbia, are also some of the ones
with the highest effort, while other states with high capac-
ity, including Nevada and New Hampshire, have some of
the lowest effort indexes among the states

sl RUWVL S CLIUIL LRRICAL S O idh SLALLS.

The exhibit in Table 1 aIIows comparison of the 1988
indexcs of state per capita personal income with the RTS
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and RRS indexes. Personal income is a widely used mea-
sure of fiscal capacity. In contrast to the RTS and RRS,
however, it fails to reflect the diversity of tax and revenue
sources actually used by state and local governments, as
well as their ability to “export” taxes to nonresidents.* Per
capita income thus understates the fiscal capacities of
states with significant tax exportation opportunities, such
as tourist-rich Hawaii and Nevada and energy-rich Alaska
and Wyoming. For example, the 1988 per capita income of
Nevada’s residents is 106, or 6 percent highcer than the na-
tional average. The RTS measure, however, shows Ne-
vada’s taxing capacity to be 135, or 35 percent above the na-
tional average. The additional tax capacity accounted for

by the RTS is largely due to the special economic bases in
the state (c.g., gambling and other tourist-related activity)
which enable Nevada to collect large amounts of taxes
from nonresidents through amusement and sales taxes.

The combination of capacity and effort shown in Table
1 gives some indication of the governmental service expen-
ditures in each state. In general, those states with the low-
est capacity and effort have the lowest levels of govern-
mental expenditures, while those with high capacity and
high effort have the highest level of expenditures. The
measures, however, abstract from the issuc of efficiency in
taxation and service provision, and carry no judgment as to
what is the “right” level of taxation or services.

The RTS and RRS are rooted in the actual tax
policy of state and local governments. To continue tobe
representative, therefore, these systems must adapt to
the changing policies, data, and research on state-local
finance. The revisions outlined below do not reflect fun-
damental alterations of the concepts underlying the RTS
or RRS, but small changes designed to rationalize and
strengthen the measures. Thus, the 1988 estimates are
generally consistent with previous years’ estimates.

& A category of “Other Taxes” is included in the
RTS rather than the RRS. Because this catego-
ry is a residual consisting of small taxes previously
not included in the RTS, it had been part of the
RRS. However, to ensure consistency and com-
prehensiveness in taxes, it iS appropriately in-
cluded in the KTS.

e Food and drugs are no longer excluded from
the RTS base for General Sales and Gross Re-
ceipts taxes. These items had been excluded
from the base because most states exempt
thesc items from taxation. But because food
and drups represent a large part of the poten-
tial sales tax base in every state, and one
whose importance varies from state to state,
excluding these items ignores a significant de-
terminant of tax capacity. Eliminating this ex-
clusion removes the special treatment given to
food and drugs in the RIS and makes the re-
sults easier to interpret.

¢  Certain adjustments to General Sales and Gross
Receipts Tax revenues reported by the Bureau of
the Census are made to oblain betier consistency
across states. Revenucs from sales taxes on spe-
cific industrics normally imposed as a scparate
tax, such as severance taxes collected under the
sales tax in Arizona, were deleted from sales tax
revenues and added to the revenues of the other
tax. Also, revenue from selective excise taxes on
items commonly included in a general sales tax
basc—most importantly, motor vehicle titling,
room occupancy, and soft drink taxes—are in-
ciuded in General Sales Tax revenues. These
changes principally alfect tax effort for those
states with adjustments.

Changes in the RTS/RRS Methodology for the 1988 Estimates

e Corporate license revenues based on eco-
nomic activity or net worth are included with
corporate income tax revenues. This adjust-
ment reflects the judgment that such reve-
nues are more like taxes on corporate net in-
come than license taxes levied at a flat or
nominal rate. This change affccts the distri-
bution of tax effort for some states between
the Corporation Licenses and Corporate
Net Income (now Corporate Net Income and
Net Worth) categories.

® A new revenue spurce of “Lottery Net In.
come” has been added to the RRS, reflecting
the increasing prevalence of state lotterics
andtheirsignificance asa source of state rey-
enue. Using regression analysis, a potential
revenue base of gross lottery sales is esti-
mated for every state, whether or not that
state actually had a lottery in 1988.

# A tax base for Selective Sales Taxes on Parimu-
tuels is attributed to all states, regardless of
whether they authorize parimutnel gambling,
Previously, the 19 states and the District of Co-
lumbia with no parimutuel events or révenucs
had been assigned a tax base of zero. The tax
base is cstimated for all states using regression
analysis.

® Special assessment revenues have been added
to the category of User Charges to make the
RRS more comprehensive. Special asses-
sments are included in the user charges cate-
gory because of their similarity in being paid by
an identifiable subset of taxpayers bascd on the
benefits received from a specific service.

e The category of Mineral Leasing Act Payments
has been eliminated from the RRS. Previously
included on the rationale that such payments
were public equivalents to the mineral rents
and royaltics earned by states and included in
another category of the RRS, they have now
been excluded on the ground that they are inter-
governmental revenues, and thus not relevant to
a mcasure of own-source revenue-raising ability.
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Regional Patterns in Tax Capacity

The RTS/RRS indexes show patterns in revenue-raising
ability that reflect similaritics in cconomic bascs arnong states
in a region. The map (sec page 19) illustrates the level of RTS
capacity of each state, which can then be compared with that
of other states in the region. In general, the 1988 indexes con-
tinue the regional patierns begun in the early 1980s and ob-
served throughout the intervening years.

The strong economics of many New England and
Mideast states in 1988 are reflected in the capacity indexcs of
the states in these regions. Six of the 12 jurisdictions (Con-
nccticut, Massachusetts, New Hampshire, Delaware, the
District of Columbia, and New Jersey) have capacity over 20
percent above the national average. The capacities of the
three lowest states (Maine, Rhode Island, and Pennsylvania)
are within 10 percent below the national average. Also, near-
ly all the states in thesc regions expericnced strong growth in
their relative revenue capacitics from the early 1980s through
1988. The recent downturns in the economics of some states
in these regions, however, would be expected to be reflected
in the next sct of estimates, those for 1990.3

Most of the Far West states (including Alaska and Ha-
waii) continue to show above-average capacities in 1988,
with Nevada and Alaska having capacity indexes well above
120, and California and Hawaii having indexes between 110
and 120. Only Orcgon and Washington do not show
above-average capacitics, though both arc between 90 and
100 percent of average.

The capacity indexcs of the Great Lakes states fall be-
tween 80 and 100, Allfive of the states in this region experi-
enceda decline in capacity during the recession of the early
1980s, and their capacitics have either stayed relatively
constant or recovered slightly since then. In particular, Tii-
nois and Wisconsin showed small increases in capacitly be-
tween 1986 and 1988,

The Piains states show more diversity in their revenue
capacitics, with indexes ranging from above 100 for Minneso-
ta to below 80 for South Dakota. This region sulfered from
the national recession of the carly 1980s as well as the farm
recession of the mid-1980s. In addition, North Dakota felt the
slump affecting energy states. As a result, the statesin thisre-
gion—with the exccption of Minncsota—experienced nearly
continuous declines in their capacity through the 1980s.

The four states in the Southwest share in having capacity
between 80 and 100 percent of average. While Arizona's ca-
pacity has increased siightly from ihe early 1580s, New Mexi-
co, Oklahoma, and Texas have seen their capacities fall from
their well above average peaks in the early 1980s to their cur-
rent below average levels. This pattern demonstrates the
sensitivity of the cstimates to factors such as energy prices,
which can have volatile effects on the fiscal fortunes of states.

The Rocky Mountain states exhibit the widest range of
capacily of any region, from Wyoming’s index of more than
120 to Idaho’s and Utah’s of less than 80. This widc varia-
tion reflects the disparities between those states with sig-

nificrant anarav reacrirene ciich ac Wunminag and thnop
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which are more agriculturally based, such as Idaho. All of
the states in this region, however, experienced varying de-
grees of declining capacity in the 1980s.

While the Southeast contains the largest number of
states with the lowest capacitics, the capacities of some
states in this region are above average. The five states in

this region with capacities below 80 (Alabama, Arkansas,
Mississippi, South Carolina, and West Virginia) have his-
torically had some of the lowest capacities in the nation.
Three states (Kentucky, Louisiana, and Tennessce) have
capacities between 80 and 90 percent of average, and
another two (North Carolina and Georgia) are within 10
percent below. Only Florida and Virginia have capacities
above the national average. Despite their overall low ca-
pacities, half the states in the Southeast (Florida, Georgia,
North Carolina, South Carolina, Tennessee, and Virginia)
increased their capacities in the 1980s.

States with the Largest Changes in Capacity and Effort

Table 2, which shows the states with the largest
changes in RTS capacity and effort between 1986 and 1988,
also illustrates the regional nature of economic and fiscal
trends.® Of the eight states with the largest gains in capac-
ity, five are in the New England region (all the New En-
gland states except Maine). Such increases in capacity can
be largely attributed to economic growth; the RTS results
do not appear to have been affected significantly by the
methodology revisions for 1988.

All of the states showing the largest decreases in ca-
pacity between 1986 and 1988 are in the central or western
parts of the country, and nearly all are states with major en-
ergy and/or agricultural sectors. Because state-local sever-
ance tax revenues from oil and gas, coal, and non-fuel min-
erals—and, therelore, aggregate capacity for states with
these resources—dropped by almost 30 percentbetween
1986 and 1988, the states and regions with large encrgy sec-
tors show some of the largest declines in capacity. Of the
ten states with the largest decreases in capactty, for exam-
ple, four {Louisiana, Texas, New Mexico, and Oklahoma)
arc in the Southcast-Southwest “oil patch.” Nevada’s de-
crease in capacity, however, is largely explained by the cf-
fect of the change in sales tax methodology on that state’s
relative capacity (sce box on page 20).

The RTS tax effort indexcs for 1988 reflect a number
of developments since 1986. First, they reflect tax policy
changes madc between 1986 and 1988, including, impor-
tantly, state actions either to keep or to avoid realizing part
or all of the income tax “windfall” created by the Tux Re-
form Act of 1986.7 Second, tax effort is affected by changes
in economic bascs or capacity, as effort is calculated rcla-
tive to capacity. Finally, the tax effort figures rellect a
slightly revised set of revenue figuresas a result of changes
to the methodology noted earlier.

Even with these effects, the states with the largest
changes in tax effort between 1986 and 1988 also show
some regional patterns. Four of the ten jurisdictions with
the largest increases in tax cffort (Maine, Vermont, Mary-
land, and the District of Columbia)are in the New England
and Midcast regions. The tax effort for all of these four ex-
cept Maine was affected by the inclusion of titling taxes in the
RTS for the first time, Four states (New Mexico, Texas, Kan-
sas, and Colorado) are also on the list of states with the larg-
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changes in capacity and cffort indicates that revenues have
not fallen as fast as capacity in these states, In Vermont, how-
ever, revenucs increased faster than capacity.

Of the states with the largest decreases in tax effort,
three (Ohio, Michigan, and Wisconsin) are in the Great
Lakes region. The two New England states (Rhode Island
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Table 2
States with Largest Changes in RTS Capacity and Effort Indexes between 1986 and 1988
Largest Changes in Capacity Largest Changes in Effort
Region* Change Region* Change

Connecticut NE 8 New Mexico sSw 1
Rhode Island NE 7 District of Columbia ME 11
New Hampshire NE 7 Vermont NE 9
Vermont NE 6 Maryland ME g
Kentucky SE 5 Texas SwW 9
Massachusctts NE 5 Kansas PL g
Wisconsin Gl. 4 Hawaii FW 7
Pennsylvania ME 4 Virginia SE 6

Maine NE 6

Colerado RM 6
Kansas PL -5 Ohio GL -6
Louisiana SE -7 Michigan GL -6
Texas SwW -8 Rhode Island NE -7
New Mexico SW -8 Arkansas SE -7
North Dakota PL -8 Massachusetts NE -9
Oklahoma SW -9 West Virginia SE -10
Colorado RM -10 Wisconsin GL -15
Nevada FW -12 Wyoming RM -23
Alaska Fw -18 Alaska Fw -41
Wyoming RM -28
*Regions:
NE—New England GL—Great Takes SE—Southeast RM—Rocky Mountains
ME—Mideast PL.—Plains SW—Southwest FW —Yar West

and Massachusctts) that experienced decreases in tax el-
fort also exhibited signilicant increases in tax capacity dur-
ing the period. The large decreases in tax effort for Alaska
and Wyoming accompany the large decreases in tax capac-
ity for those states.

The RTS and RRS as Measures of Fiscal Capacity
The RTS and RRS capacity estimates measure the rel-

ative ability of states and their local governments 10 raise

taxcs and other revenues. They do not directly address the
cost of providing scrvices. However, population, which is
vsed primarily as a scaling factor in computing capacity per
capita and the capacity indexces, can also be regarded as a
rough indicator of public service needs. Thus, the RTS/
RRS measures of tax and revenue capacity also have been
referred to as measures of fiscal capacity.

Since the mid-1980s, however, there has been re-
scarch on improving on population as a measure of service
needs. This effort, which uses a representative expendi-
ture approach to measuring relative service needs and
costs, parallels the concepts cmbodied in the RTS and
RRS. Readers interested in learning about this develop-
ment in measuring fiscal capacity should turn to page 23.

Notes

UThe full report is 1988 State Fiscal Capacity and Effort, August
1990. In addition to the 1988 cstimates, it contains detailed
discussions of the RTS methodology and changes for 1988, an
analysis of the 1988 cstimates, state-by-state graphs summariz-
ing the RTS data, and appendices containing the definitions,
methogds, and sources for the 1988 estimates, and historical fiscal
capacity and effort data.

2 1988 State Fiscal Capacity and Effort contains a chapter written

3 The population-weighted standard deviation of the estimates, a
measure of the dispersion of the state estimates around the
national average, also shows a lessening of disparities, This
indicator decreased from 14.7in 1986 to 14.5 in 1988, down from
a high of 18.5 in 1981.

 Exporting refers to the ability of states to levy taxes that are
ultimately paid by nonresidents, thereby reducing the fiscal
burden on residents for any given level of revenues raised. A
stale’s revenue-taising ability is increased to the extent its
economy is made up of activities that permit it to pass on taxes to
nonresidents in their roles as consumers {e.g, through hotel
room taxes) or factor suppliers (e.g, via corporale taxes
ultimately borne by out-of-state shareholders).

5 One indicator of this downturn, the leveling off of employment
aflter a long period of vigorous growth, is discussed by Bdward
Moscovitch in “The Downturn in the New England Economy:
What Lics Behind It?” New England Economic Review,
July/August 1990. He reports that New England lost 94,000 jobs
between 1984 and 1988.

61986 is the year for which the last set of RTS/RRS estimates was
produced. Previously, the estimates had been generated
annually. Beginning with the 1988 estimates, they will be
updated biennially.

"The Tax Reform Act of 1986 broadened the base of the federal
income tax at the same time it reduced federal statutory tax rates.
For states that conformed their individual and corporate income
tax bascs to the federal tax base definitions, the broadening of the
federal tax base automatically resulted in a broadening of the state
tax base. Without taking any action to reduce statutory tax rates
accordingly, those states would have received a 1987-88 revenue
“windfall” as a result of the higher income tax base. Estimates of
the changes in state Lax liabilities resulting from prowvisions of the
Tax Reform Act of 1986 are presented in ACIR, Tax Reform Act of
1986 —Its Effect on Both Federal and State Personal Income Tax
Liabilities, January 10988

by Douglas Clark, administrator of the Canadian fiscal
equalization program, which describes the program and
compares the Canadian RTS with the U.S. RTS.

Carol E. Cohen is a senior analyst with ACIR.
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Furor Over 4-R Tax Proposal

NCSI. Finds Federal Policies
Shifting Costs of Immigrants
and Refugees to the Stafes

Georgia Becomes Sevenih State
to Legislate Development Impact Fees

Community Reinvestment
Gets Attention

Special Districts Buck Trend
of Declining Federal Aid

Intergovernmental
Digest

State and local governments have expressed concern about proposed legislation in
the U.S. House of Representatives that would permit U.S. district courts to enjoin,

suspend, or restrain state property-tax levies on interstate natural gas pipelines. The
provision, known as a 4-R preference, derives from the Railroad Revitalization and
Regulatory Reform Act of 1976. This statute gives railroads federal court jurisdiction
over their propeny tax disputes and allows them to obtain federal injunctive relief on
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v Oklahoma Tix Commission (1987), the U.S. Supreme Court also permitted federal
courts to review property tax valuation methods in addition to rates and assessments.
Similar 4-R provisions have been extended to airlines and motor carriers, and are
being sought by natural gas, telecommunications, and trucking companies.

In a new State-Federal Issue Brief entitled “United States Immigration and
Refugee Policy: The Federal Policy and Its Impact on the States,” the National
Conference of State Legislatures reviews the implementation of the 1980 Refu-
gee Act and the 1986 Immigration Reform and Control Act, In both cases, these
laws were passed in recognition of a federal fespoﬁsmmy to assist state and local
governments to help persons of foreign origin become self-supporting and con-
tributing members of their adopted communities. Substantial federal funding
was authorized in both acts. However, NCSL found that as the number of
refugees and immigrants increased in recent years, federal funding decreased.
The shift of responsibility to the state and local governments, for a function of
government over which they have no control, has been substantial enough to
cause NCSL to issue a call for adequate federal financial assistance to aid in

implementing national policies of legalization and resettlement.

PRv Y

According to the Summer 1990 issue of The Public's Capital newsletter, Georgia
is the latest state to legislatively authorize local governments to levy impact fees on
developers in proportion to the need for new public works generated by their
developments. Other states include Texas, Nevada, Tennessee, Illinois, Maine, and
Oregon. Impact fees are used in several other states without explicit legislative
authorization. Many developers and local government officials supported this legis-
lation in order to create a level on which all developers would be treated the same,
and to avoid the uncertainties that come with letting the courts gradually define the
rules in a series of cases developed over a number of years, as has happened in some
other states. The legislative approach was recommended in 1988 by the Governor’s
Growth Policy Commission, but it took two years to work out the details with all of
the concerned parties.

One of the few “silver linings” in the savings and loan bailout is a new emphasis
on reinvesting in local housing and community development projects by federally
insured banking institutions. These provisions, strongly supported by the U.S,
Conference of Mayors and the National League of Cities, went into effect July 1,
1990. NLC is preparing a special series of articles and a guidebook to help local
officials take advantage of this new law.

Total federal aid to all local governments has decreased by 23.6 percent in actual
dollars between 1981 and 1988, but the amount of federal aid to special districts
increased by 94.7 percent from 1979 through 1988. After reaching a peak of $22.4
billion in 1981, federal revenues received by all local governments, as a group, fell to
$17.1 billion in 1988. The decline has been particularly severe since 1985 when these
revenues fell from $21.7 billion to $17.1 billion, or 21.2 percent. General govern-
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ments (municipalities, counties, and townships) bore the brunt of the decline in
federal intergovernmental revenues from 1985 to 1988: counties from $4.7 billion to
$2.6 billion (43.8 percent); municipalities from $10.3 billion to $7.3 billion (29.2
percent); and townships fell from $617 million to $272 million (56.0 percent). To
some extent, the most recent decline in federal aid to local governments is due to the
elimination of the general revenue sharing in 1986.

In contrast, special districts, excluding school districts, have been growing in
number, and have been receiving increasing amounts of federal intergovernmental
revenues during the entire period. These districts perform limited functions, often
involving capital construction (in 1987, 93 percent of the special districts performed
only a single function), and have a high degree of administrative and fiscal autonomy
from general governments. Between 1979 and 1988, federal aid received by special
districts increased from $3.0 billion to $5.8 billion in 1988 (94.7 percent). Since 1986,
federal intergovernmental revenues to special districts have climbed from $4.9
billion to $5.8 billion (17.6 percent). Revenues for housing and community develop-
ment increased the most, from $2.6 billion in 1986 to $3.1 billion in 1987 to $3.4

billion in 1988. The number of housing and community development districts also
increased the most, by 1,052 between 1977 and 1987 (43.7 percent).

At least one caution should be mentioned in vsing these aggregate data. A
greater proportion of federal aid to state and local governments now goes to the
states than in the 1970s, and some of that state aid is passed through to local
governments. This pass-through figure is not available). It may be that pass-through
funds would somewhat alter the relationships described above.

Federal Intergovernmental Revenues, by Type of Local Government Fiscal Years 1979-1988
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A Walk

on the
Expenditure
Side:
“Needs”
and Fiscal
Capacity

Robert W, Rafuse, Jr.

Measurement of the fiscal capacities of state
and local governments has been a matter of some
controversy for more than half a century.! With
one recent exception, per capita personal income
(PCI) has been the only measure of fiscal capacity
incorporated in federal programs, and it has been
the object of increasing criticism since it was first
adopted during the Great Depression.

One of the most influcntial critiques of personal income
as a measurc of the relative abilitics of the states to raisc rev-
enues [rom their own sources appeared in an ACIR report by
Selma J. Mushkin and Alice M. Rivlin nearly three decades
ago.2 'The report introduced the representative tax system
(RTS) as a measurc designed to remedy the most important
defects of personal income.

This article addresses a shortcoming of all current mea-
sures of fiscal capacnty—lhc RTS as well as PCI. The dlfflCUIly
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dent population as a proxy for the relative costs of the service
responsibilities (commonly referred to as “needs™) of state
and local governments. The discussion beging with the rea-
sons why this is a problem. A “representative™ approach to
assessing relative public service needs is outlined, and two
scts of cstimated representative expenditures for the 50
states and the District of Columbia are presented. The article
concludes with a bricfl analysis of the conscquences of substi-
tuting the cstimates of represeniative expenditures for resi-
dent population in the RTS estimates of fiscal capacity,

Fiscal Capacity and Resident Population; The Problem

Fiscal capacity is, in essence, an indicator of the rela-
tive fmcal well- bcmg of the governments in a state, as a
group.® More specil’ ically, the fiscal capacity of a state is
the potential ability of its governments to raise revenue
from their own sources relative to the cost of their service
responsthilities, allowing for revenves received from the
federal government and other states.

For decadcs, the controversy surrounding per capita
personal income as a measure of fiscal capacity centered
on the validity of the personal income of a state’s residents
as the indicator of revenuc-raising ability. It was this de-
bate that prompted the introduction of the RTS, which was
designed to (1) take into account dilferences in relative re-
liance on the specilic bases actually taxed by state and local
governments and (2) include bascs that either are not part
of persenal income (the major exclusion is corporate re-
tained carnings) or are not highly correlated with the dis-
tribution of personal income among the states (oil and pas
production being the most important of these).

Thc RTS s, in cssence, the average (or representative)
tax system actually in use by the nation’s state and local
governments. The estimated yield of that system in a state
is its “tax capacity.” That amount, divided by the state’s res-
ident population, is referred to as liscal capacity, following
the established practice for personal income.

Few questions were raised about the expression of these
measures on a per capita basis until the past few years, when

analuycte hoaman ta challanoe the imnlicit acormnatis af the
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convention. That assumption is that the costs of the service
responsibilities of a state’s governments depend only on the
state’s total population. The next part of this article summa-
rizes the representative expenditure approach, which was de-
veloped in response to these challenges to the use of resident
population as the measure of rclative needs.

Fiscal capacity relates to a state’s potential, not to the
actual policics of its governments. Those policics deter-
mine the extent to which a state’s fiscal potential is ex-
ploited, but not the potential itself, (Over time, the policics
of a statc’s governments may promote or depress its poten-
tial, but these interactions are complex and too little un-
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derstood to be taken into account empirically.} For this
reason, the fundamental prerequisite for a measure of ser-
vice costs—as of a measure of revenue-raising ability—is
that it abstract as completely as possible from the actual tax
and expenditure policies of any individual state.

Sources of Variation in the Costs of Public Services

Given that the actual policics of any onc state are to be
disregarded, variations in the costs of public services among
the states depend on three general classes of factors:

m  The range and types of services that must, by law,
be provided,

m  The prices of the inputs uscd to produce the ser-
vices, such as wages and salarics, gasoline prices,
and the cost of asphalt; and

a  Factors that determine the scope of the services
provided, such as traffic and miles of highways
maintained.

Legal Requirements: The services for which a jurisdic-
tion is responsible are a key consideration in the cost of lo-
cal government, where obligations prescribed by state law
vary among the states and among different types of enti-
ties. At the state level, however, requiremcents imposed by
the federal government apply uniformly throughout the
nation. States are essentially free to olfcr, in conjunction
with their localities, whatever services they choose. State
and local choices are, of course, embodiced in policies, from
which the analysis must abstract. Hence, the first of the
three types of factors is not germane in considering differ-
ences in the costs ol public scrvices that are not the result
of the policies of the governments in a state.

Prices: The prices of the goods and services purchased by
state and local governments vary with climate, with distance
from the point of production, between rural and urban areas,
and as a consequence of state-local policy. For example, state
laws relating to the compensation of public employees vary
widcly, with major conscquences for the costs of public scr-
vices. Cost differences traccable to the policics of state and
local governments must be abstracted from, however.

Too little information is available on the prices paid
and the mix of goods and scrvices purchased by the states
and localitics to permit estimation of a comprehensive in-
dex of the relative input costs of governments in all of the
states. It is possible, however, to estimate the differences
among the states in the cost of employee compensation.
This cannot be accomplished by looking at the wages and
salarics {(and fringe benelits) actually paid to state and local
employces because those expenditures reflect policy as
well as underlying economic realities. Rather, the refer-
ence must be to the compensation state and local govern-
ments have to pay to compete eflcctively in the market.

The best possible indicator of the relative magnitude
of this compensation is the statewidc average earnings of
full-time employees ol a given ape, sex, and educational at-
tainment. Estimates of differences among the statesin em-
ployee earnings can, in turn, be uscd to compute an overall
index of relative input costs for each major service func-
tion, or category of expenditure, on the assumption that
unit costs other than employee compensation arc uniform

around the nation.’ The estimates of representative expendi-
tures prescnted in this article are shown unadjusted and ad-
justed for differences among the states in unit input costs.
Scope of Services: This leaves the factors that influence
the amount or scope of public scrvices that must provided.
Accounting for the variability of these factors is the primary
objective of the representative expenditure approach.

Estimating Representative Expenditures
The RTS achicves policy neutrality by estimating the

yield in each state of a standard revenue system. Given the
taxes included in the representative system, the key issue is

Exhibit 1
Workload Measures for Representative Expenditures

1. Elementary and Secondary Education

The workload measure is the weighted sum of
three population groups: (1) children of elementary
school age (5-13) net of enrollment in private ele-
mentary schools, (2) youth of secondary school age
(14-17) net of private secondary enrollment, and (3)
the population under 18 living in houscholds with in-
comes below the poverty line. The weights are, re-
spectively, 0.6, 1.0, and 0.25.

2. Higher Education

The measure is the weighted sum of the popula-
tion in the age groups 14-17, 18-24, 25-34, and 35 and
older. Each weight (1.32%, 22.44%, 4.16%, and
0.83%, respectively) is the full-time-equivalent num-
ber of students in the age group enrolled in institu-
tions of higher education nationwide as a proportion
of the total population in the age proup.

3. Public Welfare
The workload measure is the population living in
houscholds with incomes below the poverty line.

4. Health and Hospitals

The measure is the sum of the equally weighted
percentage distributions of (1) persons age 16-64 with
work disabilitics, (2) the population living in house-
holds with incomes below 150 percent of the poverty
line, and (3) the total population.

5. Highways

The workload measure is the weighted sum of
the percentage distributions of two variables: (1) ve-
hicle miles traveled, and (2) lane-milcs of streets and
roads other than those on federally controlled land.
The first is weighted 0.825, the second 0.175.

6. Police and Corrections

The measure is the sum of the equally weighted
percentage distributions of: (1) the population age
18-24, (2) the number of murders committed, and (3)
the total population.

7. All Other Direct General Expenditures
The workload measure is total population,
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Table 1
Indexes of Actual Direct General Expenditures of State and Local Governments, Estimated Relative Input Costs,
and Estimated Representative Expenditures; and Ratio of Actual to Representative Expenditures, 1986-87

Actual
Actual Direct Implicit Overall Representative as Percentage
General Index of Unit Expenditures of Representative

State Expenditures Input Costs Not Adjusted Adjusted Expenditures

(1 (2) 3 (4) (5)
United States 100 100 100 100 100%
Alabama 77 96 113 109 71
Alaska 371 117 103 121 306
Arizona 104 99 104 103 102
Arkansas 71 94 113 106 67
California 114 103 98 101 112
Colorado 106 100 98 98 108
Connecticut 109 104 88 92 119
Declaware 111 100 96 96 116
District of Columbia 192 98 105 103 187
Florida 88 96 96 93 95
Georgia 89 97 112 109 82
Hawaii 105 98 91 90 118
Idaho 78 93 107 100 78
Ilinois 94 105 98 102 g2
Indiana 81 100 99 99 81
Towa 94 98 98 96 98
Kansas 93 98 101 98 94
Kentucky 78 99 109 108 72
Louisiana 92 101 109 110 83
Maine 92 90 99 89 104
Maryland 103 103 94 97 106
Massachusetts 111 98 89 87 128
Michigan 108 106 102 108 100
Minnesota 122 101 97 98 125
Mississippi 75 93 122 113 67
Missouri 77 98 102 100 77
Montana 107 93 109 102 105
WNebraska 92 95 101 96 96
Nevada 105 99 97 96 109
New Harmpshire 83 94 91 85 98
New Jersey 113 104 &9 93 121
New Mexico 100 95 117 111 91
New York 145 101 95 95 152
North Carolina 77 94 105 99 79
North Dakota 108 94 112 105 103
Ohio 91 102 98 100 91
Oklahoma 83 97 106 104 80
Oregon 105 99 99 98 107
Pennsylvania 88 100 90 %0 97
Rhode Island 104 97 89 86 121
South Carolina 79 94 110 103 76
South Dakota 95 90 116 105 91
Tennessee 77 96 107 104 75
Texas 87 101 108 110 79
Utah 95 98 107 105 90
Vermont 102 90 99 89 115
Virginia 89 99 99 99 91
Washington 103 102 97 99 105
West Virginia 85 97 106 103 B2
Wisconsin 106 100 95 94 112
Wyoming 165 98 104 102 i61

Note:  Relationships among columns may not calculate precisely because of rounding. Column 2 = [(column 4) / (column 3)]#100. Col-
umn 5 is column 1 as percentage of column 4.

Sources: U.S. Bureau of the Census, Government Finances in 1986-87, GF-87-5 (November 1988), Table 29; Robert W, Rafuse, Jr., Repre-
sentative Expenditures: Addressing the Neglected Dimension of Fiscal Capacity (ACIR, forthcoming in 1990).

intergovernmental Perspective/Fall 1990 27



the definition of a base for each and estimation of its value
in every state.

The representative expenditure approach parallels
that of the RTS. The crucial step is the identification of the
best possible measure of the workload for cach of the ma-
jor categories of state-local expenditures. 6 A statc’s work-
load for a service indicates its need for outlays on that {unc-
tion relative to that of the other states. To ensure that the
measures arc independent of the actual policies of the gov-
ernments in a state, such program-client variabies as enrol-
Iment in public schools and the number of people receiving
welfare benefits are not used.

The workload measures for the categories of expendi-
tures analyzed in the report arc identified in Exhibit 1. The

ng aras A
measures are derived flulu areview o of the !Efnrqﬁ""n and

consultation with authorities in each functional arca.
Given the workload measure for a function, the repre-
sentative expenditure per unit of workload (the equivalent
of the representative tax rate in the RTS) is calculated by
dividing total actual state-local outlays for the service by
the U.S. total for the workload measure. A staie’s s repre-
sentative expenditure for the function is then arrived at by
multiplying the representative outlay per unit by the state’s
workload. The result is an estimate of how much it would
cost the governments in the state to provide the nation-
al-average (representative) level of the service.

Results of the Analysis

Table 1 shows, in column 1, relative actual spending of
state and local governments in the 50 states and the Dis-
trict of Columbia.” The data are direct general expendi-
turcs per capita indexed to the U.S, average. Actual out-
lays range from 71 percent of the per capita national
average in Arkansas to 371 pereent in Alaska.

Indices of the estimates of represcntative expenditures,
unadjusted and adjusted for dilferences in input costs, are
shown in columns 3 and 4 of Table 1. (The index of input costs
implicit in the adjustment appears in column 2.) The range in
the cost- adjus[cd estimates of rcprcscnlative c,xpenditurc‘: is
much smallcr than that in actual outlays: from a low of 85 in
New Hampshire to a high of 121 in Alaska.

New Hampshire's unadjusted index is 91 (column 3).
Unit labor costs in that state arc only 86 percent of average,
however, so 1hc u)st 01 prnducmg natlorml -average public

Alaska 5 posmon at the high cnd is largely atiributable
to its extremely high unit labor costs, which are 134 pereent
of the U.S. average. Adjusiment of the estimate of
Alaska’s representative expenditures (103) in column 3 by
its overall index of unit input costs (117), raises the state’s
index of representative expenditures to 121, H the adjust-
ment for input costs were not made, the national-average
level of public services would cost the most to produce per

capita in Mississippi, whose unadjusted index of represen-
tative expenditures is 122, 1t would be least costly in Con-
necticut, whose unadjusted index is 88, Allowing for labor
costs that are only 84 percent of the national average in
Mississippi, but that are 109 percent in Connecticut, mod-
crates their respective indexes of representative expendi-
tures 10 113 and 92.

Column 5 of Table 1 displays the ratios of actual expendi-
turcs to the representative estimates for each state. Missis-

sippi’'s below-average actual spending and above-average
needs yield a ratio of only 67 percent, the lowest of all the
states. Alaska’s extremely high actual expenditures (371 per-
cent of the national average per capita) keeps it at the top of
the hist, allhough when its above-average needs are consid-
ered—its ratio in column 5 is only 306 percent.

Representative Expenditures
in a Measure of Fiscal Capacity

Table 2 presents a comparison of the RT'S index of fis-
cal capacity calculated in two different ways.® The first uses
resident population as a proxy for necds; the second uses
the estimates of representative expenditures.

Column 1 reproduces the unit-cost-adjusted index of
lL})lLbLlllaLlVb L.’\})Lllk}llulb\ ilUlll Ta‘u}\, 1 C\J}.umﬁ 2 SNOWS
ACIR’s recently published estimates of fiscal capacity, calcu-
lated by indexing per capita R1'S tax capacity. The third col-
umn shows the index of RTS fiscal capacity that results when
estimates of reprcqcntatwc expenditures are used as the
measure of service need.? Column 4 displays the change ina
state’s index of fiscal capacity when reprcqcnlalwc expend1-
tures are substituted for population in the calculation. A posi-
tive change indicates that the estimate is increased by the
substitution; a negative change denotes a decrease.

A general pattern is apparent in column 4. Positive
changes dominate among states with high fiscal capacities
(Alaska is a notable exception—it drops from first to sixth
in the ranking). Negative changes dominate among states
wii h low fiscal capacities. This says, in essence, that the use
of resident population in the calculation of a measure of
fiscal capacity tends quite systematically to understate the
estimates for high-capacity states and to overstate the esti-
mates for low-capacity states.

Summary of Results

Avaricty of general findings can be drawn from the es-
timatcs in tables 1 and 2. The most important is that popu-
lation is an inferior measure of the relative cost to govern-
ments of providing a standard level of public services. The
use of popul'\tion in a mcasure of fiscal capacity overstates

tha pranacits of most states below the nati al averaoe
ine \,ul)a\-lu\.a i most stales oCiow (NC nalionail aver agl

and understates thosc of most states above the average. As
a consequence, fiscal disparities among the states are sig-
nilicantly larger than suggested by most measures avail-
able until now.

‘The differences among the states in the cost of provid-
ing a given level of public services are substantial. Theyare
smaller, howcver, than the differences in own reve-
nuc-raising ability identificd by per capita estimates of RT'S
tax capacity.

The actual outlays of 22 out of the 30 states with fiscal
capacitics below the national average are lower than their
representative expenditures. In other words, the 22 states
are not spending enough by this measure, to provide a na-
tional-average level of public services.

Caveais and Advice on Inferpreiing the Resulis

Three points deserve cmphasns in interpreting these
findings. First, no implication should be drawn that the
representative outlays are objectively correct or “needed”
in any absolute scnsc. The estimates mercly show how
much it would cost each state to provide the national- av-

erage level of cach service.
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Table 2
Index of the Estimates of Representative Expenditures
and RTS Measures of the Fiscal Capacities
of the States, with Public Service Costs Accounted for
by Resident Population and the Estimates
of Representative Expenditures, 1987-88

RTS Fiscal Capacity

Representative
Representative Popu- Expenditures Change
State Expenditures  lation (20 3-2
Rank (1) 2) 3 4)
United States 100 100 100 0
1. Connecticut 92 143 156 13
2. Massachusetts 87 129 148 19
3. New Hampshire 85 126 148 22
4, Nevada 96 135 141 6
3. New Jersey 93 124 133 9
6. Alaska 121 139 131 (28)
7. Delaware 96 124 129 5
8. Hawaii 90 114 127 13
0. Wyoming 102 123 120 )
10. District of Cotumbia 103 123 120 (3)
11 Vermont 89 105 118 13
12. Rhode Island 86 9 115 16
13, California 101 116 115 (1)
14. New York 935 109 14 5
15. Florida 93 104 112 8
16. Maryland 97 109 112 3
17. Maine 89 98 110 12
18. Colorado 98 107 109 2
19. Minnesota 98 104 106 2
20. Virginia 99 104 106 2
21. Pennsylvania 90 94 104 10
22. Washington 99 o8 99 1
23. Minois 102 99 97 )
24. Arizona 103 99 97 (2)
25. Wisconsin 94 90 9% 6
26. Nebraska 96 90 o4 4
27. Oregon 98 91 93 2
28. Kansas 98 91 93 2
29. North Carolina 99 91 92 1
30. Ohio 100 91 21 0
31. Missouri 100 a0 90 W
32. Michigan 108 a5 88 (N
33 Incliana 99 87 88 1
34. Texas 110 96 88 &)
35. Towa 96 83 87 4
36. Georgia 109 94 87 (@]
37. Oklahoma 104 89 86 {3)
38. Montana 102 85 83 2)
39. North Dakota 105 86 82 4
40. Tennessee 104 84 81 (3
41. South Carolina 103 79 76 %)
42, Idaho 100 76 76 ()
43. West Virginia 103 78 76 2
44. Touisiana 110 83 75 (8}
43. New Mexico 111 83 75 (8)
46. Kentucky 108 81 75 (6}
47. South Dakota 105 78 75 (3)
48. Utah 105 73 74 {4)
49. Alabama 109 76 70 (6)
50. Arkansas 106 74 70 @
£1. Mississippi 113 65 37 (8}

Note:  The states are sorted by the RTS index calculated using
representative expenditures as the measure of public
service costs (column 3).

Sources: Table 1 and ACIR, 1988 State Fiscal Capacity and Effort,
Report No. M-170 (September 199(0), Table 5.

Sccond, the estimates assume that every government
could produce the representative level of each service with
the same cfficiency. In other words, a given level of spend-
ing per capita (adjusted for differences in input costs) buys
the same level of service in every state. Hence, no infer-
ences about operating efficiency can be drawn from the re-
lationship between actual spending for a function and the
represcntative expenditures.

Third, and a closely related point, the estimates arc si-
lent on the issue of performance. A dollar of spending (ad-
justed for differences in unit costs) in one state is assumed to
yield the same quantity and quality of a scrvice as it does in
every other state. Although we know that public services are
not of equal quality per dollar spent cverywhere in the na-
tion, it is, regrettably, impossible to take this into account be-
cause credible measures of performance are not available.

Representative Expenditures
and the Fiscal Capacities of Local Governments

The representative expenditure approach used to pre-
pare the estimates reported in this article is equally appli-
cable, with considerable adaptation, 1o analysis of the fiscal
capacities of local governments within a state. In fact, the
approach, in combination with representative revenue
methods, has been applied in a recently completed ACIR
analysis of Hawaii’s state-local fiscal system and in a study
of the fiscal capacitics of the 23 counties (and the City of
Baltimorc) in Maryland.10 The approach is currently being
used in a study ol the fiscal capacities of a sample of 40 mu-
nicipalities in the Chicago metropolitan area.

Notes

IThe assessment of local fiscal capacity has been an important
issue since the fust “foundation” programs of equalizing state
aid to local governments for clementary and secondary
education were enacted in the 1920s.

2 Measures of State and Local Fiscal Capacity and Tax Effort, M-16
(1962). Since this pioneering analysis was completed, the RTS
has been refined and periodically reestimated by ACIR stalf.
See the article by Carol E. Cohen in this issue.

3 Fiscal capacity is also an attribute of the fiscal circumstances of a
state or local government. To simplify the discussion, this article
refers only to all governments in a state.

*Initial work on this approach is reported in “A Representative
Expenditure Approach to the Mcasurement of the Cost of the
Service Responsibilities of the States,” Robert W, Rafuse, Ir,
{ed.}, Federal-State-Local Fiscal Relations: Technical Papers, Vol.
1 (Office of State and Local Finance, Department of the
Treasury, 1986). pp. 133-86. The past two years as Visiting Senior
Fellow at ACIR, on detail from Treasury, have given me the
opportunity to refine and extend this work. The result, from
which this article is drawn, will be published this fall by the
Commission—Representative Expenditures: Addressing the Ne-
glected Dimension of Fiscal Capacity.

*In Representative Expenditures, an index of differences in
employee compensation is calculated from 1980 census data on
average carnings in cachstate in 1979, A separate index of input
costs is then derived for cach major function because the share
of outlays accounted for by employee compensation, which in
the aggregate amounts (o roughly hall of all state-local
spending, varies dramatically among functions. For example,
employce compensation accounts for 81 pereent of expendi-
tures for police and corrections but only 13 percent of outlays for
public weifare. The index for each function appears in
Representative Expenditures. The overall, implicit index for total
expenditures is shown in Table 1.
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6The availability of reliable data of reasonable currency is an
important constraint on the selection process.

7 Actual expenditures and all estimates are presented separately
for 10 functions in Representative Expenditures. All other
expenditures, for which total resident population is the
workload measure, are broken into four categories: environ-
ment and housing, interest on general debt, governmenial
administration, and all other.

& The indexes in Table 2 are not really measures of fiscal capacity,
as that concept is defined carlier in this article, because revenues
received from the federal government (and other slales) are not
taken into consideration. The RTS indexes in Table 2 are more
properly referred to as measures of own-revenue-raising ability
relative to cxpenditure needs. An analysis of the fiscal capacities
of the states using the RTS and three other measures of
own-revenue-raising ability, taking actual amounts of federal
grants into account, appears in Representative Expenditures.

9 As shown in the table, column 3 is calculated by dividing column
2 by column 1. Because columns 1 and 2 both display indices of
per capita amounts, population is in the numerator and the
denominator of the ratios in column 3. Therefore, population

ale e aeTirran ie i i i
cancels, and column 3 is identical to an index of the dollar

amount of each state’s RTS tax capacity divided by the dollar
amount of the estimate of adjusted representative expenditures.

10 Copies of the reports are available from ACIR at cost.

Robert W, Rafuse, Jr., is a visiting senior fellow with
ACIR.

Finance Data Diskettes

1988 Now Available for State-Local Govern-
ment Finance Data. The diskettes developed by ACIR
provide access to Census {inance data in a format not
previously available, and are designed for casy use.
State-by-state data for 129 revenue and 200 expenditure
classilications, population, and personal income are in-
cluded for state and local governments combined, state
government only, or all local governments aggregated
at the state level.

Format: Lotus 1-2-3

Price: $225—Six-year sct

$100—FY1988
S60—FY 1987
$25 cach—FY 1986, 1985, 1584, 1

A demonstration disk for the State-Local Fi-

nance Data is available for $5.

State Government Tax Revenue Data,
FY1983-87. This diskctte makes the state tax por-
tion of the state-local government finance serics
available six months earlier than the full serics. Four
years of tax revenue data (FY 1983-87) arc included on
a single diskette. The revenue ficlds are basically the
same as for the state-local series. The state government
tax diskette does not contain any information on local

governments, nor does it contain any expenditure data.
Price:  $60 (for FY83-87 inclusivc)

(sce page 38 for order form)

New from ACIR

1988 RTS and RRS Diskette

This diskette—for Lotus 1-2-3—contains the
comprehensive set of tax base and tax revenue data
used in the 1988 RTS and RRS, along with programs
creating RTS and RRS spreadshects. The user can
recreate, view, and manipulate any or all of the 30
tables comprising the 1988 RTS and RRS. The dis-
kette is accompanied by documentation explaining

P N2 el sal T s

ihe conients, options, and commands.

Sample Uses of the Diskette

() Easyincorporation of the machine-read-
ahle data into other documents.

avhiie Uawad Al suiin s Rt .

) Reformatting of the RTS and RRS data
for graphics, interstate comparisons, or
other uses.

() Making changes in the data to examine
the hypothetical effects of specific tax or
economic policy changes.

Options on the Diskette

() View the tax base and revenue data un-
derlying the 1988 RTS and RRS.

Recreate one table from the 1988 RTS or
RRS.

Q
() Recreate a set of related tables from the
1988 RTS or RRS.

Q

Recreate the entire set of 27 tables for
the 1988 RTS or 30 tables for the 1988
RRS.
Technical Requirements
O Requires a minimum of 700kb of
memory after Lotus is loaded.

() Most complex option requires 384K of
expanded memory in Lotus 2.0; 2 mega-
bytes of RAM memory with Lotus 3.0.

() Hard drive required for saving largest
spreadsheet.

Price: $20—Single diskette

(see page 38 for order form)
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The State
and Local
Bond Plauug

Process

Observers of public finance are fond of
pointing to two elements that, unlike the federal
government, force the fiscal discipline of bal-
anced budgets on state and local jurisdictions.
First, most states and localities face constitu-
tional and/or statutory balanced-budget re-
quirements. Second, because state and local
governments cannot “print” money, it must ei-
ther pay for its expenditures and bonded in-
debtedness in a timely manner or face Iimited
and expensive terms in the credit markets.

The legal requirements are the lesser of the two fac-
tors. Indeed, 18 states have no provision that the governor
must sign a balanced budget, and there is legal silence in 27
states as to whether the government may carry over a defi-

ftn tha novt
cit from one fiscal year to the next.

The bottom line in fiscal discipline is the credit mar-
ket. And, as in any market, however, the players must have
access to information if the system is to operate efficiently.
It is here—systematically sorting out the information—-
that the bond rating agencies play a crucial role.

Crucial though it may be, the process whereby state
and local bonds or “municipals” are rated is a pretty murky
topic for most people. As New York Governor Mario M,
Cuomo recently said, he does not understand what the rat-
ing agencies are all about: “I don’t understand your uiti-
mate objective. What is it that you are telling people with
your rating? What is it that you are saying? It scems to be
that, as an investor, what I want to hear [from the issuer of
the bonds], is will they pay the debt or won’t they.”2

Fair enough—rating is a complex and subjective busi-
ness. The purpose of this article is clear up some of the
mystery. Specifically, this article discusses the rating pro-
cess, trends in ratings, the agencies’ view of recent prob-
lemsinsome states, and thei important issucs that lie ahead
in the municipal credit market.?

The Rating System

‘There are two major bond rating agencies, Moody’s In-
vestor Scrvice and Standard and Poor’s Corporation (S&P).
A third agency, Fitch Investors Service, has recently become
more active in the municipal market. All of the agencies are
located in New York City, and Moody’s and S&P provide rat-
ings for at least 8,000 local, state, and federal entities.

A rating is an opinion that is designed to serve as a
guide to investors regarding the credit risk associated with
a security. When an agency is asked to evaluate a govern-
ment’s credit rating, it answers the question: “What is the
likelihood of a t1mely repayment of principal and inter-
est?” To put it in the negative, a rating is not a recommen-
dation of “attractiveness” with respect to a decision to buy
or sell, nor is it a comment on the market price or forccast
of the market price of a security.

Agency opinions are classified by using a varicty of
symbols. At Standard and Poor’s, for example, the symbols
used for long-term ratings range form “AAA,” the highest
rating, to “D,” which is an instrument in default. Ratings of
“BBB-” or above are considered as an investment-grade
category. Ratings of “BB + ” through C are “speculative”;
that is, the bonds are exposed to major uncertainties.

‘Table 1 summarizes the long-term municipal bond rat-
ing symbols. Each agency also uses other symbols to evalu-
ate private issues and public and private short-term credit
instruments.

When evaluating information for a debt rating, all
credit analysts review basically the same information. The
different opinions these analysts arrive at are the result of
how that information is weighted. Thus, at S&F, for example,
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Table 1
Rating Symbols for Long-Term Bonds?

Highest Grade

Fitch Investors Service AAA
Moody’s Investors Service Aaa
Standard and Poor's, Inc. AAA

Other Investment Grade? Other Default
AAABBB BB,B,CCC,CC,C DDD,DD,D
Aa,ABaa Ba,B,Caa,Ca,C
AAABBB BB,B,CCC,CC D

! Not all governments are assigned one of these ratings. Other categories include “conditional” on successful completion of a project or
event (Fitch and Moody's), and suspended for inadequate information (Fitch, Moody’s, and Standard and Poor’s).
2 Ratings may be accompanied by a plus or minus sign (Fitch, Standard and Poor’s) or other symbol (Moody's, which uses a “1” to denote a

+, e.g., Al) to show relative standing within categorics.

3 Categorics may be “speculative” to the degree that bonds have clements of large uncertainty or major exposure to adverse conditions
(Standard and Poor’s), or when the analysts judge that whole future payment is not well assured. Bonds on the low end of this category
may reflect bonds in a bankruptcy petition or imminent default (Fitch).

Source: Compiled from primary sources by ACIR staff.

analysts begin their evaluation by reviewing four key areas:
the structure of the issuer’s economy, debt factors, adminis-
trative considerations, and financial condition,

The Economy. Clcarly, it is a plus if the issuing entity
has an economically diverse tax and service base that is re-
flected in its employment, income, and financial profile.
The creation of jobs and income ultimately generates the
vital ingredient, the ability to repay debt.

However, a sound economy is not a sufficient condition.
To be Tully reflected in a debt rating, economic base strengths
need to be captured through an adequate revenue structure,
namely, a structure that is designed to generate new rcvenue
automatically as the economy grows, thercby minimizing the
need for making frequent ad hoc legislative changes.

Debt. Factors relating to the debt structure play an ob-
viously imporiant role. These factors inciude the type of
security being pledged to debt repayment and the jurisdic-
tion’s overall debt burden and history. The debt burden is
measured against certain aspects of the ability to repay, in-
cluding income and the government’s total budget re-
sources. Debt history as well as projected debt needs are
considercd too. A community desiring an optimum debt
rating should demonstrate an effective planning program
for capital improvements.

Administrative, The form of government and its abil-
ity to implement plans and fulfill legal requircments is the
third key factor. Important considerations here are tax rate
and levy limitations, debt limitations, and current unused
margin in cach of these categories. Focus on management
capabilitics includes personnel turnover ratios, the history
of labor-management relations, and legal and political re-
straints evident in the issuing entity’s structure and envi-
ronment. Assessment procedures and property vatuation
are also important credit ingredients.

Financial. Current account analysis will include an ex-
amination of fiscal performance versus the budget. The
balance sheet for the main operating account is examined,
with emphasis on current {inancial position and fund bal-
ances. Trends in these factors are important. If, for exam-
ple, a current deficit is scheduled for elimination within a
year, it will not be viewed too negatively. An accumulated

deficit for three successive years, however, would be a defi-
nite ncgative. Pension liabilities are critical; their funding
should be adequate and on schedule. It is important that
pensions be funded on an actuarial basis.4

For project financing, particularly in the revenue bond
area, it is important to look at issues such as legal protec-
tions® and industry-specific trends. For example, in health
care, the quality of sta{f and the demand for the facility are
important. In airport ratings, the demand for the facility is
evaluated along with the financial condition of the airlines
serving the facility. For water and sewer utilitics, com-
pliance with the Clegn Water Act as well as the financial sta-
tus of lcading ratepayers arc considered.

The Process

To establish a rating, an issuer {irst requests a rating.
Alist of the informational requirements is then provided.
This inciudes standard financial information, such as three
years of audited financial statements and the current oper-
ating budget. Other documents include an official state-
ment and a variety of other financial/economic statistics.
Examples of these would be a feasibility study, a capital im-
provement plan, and a long-term financial plan. Rating
agency analysts also use data available through internal
data bases, such as economic¢ information and industry
trends.

The information is then presented in a verbal and writ-
ten presentation to a rating committee. The committee
process is the filter to ensure that all ratings are consistent
and not influenced by any individual’s opinion. In S&P,
only officers of the company are allowed to vote on these
deliberations. Once the committee issues an opinion, the
issuer receives the rating. At S&P, issuers can appeal the
rating if they think the information was misinterpreted or an
important piece of information was lacking. Moody’s and
Fitch also have appeal processes. After review and a final rat-
ing determination, the rating is released and then reviewed
on a regular cycle.

CreditWatch
Because of the sharp change in economic conditions

and the reduced financial stability of many issuers, the
agencies maintain on-geing reviews in order to alert users
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of a potential ratings change due to an unresolved event.
Fitch’s system is called FitchAlert. S&P employs the term
CreditWatch. CreditWatch and FitchAlert focus on events
that may result in a rating change. At S&P, for example,
these events include recapuauzatlﬂn, voier reierendums,
regulatory actions, or unanticipated operating develop-
ments. CreditWatch listing, however, does not mean a rat-
ing change is inevitable, and, where possible, alternative rat-
ings are provided. For example, S&P could place an issuer on
CreditWatch if there is a voter referendum that could have
severe financial effects on an issuer. In this situation, the issu-
er is placed on CreditWatch with “negative implications.” If
the initiative is approved by voters, the next step would be to
evaluate the issucr’s reaction. Then, an issuer’s rating would
either be removed from CreditWatch with no change or re-
moved with a rating adjustment downward.

In recent months, S&P has used CreditWatch for some
very visible ratings. For example, S&P placed New York State
on CreditWatch in February 1990. The listing stated: “Ratings
of New York State and its agencies are placed on Credit-
Watch with negative implications as the state’s fiscal condi-
tion continues to erode. As a result, the budget, submitted
January 16, does not provide the basis for solid fiscal bal-
ance.” Afier several months of budget deliberations, the rat-
ing was reviewed, removed from CreditWatch, and adjusted
downward. The uncertainty, in this situation, was how the
state was going to resolve its budget deliberations.

Not all CreditWatch listings result in a downgrade.
New Jersey is an example of an issuer that was placed on
CreditWatch on April 12, 1990, with negative implications
and removed without a rating change. This “AAA” state faced
a major budget gap, which was ultimately closed through a
threc-year plan for annual balanced budgets that included a
combination of spending cuts, sales tax base broadening, and
a sharp increase in the personal income tax. As a result of the
achicved fiscal balance, the “AAA” rating was affirmed.”

The “AAA rating notwithstanding, New Jersey’s fiscal
plan has gencrated a great deal of negative citizen reac-
tion. The apparent paradox between a positive credit-mar-
ket rating and a negative taxpayer response points out that
what is imperative with respect to credit ratings is not poli-
tics but whelher a govcrnment produces a i'iscal packagc
repayment of debt principal and interest. The rating agen-
cies do not advocate a specific tax and spending adjustments.
What does matter, for example, is whether fiscal changes ei-
ther limit economic growth or are subsequently and signifi-
cantly weakened.® After all, these are long-term bonds.

Importance of Budget Reserves

In examining a state’s credit rating, most credit ana-
lysts consider the presence of a budget reserve (e.g., stabili-
zation or “rainy day” fund) as an important and positive
contingency factor for helping states minimize ad hoc bud-
get adjustments resulting from revenue shortfalls and/or
the inevitable errors in general fund budget projections.
Ahhﬂllﬁh the number of states creating hudoet recerve
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funds has increased significantly in the past decade, the

commitment to their use varies considerably. Of the 35
states that have budget stabilization funds, 15 limit their
size, and some (eight of the 35 in 1989) may even go un-
funded. However, for those states that make appropriations
to the fund and then limit its “withdrawals” for cushioning
general fund budget preblems, the fund will be counted as a
positive in the credit rating determination.

Recent Trends and Outlook
Rating trends over the last scveral years reveal some
interesting developments.? During 1988, of the state and
local ratings that changed, 30 percent were increased. By
1989, 55 percent of the changed ratings were upgraded.
The trends for rating changes in 1989 at 55 percent ad-
justed upward did show some intercsting examples of gen-
eral obligation issuers that experienced relatively weak
economies in the mid-1980s, but managed to work toward
fiscal soundness. Issuers included Oregon: Cleveland,
Ohio; Wayne County, Michigan; and Newark, New Jersey.
Ovcrall howcvcr recent rating trends across the
country are not as encouraging as they were a couple years
ago. During the first quarter of 1990, only 23 percent of the
changed ratings were adjusted upward and, as noted, sev-
eral state ratings were downgraded. In the hospital area,
there were more downgrades than upgrades in the first
quarter of 1990. Certain large visible revenue bonds have,
however, showed rating increases. These include the Chi-
cago O'Hare Airport and the New Hampshire Turnpike.
Analysts are taking a close ook at several states experi-
encing budget problems. The current ratings of these states
range {from “BBB” or “A” to the highest category, “AAA.”
The reason for this stems from the fact that the recent eco-
nomic downturns, first evidenced in the Northeast, are
spreading throughout the country. About hall the states are
rcportmg unexpcctedly weak tax collections. The corporate
income tax is the primary source of the weak tax collection,
although several states also report low sales tax activity.
Morcover, after several years of strong expenditure
growth during the economic expansion of the 1980s, the bud-
get outlook is deteriorating in many areas. This decline is also
due to increasing mandates for spending on prisons and on
health and wellare (including Mcdicaid) Total state year-end
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balances, which TCEISICrca a recora m;,u ot 312.6 billion at the
end of FY 1989, are forecast to drop to $8.3 billion in 1990, a
dramatic decline of more than a third in just one year. In-
deed, for FY 1990, ending balances as a percentage of spend-
ing are estimated to be at their lowest level since the reces-
sion year of 1983 and are forecast to drop even more in FY
1991.10

What lics ahcad? Recognizing that what ultimately
matters in the credit market are the fundamentats of eco-
nomic and budget stability, the credit agencies will be mon-
itoring the following developments.

The Coming(?) Tax Revolt. Statewide anti-tax ballot
initiatives and referendums will reach a ten-year peak on
November 6. These range from a repeal of enacted legisia-
tiva narkanng +a pametitiidinmnd Tonito Ao amednlie dazsao

GYC PaCKages 1o Constilutionas limits on certain taxes and
to a supermajority voting requirement for approval of new
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taxes. What is important about tax revolts is their impact
on economic growth and the ability of state and local gov-
ernments to balance their budgets in a time of economic
uncertainty,

Court Intervention. State and federal courts are inter-
vening increasingly in the legislative fiscal process. At least a
dozen states face, or soon will face, challenges to their system

of cducation funding. In somte cases, decisions could call for
maior Chpndlnu and tax nqufmpnlq In qddmnn as sug-

major spending and tax adjustments. In addition
gested by Missouri v. Jenkins (1990) cven if acting through dl-
rect citizen action, state and local governments may not have

their tax opcrations totally within their control.

Federal Tax Reform. Tax reform continues to influence
the ability of state and local governments to raise bond pro-
cecds in the capital markets, and the alternative minimum
tax, volume caps,!! and arbitrage restrictions have dimin-
ished state and local government’s borrowing capacity.

Tax Structure. Finding the right mix of taxes to fund
state and local povernment, without negatively influencing
economic trends, continues to be a key challenge for
policymakers and credit analysts alike. Key issues range from
broadcning the sales tax base to include personal and busi-
ncss services, to the debate in some states to adopt a broad-
based personal income or sales lax, and to a complete re-
structuring of the state-local fiscal relationship.

Taxable Debt. In the mid-1980s, taxable debt was her-
alded as a potentially important tool for generating public
capital. However, the evidence indicates that very few issuers
will take advantage of this instrument. Because of the nature
of the taxable market, most issuers would have 1o issue a very
large amount of debt compared to the average size of munici-
pal debt issues. For example, Los Angeles issued $1 billion of
taxable notes over the last several ycars and invested these
funds in high-yielding instruments to make money on legal
arbitrage. Because the yield curve is now unfavorable and the
risks have riscn relative to the \!IP]d nntf’nh.’il] the county isno

LI5S 1LY O

longer issuing taxable notes.

Short-Term Failures/Long-Term Problems. The re-
sponse to a short-run fiscal crisis can be translated into
long-term credit problems. For example, Massachusetts is-
sued $415 million of 18-month debt to pay for its FY 1989
deficit. The FY 1990 deficit will probably be financed with
seven-year debt of $1.3 billion. Thus, financial pressures
will be evident for some time to come, This state is just begin-

“ur}g o g{-apple with its structural hlldnp! deficit.

Expenditure Policy. State and local governments have
moved to the front lines in terms of nearly every domestic
spending issue. The ability of these governments—and the
intergovernmental system in general—to carve out the ap-
propriate public role with respect to a host of economic and
social concerns, such as rising health and wellare costs, infra-
structure maintenance and construction, illegal drugs, solid

waste disposal, and urban decline. In addition, federal-state

and state-local p program mandates mfpnhn"u reduce por-

tions of the public budget that will be discretionary.

Comment

The message from the credit rating processis that fun-
damentals are paramount. Budgets can be balanced with
one-time revenue devices and deferrals of necessary ex-
penditures, but cventually, the real trends become evi-
dent. As the linancial flexibility of state and local govern-
ments has been diminished over the last several years, it is
important not to look for the quick fix to balance the bud-
get. This is particularly true as the nation enters a time of
economic uncertainty, Prudence, thoughtful study, plan-
ning for uncertainty, and back-to-basics financing provide
the template for maintaining credit quality into the 1990s.

! Moreover, 13 states have no constitutional provision to limit
general obligation debt. See also, U.S Advisory Commission on
Intergovernmental Relations, Significant Features of Fiscal
Federalism: Budget Processes and Tax Systems, January 1990,
Table 3.

2Quoted by Joe Mysak in Mimi Week, July 2, 1990, p. 3.

3This discussion is limited 10 the rating process as it applies to
“municipals”—that is, state and local bonds. The Wall Street
raling agencics also rate bonds and preferred stock issues of
federal entities and private domestic and foreign corporations.
The “municipals” market refers to debt issued by state and local
governments and their instrumentalities as general obligation
bonds, revenue bonds (e.g, for hospitals, transportation
authorities, housing agencies) ard industrial revenue bonds.

4This requires that pensions be funded according to the money
that wiii be needed in the future, not jusi what is needed to mect
agiven year's cash flow. Failure to be actuarially sound will cause
an unfunded liahility to rise faster than assets. This may “work”
in the short term; eventually, the contributions must be made
up, or it will be necessary to dip into assets.

SThese include rate covenants, additional bond tests, and
remedies available for violation of bond covenants.

5To some extent this is a formality. De facto, for most
governments, investors’ concerns and interests dictate such a
request.

7 A rating can be adjusted downward or upward without being

placed on CreditWatch. N

8 At present, S&P has placed Massachusetis on CreditWatch duc
to ungertainty regarding the ongoing budget debate, liquidity
after September 30, and the Citizens for Limited Taxation
petition, which could neganvely affect the state’s revenue-
raising abilities if the petition is adopted and upheld by the
courts.

?The following trends refer to S&P ratings.

®Marcia A. Howard, Fiscal Survey of the States (Washington, DC:
National Governors” Association and National Association of
State Budget Officers, March 1990).

1L Gee 11.S. Advisory Commission on Intergovernmental Rela-
tions, The Volume Cap for Tax Exempt Private Activity Bonds:
State and Local Fxperience in 1989, by Dennis Zimmerman
(Washington, DC:U.S. Advisory Commission on Intergovern-
mental Relations, M-171, July 1590).

Cathy L. Daicoff is managing director for munici-
pal finance, Standard and Foor’s Ratings Group.
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Future
Changes

In Financial
Reporting:
A Primer on
GASB

James R. Fountain, Jr.

A process of dramatic change has begun in
our government financial reporting system that
will alter how citizens think about their state and
local government financial reports and budgets.
Earlier this summer, members of the Governmen-
tal Accounting Standards Board (GASB) began
deliberations to develop new governmental ac-
counting and financial reporting standards. Al-
though GASB is a private group, independent of
any governmental body, the recommendations it
makes over the next several years will carry a lot of
clout. GASB was organized in 1984 by the Finan-
cial Accounting Foundation, with participation
from the Council of State Governments, Govern-
ment Finance Officers’ Association, International
City Mangement Association, National Associ-
ation of Counties, National Association of State
Auditors, Controllers and Treasurers, National
Conference of State Legislatures, National Gover-
nors’ Association, National League of Cities, and
the U.S. Conference of Mayors.

GASB started out with the accounting and financial
reporting standards established by its predecessor, the Na-
tional Council on Governmental Accounting (NCGA).
Those standards, provided a basis for governmental finan-
cial reporting for more than five decades, were generally ac-
cepted by state and local governments. Unfortunately, the
standards did not keep pace with changes in government, pri-
marily because NCGA consisted of volunteers who met four
times a year for two or three days and did not have funds for
staff research. The financial crises of the late 1970s and early
1980s brought increased attention to governmental financial
reporting. With New York City and Cleveland teetering on
the brink of financial collapse, bond holders, bond rating
agencies, and taxpayers all recognized the need for better fi-
nancial reporting by state and local governments.

GASB provided an independent mechanism for setting
governmental accounting and financial reporting standards,
The standards must be followed by state and local govern-
ments, however, if there is to be improvement. Several fac-
tors have been set in place to give clout to GASB's standards.
First, several states have passed legislation requiring local
governmental entities to follow GASB standards for their an-
nual financial reports. Second, the American Institute of
Certified Public Accountants (AICPA) changed its guidance
to auditors, recognizing GASB as the primary standard-set-
ting body for state and local governments. Third, the bond
rating agencies have indicated that they expect annual finan-
cial reports to comply with GASB standards. Finally, the fed-
eral government required all governmental entities receiving
federal funds to be audited in accordance with the Single Au-
dit Act, which requires a staternent as to whether the financial
report complics with GASB standards.

Objectives of Financial Reporting

GASB sceks to establish and improve standards of
state and local governmental accounting and financial re-
porting that will result in useful information to guide and
educate the public, including issuers, auditors, and users.

Early in its deliberations, the board identified account-
ability as the cornerstone of its objectives. Accounting and
financial reporting standards are essential to the eflicient
and elfective functioning of our government. Financial re-
porting plays a major role in fulfilling government’s duty to
be publicly accountable, with those reports providing the
basis on which to assess accountability and to make eco-
nomic, social, and political decisions.

The concept of interperiod equity also was identificd as a
significant part of accountability. Interperiod equity reports
whether current-ycar revenucs are sulficient to pay for the
services provided that year, or whether future taxpayers will
be required to assume burdens for those services.

Based on these concepts, GASB sct the following
three objectives for financial reporting:

®m  Financial reports should assist government ef-
forts to be accountable, provide information to
determine whether current-year revenues were
sufficicnt to pay for current-year services, demon-
strate whether resources were obtained and used
in accordance with the budget and with other fi-
nance-related legal or contractual requirements,
it also should provide information to assist usersin
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assessing the service efforts, costs, and accom-
plishments of the government.

m  Financial reports should help users and managers
evaluate the operating results for the year by iden-
tifying the financial sources and uses and how the
government financed its activities and met its cash
requirements. They should also contain the infor-
mation necessary to determine whether the finan-
cial position improved or deteriorated.

m  Financial reports should assist users in assessing
the level of scrvices that can be supplied and in es-
timating the government’s ability to meet its obli-
gations as they become due. In addition to finan-
cial information, the report should detail physical
and other nonflinancial resources having uscful
lives that extend beyond the current year, includ-
ing information that can be used te assess the ser-
vice potential of those resources. It should also
disclose legal or contractual restrictions and risks
of potential loss of rcsources.

Future Governmental Financial Reporting

Based on the concept ol accountability and the GASB
objectives, the board has begun reviewing and modifying
state and local accounting and financial reporting stan-
dards. This is a major task that requires reconsideration of
the reporting model and the measurement {ocus and basis
of accounting, as well as how to mcasure and report on the
use of capital assets and the “results of operations.”!

Present standards require general purpose financial
statements (GPFS) with combining statements for various
types of funds. The funds include; general, special reve-
nue, fiduciary, and debt and capital projects. These state-
ments are olten supplemented by the more detailed com-
prehensive  annuval financial report (CAFR) with
statcments for cach fund and statistics showing revenue
and expenditure trends. The present CAFR olten contains
more than 120 pages and may include more than 30 pages
of notes to the financial statements alone. Despite this
abundance of information, financial reports often do not
permit users to judge the results of operations or account-
ability for the management of taxpayer and other resources.

GASB is considering a multiple-statement format,
possibly with three levels of reporting:

Potential

Government

QOperating

Statement Purpose Basis of Accounting
Budget to Actual  Budget Budgetary
Comparison Compliance

(by fund) Measurement

Fund Statements  Financial Accruzl of Financial
Resource Flow  Resources
Measurement
Some Form Interperiod Accrual Basis with Some
of Aggregate Equity Measure of Capital

Consumption (flow of
€CONOIMIC resources)

Statements Measurement

Budgetary Compliance. Reporting whether revenues
were received and expenditures were made in accordance

with a legally adopted budget requires accounting informa-
tion that is reported on the same basis as the budget. Be-
cause the budget is the financing plan of the government, it
is usually preparcd on a flow of current financial resources
basis,2 although a cash basis is used by many entitics. Based
on GASB's Concept Statement 1, it is likely that a state-
ment comparing actual revenuces and expenditures to bud-
get, prepared on a budgetary basts of accounting, will con-
tinue to be required.

The Acquisition and Use of Financial Resources. Al-
though necessary for showing compliance with the budget,
neither the flow of current financial resources nor the cash
basis provides an adequate measure of acquisition and use
of financial resources. They both leave out or ignore cer-
tain revenucs and expenditures that are incurred in the pe-
riod? but may not be received or paid for months or even
years. Examples of expenditures of this type are actuarially
requircd pension contributions that may not be paid to a
pension plan, or claims and judgments that have been in-
curred during the period but not paid in cash. In addition,
the budgetary basis often reports encumbrances (purchase
commitments) as cxpenditures, whereas they are excluded
for the flow of current financial resources basis because no
goods or services have been received and no claim against
financial resources has been incurred.

Measurement of financial resource flows, therefore,
often will require the recognition of revenues and expendi-
tures on a dilferent basis than that used for budgetary ac-
counting. It is important to measure financial resource
flows within the funds. GASB Statement No. 11, Measure-
ment Focus and Basis of Accounting—Governmental Fund
Operating Statements (c[Tcctive for periods beginning after
June 15, 1994), requires the [Now of {inancial resources ba-
sis of accounting for operating statement reporting [or gov-
ernmental Tunds. This moves the accounting away from
the budgetary basis toward an accrual basis by recognizing
claims against and for financial resources when they are in-
curred, regardless of when cash will be paid. It does so
without modifying the traditional treatment of capital as-
sets and related debt.*

This will result in a number of changes in the report-
ing of revenues and cxpenditures for operations of govern-
mental funds. For example, at present, pension expendi-
tures are reported as the amount paid to the pension plan,
regardless of the amount identified as being required to
fund the plan on an actuarially sound basis. The new mea-
surement focus and basis of accounting will require recog-
nition of pension expenditures in fund operating state-
ments that are calculated in accordance with an accepted
actuarial method, regardless of the amount actually paid to
the plan. Other changes include the recognition of com-
pensated absences as they are earned, not as paid, and rec-
ognition of prepaid expenses in the period that receivesthe
scrvice, not when the payment was made.

Service Costs and Interperiod Equity. The flow of finan-
cial resources basis, whilc moving reporting toward an accrual
basis, docs not provide a complete measure of interperiod eg-
uity {IPE). Recognizing that the individual governmental
funds do not provide an adequate base for reporiing a mea-
surc of IPE, GASB is considering the use of aggregate state-
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ments that may include all governmental funds and account
groups on one operating statement and one balance shect.

The measurement basis for this “top of the pyramid”
report is still in the very carly stages of development, and it
is impossible to be precise about the naturc and content of
this report. Howcver, it scems probable that it might in-
clude treatment of capital assets as resources of the gov-
crnmental entity, which could mean that the acquisition of
capital asscts would be reported not as an cxpenditure but
as the conversion of financial resources into capital re-
sources with no operating statement elfect. Some measure
of the usc or consumption of capital asscts would be re-
poricd as an opcrating cost.

The resulting operating statement might provide infor-
mation about the cost of governmental scrvices and might
recognize, to the extent practical, economic events that have
occurred during the period. This cost provides a basis for con-
sistent comparisons between periods and governmental enti-
ties for developing information on the efficiency (cost per
unit of output or service) and cost elfectivencss (cost per unit
ol outcome or result) of governmental services.

It is quite possible that any requircment to report fi-
nancial information on the accrual basis, including a mea-
surc of the use of capital assets, may raise questions from
the public and their representatives about why it is possible
to have a balanced budget and yet have a decrease in the
equity position of the government. Docs a balanced budget
really mean that the cost ol current-year services is being
paid for by revenues from that period, and does it mean
that the asscts brought forward from prior periods have
been maintained? Difficult questions may be raised about
the differences between budgetary accounting, flow of fi-
nancial resources, and accrual accounting with a measure
of capital assct usc, why they occur and what they mean.

Service Efforts and Accomplishments. The final picce
ol the foundation of the financial report as an accountabil-
ity document is the maost difficult and, some would say, the
most important. ‘To satisly the accountability objectives of
financial reporting, it is nccessary to provide information
that will assist users in asscssing lhc cfﬂcncncy and efllec-
tiveness of the use of governmental resources—informa-
tion with which the users can begin to assess the “results of
operations™ of the government.

The measurement and reporting of scrvice efflorts and
accomplishments (SEA)is still in its formative stages. Exten-
sive experimentation with and analysis of SEA indicators are
needed before they are ready to be considered for inclusion
as part of the information required for financial reporting. To
assist in this process, GASB commissioned research on SEA
measurement and reporting. Two reports have been issued
and there may be reports on 11 more governmenial services.
The overview report released in September 1990 includes an
analysis of the research project, with findings on the state of
the art of SEA reporting and rccommendations for proceed-
ing with further experimentation.® The recommendations in-
clude a set of indicators for each of 12 services researched,
with input, output, outcome, and elficiency indicators, as well
as explanatory information. The indicators are meant o be
used as a starting point in developing a comprehensive set of
SEA indicators tailored specifically to match the goals and
objectives of the government.

Conclusions

Governmental accounting and financial reporting is in
the process of slow but dramatic change. Financial reports
as presently seen are likely to be modified over the next 10
years to improve their uscfulness to citizens and their rep-
resentatives. This focus is likely to result in a expanded re-
quirement for multiple financial statcments, presenting
information on additional bases of accounting to address
the need for dilferent types of financial information,

The changes in financial reporting will ikely create
new questions from citizens and their representatives, and
it is extremely important that communication between the
preparers, auditors, and uscrs of financial reports and
GASB be increased and madc clearer. This increase in

communicatinn will hali; aggiire monfing (TAQI. Aline
SAJLLITHUITICC VIR Wil JILT, daouie lll\.,\.,l.llib \J[\L)l) o UULLs

tives of financial reporting to “assist in fulfilling govern-
ment’s dutymhcpubl|clyaccounmbkdnd . cnable users
to assess that accountability™ and to “provide information
to help users in assessing the service elforts, costs, and ac-
complishments of the governmental entity.”?

Notes

'The “results of operations” would include measures of how
economically, efficiently, and effeetively a government has met its
goals. Present financial reports do not provide accountability
infor on about the economical, efficicnt, and effective use of
TesOUIees.

2The fiow of current financial resources basis includes as
current-year revenue ilems that are received as cash within the
current fiscal period or soon enough after the end of the period
to be used o pay current liahilitics incurred during the period. It
includes as current-year expenditures elaims incurred during the
period that are due to be paid within a short time alter the end of
the period. Therefore, the flow of current financial resources
basis of accounting removes some of the ability to manipulate
the level of revenue or expenditures eredited to a period that would
be possible using the cash basis of accounting. With cash basis
accounting it is relatively easy to delay deposits or payments of bills
until after the official end of the period and by doing so increase or
decrease the revenue or expenditures recognized.

*This would result in a claim against financial resources that may
not be due for several periods but still is part of the cost of a good
or service that was provided in the current period.

*Inthe present governmental fund financial reporting madel, the
acquisition of capital asscts is reported as an expenditure (use of
financial resources), and no depreciation or other measure of
their use is reported in the operating funds.

3 Although the need for a measure of the use. consumption, or
perhaps reduction in economic or service value of capital assets
may be nceessary, the traditional method —depreciation based
on historic cost—is not currently considered by GASB to be an
accurate measure of capital asset use. espectally for long-lived
capital asscts such as roads and other infrastructure syslems.

6IACTY Co cf cead A v g Tinen
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Has Come, Rescarch Report (SEA Series), edited by Harry P
Hatry, James R. Fountain, Jr., Jonathan M. Sullivan, and Lotraing
Kramer (Norwalk, Connecticut: GASB, September 1990).
TGASD, Coneepts Statement 1, Objectives of Financial Reporting
(Stamford, Connecticut: GASB. 1987). para. 77.

Jumes R. Fountain, Ji. 15 Assistant Director of Re-
search of GASB. The views (’x;nrcwcd in this article are
$lamon nftlan Azitline rvnorfiorre AL T ACH Ak
LE{OALH (}J LLEE U'M'IIIUI UJJI'LI'UI' II(J\I'IIUIJ\ UJ LrAdID e aeier-

mined only after extensive due process and deliberation,
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