Coping with State Budget Deficits

I nrecent years, state budgets have been the
bright spot amid government budgetary
problems. But now, like the federal govern-
ment, many states, especially those in the
Northeast, are facing budget problems. And
more bad news may be on the way for states
that have so far slid by with only minor adjust-
ments.

The primary reason for these budgetary
imbalances is the slowdown in the national

“Janet G. Stotsky is an Assistant Professor of Economics
at Rutgers University in New Brunswick, N.J. She wrote this
article while she was a Visiting Scholar in the Research
Department of the Federal Reserve Bank of Philadelphia.
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economy. After recovering from a severe re-
cession in 1981-82, much of the nation, espe-
cially the East and West coasts, experienced
robust economic expansion. Many coastal states
used this opportunity to increase spending
rapidly for a wide range of programs. But
other regions, such as the Midwest, did not
prosper to the same degree. Unable to engage
in the same spending splurge, they were left
with healthier budget situations as the econ-
omy slowed. Meanwhile, states heavily de-
pendent on energy industries never experi-
enced the boom at all, instead sinking into
recession as oil prices fell in the mid-1980s.
These states are finally emerging from their

13



BUSINESS REVIEW

budget problems just as others tumble in (Fig-
ure 1).

What are the causes of recent state budget
problems? How do states manage these prob-
lems? And are there ways in which states can
minimize these problems?

WHY ARE THERE PROBLEMS?

Economic slowdowns cause budget prob-
lems for state governments by reducing reve-
nues and increasing some expenditures above
expected levels. (See How States Forecast Reve-
nues, p. 16.) In the past decade, this fiscal stress
during economic downturns has been com-
pounded by cutbacks in federal government
aid, increased demands from local govern-
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ments, relentlessly rising costs for certain basic
services, and the inability of states to accumu-
late sizable reserves.

The Impact of Economic Growth on Ex-
penditures and Revenues. During slowdowns,
state spending rises above expected levels as
people lose their jobs or face reduced work-
weeks and become eligible for unemployment
compensation, welfare, and other income-trans-
fer programs.! Moreover, slowdowns cause
tax revenues to decline below expected levels.

IStates are cushioned somewhat from the full impact of
these cyclical changes because they share funding responsi-
bility with the federal government. States currently pay
approximately 44 percent of the two largest means-tested
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FIGURE 1a
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States can make the transition from boom to
bust very quickly and unexpectedly. “Overthe
last 18 months, tax revenues have fallen pre-
cipitously and we still don’t know where the
bottom is,” said S. Stephen Rosenfeld, chief
secretary to former Governor Michael S. Dukakis
of Massachusetts, one of the states with the

income-transfer programs, Aid to Families with Depend-
ent Children (welfare) and Medicaid (medical assistance
for the poor). Thisraises the issue of what is theappropriate
role of the federal and state governments in providing
incomeinsurance. The federal government has been seen as
the principal provider of this insurance because it has
greater capacity for countercyclical spending and a broader
tax base. See Wallace E. Qates, Fiscal Federalisin (Harcourt
Brace, 1972) for further discussion of this point.
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worst budgetary problems.?

The sensitivity of revenues to changes in the
level of economic output or income is meas-
ured by whateconomists term the income elas-
ticity of revenues.> The more sensitive tax

2As quoted in Michael deCourcy Hinds, “Half of States
Strive to Avert Perilous Deficits,” New York Times, March 4,
1990.

3The income elasticity of revenues is given by the per-
centage change in revenues divided by the percentage
change inincome. An elasticity greater than 1 indicates that
revenues change by a greater proportion than income,
which is termed an elastic response. An elasticity less than
1 indicates that expenditures or revenues change by a
smaller proportion than income, which is termed an inelas-
tic response.
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How States Forecast Revenues

State governments base spending on revenue forecasts, so it is essential that they have a precise
method for forecasting revenues. Unfortunately, forecasting revenues is an imperfect science. State
budget offices use several different methods. Acommon oneis to simply extrapolate previous trends
into the near future. This method, however, fails to incorporate all of the information about future
economic conditions that may be available to budget planners. Another method, which has become
more widespread in recent years, is to use regression analysis and formal econometric models.?

Two recent studies® find that state revenue forecasts tend to have adownward bias, meaning that
revenues tend to be underestimated. This bias should, in theory, help states guard against budget
shortfalls. Several reasons have been suggested for a downward bias to revenue estimates.© First,
uncertain tax revenues mean that states cannot be assured of meeting revenue targets. With a bal-
anced-budget requirement, adownward bias to the forecast protects against an unexpected shortfall.
Second, adownward bias to therevenue forecast means that a state is likelier to end up with a surplus
and may create discretionary funds for the executive.

In separate studies, William Klay and William Gentry suggest that a downward bias to revenue
forecasts is undesirable because, with a balanced-budget requirement, such a forecast constrains
spending. An upward bias (revenues are overestimated) may allow states with balanced-budget re-
quirements to realize budget deficits when the state runs out of money at the end of the fiscal year.
But politicians come under pressure when either a large deficit or surplus occurs. Large deficits must
be eliminated, and surpluses suggest that taxes were set too high. This bias against either deficits or
surpluses should mitigate the tendency for either a pronounced downward or upward bias.

Politics may unduly influence economic forecasts and budget policy. Even if a state budget office
were successful in predicting an economic downturn, it might be hard to convince elected officials
to cut spending plans or raise revenues before the downturn had actually materialized. Thus, the
political bias may be to ignore the signs of a downturn until the budgetary situation has become dire
and support can be galvanized for cutbacks in spending or for revenue increases.

?See Daniel R. Feenberg, William Gentry, David Gilroy, and Harvey S. Rosen, “Testing the Rationality of State
Revenue Forecasts,” The Review of Economics and Statistics (May 1989) pp. 300-08. They find little evidence to suggest
that econometric techniques provide superior forecasts, though their sample is limited to only three states.

PSee Feenberg and others (1989) and William M. Gentry, “Do State Revenue Forecasters Utilize Available
Information?” National Tax Journal (December 1989) pp. 429-39.

‘See William E. Klay, “Revenue Forecasting: An Administrative Perspective,” in J. Rabin and T.D. Lynch, eds.,
Handbook of Public Budgeting and Financial Management (Marcel Dekker, 1983).
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revenue is to changes inincome, the greater the
elasticity. Personaland corporateincome taxes
are generally regarded as having the greatest
income elasticities, followed by the general
sales tax, wealth taxes, and selective sales taxes.*

See “Federal-State-Local Fiscal Relations,” Office of
State and Local Finance, Department of the Treasury (Sep-
tember 1985) p. 341.

P
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Since state governments derive a large part of
their tax revenues from a mix of income taxes
and the general sales tax, their tax revenues
tend to be elastic. This dependence on income-
elastic taxes exerts a destabilizing influence on
the budget because revenues grow more rap-
idly than income in expansions and revenues
shrink more rapidly in recessions.” In recent
decades, state governments have relied increas-
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ingly on income-based taxes, making state taxes
more sensitive to economic fluctuations.®
Intergovernmental Pressures. State bud-

5This was first noted in Harold M. Groves and C. Harry
Kahn, “The Stability of State and Local Tax Yields,” Ameri-
can Economic Review (March 1952) p. 83. William F. Fox and
Charles Campbell, in “Stability of the State Sales Tax Income
Elasticity,” National Tax Journal (June 1984) pp. 201-12,
investigate the stability of the sales tax income elasticity
over the business cycle and argue that a varying elasticity
may provide more stability than a constant one.

®The cyclical sensitivity of the income tax depends in
part on the degree of progressivity of the tax. The more pro-
gressive the income tax system, the greater the cyclical sen-
sitivity. As incomes rise, taxes rise more than proportion-
ately as people are pushed into higher tax brackets; as
incomes fall, taxes fall more than proportionately as people
fall into lower tax brackets. It is difficult to gauge the pro-
gressivity of any particularincome tax systembecauseitcan
have so many dimensions. Some states, such as Pennsylva-
nia, do not have highly graduated tax rate structures, mak-
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getary problems have resulted not only from
cyclical changes but also from substantial cut-
backs in federal aid to state governments. Over
the decade, federal aid has fallen as a share of
state and local outlays, declining from 26 per-
centin 1980 to 17 percentin 1989 (Figure 2).” As

ing them less progressive than the federal code, which has
a more graduated structure. On the other hand, some sys-
tems may disallow most deductions that primarily benefit
higher-income taxpayers, enhancing their progressivity
compared to the federal code, which allows many deduc-
tions.

"We aggregate state and local aid because the break-
down between state and local responsibilities varies from
state to state and because some of the federal aid to states is
passed through tolocal governments. Anincreasingly large
percentage of the aid is direct grants to individuals through
income-transfer programs, rather than aid for state and
local government programs.
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FIGURE 2
Federal Grants-In-Aid Decline as a Percentage

of Total State-Local Outlays
(Fiscal 1970 - 1989)
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aresult, states must depend more on their own
resources to pay for public services.

One recent change in the federal tax law has
compounded the effects of these aid cutbacks.
The Tax Reform Act of 1986 eliminated the de-
ductibility of the state sales tax for federal tax
purposes. This deductibility had lowered the
cost of the sales tax for taxpayers who itemized
deductions on their federalincome tax returns.
In effect, these taxpayers did not pay federal
taxes on income used to pay the state sales tax.?
The elimination of deductibility means that
states cannot shift part of the burden of the
sales tax to the federal government.?

Another source of pressure on state govern-
ments has come from local governments. In
recent years, state governments have been under
pressure from hard-pressed cities, counties,
and school districts to assume responsibilities
for certain programs and to increase intergov-
ernmental aid. This aid is substantial, compris-
ing more than one-third of state general expen-
ditures. Revenues from the local property tax,
the mainstay of local tax revenues, have been
unable to keep up with demands for local
public services. The pressures stem also from
demands at the local level for redistribution

8For every $1 the taxpayer pays in deductible state and
local taxes, federal taxable income is lowered by $1. Thus,
the effective price of a dollar of state taxes is 1 minus the
taxpayer’s marginal tax rate. If the taxpayer faces a mar-
ginal tax rate of 28 percent, the effective price of $1 of state
tax payments is $1 minus 28 cents, or 72 cents. See Harvey
S. Rosen, “Thinking About the Deductibility of State and
Local Taxes,” this Business Review (July/August 1988) pp.
15-23, for a discussion of this issue.

% Another change was limiting the use of tax-exempt
state debt for private purposes, which state governments
use to subsidize private businesses. The tax-exempt feature
of this debt allows state governments to issue it at a lower
interest rate than prevails in the market because its return
must only be competitive with the after-tax return to taxable
debt. By curtailing the use of this debt, state governments
will have to find other means to provide these subsidies.
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from wealthier communities to poorer com-
munities.!

Cost Pressures. In addition to the intergov-
ernmental pressures, state governments face
relentlessly rising costs for many important
public services. Medicaid is one such area. In
recent years, health care costs have been rising
more rapidly than inflation. In addition, Con-
gress has mandated new benefits for Medicaid
enrollees or expansion of coverage, and federal
courts have ordered states to increase reim-
bursement rates to hospitals. States are also
spending an increasing share of their budgets
for corrections because of severe prison over-
crowding. In fact, many states are under court-
ordered mandates to improve conditions in
their prison systems.

Low Levels of Reserves. A contributing
factor to states’ current budgetary problems is
the low level of cash reserves they hold. Many
states have Rainy Day Funds in which they
hold surplus revenues for times of budgetary
stress. A generally accepted rule of thumb in
state government budgeting is that reserves be
equal to approximately 5 percent of the current
budget. Cash reserves can be used to create a
countercyclical fiscal policy. As revenues fall
in a downturn, previously accumulated cash
reserves can be used to cushion the impact of

19pyblic education is one area where most state govern-
ments are under pressure to increase their funding respon-
sibilities. Although public primary and secondary school
education was once largely the responsibility of local gov-
ernments, approximately half of the funding for it now
comes from state governments. In some cases, thisspending
results from court-ordered mandates to equalize spending
across school districts. An example is the June 1990 New
Jersey Supreme Court decision that requires substantial
increases in funding to poor school districts. In 1990, the
New Jersey legislature enacted an increase in the state
income tax for the purpose of funding equalizing aid to
school districts across the state, with the lowest-income
communities scheduled to receive a larger share of this aid.
Litigation, currently under way in many states, may require
similar actions elsewhere.
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this shortfall. As revenues rise in an upturn,
surpluses can be allowed to accumulate.™

In recent years, the arrangements for Rainy
Day Funds have become more formalized, even
though most states have not met their reserve
goals. As a practical matter, it is difficult for
state governments to maintain reserves, since
there are always pressing needs and political
pressure for government spending. Thus, the

HGee Richard Pollock and Jack P. Suyderhoud, “The
Role of Rainy Day Funds in Achieving Fiscal Stability,”
National Tax Journal (December 1986) pp. 483-97, for a dis-
cussion of how states can use Rainy Day Funds to achieve
fiscal stability. Also see Peter D. Skaperdas, “State and
Local Governments: An Assessment of Their Financial Po-
sition and Fiscal Policies,” Federal Reserve Bank of New
York Quarterly Review (Winter 1983-84) pp. 1-13.
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levels of these reserves tend to be lower than
needed to ease any but the most minor budget
shortfalls (Figure 3).

LIMITATIONS ON STATE GOVERNMENTS

Unlike the federal government, states can-
not submit a budget that will be balanced by
the issuance of debt. All, except Vermont, face
balanced-budget requirements on their oper-
ating budgets. In contrast to the federal gov-
ernment, state governments separate their
budgets into a current (or operating) budget
and a capital budget. The operating budget
refers to expenditures and revenues for the
current year. Operating expenditures include
general expenditures for all functions, some
utilities expenditures, pension contributions,
and payments for debt service. Operating

Percent
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* Estimated
Source: Fiscal Survey of the States (March 1990)

FIGURE 3
The Sizes of Total State Year-End Balances

Are Low as a Percentage of Expenditures
(Fiscal 1978 -1991)
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revenues include taxes, fees, intergovernmen-
tal aid (mostly from the federal government),
and interest on investments. The capital budget
refers to expenditures and revenues for long-
term capital projects, such as the construction
of schools and highways. Capital projects are
typically financed by borrowing.

Stringency of the balanced-budget require-
ment varies from state to state. Some state gov-
ernments are required only to submit a bal-
anced budget, but may be allowed to borrow at
year-end if they run out of funds. Other state
governments are required not only to submit a
balanced budget, but to realize a balanced budget
at year-end. This requirement is more restric-
tive since it means that states must act immedi-
ately to bring their budgets into balance if
expenditures exceed or revenues fall short of
expectations. The advantage, however, is that
states are forced to address their problems
immediately and cannot compound fiscal woes
by pushing off deficits into the future.

The Third District States—Delaware, New
Jersey, and Pennsylvania—all share the limita-
tion that the governor must submit a balanced
budget, the state legislature must pass a bal-
anced budget, and the governor must sign a
balanced budget. Of the three, only Pennsylva-
nia is allowed to carry over the deficit into the
next fiscal year, which gives it greater budget
flexibility.

Although balanced-budget requirements limit
a state government’s flexibility in times of budget
shortfalls, this limitation on the uses of govern-
ment debt is important. The use of long-term
debt to finance capital projects, for example,
spreads out the cost of these projects over a
long-term horizon. If the benefits of these
projects accrue over the same or a similar hori-
zon, thenitis fair that future taxpayers pay part
of the cost of these projects. The use of long-
term debt to finance current expenditures is
not justified unless the government seeks to
make an explicit transfer from future taxpayers
to present taxpayers.

20
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To avert cash-flow problems under normal
budgetary conditions, some state governments
may issue short-term debt. But states may
create fiscal dilemmas if they issue large vol-
umes of short-term debt and carry this debt
over into subsequent years to hide persistent
budget deficits. States may also create fiscal
problems if they redefine current expenditures
as capital expenditures, in order to circumvent
balanced-budget requirements.’

High levels of long- or short-term debt can
impose undue debt-service burdens on gov-
ernment. For instance, high levels of debt and
debt per capita have been linked to lowered
bond ratings and higherinterest costs on debt.’?
These higher interest costs can substantially
raise the cost of capital projects, possibly lead-
ing to inadequate investment in infrastructure.

Tax Limitations. State governments fight a
difficult battle to obtain tax increases. The
points President Bush scored with his “no new
taxes” pledge suggests the hostility taxpayers
have to tax increases. And voters convey this
message loudly and clearly at the polls, having
frequently voted to overturn tax increases and
budgets in recent years. In addition, the tax
revolt of the late 1970s and early 1980s led to
the passage of tax and expenditure limitations
in many states. The most common form is to
limit the growth of revenues or expenditures to
the growth of state personal income. Several
states limit growth to the sum of the inflation
rate and the growth in population, or to fixed

1250¢ Robert P. Inman, “Anatomy of a Fiscal Crisis,” this
Business Review (September/October 1983) pp. 15-22, for a
discussion of how this and other practices led to local fiscal
crisesduring the 1970s. Alsosee Edward M. Gramlich, “The
New York City Fiscal Crisis: What Happened and What s to
Be Done?” American Economic Review (May 1976) pp. 415-29.

136ee Pu Liu and Anjan V. Thakor, “Interest Yields,
Credit Ratings, and Economic Characteristics of State
Bonds: An Empirical Analysis,” Journal of Money, Credit, and
Banking (August 1984) pp. 344-51.
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annual percentage increases. Evidence sug-
gests, however, that these limitations have not
been very effective in constraining state gov-
ernments.’ Nevertheless, state officials work
within a constrained environment, having lim-
ited ability to raise additional revenues.

CURES FOR BUDGET DEFICITS

If abudget deficit arises, it can be financed in
several different ways.”® One way is to draw
down any reserve funds. Large deficits, how-
ever, require spending and revenue adjust-
ments that can either be short or long term in
nature.

Postpone or Cut Spending. On the spend-
ing side, a large deficit may require states to
postpone or cut spending. States may have
some short-term flexibility in paying their obli-
gations. One well-known tactic is to move
expenditures—such as payments to state gov-
ernment employees, to vendors, or to local
governments—into the next fiscal year. This
tactic may allow a state to avoid a current-year
operating deficit; however, it is at best a stop-
gap strategy because the additional revenues
must be raised in the following year. States
may also defer or eliminate capital expendi-
tures, though delaying needed projects may
raise their ultimate cost. Other tactics include
undermaintaining the infrastructure and un-

HSee Daphne A. Kenyon and Karen M. Benker, “Fiscal
Discipline: Lessons from the State Experience,” National Tax
Journal (September 1984) pp. 433-46, and Dale G. Bails, “The
Effectiveness of Tax-Expenditure Limitations: A Re-evalu-
ation,” American Journal of Economics and Sociology (April
1990) pp. 223-38. Bails presents evidence suggesting that
tax limits appear to resemble floors more than ceilings. He
does not, however, address the issue of how high taxes
would have risen in the absence of these limitations. Cali-
fornia and Massachusetts would seem to be the two excep-
tions where tax revolts did result in a significant impact on
tax and spending levels.

3See Corina L. Eckl, “State Deficit Management Strate-

gies,” National Conference of State Legislatures (November
1987) pp. 1-74.

Janet G. Stotsky

derfunding the contribution to the employees’
pension system or borrowing fromit. Butthese
tactics, while they may result in some short-
term gains, only thrust the problems onto fu-
ture taxpayers.

State governments can also cut spending.
The main problem on the spending side is that
states have little flexibility for cutting their
budgets in the short term. A large proportion
of state spending goes for goods and services,
including contractual wages and salaries, leav-
ing state governments with little room for dis-
cretionary spending cuts. Even in the long
term, employees will not typically accept cuts
in their nominal wages. It may be possible,
however, to cut spending by imposing a hiring
freeze or by reducing the size of the work force.

Since state governments provide sizable aid
to local governments, this is one area in which
they may have some flexibility in cutting spend-
ing, although, in the case of education, the
largest aid component, they may face restric-
tions on short-term cuts. In addition, reducing
aid to local governments may help a state
government tacklea budget crunch, butitends
up pushing the problem onto local govern-
ments.

Where state governments have budget flexi-
bility, they may choose either across-the-board
or selective cuts. Across-the-board cuts give
the appearance of distributing the burden equi-
tably, but they are not typically justified on
economic grounds unless the last dollars spent
on all programs are equally valued. The prob-
lem state governments face with spending cuts
isthat the need for these cuts generally appears
well into a fiscal year. Thus, the burden of
cutbacks falls more heavily on departments
and programs than if the cutbacks were spread
out evenly over the entire fiscal year. A cut-

16See Robert P. Inman, “Paying for Public Pensions:
Now or Later?” this Business Review (November/December
1980) pp. 3-12.
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back of 4 percent for the year translates into an
8 percent cutback if it applies only to the latter
half of the year.

In the long term, states may have to rethink
priorities for state spending and redirect money
to programs that they feel are the most essen-
tial. These changes require a certain degree of
political consensus between the governor and
the state legislature, however.

Raising Taxes. On the revenue side, alarge
deficit may require governments to take such
short-term measures as accelerating their col-
lection of taxes or raising taxes or other reve-
nues. State governments can accelerate tax
collection by changing the interval for collec-
tion from annual to quarterly or from quarterly
to monthly. This creates a bonanza in the first
year because of the earlier collection of taxes.
But unless the collection is slowed thereafter,
this tactic can only be used once. State govern-
ments may also increase tax revenues by rais-
ing the rate of existing taxes, by broadening the
base to which a tax applies, or by instituting a
new source of tax revenues altogether. None of
these methods is easily accomplished.

To raise substantial amounts of additional
revenues, state governments generally turn to
the general sales or income taxes, the largest
state taxes, comprising approximately 20 and
23 percent of general revenues, respectively.
Even a small change in these tax rates can
produce large increases in revenues. The sales
tax is typically viewed as falling dispropor-
tionately on lower-income households and the
personal income tax as falling disproportion-
ately on higher-income households, which may
enhance the political appeal of the personal
income tax. Selective sales or excise taxes may
also be used as a source of revenues and are
sometimes easier to raise expeditiously be-
cause they are perceived as involving smaller
amounts of revenues than the more broad-
based taxes.

State governments can also raise taxes by
broadening the base of the tax. Although the
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general sales tax originally applied only to
goods, many states have now extended it to
services as well—potentially a large source of
revenues. Taxing services would be likely to
reduce cyclical variation in sales tax revenues
because purchases of many services are less
cyclical than purchases of consumer durables.
Moreover, the general sales tax can be broad-
ened by adding goods to the base that are now
exempt. This would also reduce cyclical vari-
ation in sales tax revenues because exempt
items tend to be necessities and expenditures
on them would be less likely to vary with
economic conditions. This would have the
undesirable effect of increasing the tax burden
on lower-income households. The elimination
of sales tax deductibility for federal tax pur-
poses has made sales taxes a less attractive
source of new revenues for the states. They are
more likely to cut back spending or shift to-
ward other forms of revenues.'” The base of the
income tax can be broadened by eliminating
deductions, exclusions, and other preferences.

State governments also face the following
dilemma: although in the short run raising
taxes may help balance budgets or fund public
services, in the long run these taxes may inhibit
businesses and households from wanting to
locate or remain in the state. Thus, thelong-run
tax base may be hurt by high taxes. But the
effect may bemitigated to the extent that higher
taxes pay for better public services.®®

7gee Janet G. Stotsky, “The Effect of the Elimination of
State Sales Tax Deductibility on State Fiscal Decisions,”
Public Finance Quarterly (January 1990) pp. 25-46, for evi-
dence that this change should lead to less reliance on the
state sales tax.

1850e Michael Wasylenko and Therese McGuire, “Jobs
and Taxes: The Effect of Business Climate on States” Em-
ployment Growth Rates,” National Tax Journal (December
1985) pp. 497-511, and L. Jay Helms, “The Effect of State and
Local Taxes on Economic Growth: A Time Series-Cross
Section Approach,” The Review of Economics and Statistics
{November 1985) pp. 574-82.
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User Fees. Another way toraise revenues is
by charging or increasing user fees for services.
These fees could be tolls for highways, bridges,
and tunnels, or tuition at state universities. The
advantage of user fees is that they are paid in
proportion to the use of the service and thus
resemble payments for private goods. The
disadvantage is that they tend to discourage
the use of these services, which may be basic
services, and their burden falls disproportion-
ately on lower-income households.

States may thus use many different methods
to correct budget imbalances. On the spending
side, they may delay spending or make cuts in
already budgeted programs. On the revenue
side, they may raise taxes or other fees. Some
states may also issue short-term debt. Budget
balancing usually requires a combination of
methods, all of which involve a certain amount
of discomfort.

HOW SOME STATES ARE COPING

State governments in the Northeast have
dealt with their recent budget difficulties in
different ways. In Massachusetts, budget defi-
cits have all but paralyzed the state govern-
ment for the past two years. The state has faced
budget problems since midway through fiscal
year 1989 and in 1990 ran a deficit of approxi-
mately $661 million, the largest of any state in
the nation. After relying ona temporary taxin-
crease in 1990 to prevent this deficit from being
even wider, the state legislature passed a tax-
increase plan that will substantially raise state
income taxes and extend the sales tax to cover,
for the first time, some professional services.
Nevertheless, the fiscal discord remains.
Massachusetts recently elected a governor who
campaigned on a platform of rolling back some
of the tax increases, though a voter referendum
to roll back taxes was defeated. Meanwhile,
the rating agencies have given Massachusetts
the lowest bond rating of any state.

In New York State, state government offi-
cials faced a large deficit in fiscal year 1990, but

Janet G, Stotsky

could reach no budget resolution until com-
pelled by the severe downgrading of the state’s
bond rating to its lJowest level ever. The legis-
lature finally opted, in a budget accord seven
weeks overdue, to forgo the last phase of a
scheduled reduction in state personal income
tax rates and to raise taxes on corporations,
professional services, and various other items.
Nevertheless, it is not clear that New York
State officials will address some important
management issues, particularly the state’s
extensive reliance on short-term debt and its
unusually high ratio of state government
employees to state residents.”

In New Jersey, the legislature made tempo-
rary cutbacks in spending to close a fiscal year
1990 budget gap and passed a tax increase to
close an expected deficit for 1991. This plan ex-
tended the sales tax to certain exempt items
and raised the general sales tax and some ex-
cise taxes.?? Swift passage of the bill allowed
New Jersey to get by with its credit rating
intact. Nevertheless, critics assert that the
increases in taxes will ruin New Jersey’s image
as a low-tax state and discourage economic
growth. After what was perceived as “anti-
tax” voting in the November elections, the
governor has now raised the possibility of roll-
ing back some of the tax increases.

In Pennsylvania, state government officials
were able to make some spending cuts and
generate enough additional revenues toerasea
fiscal year 1990 deficit; however, they severely
restricted increases in spending to forestall tax

% Apparently, New York State has a long history of cir-
cumventing balanced-budget requirements. See Allen J.
Proctor, “Tax Cuts and the Fiscal Management of New York
State,” Federal Reserve Bank of New York Quarterly Review
(Winter 1984-1985) pp. 7-18, for a discussion of how New
York State manages its budget.

2These changes are part of a comprehensive plan that
also includes an increase in the state income tax with the
revenues dedicated to funding state aid to local communi-
ties for public education.
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increases in 1991. There are two reasons why
Pennsylvania has so far avoided severe budget
problems. First, coming out of the 1980-82 re-
cessions more slowly than most of the other
Northeastern states, it did not increase spend-
ing as rapidly. Second, its economy is not
rooted in a dominant industry that experi-
enced a boom-and-bust cycle.

CONCLUSION
Macroeconomic fluctuations make state gov-
ernment budgets inherently cyclical, and peri-
ods with varying degrees of budget stress are
inevitable. A recent report prepared by the
National Conference of State Legislatures con-
cludes that, even in the absence of a recession,
states should prepare for tight budgets.?!
State governments can take several steps to
cope with the lean years ahead:
* Make use of sound budgeting practices, in-
stead of spending more than they have and

21gee Ronald Snell, “The State Fiscal Qutlook: 1990 and
the Coming Decade,” National Conference of State Legislatures
(February 1990) pp. 1-10.
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relying onshort-term debt oraccounting de-
vices to circumvent balanced-budget require-
ments;

» Attempt to put money into Rainy Day Funds
that provide some cushion against economic
slowdowns;

¢ Improve their ability to forecast expendi-
tures and revenues so that they can plan
ahead and avoid serious budgetary short-
falls;

® Broaden and diversify their tax bases to
minimize cyclical variability in their bud-
gets and provide ample revenues for state
spending without high tax rates. Extending
the sales tax to services seems like a useful
step toward this goal; and

¢ Invest in education, transportation, and other
public infrastructure to enhance the climate
for business growth and development, which
will lead toalarge and diversified tax base.?

25ee Wasylenko and McGuire (1985). See also Gerald
Carlino and Edwin 5. Mills, “The Determinants of County
Growth,” Journal of Regional Science (February 1987) pp. 39-
54, for evidence on the effectiveness of these investments in
encouraging county growth.
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