Taxes and the Electoral Cycle:
How Sensitive Are Governors
To Coming Elections?

Recent taxincreasesinseveral easternstates
have received attention from both voters and
the press. In 1991, New Jersey Republicans
gained veto-proof majorities in both houses of
the legislature for the first time in 20 years.
Shortly after the election, the New York Times of
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November 13, 1991, attributed the outcome to
“[Governor Florio’s] unpopularity and the $2.8
billion tax package he pushed through the leg-
islature.” In the wake of Governor Weicker’s
income tax legislation, 40,000 Connecticut resi-
dents “carried signs that called for everything
from impeachment to lynching for the Gover-
nor and his budget officers,” according to the
New York Times of October 7, 1991. History
suggests these tax changes may have cost the
governors their jobs. In New Jersey, Governor
Florio was unsuccessful in his re-election bid in
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November 1993. In Connecticut, Governor
Weickerhas announced he willnotstand for re-
election. Thad Beyle documents that “tax loss”
governors have been a common sight on the
political landscape since the 1960s.

Political economists, pollsters, and the popu-
lar press have long understood the tension that
taxes create between elected officials and their
constituents. Such tension is to be expected:
governorsare at times called upon to introduce
or increase taxes in order to carry out the
wishes of the electorate. Voters understand
that tax increases are sometimes unavoidable,
but they have limited information with which
to assess each call for higher taxes. The elector-
ate also has few tools available with which to
punish or reward officials for their perfor-
mance, and this may add to the tension. Citi-
zens may protest tax increases, as was seen in
both Trenton and Hartford, or reduce their
political donations in the face of unwelcome tax
changes. The electorate may also vote with its
feet, leaving the state for one more frugal.
These strategies, however, are limited in the
sizeof the punishment they canbring tobear on
incumbents. Exit may impose a larger cost on
those who choose to move than on the errant
official.

A more effective strategy for disciplining
elected officials is, often, the ballot box. Threat-
ening to unseat an incumbent may provide the
most powerful lever under the electorate’s con-
trol. However, fiscal decisions are made by
elected officials who understand that their re-
election odds depend upon their tax policies.
For this reason, tax decisions may be based not
only on their economic merits but on their
political merits as well. This gives way to two
potentially importantphenomena. Voters, with
limited access to information on the need for
new taxes, may evaluate and vote on their
governor’s performance by comparing his fis-
cal policies with those of governors in neigh-
boring states. Governors who would like to be
re-elected may, for this reason, time state tax
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changes to coincide with those in states nearby.
This would lead to a correlation between tax
changes in states in close geographic proxim-
ity. In addition, tax increases may be post-
poned until a governor no longer fears the
ballot box: tax changes may be timed to corre-
spond with term limits.

Conventional wisdom suggests that voters
react to recent changes in taxes. This article
quantifies that reaction and shows how it de-
pendsuponwhatneighboringstateshavedone.
It also examines the impact of voters' compar-
isons between tax changes at home and in
nearby states ona governor’s tax setting behav-
ior. Overall, theresults tend tosupportFerejohn,
who suggests “the key to the voting decision is
found notin the earnest pledges of the contend-
ers but, rather, in the infamous remark of a
Kansas farmer: ‘Butwhathave youdone forme
lately?"”

EFFECTS OF TAX CHANGES AND
ECONOMIC PERFORMANCE
ON RE-ELECTION

Data on state tax changes and economic
performance indicate some clear differences in
states in which the governor was re-elected
from those in which he or she was not. We
present data on state economies for the two
years leading up to each election from 1979 to
1988 (Table). We use two-year changesin state
economic and fiscal performance because it
sometimes takes governors a full fiscal year to
implement their fiscal policies.’ States in which
the governor was re-elected and those in which
he or she was not differ dramatically in their
taxing behavior. Increases in state income tax
liabilities, measured in constant dollars, were
significantly lower in those states in which
governors werere-elected compared with states
in which governors were not. On average, the

IThe results presented in this article are similar when
three-year changes are used.
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TABLE
A History of Gubernatorial Re-elections
1979 - 1988
All States  Governor  Governor  Significance
Holding Re-elected Not Level of
Elections Re-elected  Difference*
Number of observations 74 47 27,
Change in income tax liability® 34.03 10.81 74.44 0.033
Change in state unemployment rate® 0.49 0.24 0.92 0.178
Change in state income per capita® 353.46 464.14 160.81 0.075

All changes are two-year differences: that is, the change between the fiscal year ending just prior to

the election and two years before the election.

?Change in income tax liability for joint filers with no dependents who earn $25,000 annually, calculated for filers
taking average deductions for this income category. Sample here restricted to states with income taxes.

PSource: Statistical Abstract of the United States.

“Significance level of difference between the average among governors re-elected and those unseated.

Source: National Bureau of Economic Research, TAXSIM data.

tax liability of joint filers earning $25,000 in-
creased by $10inthe two yearsleading up to the
elections in which the incumbent was returned
to office. This contrasts with the $74 increase on
average in states in which the incumbent was
not re-elected. This difference, of $64, amounts
to roughly 10 percent of the income tax liability
of filers earning $25,000.2 Voters appear to take
tax increases during an incumbent’s term into
account when standing in the voting booth.
The overall economic health of the state also
seems to influence whether a governor is re-
elected. Changes in state income per capita
during a governor’s watch significantly affects
the probability of his or her re-election. States

*Throughout this article we use joint filers with $25,000
in income as the basis for our analysis, but the basic results
hold for other income levels as well.

in which governors were re-elected had lower
increases in state unemployment rates (a 0.24-
percentage-point increase versus a 0.92-per-
centage-pointincrease, onaverage) and signifi-
cantly larger increases in income per capita
(9464 versus $160, on average) than did states
in which governors were not re-elected.
Thus, taxchanges and economic performance
seem to influence election outcomes. Can we
quantify the effects? We can estimate the im-
pact of changes in taxes on a governor’s re-
election odds and also the effects of state unem-
ployment and income by using a statistical
technique known as probit analysis. From 1979
to 1988, incumbents were eligible to stand for
re-election in 74 races under study and were
returned to office roughly 60 percent of the
time. Governors ineligible to stand for re-
election due toabinding term limitationare not
included in this part of the analysis. In addi-
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tion, we do not study races in which the
governor was eligible to run again but chose
instead to run for the United States Congress.
Governors eligible for re-election who chose
not to run again and who did not run for
Congress are included as governors “not re-
elected.” Voluntary retirement from public
officeis oftena masked defeat: some governors
would rather retire than go down to defeat at
the polls.?

The results of our probit analysis suggest
that an increase in tax liability significantly
increases the probability that a governor will
not be re-elected. (See Increasing Taxes Lowers
the Probability of Re-election, in which the effect
of an increase in tax liability on the probability
of re-election is estimated to be .146.) If a gov-
ernor were to increase taxes by $34.03, which is
the average tax change observed during this
period, this would reduce the probability of re-
electionby 5.0 percent (.3403 x.146), holding all
else equal.

Voters appear to hold the governor more
accountable for theimpactof tax policy on their
disposable income than for the impact of over-
all economic conditions within the state. In the
period from 1979 to 1988, increases in state
unemployment also appear to reduce the odds

*Inclusion of governors who voluntarily retire improves
the precision of (reduces the standard errors on) our esti-
mates but does not otherwise affect the analysis. We could
also model transitions in the governor’s chair from one
party to another and, in this way, include in the analysis
decisions made by governors who cannot stand for re-
election because of term limits. Party loyalty may force
elected officials to behave prudently even though they
personally will not benefit at the ballot box. However,
Besley and Case (1993) find that party loyalty does not
appear to play a role in the decisions made by governors
facing term limits, and for this reason, governors facing
term limits are excluded from the current analysis.

“The statistical significance level of the unemployment
rate effect varies greatly depending on what other variables
are entered into the equation. {See Increasing Taxes Lowers
the Probability of Re-election.)
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of re-election, butits effectisnot as clear as that
of tax changes.* The probability of re-election
doesnot depend significantly upon changes in
state income per capita. Gubernatorial sensi-
tivity toward tax changes may, for this reason
alone, be well placed.’

TAX CHANGES
IN NEIGHBORING STATES

Do tax increases always reduce re-election
odds? Good governors must raise taxes or cut
services, or both, when costs rise more quickly
than revenues. How does the electorate decide
whether a tax increase is “appropriate”? Evi-
dence from a study by Besley and Case (1992)
suggests voters may look to neighboring states
when determining whether a given taxincrease
is out of line. For example, a recession-driven
revenue shortfall may require that taxes be
raised if the government is expected to provide
a minimum level of services. Voters without
access to perfect information about the magni-
tude of such a recession may find it difficult to
assess the need for a tax increase. However, if
the recession has a regional component, voters
may be able to add to their information base by
noting how neighboring stateshaveresponded.
Votersin New Jersey, for example, may look to
the tax changes occurring in Pennsylvania and
New York to determine whether a tax increase
is appropriate. Neighboring states may pro-
vide abenchmark against which a given state’s

*For a detailed analysis of the relationship between tax
changes and gubernatorial re-election, see Besley and Case
(1992). It is possible that when states face fiscal crises they
simultaneously raise taxes and reduce expenditures. The
effect of tax changes on re-election odds may be in part
proxying for the impact of reduced expenditures on re-
election odds. To test for this, changes in state expenditures
per capita were added to the re-election equation. We found
that the probability of gubernatorial re-election in this pe-
riod is insensitive to changes in total state expenditures per
capita, whether or notchange in taxes is used as an explana-
tory variable.
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performance may be measured. Information
on tax levels and changes within a region is
available in local newspapers. For example, at
the time income taxes were introduced in Con-
necticut, the New York Times ran a front page
article under the headline “Neighbors Chal-
lenge New York’s Tax Reputation.” The article
compared effective tax rates for filers in differ-
entincome categorieslivingina variety of cities
in New Jersey, New York, and Connecticut.
Such articles appear at regular intervals and
may provide information adequate to allow
voters to evaluate their governor’srelative per-
formance.

Our data suggest that voters gather and use
such information. (See ... But Neighbors” Tax
Policy Matters, Too.) Tax increases in neighbor-
ing states appear to offset the effect of home-
state tax increases. Governors are not penal-
ized for tax increases if neighbors are raising
taxes simultaneously. If neighboring states
increase their tax liability by $34, holding all
other things equal, this will increase the prob-
ability of re-election for the home-state gover-
nor by 6.6 percent (.34 x .194), almost exactly
offsetting the reduction in the likelihood of re-
election that (as we showed earlier) results
from the same-size taxincreasein hisownstate.
This may have implications for gubernatorial
behavior. Governors, recognizing that voters
are making comparisons between tax changes
at home and in neighboring states, may wait
until neighbors are raising taxes before calling
for a tax increase at home. Therefore, gover-
nors may becomeresponsive to whatneighbor-
ing states are doing.

We find tax changes are positively and sig-
nificantly correlated betweenneighboring states
during the 10-year period 1979-88.° There are
several possible explanations for this correla-
tion. Neighboring states may face shocks to
their economies that are regional in nature, as

8The correlation coefficient is 0.17.
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argued above. Furthermore, changes in the
national economy may causeneighboring states”
tax changes in a given year to appear signifi-
cantly correlated. We do not want to attribute
to re-election concerns a correlation that is
actually due to regional or national economic
conditions. One natural way around this is to
look separately at governors who are eligible to
stand for re-election and those who are not. If
correlationbetweenneighboringstates’ taxesis
due primarily to political concerns, we should
find a positive and significant relationship be-
tweenchangesinhome-state taxesand changes
inneighbors’ taxes only in those states in which
the governor can stand for re-election. This is
indeed what we find: in states in which the
governor is ineligible to stand for re-election,
there is no correlation between tax changes in
homeand neighboring states; instates in which
the governor is eligible to run again, there is
positive and significant correlation between
tax changes.”

These relationships are presented graphi-
cally (Figures 1 and 2) for two-year tax changes
observed in 1983 for joint filers earning $25,000
in each state. Similar patterns are present in
everyyear. InFigurel, thetaxchangeinagiven
state is marked on the vertical axis, and the
average tax change in that state’s neighbors is
marked on the horizontal axis. For example,
Michigan had a very high change in taxes from
1981 to 1983, and so did Michigan’s neighbors.
Fiscal year 1983 ends before the elections of
1983. Comparing states whose governors were
eligible to stand in their states” next election,

"The correlation coefficient for these states is 0.19. We
continue to find a positive and significant relationship
between neighbors’ tax changes in states where governors
can run again, even when we control for state income and
unemployment, state demographic variables (proportion
elderly and young in the state population), year effects, and
state-specific fixed effects. We continue to find no relation-
ship between neighbors’ tax changes in states governed by
lame ducks. See Besley and Case (1992) for tests based on
alternative econometric specifications.
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To estimate the effect of tax increases net of changes in income and the unemployment rate,
we include all three variables in a probit equation. The dependent variable equals 1 if the
governor was defeated in the primary or election or was eligible to runbut “retired” and did
not run for Congress; it equals 0 if the governor was re-elected. Changes in tax liability is
the change in the effective state income tax liability of joint filers earning $25,000, expressed
inhundreds of 1982 dollars. Change instate income per capita is also expressed in hundreds
of 1982 dollars. The coefficients reported here are changes in the probability of incumbent
defeat, evaluated at sample means.

Governor Defeat = 0.146 x changein - 0.005 x changein + 0.026 x changein
(t=1.94) tax (t=0.47) state (t=0.73) state
liability inc./cap unemp.

Governor Defeat = 0.126 x changein + 0.007 x changein + 0.082 x changein +

(t=1.77) tax (t=0.54) state (t=1.70) state
liability inc./cap unemp.
0.022 x gov.'s + 0245 x  pres. —20.139 ML Dres,
(t=2.75) age (t=1.42) election  (t=0.82) coattails
yI.

Number of observations = 74.

If state income tax liability for joint filers were to increase by $100, this would act to reduce
the probability of an incumbent’s re-election by almost 15 percent. When changes in taxes,
income and unemployment are entered simultaneously, it appears that the change in taxes
is the dominating force behind incumbent defeat.
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In addition to changes in state economic variables, many political variables may influence
election results. For example, incumbents who must run in presidential election years may
find it relatively more difficult to win re-election, given the larger voter turnout from both
parties that occurs in presidential election years. In addition, there may be presidential
“coattails.” That is, if an incumbent is of the same party as the winning contender in the
presidential race, he may receive votes thatreflect the popularity of a president-elect. While
this is possible, we find no evidence for either effect in the period studied here.

held sometime between 1983 and 1986, we see
that states with large tax increases have neigh-
bors with large tax increases, and states with

pattern between neighbors’ tax changes.
Regional shocks could causestate tax changes
to be correlated between states in a region,

small tax increases have neighbors with simi-
larly small tax increases. In contrast, among
states run by governors who are ineligible to
stand for re-election, there is no observable

ra
k2

regardless of whether the state is run by a
governor eligible to stand for re-election. The
datasuggest,however, that only statesin which
the governors can run again show a positive
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Number of observations = 74.

N We define geographic neighbors as states that share a common boundary. “Neighbors’ tax
E'?' change” is the average tax change experienced in a given state’s geographic neighbors. In
A results presented here, all neighbors are given equal weight. Changes in taxes and state
e income are in hundreds of 1982 dollars.
S
et Governor Defeat =
2 0.110 x tax - 0.194 x neighbors’+ 0.004 x change + 0.090 x
(t=1.66) change (t=1.74) taxchange (t=0.29) in (t=1.97)
i $25,000 $25,000 state
.‘.g / filers filers inc./cap
=
= change + 0.025 x gov.s + 0269 x pres. - 0112 x  pres.
= state (t=3.03) age (t=1.66) election  (t=0.72) coattails
» unemp. yr
o,
=
X
_EO Governor Defeat =
D 0017 x tax - 0.059 x neighbors’ - 0.010 x change + 0.053 x
Z (t=1.68) change (t=2.69) taxchange (t=0.79) instate (t=1.29)
- $100,000 $100,000 inc./cap
= filers filers
&~
: change + 0.029 x gov.’s + 0.165 x pres. - 0.138 x pres.
state (t=3.42) age (t=1.21) election  (t=0.91) coattails
unemp. yr.

Increases in neighboring states’ taxes offset the effect of tax changes at home on an
incumbent’s re-election odds; the absolute value of the coefficients on own tax changes and
neighbors’ tax changes are not statistically different from one another.

The effect of changes in income taxes on the probability of re-election is present in different
parts of theincomedistribution. The increase in the probability of gubernatorial defeat when
taxes are raised at home, and the offsetting effect of increases in neighbors” taxes, are seen

and significant correlation with neighboring
states” tax changes. We take this behavioral
difference as evidence that the sensitivity to
neighbors’ taxes is due to electoral effects.
Contrary to textbook public finance models
in which state taxation decisions are based
solely on economic criteria, our evidence sug-

here for both $25,000 joint filers and $100,000 joint filers.

gests that the governors’ political timetableand
the behavior of neighboring states may influ-
ence state taxation decisions.

TERM LIMITS, ELECTORAL CYCLES,

AND TAXATION
The timing of tax changes may be affected
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FIGURE 1
The Relationship Between Own and

Neighbors' Tax Changes (1981-83)
When the Governor Is Eligible for Re-election®
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‘Increased tax liability in dollars for joint filers with incomes of $25,000

not only by changes in neighboring states but
alsoby the presence of termlimits. The political
economy literature discusses the potentially
offsetting effects of such limits. James Adams
and Lawrence Kenny suggest that, in the ab-
sence of term limits, itmay berelatively easy for
one party to put a lock on the governor’s office,
especially in small states. Political capital may
accrue to the party in office, acting to increase
the odds of gubernatorial re-election. States
may perceive term limits as a way to block the
accrual of political capital and, thus, asameans
to broader representation.

While term limitations provide a guarantee
that a state will not be stuck with a bad incum-
bentindefinitely, this guarantee may come ata

24

price. Inaddition to the costs associated with
learning about candidates and voting, there is
also the possibility that incumbents, as lame
ducks, may change their behavior to better suit
their own long-term goals. Some analysts do
not believe such a change in behavior is likely.
Given that parties live forever even when in-
cumbents do not, Alberto Alesina and Stephen
Spear suggest that the incumbent’s political
party could compensate the official to keep him
in line and, in this way, protect others within
the party from being punished in response to
the lame duck’s behavior. Lott (1990) provides
some evidence of this among congressmen.
We find differences in many aspects of the
taxing behavior of governors eligible to stand
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onaverage from 1977 to 1988. Thislower tax is
maintained through gubernatorial behavior in
the yearsin whichthe governoriseligible torun
forre-election. In many states with term limits,
agovernor canserve for two consecutive terms.
Inthe first term, the governor holds tax changes
below the state’s average. If re-elected, the
governor raises taxes more than theaverage for
that state. In this way, term limits lead to
electoral tax cycles.

CONCLUSION
Models of fiscal decision-making must take
political variables into account if they are to

MARCH/APRIL 1994

adequately capture reality at the state level.
The analysis of gubernatorial behavior sug-
gests re-election looms large in choices made
by incumbents. The common perceptionisthat
governors whoraise taxes donot getre-elected,
and therefore, governors are reluctant to pro-
pose taxincreases (atleastin the two years prior
to an election). In fact, the situation is more
complicated. The experience of neighboring
states in raising taxes has a great deal of influ-
ence. Moreover, governors who arenot eligible
for re-election may raise taxes more than other
governors, producing an electoral cycle in tax

policy.
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FIGURE 2
The Relationship Between Own

and Neighbors' Tax Changes (1981-83)
When the Governor Is Ineligible for Re-election®
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*Increased tax liability in dollars for joint filers with incomes of $25,000.

for re-election and those facing term limita-
tions, in addition to the differencein sensitivity
toward neighbors’tax changes discussed above.
Our data suggest that governors who are hit-
ting term limits increase taxes more than those
who can stand for re-election. For example,
controlling for state income per capita, state
unemployment, and state-specific effects, we
find that in each year of the term of an incum-
bent ineligible to stand for re-election, state
income tax liability for $25,000 joint filers in-
creases by $26 more per year than it does when
thatstate is governed by an incumbent who can
run for re-election.® Over a four-year term, this
amounts to a tax increase of $106 (26.49 x 4), or
roughly 15 percent of the tax liability of $25,000

filers. This is true even though, on average,
states with term limits have lower income tax
liability for $25,000 joint filers: $650 versus $783

®This result comes from the regression: Tax liability =
26.49 x an indicator that the incumbent is ineligible to run
again (t = 2.33), controlling for state income per capita, state
unemployment, and state- specific fixed effects. (Number
of observations = 480: 48 states for the period 1977-86.
Regression run with heteroskedasticity consistent standard
errors.) The sample is larger than that for gubernatorial re-
elections because we have tax data for every year of an
incumbent’s term, not just election year data. In addition,
the sample covers both governors who can and cannot run
for re-election. Indicator variables were used to see if taxes
varied within the four years of a term. We found no
evidence that they did. Taxes were higher by about thesame
amount in every year of a lame duck’s term.



