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Sfafe-LocalFinance:

RethinkingSeryrceDeliveryand Tat<ing
Authority
By Roben Straws
Now that Operation Desert Storm is over,
muchof thepublic'sattentioncouldeasilybe
devotedto the deepeningfiscalproblemsof
our states,school districts,and municipalities. On a national income accountsbasis,
the stateandlocal sectordeficit is runningat
an annualrate of $30billion, after adjusting
for public pensionrevenues.
Two sortsof problemsconfront the states
this year: one, the immediateproblem of
finding the re\r'enuesto finance current service budgets;and two, the festeringproblem
of how to finance, over time, the growing
serviceneedsat the stateand local lwel. My
purposehereis to providesomeideason the
longer term problems.
I suggestthat the time is overduefor the
statesto reexaminehow state-localservices
arefinancedand to redefinethe proper relationshipbetweenservicedeliveryand taxing
authority. In periods of ample federal and
staterevenues,this would not be a priority
becauseit is so thorny;howorer,becausethe
fiscalfuture looks so bleak,we needto start
processes
that will result,by the closeof the
decade,in a more rationalallocationof service deliveryand taxingauthority.
The keyto thisreallocationinvolvesgiving
localschooldistrictsthe authority,overtime,
to replacepropertytaxesat leastin part with
local incometaxes.Schoolequalizationformulasshouldbe restructuredtoward equal-
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izing by family income instead of per-pupil
property values. Also, state assistanceto
municipalitieswithconcentrations
of o<empt
property,commuters,andthepoor shouldbe
provided though ne|r qystemsof revenue
sharingand grants-in-aid.
Tacklingimmediatere'rr'enue
emergencies
and fundamentalrestructuringin the same
legislativesessionis not easyandis therefore
unlikely. Onewayto addressthesestructural
issuesis by startingprocessesof study and
consensus building through commissions
and joint executive-legislative
study groups
that would report back in more auspicious
times.
Four Principles to Improve State-Iaal
Financingof Services
Our state-local institutions reflect a
thicket of governmentsand rerr'enue
sources
inventedin the 19thandeady2Othcenturies.
Were we to start anewwith a cleanpieceof
paper, we would do well to assign service
deliveryand financing responsibilitiesin line
with a few simple, normative principles.
Pinciple 1: Financing methodsshould be
matched with thenatwe of sewicespovided at
the state and local level. For serviceswith
clearbeneficiaries,feesand lwieswhich ap
proximate the benefits enjoyed should be
used. This principle argues for financhg
municipalservicesthrough the localproperty
tax and userfees.
While somemight like to apply this principle to education,our societalvaluesargue
for broadersupportof educationin recognition of the fact that we have,at least traditionally, beliwed that educationhas many

intangible benefits to society that deserve
supportfrom all with the ability to pay.
There are two implications of this analysis
that relate to schoolfinance: first, there is a
need for a strong state role in equalizing
differing abilities to pay betweenpoor and
rich schooldistricts. Second,both stateand
local ftnansng instruments should be based
upon ability to paytaxes(e.g.incomeand/or
(continued on page 2)
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Rethinking Stafe-Local Finance (nntinud)
sales). This would require a major adjustment in local school finance since wer 95
percent of all local school funds are raised
\+'iththe property tax.
The reliance on local properly ta(es to
fund education has been problematic for
several reasorui. First, rwenues are raised
from taxpayerswith no direct stake in the
quality of our schools. Second,comparedto
a local incometax,the property taxis burdensome on the elderly in some parts of the
country and can create widespread resentment between grandparents and grandchildren. Finally, regions with declining prop
erty values or stagnant economic growth
must constantly increase tar( rates to raise
enough rwenue to finance grovring education costs.
In the caseof socialwelfare services,such
ashealth andwelfare, income and salestaxes
basedon ability to pay shouldbe usedinstead
ofbenefits-relatedtaxeslike the property ta;(.
Somestateshavealrea{ movedin this direction by assumingresponsibility for financing
health and welfare programs at the state
lwel. In states where such programs are
financed locally, governments chargedwith
delivery of such services(usually counties)
should be given income and/or salestaxing
authority. Currently, countiesderive over73
percent of their local taxesfrom the property
ta(.
A large scaleshift from the local property
ta( to a local incorne ta,xby school districts
and countieswill causea shift in tax burden
from both residential property and business
property to the householdsector. This could
becomea political problem at both the state
and local levels.
At the state lwel, a businesstax increase
couldbe usedto offset the declinein business
property taxes.Alternatives include a corporate income ta:<increaseor a state salestax
increase,sinc.ein virtually every state businessespay at least 20 percent (and often a
muchhigherpercentage)ofthe salesta(.
If state business tan increases ile not
workable, there are waysto retain the original local business/non-businessshare of financing the local costs of education. A
homesteadproperty ta( s(emption could be
usedto increasebusiness'share ofthe prop
ertytar(burdenat agivenmillagerate. Alternatively, a classificationqystemwith a higher
assessmentratio or tax rate for business
property could be desigred to increase the
businessproperty tax burden.
Of course,it maywell be that households
and homeovrnersshould pay more of the
costs of local education than the business
sector. Howwer. it is unlikely that local

schoolboardswill be very enthusiasticabout
replacing the locd property tar(with a local
incometax oncethey discoverthat the household sectorwillpay a higher shareof the local
costs.
Pinciple 2: Statesshould adjudicateinterjurisdictional spilloven of seruiceusethough
stateg,antsand local tuing authoity. sf,|.te/?J
sorts of spillwers occurwhich causemunicipal werburden. Older central citiestypically
containa disproportionateshareofstate and
federal buildings, churches, hospitals, and
educationalinstitutiong all of which are ta;(
o(empt. Theseexemptiongwhich are often
mandatedby the state,increasethe property
taxburdenonthe remainingtaxableproperty
and encouragehomeou'nersand businesses
to migrate to low-tar(suburbs.
Another sourceof municipal werburden
is the use of municipal servicesby non-residents. Commuteruseof servicesis the most
frequently cited o<ample. Again, residents
pay for servicesused by non-residents,increasingresident tax burdens and again encouragingmigrationto suburbs.
Given the undesirability of such migrations,the stateneedsto play an adjudicatory
role byprwiding financial aid in recognition
of municipal burdens imposed by o<empt
property. With regardto the problem of nonresident use of municipal services, states
should either enact r€venue sharing or enable local municipal governmentsto impose
cornmuter taxes with a credit against state
personal income taxesin recognition of the
stateinterest in suchgeo-attribution of service use.
Pinciple 3: Thelevelof govemmentresponsibleforfnancing apogrun shouldsetbenefit
levels. Setting benefits should not be divorced from the level of governmentimpos.
ing taxesto pay for them. It alsomakessense
for the legislative committeesthat consider
education finance to decide state spending
levels aswell.
For educationand transferpayments,the
benefits should be state defined and state
financed. Local contributions should be
basedsolelyon ability to pay and subtracted
from the baselinecost of the program. The
stateshouldfinancethe balancefrom abilityto-pay ta(es. It is convenient to think of
earmarking a portion of a state sales or
income tax assimplyproviding the financing
for foundationamountsof theseprograms.
Also, eventhough the state should set the
baseline benefit lwels and provide the financingfor thesetypesof servicesand transfers, it doesnot necessarilyfollow that state
agencieswith local offices should deliver the
services. It is sometimesfeasible and effi-

cient to have local governments serve as
agents of the states; however, great care
should be s<ercisedin the development of
the contractual relationships for such delegated serviceresponsibility.
An excellentcasecanbe developedfor the
state sharing in part of the costs of services
beyond the foundation or baselinelwel. In
the caseof education,the state and general
public sharean interest inincreasing funding
beyondthe foundation lwel. The statecould
supplementlocal effort beyond the foundation lwel by settinga matchingrate inversely
related to personal income in the district.
Pinciple 4: Grcater state aid should be
coupledwith geater local accountability. Any
orpansionof stateaid to educationor municipalities will be greeted with skepticism by
manywho read this. Schoolsand municipalistatelegislators
tiesaresometimesviewedby
as ungrateful teenagerswho get the keys to
the fiscalcar,haveajoyride, andthen return
it to the garagewithan emptygastank. Relief
occurswhen one discoversthere are no dents
(deficits). Moreover, legislative"parents"
are generally feeling rather pinched these
days,so this is not a good time to think about
larger "allowances."
The fundamental issuein moving towards
greater aid involvesensuringthat thosewho
take the political risk of moving more resourcesfrom statecapitolsto local units get
the proper recogrition for delivering the aid
increases. Let me suggestseveral mechanisms for ensuring that the elk hunters get
credit for bringing home the elk.
First, require a publicvote in eachschool
district to accept state aid each year. Each
schoolboardwould certiS thevote resultsin
a letter to the State Department of Education. An analogousrequirementcould be
adopted for all counties and municipalities
receiving state aid or federal aid that flows
through the state.
Second,passa law requiring local governmentsto measureandreportto the publicthe
quantities of public servicesprovided locally
with statesupport. For o<ample,the requirement could include:
o the number of children in specialeducation;
o the number of children passingand failing in eachgrade;
o the percentage of children who drop
out;
o thepercentageattendingcollege;
o the distribution oftest scores;
o the number of citizens receivingpublic
transfer payments;
o the number of potholesfilled;
(continued on page 10)
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o the number of arrests,by qpe;
o the number of fires attended to;
o the number of complaints;
o attendance at cultural attractions
(zoos,museums,etc.);
o tons ofgarbage collected;
o the number of licensedvehicles.
In addition to the political benefits,reporting will help citizens understand
serviceneedsand how therrare met.
Conclusion
The four principles discussedabove
provide a frameqrork for assessingproposed changesin the current systemof
financingstateandlocal services.It is my
view that the current system creates a
variety of incentives that are proving
increasinglyadverseto both consumers
of governmentsereices(the public) and
the producers of such services(the orecutive and legislative branchesof govemment).
While it is true that enacting some of
the proposedchangeswillprove difficult
and may not solve the malaise of the
state-local sector, it is also true that
avoiding these issues, and their solutions,mayinvolveconsiderablepolitical
coststo both the public andgovernment.
Much complaint is heard thesedaysthat
the national leadershipis better at dealingwith Iraq than with the deficit; howwer, the samecomplaint ringstrue at the
stateandlocal level. For €r(ample,there
is widespread sentiment for better
schools,but fan'arestatingthe obvious-that the way we finance our schoolshas
as much to do with their successas empowerment,schoolchoice,or otherproposalsfor educationreform. I

Bonds(from oe1ge
3)
The Oklahoma State Bond Advisor's Office and the Louisiana State Bond Commis.
sion,withhelpfrom theNationalAssociation
ofStateTreasurers,are pursuingthe establishment of a state debt management network. The networkcouldleadto the creation
of a new organization among state debt
managemententities designedto shareinformation and discusspolicy and technical is.
suesin the area of debt management. (See
pagel2.) I
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Ia.rresS/rpDownwardAgain
By ScottMackey
Nen'CensusBureaufiguresindicatethat the
percentageof the nation's personal income
that goesto state and local ta:resfell for the
secondconsecutiveyear.Preliminaryfigures
show that state-localtax lwels fell to $11.37
per $1fl) of personal income in state fiscal
year (FY) 1990,a 1.5percent drop from the
FY1989lwel of $11.55.
This national averagemasksconsiderable
variation amongthe states.Nan'Hampshire,
with no personalincomeor salestax, hasthe
lowest state-localtax level at $8.22per $100
of personalincome. Alaska had the highest
state-localtax lwel in the nation, $1830 per
$100of personal income, 61 percent abwe
the national average.
Although ta:rlwel datais useful in making
regional and other generalcomparisons,tax
lwels do not always provide an accurate
pictureof a state'sresidenttaxburden.Some
stateshavethe ability to o(port tar(burdens.
Alaska, for o<ample,hasthe highesttax level
in the nation,wen thoughit hasno personal
income or salestax. Taxeson enerry companies, which are paid indirectly by energt
consumers,pronide the bulk of state revc
nues. Hawaii and other statesreliant on the
tourism industry alsohavelower residenttax
burdensthan ta( lwel datawould indicate.
In the 46 states reporting data to the
CensusBureau for FY1990,state-localtax
lwels per $1fi) of personalincomedropped
below 1989levelsin 35 states,increasedin 10
states,and remained the samein one. Only
eight statesmade major ta,xchangesin the
1989legislative sessions,a fact reflected in
FY1990 data showing small changesin ta,x
levels in the majority of states. Only seven
changesofmore thanfive
statesexperienced
percent, and only two stateshad changesof
more than 10percent.
Nebraskahad an 11.3percentincreasein
state-localtax levelsbecausetax cuts in 1988
and 1989were followed by a major tax increaseeffective January 1990. The tax cuts
reducedthe 1989baseand increasedcorporate and personalincometa:<withholdingin
the last two quartersof FY1990boostedthat
year'stotal. Alaskahadthe largestreduction
in ta,xlevelsin FY1990,a 10.6percent drop,
prfunarily due to a court decisionproviding
the state a $256million windfall in FY1989.
Other stateswith increasesabove 5 per-
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cent include West Virginia (major 1989tax
increase)and Utah. Stateswith decreasesof
more than 5 percent include Maine, Delaware, and Wisconsin. None of these three
states enacted ta:< cuts during their 1989
sessions,yet staterevenuesgrormore slolly
than personal income.
BetweenFY1985 and FY190, local ta;<es
as a percentage of personal hcome slorvly
but steadily increased from the tax ret/olt
lows orperienced in the early 1980s. State
ta(es, on the other hand, remained remarkably steady after FY1985, hovering around
$7.00per $100 of personal income before
declining to $6.84in FY1990.
With the economynow officially in reces
sion, a look at states'reaction to the L98t-82
recessionmay provide some clues about
changesin tax lwels in the nelft few years.
Lawmakers resisted tax increases during
1982sessions,
but by 1983statefinanceswere
becomingdesperateandlargeincreaseswere
approved in many states. The resulting tax
increaseboostedFY1984statetal( lwels by
wer 7 percent. It is too earlyto tellwhether
the large statetax increasesapprovedin 190
sessionswill boost F"Y1991tax lwels by a
similar magritude. Howwer, the fiscalprob'
lems facing the states in 1991 suggestthat
back-to-backincreasesin both 1990and1991
could exceedthe magnitudeof the 1983ta;<
increases.
With 1991 promising large state tax increases,steadyincreasesin local ta:<es,and
slower personal income gro\rth, it is likely
that fiscal year 1990tax lwels will represent
a lowwater mark in state-localtax levels.
A new,epoft Irom NC^tLb FiscalAffain
prcgmtn,RecentChangesin State,Local,and
State-l,ocal Tax Levels (LFP #75) exanines
theseissuesin much geater detail. I
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