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Finance
FILLING THE TILL AND 
PAYING THE BILLS

In 2012 Kansas governor Sam Brownback announced that his state would embark on 
a bold experiment, a set of aggressive tax cuts designed to provide a “shot of adrenaline 
right into the heart of the Kansas economy.”1 These tax cuts, Brownback argued, would 

accelerate job growth, improve individual fiscal fortunes, keep public services fully funded, 
and, heck, maybe even increase state government revenues. So far, it hasn’t worked out 
that way. In 2016, four years into the experiment, government revenues were shrinking 
and the state was lurching from one budget crisis to the next. An analysis done in late 2015 
by the Kansas Legislative Research Department concluded that the state’s economy was 
growing at about half the rate of the country as a whole, and personal income and job 
growth lagged behind national trends.2 The best guess of numbers crunchers trying to 
figure out Kansas’s fiscal fortunes for 2017 and beyond was that the state would face more 
red ink and tough choices. Brownback’s critics argued that the state’s budgetary disaster 
was directly tied to his “experiment,” which slashed government revenues without doing 
much to stimulate the economy. Duane Goossen, who served as Kansas budget director 
for more than a decade in both Republican and Democratic administrations, summed up 
Kansas’s financial predicament succinctly: “And state finances? What a mess.”3

Kansas was not the only state that went for tax cuts in a big way and got nothing but a 
budget crisis for its trouble. While Kansas’s budget was being described as a mess, 
Louisiana’s went one better and was being called “a hot mess.”4 In 2016, generous tax pol-
icies, tough times for oil producers, and untouchable “statutory dedications”—money 
earmarked by law for specific purposes—combined to blow a nearly billion-dollar hole in 
Louisiana’s budget. Governor John Bel Edwards took office in January 2016, and by 
February he was announcing the state was broke. Many state lawmakers blamed Edwards’s 
predecessor, Bobby Jindal, for creating the hot mess that Edwards inherited. For example, 
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90 Governing States and Localities

under policies advanced by the Jindal administra-
tion Louisiana was actually giving out more in 
corporate tax refunds than it was collecting in 
corporate taxes.5 Edwards said the bill was now 
due for years of that sort of financial jiggery- 
pokery, and Louisiana’s payment choices boiled 
down to jacking up taxes by a lot or swinging a 
budget ax that might end up cutting classes at all 
public universities and removing people with 
kidney disease from dialysis treatments.

In 2016 Alaska and Illinois were also flirting 
with budgetary implosions. At the time, many 
energy-producing states, including Alaska, were 
having revenue troubles because a worldwide glut 
of crude had sent the price of a barrel of oil—and 
the tax revenue that went with it—into a nosedive. 
Alaska was particularly hard-hit because it relies 
on oil taxes for a majority of its revenue; the state 
collects neither income tax nor sales tax. So when 
oil prices went off a cliff, the state’s budget went 
with them: In 2016 Alaska was facing a $3.5 bil-
lion deficit. Illinois’s problem had less to do with 
taxable commodities than with the deep political 
division between Republican governor Bruce 
Rauner and the Democrat-controlled state legis-
lature. They couldn’t even manage to enact a 
budget, and publicly funded programs were in a 
kind of financial limbo, struggling to provide ser-
vices while the state considered making big cuts 
or closures.

States are not the only level of subnational gov-
ernment where financial struggles have been tak-
ing place (see the box “Local Focus: The Windy 
City’s Financial Woes”). In the past decade or so, 
more than 50 local governments have declared 
bankruptcy.6 These governments range from the 
city of Detroit, Michigan—the largest city ever to 
declare bankruptcy—to Sanitary and Improvement 
District No. 512 of Douglas County, Nebraska. 
Plenty of other local governments have managed 
to stay out of bankruptcy court, but only by making 
the sorts of painful raise-taxes-or-cut-programs 
decisions some states are struggling with.

What the heck is going on? Why are a good 
number of state and local governments having 
such a tough time financially? We all know that 
the Great Recession of 2008–2009 left state and 
local governments financially strapped, but surely 
they should be past that by now, right? Well, yes 

and no. State and local government revenues have 
improved—in some places by quite a lot. In other 
places, though, economies have still not recovered 
their prerecession financial health. There are lots 
of reasons for this. The recession and its lingering 
effects simply hit some places harder, and they are 
still digging out. The federal government is giving 
out less in grant money to states and localities. 
Some state and local governments are dealing 
with the accumulation of years or even decades 
of shortsighted fiscal decisions. Some govern-
ments have had economic bad luck—Alaska’s 
state government had little to do with creating the 
collapse in oil prices, but it still must face the rev-
enue consequences.

Some of the problem is also structural. An 
imbalance between revenues and expenditures is 
a bigger problem for state and local governments 
than it is for the federal government. At the 
national level, a budget shortfall is an embarrass-
ment, not a crisis. Virtually all states (Vermont is 
the only exception) are required by law to balance 
their operating budgets every year, and most local 
governments are in the same boat. At the federal 
level, when the bills add up to more than what’s 
coming in, Congress is free to borrow to cover the 
gap. It can also, quite literally, print more money. 
In other words, the federal government can run 
budget deficits, or shortfalls, as much as it likes. Not 
so for state and local governments. They can delay 
the inevitable by cooking the books with fancy 
accounting tricks and hoping for the best, but 
even the sharpest of bean counters cannot shield 
them from the hard fact that the law requires their 
ledgers to be balanced. Sooner or later, when 
income minus expenditure consistently results in 
a negative number, there is no avoiding the pain-
ful choices to be made, whether that involves 
increasing revenue (higher taxes) or cutting 
spending (reducing programs or services).

Some of the financial problems that state and 
local governments face are also the result of polit-
ical issues, as with Illinois’s divided government 
and the high partisan stakes in Kansas. As states 
increasingly become one-party dominant and 

Budget deficits or shortfalls
Cash shortages that result when the amount of money coming into the 
government falls below the amount being spent.
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91Chapter 4 Finance

ideologically polarized, the ripple effects of failure 
or success in one state clearly may have significant 
ramifications for national policy debates. That 
can make policy compromise and adjustment 
politically tough because it represents tacit admis-
sion that one side or the other has gotten it wrong. 
For partisans on both sides, it may be politically 
easier to double down on a policy that isn’t work-
ing out as planned than to admit that their policy 
critics might have a point.

There is a tendency among some students to 
think of taxes and budgets as a bit of a yawn—
isn’t this topic dry, technical, and boring? In real-
ity, budgets and taxes are among the most impor-
tant and consequential topics in this book. 
Budgets are the subject of some of the most 
intense political struggles in state and local poli-
tics. Budgetary conflicts are not just about dollars 
and cents—they are fundamentally about policy 
and conflicting political visions. Indeed, in many 
ways budgets are the central policy documents of 
government. If you want to know what is impor-
tant to government and the people who run it, 
the budget will tell you. Even if the choices are all 
painful—raising taxes and/or figuring out what 
gets cut and by how much—the decisions will 
still tell you what your state or local government’s 
priorities are.

In 2013 (the latest figures available) state and 
local governments pulled in around $3.5 trillion 
in revenues—mostly from income, sales, and prop-
erty taxes; intergovernmental transfers; and 
assorted user fees.7 They spent a roughly equal 
amount. By anyone’s standards that is a lot of 
money. Are these governments taxing and spend-
ing too much? Too little? Attempts to answer 
these questions are at the heart of some of the 
most heated conflicts in state and local (not to 
mention national) politics. In this chapter we are 
going to take a look at how state and local govern-
ments raise all this money and what they spend it 
on. We will examine why state and local govern-
ments make such different taxing and spending 

choices, and explore the consequences of these 
varying choices. As you read through this chapter, 
keep in mind the following questions:

 • What are the differences between 
progressive and regressive tax 
systems?

 • Why are property taxes so 
important to communities?

 • How does the federal government 
support state and local budgets?

 • Are states’ revenue and spending 
programs sustainable?

Budgets are extremely important 
because they are fundamentally 
about policy. Indeed, in many 
ways they are the central policy 
documents of government. They 
determine and reflect the policy 
orientations of elected leaders. If 
you want to know what your state 
or local government’s priorities 
are, the budget will tell you.

Show Me the Money: 
Where State Tax 
Revenues Come From
Six types of taxes constitute the major funding 
sources of state and local governments, account-
ing for roughly half of all revenues. These are 
sales taxes, including excise taxes, often referred 
to as sin taxes, on tobacco and alcohol; property 

Revenues
The money governments bring in, mainly from taxes.

User fees
Charges levied by governments in exchange for services. Such fees 
constitute a type of hidden tax.

Excise or sin taxes
Taxes on alcohol, tobacco, and other similar products that are designed 
to raise revenues and reduce use.
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92 Governing States and Localities

taxes; income taxes; motor vehicle taxes; estate 
taxes, also called death taxes; and gift taxes.

Sales Taxes

In 2013, state and local governments took in 
about $496 billion in sales taxes—about 15 per-
cent of total state and local government tax reve-
nues. Sales taxes are especially important to state 
governments; roughly 80 percent of all sales taxes 
go into state coffers. In 2013 that totaled about 
$393 billion, making sales taxes a primary rev-
enue source for state governments.8 Most states 
also allow at least some counties and cities to 
levy additional sales taxes. Currently, about 7,500 
localities do so. Some states, such as California, 
return a small percentage of sales taxes to the 
areas in which the purchases were made. Overall, 
sales tax revenues account for nearly 6 percent of 
local government tax revenues nationwide.9

State governments and, to a much lesser extent, 
local governments also take in significant sums 
from gasoline taxes and sin taxes on tobacco and 
alcohol. States differ widely in how they apply sin 
taxes, and various factors often influence what gets 
taxed and how much. For example, North Carolina, 
which has a large tobacco-growing industry, levied 
a tax of only $0.45 on each pack of cigarettes sold in 
2016. In New York, which has no large-scale tobacco 
industry, the tax on a pack of cigarettes was $4.35.10

Politicians like sales taxes because they tend to 
be less visible to constituents than taxes on income 
are. As such, sales taxes are less likely to cause vot-
ers to retaliate against the politicians at the polls. 
Economists like sales taxes because they are focused 
consumption taxes that do not distort consumer 
behavior. That is, sales taxes, even relatively high 
ones, often do not cause consumers to buy less.

This does not mean that sales taxes do not 
receive their share of criticism. Many liberals and 
advocates for low-income people complain that 
these are regressive taxes. If Bill Gates buys a 
grande latte, he pays about $0.28 in sales tax; a 
freshman at the University of Washington pays 
exactly the same. While the amount of the tax is 
the same, the student is paying a much higher 
percentage of his or her income to the govern-
ment than Gates is. Put another way, if Gates’s 
income were even a mere $5 million a year and a 
typical student’s income is $2,500 a year, guess 
how much Gates would have to pay in sales tax 
on that latte to face the same tax burden as a typical 
student. Give up? His grande latte would cost him 
a whopping but tax-proportionate $560. Of 
course, as already noted, it doesn’t really work 
that way. If and when Gates goes to a coffee shop, 
he pays the same price and the same sales tax as 
anyone else.

States often do attempt to make their sales taxes 
less of a burden on low-income residents by 
exempting necessities such as food, clothing, and 
electric and gas utilities from taxation. In general, 
however, states that rely heavily on sales taxes tend 
to have more regressive tax systems than do other 
states. Take, for example, Tennessee, a state that 
relies heavily on sales taxes rather than assessing 
personal income taxes. Rich and poor alike paid a 
7 percent state sales tax at the cash register in 
2016. That’s bad enough, but local governments 
can add an extra sales tax on top of that. For 
instance, residents in Memphis have to pay an 
additional 2.75 percent sales tax; effectively, the 
sales tax in Memphis is 9.75 percent. The upshot 
of such a heavy reliance on sales taxes is that 
low-income residents pay a higher percentage of 
their incomes in taxes than they might if they lived 
in a state that relies more on income taxes. That 
makes Tennessee’s tax system highly regressive.

Sales taxes have another problem: They still 
have not been fully adjusted for a 21st-century 
economy. Modern sales taxes basically date to the 

Estate taxes
Taxes levied on a person’s estate or total holdings after that person’s 
death.

Gift taxes
Taxes imposed on money transfers made during an individual’s lifetime.

Sales taxes
Taxes levied by state and local governments on purchases.

Focused consumption taxes
Taxes that do not alter spending habits or behavior patterns and 
therefore do not distort the distribution of resources.

Regressive taxes
Taxes levied on all taxpayers regardless of income or ability to pay, 
placing proportionately more of a burden on those with lower incomes.

Tax burden
A measurement of taxes paid as a proportion of income.
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93Chapter 4 Finance

1930s, when states began introducing them as a 
Depression-era revenue raiser.11 At the time, sales 
were largely conceived of as transactions in which 
customers went into real brick-and-mortar stores 
and bought products. In other words, the levy was 
conceived as percentage of the monetary value of 
a tangible thing—a car, a can of beans, a shovel—
bought in a store geographically located within 
state borders. These days, though, a lot of what 
we buy are not tangible things, but services. And 
we are increasingly purchasing the things we buy 
online, not down at the local general store. Think 
of it like this: Given that 45 states impose a gen-
eral sales tax, if you buy a massage chair at a local 
store, you will very likely pay a percentage of the 
price to the government. If you just go get a mas-
sage instead—in other words, you purchase a ser-
vice rather than a thing—there’s a good chance 
you will pay no sales tax. If you buy a massage 
chair online, depending on which state you live 
in and which state the chair is actually shipped 
from, there’s also a reasonable chance you could 
escape paying sales tax.

This sort of thing creates a fiscal double 
whammy for the state. The government loses 
sales tax revenues from the online purchase, and 
the brick-and-mortar stores selling massage 
chairs the old-fashioned way are put at a com-
petitive disadvantage because the products they 
sell are subject to sales tax. If those businesses 
start to suffer and jobs are lost, the state might 
lose not only sales tax revenue but also income 
tax revenue.

Because sales taxes are such an important rev-
enue source, states have begun to adapt to these 
new economic realities. Many states now levy 
sales taxes on services. For example, as of 2015, 
22 states had imposed what has been called a 
“yoga tax”—that is, a sales tax on services related 
to physical fitness.12 There is no general agree-
ment, however, on what services (if any) are 
appropriate to subject to a sales tax. And even 
extending the reach of sales taxes to a broad set 
of services does little to prevent the loss of sales 
taxes to e-commerce. Large e-retailers can choose 
to locate their businesses physically in places with 
tax advantages and other economic benefits and 
do business online with residents in other states.13 
If a retailer has no physical presence in a state, 

how is that state supposed to collect taxes from 
the company’s online transactions? States have 
been urging Congress to impose a national set of 
regulations for taxing online sales. The basic idea 
is to establish a national tax on Internet sales, the 
money from which would be distributed to the 
states, allowing them to recoup the tax revenue 
lost to online purchases.

This has yet to happen, though, and some 
states, frustrated with federal inaction, are trying 
to take matters into their own hands. As of 2016, 
roughly a dozen states had passed or were 
attempting to pass laws and establish regulations 
that would allow them to tax online and/or out-
of-state sellers as part of a deliberate plan to pro-
voke lawsuits from online retailers. Why dare 
online retailers to drag state governments into 
court? The ultimate aim here is to get the issue of 
state-imposed online sales taxes before the U.S. 
Supreme Court in hopes of getting the Court to 
reconsider its ruling in Quill Corp v. North Dakota 
(1992).14 In that case, the Court held that a state 
could not impose sales taxes on a business that 
did not have a physical location in the state. This 
ruling, though, was made at the dawn of the 
Internet age, before e-commerce was part of the 
mainstream economy and its potential to erode 
state sales tax collection was fully understood. 
The states’ hope is that if the Court revisits the 
issue with online commerce as a mature business 
model, they will be granted more leeway to tax 
online transactions.

Lacking action from Congress, the National 
Governors Association and the National 
Conference of State Legislatures have spearheaded 
a state-level initiative called the Streamlined Sales 
Tax. States involved in this project basically agree 
to simplify their tax codes in exchange for the 
chance to convince retailers to collect sales taxes 
voluntarily. The idea is to make state tax rules and 
regulations less burdensome for businesses as a 
way of encouraging them to collect sales taxes. 
The project has proved popular—44 states, the 
District of Columbia, and various local govern-
ments, as well as a wide variety of businesses, are 
participating.15 This helps, but there is no doubt 
that states are still losing considerable amounts 
of cash to online commerce. Imposing a uniform 
and fair online sales tax system to satisfy state and 
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94 Governing States and Localities

local concerns about these losses will almost cer-
tainly require federal action.

Property Taxes

While sales taxes are the biggest single source 
of revenue for states, property taxes are the 
primary funder of local governments. In 2013, 
state and local governments combined raised 
about $445 billion in property taxes, with  
$442 billion of that going to local governments—
more than a quarter of all local government 
revenues.16 Just about every local government 
relies on property tax revenues, although prop-
erty tax rates vary widely not only from state to 
state but also from community to community. 
On average, homeowners in the United States 
pay an effective tax rate of about 1.20 percent.17 
The word effective simply acknowledges that 
some places have exemptions and adjustments 
that make the effective tax rate lower than the 
nominal tax rate.

The bottom line is that if you own a condo in 
the United States worth $100,000, on average you 
would pay about $1,200 a year in property taxes. 
That average is somewhat misleading, however, 
because property tax rates vary so much from 
place to place. New Hampshire has some of the 
highest property taxes in the nation. If you own 
a $100,000 property in Manchester, New 
Hampshire, you’ll pay an estimated $2,205 in 
annual property taxes—an effective tax rate of 
2.205 percent, or nearly double the national aver-
age. In Boulder, Colorado, a homeowner with a 

$100,000 property would face a 
much lower effective tax rate—
about 0.6 percent, or half the 
national average. The tax bite on 
that Colorado home would come to 
about  $589.  Why are  New 
Hampshire’s property tax rates so 
high? Largely because the state has 
no income tax and no sales tax. That 

limits the state government’s ability to raise 
funds. Colorado has both a sales tax and an 
income tax, so it does not need to lean so heavily 
on property taxes.

The Education Connection. Property 
taxes are important for another reason: They 
pretty much finance public elementary and 
high school education. In 2013, elementary 
and secondary education accounted for about 
a third of total local government expenditures, 
or roughly $563 billion.18 In most states, where 
you live determines how many education 
dollars your children will receive. Wealthy 
communities with high housing values raise 
the most money from property taxes. School 
districts in these areas tend to have the most 
educational resources. Conversely, school 
districts in the poorest areas have the fewest 
resources. In recent years, state and federal 
governments have stepped in to try to narrow 
these funding gaps by providing more resources 
to poor schools that cannot compete resource-
wise with schools that have strong property tax 
bases, but the gaps are persistent. For example, 
in Pennsylvania per pupil spending is about a 
third lower in the poorest school districts than 
it is in well-off school districts.19 The bottom 
line is that when schools are heavily dependent 
on property taxes, it is all but impossible 
to equalize resources. If states do nothing, 
schools in areas with high property values will 
have bigger budgets; if states try to equalize 
resources, they have to find the money (read: 
raise taxes), which is never popular and is 

How much you pay in taxes depends on where 
you live. Property taxes are the least popular tax 
for homeowners.

Joanne Rathe/The Boston Globe via Getty Images
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especially resented if viewed as a tactic to divert 
money from local schools to nonlocal schools.

The Pros and Cons of Property Taxes. 
Property owners generally pay their property 
taxes twice a year in large lump sums. As such, 
these taxes tend to be highly visible and extremely 
unpopular with the public. However, local 
officials like them because property tax receipts 
are historically less volatile and more predictable 
than other types of tax revenues. Local revenue 
departments assess the values of houses and 
businesses and then send the owners their tax 
bills, so the local government knows exactly how 
much revenue a property tax will yield.

In most instances, taxes seem worse when the 
economy is bad. Property taxes are the exception. 
They tend to rise most sharply when a town or 
city is experiencing an economic boom and hous-
ing prices are soaring. In these circumstances, an 
upsurge in property values can lead to a backlash.

The most famous of such backlashes occurred 
in California in 1978. In response to years of rising 
property values and related taxes, Californians 
passed Proposition 13. This piece of legislation 
capped the property tax rate at 1 percent of a prop-
erty’s purchase price and froze property assessments 
at their 1978 levels until the property is resold. 
Newcomers to a neighborhood have to pay prop-
erty taxes based on the actual value of their houses.

To this day, Proposition 13 is hotly debated. 
Conservatives have long praised the movement that 
gave rise to it. They say that it was the harbinger of 
the conservative politics that former California gov-
ernor Ronald Reagan would bring to Washington 
3 years later. Most experts, however, believe that its 
effects have been devastating, especially to educa-
tion. Prior to Proposition 13, California was one of 
the most generous contributors to public education 
among the U.S. states; in the years since, it has 
become one of the least generous.

Even the most liberal electorates can be goaded 
into atypical action by rising property tax rates. 
In 1980, Massachusetts voters passed Proposition 
2½, which capped property tax increases at, you 
guessed it, 2½ percent. As a result, towns that 
want to increase spending by more than that, for 
such needs as increased funding for education, 
have to hold special override sessions. Towns also 

have come to rely on user fees (a phenomenon 
examined later in this chapter).

Many state and local governments have 
attempted to ease the burden of property taxes on 
senior citizens and, in some cases, on other 
low-income individuals. In about 50 Massa-
chusetts towns, senior citizens can reduce their 
property taxes by performing volunteer work. 
Cook County, Illinois, limits property tax rate 
increases by tying them to the national rate of 
inflation.20 Despite these efforts, tensions between 
retirees living on fixed incomes and parents eager 
to spend more on local schools are commonplace. 
These pressures can be particularly acute in areas 
with large numbers of retirees. Indeed, some 
“active-adult retirement communities” ban fami-
lies with children altogether.

Another hidden cost of property taxes is worth 
noting. You might think that commercial and res-
idential property owners are the only ones who 
pay, right? You’re off the hook if you rent, right? 
Wrong! Most economists believe that landlords 
pass the cost of property tax increases on to rent-
ers in the form of rent increases.

Income Taxes

Personal income taxes account for roughly 10 per-
cent of total state and local tax revenues, about 
$338 billion in 2013.21 That makes income tax 
revenue the third most significant source of state 
and local government income. In some ways, 
however, this figure conceals more than it reveals. 
Almost all nonfederal income tax revenues go 
to state governments.22 In many states, personal 
income taxes are assessed on a graduated scale, 
so those who earn more pay a greater percentage 
of their income in taxes. In states that rely more 
heavily on the income tax than on the sales tax, 
this structure creates a more progressive tax system.

As with property taxes, states have different 
approaches to income taxes, with some using such 
taxes as a primary revenue source and others 

Income taxes
Taxes on wages and interest earned.

Progressive tax system
A system of taxation in which the rate paid reflects ability to pay.
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shunning them altogether. Alaska, Florida, 
Nevada, South Dakota, Texas, Washington, and 
Wyoming impose no income taxes at all, and New 
Hampshire and Tennessee impose taxes only on 
certain types of income. Your state’s reliance (or 
lack of reliance) on income taxes influences not 
just how much you take home in your paycheck 

but also how much stuff costs. This 
is because states that do not col-
lect income taxes usually rely 
heavily on sales tax revenues. 
States that have no sales tax 
tend to make up the loss by 
taking a bigger bite out of 
income. Oregon, for example, 
has no sales tax and is thus 
heavily reliant on income 
taxes (individual and corpo-
rate) as a primary revenue 
source. In 2013 Oregon’s per-
sonal income tax accounted 

for roughly two-thirds of all 
taxes collected by the state.23 Voters 

in Oregon endorsed, and even increased, the 
state’s reliance on its income tax in January 2010 
by approving an increase in the tax rate on the 
highest-wage earners—the first time they had 
approved such an increase since 1930.

Two states, Alaska and New Hampshire, have 
neither income taxes nor sales taxes. How do they 
manage to function without two of the primary 
sources of revenue for most state governments? 
Alaska’s solution, as discussed in the introduction 
to this chapter, is to rely on geology: The Prudhoe 
Bay oil fields bring in so much money that the state 
has little need for other revenue streams. Or at least 
it did until 2015, when the collapse of oil prices hit 
state revenues hard, creating a cautionary tale 
about relying too heavily on a single revenue 
source. The difference for New Hampshire is 
mostly the residents’ hardheaded resistance to tax-
ation. Unlike Alaska, New Hampshire has no big 
alternate revenue source—it just makes do. 
According to Donald Boyd of the Rockefeller 
Institute, New Hampshire’s state government sim-
ply does less than most state governments. The 
state relies almost exclusively on local governments 
to finance elementary and secondary education 
rather than raising state revenue for this purpose. 
Unlike many other states, it also has managed to 

avoid court orders to spend dramatically more on 
secondary school education. It is able to do all this, 
in part, because the average New Hampshire resi-
dent has one of the highest levels of income in the 
country. The people of New Hampshire are able to 
pay for a lot of goods and services for themselves.

These states are the exceptions. On average, 
Americans pay about $983 a year in state income 
taxes.24 However, residents of states with high tax 
rates, such as Maryland, Massachusetts, New 
York, and Oregon, pay significantly more in 
income taxes. (See Table 4-1.)

Other Tax Revenue  
Sources: Cars, Oil, and Death

Car registrations, deaths, and oil and other natu-
ral resources also are major sources of state rev-
enues. For example, in 2013, car licensing and 
registration fees brought in about $25 billion to 
state and local governments. Thirty-two states 
also levy severance taxes on natural resources that 
are removed, or severed, from the state. Some 
states are quite creative about devising severance 
taxes. Washington, for example, taxes oysters 
and salmon and other game fish caught in the 
state. But despite some creative taxing, the only 
states that raise real money from severance taxes 
are those with significant coal, oil, and natural 
gas reserves, such as Wyoming, North Dakota, 
and Alaska. Alaska, for example, pulled in more 
than $2 billion in oil and gas production taxes 
in 2014.25

Show Me the Money: 
Income From Fees, 
Charges, and Uncle 
Sam
The total tax revenues discussed so far add up to a 
lot of money, but not to the $3.5 trillion that actu-
ally flowed into state and local government coffers 
in 2013. Where does the rest of the money come 

GEORGIA became the 
first state to put a 
ceiling on its income tax 
rate in 2014, capping the 
rate at 6 percent.

Severance taxes
Taxes on natural resources that are removed from a state.
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TABLE 4-1

State Individual Income Tax Collections per Capita, Fiscal Year 2013

State
Individual Income Tax 
Collections per Capita Rank

Alabama $664 36

Alaskaa $0 44

Arizona $516 41

Arkansas $897 25

California $1,750 4

Colorado $612 37

Connecticut $2,174 1

Delaware $1,227 13

Floridaa $0 44

Georgia $881 27

Hawaii $1,112 13

Idaho $806 32

Illinois $1,285 10

Indiana $759 34

Iowa $1,115 17

Kansas $1,023 21

Kentucky $849 29

Louisiana $594 39

Maine $1,153 14

Maryland $1,302 9

Massachusetts $1,931 3

Michigan $833 31

Minnesota $1,658 5

Mississippi $587 40

Missouri $892 26

Montana $1,035 20

State
Individual Income Tax 
Collections per Capita Rank

Nebraska $1,129 16

Nevadaa $0 44

New Hampshireb $75 42

New Jersey $1,363 7

New Mexico $595 38

New York $2,051 2

North Carolina $1,130 15

North Dakota $901 24

Ohio $854 28

Oklahoma $761 33

Oregon $1,599 6

Pennsylvania $844 30

Rhode Island $1,029 16

South Carolina $707 35

South Dakotaa $0 44

Tennesseeb $41 43

Texasa $0 44

Utah $991 22

Vermont $1,059 18

Virginia $1,326 8

Washingtona $0 44

West Virginia $968 23

Wisconsin $1,261 11

Wyominga $0 44

United States 

(average)

$983 —

Source: Tax Foundation, Facts and Figures 2015: How Does Your State Compare? (Washington, DC: Tax Foundation, 2015), Table 13, http://taxfoundation.org/sites/
taxfoundation.org/files/docs/Fact%26Figures_15_web_9_2.pdf.

aState does not tax wage income.

bState does not tax wage income but does tax interest and dividend income.

from? Some of it comes from a variety of miscel-
laneous taxes we have not specifically discussed, 
such as fuel taxes and corporate (as opposed to 

individual) income taxes. Other sources of reve-
nue include fees and user charges, insurance trust 
money, and intergovernmental transfers.
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98 Governing States and Localities

These sources of revenue can be significant. In 
2013, state and local governments raised $650 
billion from “charges and miscellaneous fees.” 
This includes everything from highway tolls to 
hunting licenses to utility fees. Although they are 
less visible than sales, income, or property taxes, 
government levies in the form of university tui-
tions, public hospital charges, airport use fees, 
school lunch sales, and park permits make a big 
difference to the bottom line. It would take a sep-
arate book to examine all of these other sources 
of revenue, but two are worth mentioning here 
because of their big impact on the bottom lines of 
state and local governments: insurance trust 
funds and intergovernmental transfers.

Insurance Trust Funds

The amount of money shown on a pay stub 
before any deductions are taken out can be 
pretty impressive; the actual amount of the pay-
check can be a bit disappointing. What many 
wage earners may not realize is that they are not 
the only ones paying the taxes and fees they see 
deducted from their paychecks. Their employ-
ers often have to match these payroll taxes and 
deductions. These insurance trust funds go to their 
state governments and to the federal govern-
ment. Ultimately, the contributions are invested 
to support Social Security and retirement pro-
grams, workers’ compensation and disability 
programs, and other related insurance programs 
that benefit employees. In 2013, insurance trust 
funds accounted for roughly $563 billion in state 
and local government revenues.26

Intergovernmental Transfers

State and local governments also get significant 
revenues from intergovernmental transfers. In the 
case of state governments, that means transfers 
from the federal government. In the case of local 

governments, it means transfers from both state 
and federal governments. In 2013, the federal 
government provided some $584 billion to state 
and local governments, and state governments 
transferred about $469 billion to local govern-
ments.27 The vast majority of federal funds go to 
specific state programs. Medicaid, the joint state–
federal health insurance program for low-income 
people and people with disabilities, is by far the 
largest recipient. In 2014 Medicaid costs totaled 
nearly $500 billion, 60 percent of which came 
from the federal government.28 Medicaid is far 
from the only program wholly or partially run by 
state and local governments that receives federal 
funding: Education (both K–12 and postsecond-
ary), transportation projects, and public welfare 
also receive significant dollars from the federal 
government. Local governments receive funding 
for various programs—most notably, K–12 edu-
cation—from state governments as well. Many 
states have funding formulas that provide signif-
icant state aid to local school districts.

Local governments generally welcome money 
from state sources, but relationships between 
state governments and county and city govern-
ments have not always been easy. Over the course 
of the past decade, many city and county govern-
ments have found themselves stuck with 
unfunded mandates. These requirements have 
been imposed on them by federal or state legisla-
tion that forces them to perform certain tasks but 
fails to provide them with the money to carry out 
those tasks. Transfers of money and responsibil-
ities, however, continue to be commonplace.29

Taxing Variations 
Among State and Local 
Governments
Generalizations about state and local finances 
should not obscure the fact that different states 
and localities tax themselves in very different 
ways and at very different rates. As we have been 
hinting throughout our discussion thus far, dif-
ferences make a difference. The first and most 
obvious difference concerns the very different 
tax burdens that states choose to impose on 
themselves. In 2013 (the latest data available), 

Insurance trust funds
Money collected from contributions, assessments, insurance premiums, 
and payroll taxes.

Intergovernmental transfers
Funds provided by the federal government to state governments and by 
state governments to local governments.
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99Chapter 4 Finance

New York residents paid more per capita in state 
and local taxes than did the residents of any other 
state in the country, forking over roughly 13 per-
cent of their incomes in state and local taxes. In 
contrast, residents of states like Alaska, Texas, 
and Wyoming paid only about half as much in 
per capita taxes as New Yorkers.30

State and local governments do not just choose 
to tax themselves at different rates; they also 
choose to tax themselves in different ways. 
Residents of many Tennessee counties pay sales 
taxes of almost 10 percent. New Hampshire relies 
on property taxes to generate 18 percent of its 
total state tax revenue. In contrast, property taxes 

Local Focus

The Windy City’s Financial Woes

Since declaring bankruptcy in 2013, Detroit, 
Michigan, has become the most prominent example 

of the financial difficulties faced by many local 
governments. One state over, however, an even bigger 
municipality is grappling with a set of monumental 
budget problems similar to those that drove Detroit into 
insolvency. Chicago, the third-largest city in the United 
States, has some serious money woes.

The numbers are staggering. The city has about 
$34 billion in outstanding debt, most of which (about 
$20 billion) is attributed to its pension plans. To put just 
that pile of debt into perspective, the city’s entire 
annual budget is about $9 billion. The city’s school 
system owes $6 billion to bondholders, and its teacher 
retirement system is short nearly $10 billion. These 
numbers dwarf the school system’s annual budget of 
about $5.8 billion. The huge IOUs racked up by the city 
and the school system, coupled with growing doubts 
about their ability to service that debt, have made it 
hard for the cash-strapped government to borrow 
money. The credit ratings of the city and the school 
system have been dropped to junk status.

These are big problems, no doubt, but Chicago is 
not Detroit. Detroit’s problems were not just a matter of 
bad fiscal management (though that certainly played a 
part); the Michigan city faced a shrinking population 
and a declining job base, so its revenue base was 
wobbling severely even before the Great Recession hit. 
Chicago, on the other hand, has a thriving economy—
by many measures its revenue base is solid.

Chicago’s big problem is that it needs to kick a 
decades-long habit of passing the bills for city 
expenses to future generations of taxpayers. They 
have done this in a number of ways. For example, the 
city has underfunded its pension systems; basically 
the city has made promises to public-sector retirees 
but has not ponied up the cash to ensure that those 
promises can be kept. It has also engaged in what’s 
known as “scoop and toss,” issuing long-term bonds 
to pay off bills that are due right now. The bills get 
paid in the short term, but the long-term bills keep 
getting bigger.

So what can Chicago do? The problem is not that it 
doesn’t have options (it does) but that all of those 
options are painful—politically painful (maybe even 
suicidal) for the officials who propose and impose 
them, and painful for the citizens whose pockets will 
get squeezed. For example, Chicago is considered a 
low-tax city, at least in comparison to the cities that 
surround it. At least in theory, the city could jack up its 
property tax rates closer to those levied in nearby 
suburbs. Doing that, though, runs the risk of angering 
middle-class property owners and, in a worst-case 
scenario, pushing many of them out of the city.

Chicago’s problems might be unusual in the 
amounts of money involved, but the basic scenario is 
familiar to many cities. Providing programs and services 
that citizens want at a tax burden they can live with is 
a delicate and difficult balancing act.

Source: Adapted from Liz Farmer, “Chicago’s Shockingly Bad Finances,” Governing, March 25, 2016, http://www.governing.com/topics/finance/gov-chicago-finances.html.
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100 Governing States and Localities

do not contribute anything to state coffers in 14 
states, although localities rely heavily on them.31

In thinking about a state’s tax burden, it is 
helpful to distinguish between its tax capacity and 
its tax effort. In Newport Beach, California, for 
example, many homes are worth more than $1 
million—a far cry from the price tags of a few 
years ago—but on that much value, even low 
property tax rates are going to bring in serious 
money. Conversely, Odessa, Texas, with a median 
home price of $66,700, is not going to generate a 
lot of property tax revenue no matter how high 
its rates are. Newport Beach’s tax capacity is high; 
Odessa’s tax capacity is low.

Rather than tax capacity, many political scien-
tists prefer to look at a different measurement—
tax effort, which is the aggregate-level equivalent 
of individual-level tax burden. Basically, measure-
ments of tax effort seek to determine the propor-
tion of its income that a given community chooses 
to pay out in taxes. A community’s tax effort is 
also a good proxy for its appetite for public ser-
vices. Some communities are willing to pay for 
street cleaning; some are not. Some communities, 
such as Cambridge, Massachusetts, even are will-
ing to pay a government employee to drive around 
and announce that street cleaning is about to 
commence.

Tax capacities and tax efforts often diverge 
markedly. Consider Massachusetts and New 
Hampshire. Both are comparatively affluent 
states. Personal income per capita in 2012 was 
$57,179 in Massachusetts and $50,287 in New 
Hampshire.32 In other words, the two states have 
similar tax capacities. However, they make very 
different tax efforts. Per capita, New Hampshire 
residents pay about $3,961 in state and local taxes, 
while Massachusetts residents pay $5,871.33

Explaining Tax Variations

What accounts for differences in tax capac-
ity and effort such as those found between 

Massachusetts and New Hampshire? Political 
culture is one difference that helps explain the 
difference. New Hampshire prides itself on its 
rugged individualism. Its motto is “Live Free or 
Die.” Residents tend to want the government to 
stay out of their way. In contrast, Massachusetts 
was founded as a commonwealth. The found-
ing document of the Massachusetts Bay Colony 
describes a single “Body Politic” dedicated to 
the “general good” of the colony.34 In this tra-
dition, state and local governments are seen as 
effective ways of advancing that general good; 
thus, higher taxes and larger governments are 
more acceptable.

Political culture, however, is not the only 
important variable that explains the very different 
tax efforts among states. Factors such as geogra-
phy, geology, demographics, and history also 
influence the choices that state and local govern-
ments make.

Geography. One obvious, but easily over-
looked, factor that influences state tax policies 
is geography. Some states use sales tax pol-
icy as a competitive edge. Delaware proudly 
recruits shoppers from nearby Mid-Atlantic 
states to its outlet malls with “no sales tax” 
advertisements. In contrast, Hawaii charges 
a 4.0 to 4.7 percent tax on nearly everything 
sold, including many services. How can it get 
away with the practice? Well, unless residents 
are willing to fly to the mainland for their 
sundries, they don’t have much choice but to 
pay up.

Geology. As we have already seen, geology 
plays an important role in some state economies. 
This is most notably true in oil-rich and natural 
gas–rich states such as Alaska, Wyoming, and 
North Dakota. Taxes on natural resources have 
long meant that state and local governments 
in places like Alaska are able to maintain high 
levels of spending with very low tax burdens. 
Alaska used its mineral riches to help establish 
the Alaska Permanent Fund, which is a sovereign 
wealth fund—basically a state-owned investment 
corporation. The fund’s profits are partially 
redistributed to state citizens; so, rather than the 
state taxing residents, the fund pays Alaskans 

Tax capacity
A measure of the ability to pay taxes.

Tax effort
A measure of taxes paid relative to the ability to pay taxes.
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101Chapter 4 Finance

for being Alaskans. The fund sends each eligible 
citizen a yearly dividend check; in 2015 the amount 
per person was about $2,072. As discussed in 
the introduction to this chapter, however, heavy 
reliance on oil money can have a big downside. 
When oil prices plummeted in 2016, revenues in 
states like Alaska, North Dakota, and Wyoming 
were hit hard, prompting spending cuts and 
increased pressure to shift tax burdens from 
energy producers to citizens in the form of 
income, property, or sales taxes.

Demographics. Demographics also play an 
important role in determining the attitudes of 
state and local governments toward taxes. This 
is particularly true at the local level. Consider 
a city with a strong local economy and rising 
house prices. Such a city attracts a large number 
of young workers with children. These are 
people who might very well want to spend more 
money on local schools and are willing to deal 
with rising property tax revenues. However, as 
mentioned previously, for seniors living on fixed 
incomes, rising house prices and rising property 
taxes might spell disaster. During economic 
booms, conflicts between parents of school-age 
children and retirees are a common feature of 
local politics.

The Economic Cycle. Even when states 
make similar tax efforts and have similar cul-
tures, their state and local finances can still vary 
widely because states (and even cities) can have 
very different economies. The national economic 
numbers that most people are familiar with—
unemployment, productivity gains, income, and 
the like—are not necessarily accurate reflec-
tions of state economic conditions. Depending 
on the makeup of their economies, states can 
find themselves at very different places on an 
economic cycle at the same point in time. For 
example, industrial states such as Michigan and 
Indiana tend to experience economic downturns 
first. Texas historically has had a countercyclical 
economy. When rising oil prices threaten to push 

industrial states into recession, Texas tends to do 
well. The same is true of Wyoming, Alaska, and, 
most recently, North Dakota.

Demographics, geography, 
history, political culture, and 
the swings of the economic 
cycle are all important, but 
these variables do not explain 
all the financial choices that 
state and local governments 
make. Take Mississippi, for 
example. One of the most reli-
gious and politically conserv-
ative states in the country, 
Mississippi is the buckle of the 
Bible Belt. In 1990, however, 
Mississippi passed riverboat 
gambling legislation that allowed 
casino operators to build full-size 
casinos on barges moored permanently to the 
shoreline on the Mississippi River and the Gulf 
Coast. The goal was to turn the northwestern 
town of Tunica, which had gained a measure of 
renown after the television newsmagazine 60 
Minutes profiled it as the poorest city in America, 
into Las Vegas East.

What’s important to keep in mind here is that 
Nevada and Mississippi have completely different 
political cultures. Political scientist Daniel Elazar 
describes Mississippi as a traditionalistic state and 
Nevada as an individualistic state. In short, 
Nevada has the kind of political culture that 
might be expected to produce, well, Las Vegas. 
Mississippi does not. Today, however, the hamlet 
of Tunica has more casino square footage than 
does the East Coast gambling hot spot Atlantic 
City, in the individualistic state of New Jersey. 
Clearly, political culture isn’t everything.

Debt

The final source of money for state and local 
governments is debt, generally issued in the 
form of bonds. These are financial instruments 

NORTH DAKOTA’s 
number of oil and 
natural gas rigs fell from 
179 to 26 from April 
2014 to April 2016 as oil 
production across the 
country slowed and 
prices fell.

Dividend
A payment made to stockholders (or, in Alaska’s case, residents) from 
the interest generated by an investment.

Bonds
Certificates that are evidence of debts on which the issuer promises to 
pay the holders a specified amount of interest for a specified length of 
time and to repay the loans on their maturity.
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States Under Stress

Broken Bonds and Bankruptcy

Technically, Puerto Rico is a U.S. territory, not a 
state. Its lack of sovereignty is a big deal with huge 

consequences, not the least of which is that even though 
Puerto Ricans are U.S. citizens, they have no voting 
representative in Congress. In many ways, though, 
Puerto Rico’s politics and governance are very similar to 
those of a state—Puerto Rico has its own constitution, a 
governor, and a bicameral legislature. Geographically, it 
is bigger than Delaware; it has a population roughly 
similar in size to Oklahoma’s; and in terms of gross 
domestic product, its economy is comparable to those 
of states like Mississippi and Nebraska. Puerto Rico also 
shares with states a legal inability to declare bankruptcy.

Bankruptcy is a financial last resort for local 
governments, a chance to shed debt and emerge with 
a sustainable plan for balancing revenues and 
expenditures. This is why places like Detroit, Michigan, 
and Stockton, California, have declared bankruptcy. 
These two cities simply had no foreseeable way to 
service their debts or to meet their obligations to fund 
public programs and services. So they entered what’s 
known as Chapter 9 bankruptcy, a legal process that 
allows local governments to cut a deal with their 
creditors while under the protection of a federal 
bankruptcy court. About 50 financially distressed local 
governments have declared bankruptcy since 2010.

Federal law, however, makes no provision for states 
to declare bankruptcy, and the same goes for territories 
like Puerto Rico. This means that if a state or a territory 
is drowning in debt it cannot seek protection from its 
creditors in a bankruptcy court; it simply has to stagger 
on as best it can. In 2015 and 2016 Puerto Rico faced 
this nightmare scenario. As of early 2016, Puerto Rico 
was carrying more than $70 billion in debt. Much of this 
debt was composed of bonds that the territory was 
having difficulty servicing. How did Puerto Rico get into 
so much debt? One reason is that it was easy. 
Historically, bonds issued by Puerto Rico have been very 
popular with investors because, unlike the vast majority 
of bonds issued by states and localities, they are exempt 
from all local, state, and federal taxes. Lots of people 

have a stake in Puerto Rican bonds whether they know 
it or not, because the tax advantages make these bonds 
attractive to institutional investors like pension funds and 
mutual funds. If a government can easily raise cash in 
the bond market, it is always going to face the temptation 
of putting off making tough decisions in the present by 
passing on IOUs to the future.

These days Puerto Rico’s bonds are not so popular. 
Starting in late 2015 Puerto Rico simply ran out of money 
to meet all of its debt obligations. For the first time ever,  
it began defaulting on its debt, meaning it simply was 
not making all scheduled payments to its creditors. 
Unsurprisingly, the credit ratings for Puerto Rico’s bonds 
dropped precipitously. The financial consequences of this 
situation are potentially catastrophic. Puerto Rico has to 
claw money from wherever it can to pay whatever creditors 
it can, meaning it has less and less money to spend on 
public programs and services. It also has an increasingly 
hard time borrowing money—the risk of default on the 
bonds discourages all but the most risk-tolerant investors, 
who likely will demand higher interest payments for taking 
that risk. With no bankruptcy option, the potential of a 
financial death spiral thus becomes all too real.

The impact of Puerto Rico’s fiscal distress is being 
felt at the ground level. Buses are late or never show up. 
Parks and beaches are not cleaned. Infrastructure is not 
maintained. While public services and programs 
deteriorate, citizens are paying higher taxes as the 
government desperately seeks to raise revenue. For 
example, the legislature raised sales taxes to an eye-
watering 11.5 percent—the highest in the United States—
to try to bring in more cash. Fed up, Puerto Ricans are 
increasingly leaving their home for the U.S. mainland.

Puerto Rico has appealed to Congress for help, but 
many members of Congress are reluctant to do too 
much to aid the territory because of the precedent it 
might set. If Congress helps out Puerto Rico, states in 
financial trouble might ask for similar consideration. If 
bankruptcy were an option, there is little doubt that 
Puerto Rico would be seriously considering that route. 
Absent that option, it is left to carry on as best it can.

Sources: Scott Beyer, “Puerto Rico’s Biggest City Is Its Biggest Problem,” Governing, November 2015, http://www.governing.com/columns/urban-notebook/gov-puerto-
rico-san-juan.html; Mary Williams Walsh, “Puerto Rico Defaults on Debt Payments,” New York Times, January 4, 2016, http://www.nytimes.com/2016/01/05/business/
dealbook/puerto-rico-defaults-on-debt-payments.html.
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with which state and local governments prom-
ise to pay back borrowed money at a fixed rate 
of interest on a specified date. The interest rates 
paid by a government depend largely on the gov-
ernment’s bond rating. Bond ratings are issued 
by three private companies—Moody’s, Standard 
& Poor’s, and Fitch—and are based on the gov-
ernments’ fiscal health; many states’ bond ratings 
fell during the Great Recession and in the years 
following. A rating of AAA is the best, and any-
thing lower than BBB is considered “junk bond 
status” and would send a government’s interest 
rates skyrocketing. No state has ever fallen below 
a BBB rating.35

State and local governments, as well as quasi- 
governmental entities such as utility and water 
authorities, use bonds to finance capital invest-
ments, typically infrastructure upgrades such as 
new roads, new schools, and new airports. There 
are two types of bonds: general obligation bonds, 
which are secured by the taxing power of the 
jurisdiction that issues them, and revenue bonds, 
which are secured by the revenue from a given 
project, such as a new toll road. For state govern-
ments, capital investments are projects such as 
highway construction, power plant construction 
and pollution control, and even land conserva-
tion. Because the issuance of general obligation 
bonds must be approved by voters, state and local 
governments turn to revenue bonds more often.

Local governments use bonds to finance pro-
jects such as construction or improvement of 
schools, sewage and water lines, airports, and 
affordable housing. Investors like them, too, in 
part because the earnings from most state bonds 
are exempt from state income taxes. Municipal 
bonds, called munis, are generally safe and attrac-
tive investments, particularly for the rich. 

Municipal bondholders usually are exempted 
from paying federal or state taxes on income they 
receive from bonds. Sometimes, however, munic-
ipal finances go disastrously awry. In 2009, 
Jefferson County, Alabama, the largest county in 
the state, announced it would file for bankruptcy 
after defaulting on $3 billion in bonds to finance 
improvements to its sewer system. In 2015 Puerto 
Rico technically began defaulting on its debt, fail-
ing to make full payments to bondholders for the 
simple reason that it did not have the cash to pay. 
Puerto Rico is not legally allowed to declare bank-
ruptcy, so it staggered on carrying $72 billion in 
debt—most of it in what are essentially municipal 
bonds—that it could not repay (see the box “States 
Under Stress: Broken Bonds and Bankruptcy”).

The Budget Process
Once state and local governments have raised 
money from taxes, user fees, and bonds, and have 
received money from intergovernmental trans-
fers, they must decide how to spend it. These 
decisions are made during the budget process.

Most state and local governments budget for 
one fiscal year. Unfortunately for fans of simplicity 
in government, the fiscal year is not the same as 
the calendar year. The federal government’s fiscal 
year runs from October 1 to September 30. Most 
state and local governments begin their fiscal year 
on July 1; Alabama, Michigan, New York, and 
Texas are exceptions. Thus, when legislatures 
debate the budget, they are almost always debat-
ing the budget for the coming fiscal year.36 
Nineteen states pass 2-year budgets.37

Budget timelines do vary from state to state, but 
the budget process itself is quite similar across 
states. It begins with instructions from the gover-
nor’s budget office. The executive branch agencies 
are told to draw up funding requests for the upcom-
ing year. During the fall (assuming the typical fiscal 
year beginning on July 1), the budget office reviews 
the spending requests and helps the chief executive 
develop a unified budget for the executive branch.

Capital investments
Investments in infrastructure, such as roads.

General obligation bonds
Investments secured by the taxing power of the jurisdiction that issues them.

Revenue bonds
Investments secured by the revenue generated by a state or municipal 
project.

Municipal bonds
Bonds issued by states, counties, cities, and towns to fund large projects 
as well as operating budgets. Income from such bonds is exempt from 
federal taxes and from state and local taxes for the investors who live in 
the state where they are issued.

Budget process
The procedure by which state and local governments assess revenues 
and set budgets.

Fiscal year
The annual accounting period used by a government.
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Most chief executives unveil their budgets in 
their state of the state addresses in January. In 45 
states, governors and mayors are required by law 
to submit a balanced budget to the legislature or city 
council. The legislative body reviews the budget, 
authorizes spending on certain programs, appro-
priates the necessary money, and presents its 
budget to the chief executive to sign into law.

As a guard against fiscal excess and abuse, 49 
states have statutory or constitutional require-
ments that the state legislature enact a balanced 
budget. Only Vermont is free to run up debt as it 
pleases. All but 5 states also have laws that require 

lawmakers to save a certain portion of state reve-
nues in so-called rainy-day, or budget stabiliza-
tion, funds. States can draw on these funds during 
times of recession, when revenues fall. Although 
rainy-day funds rarely offset the revenue drops 
that occur during a recession, they do provide 
some cushion for the lawmakers who have to bal-
ance state budgets. In 2009 and 2010, for example, 
rainy-day funds helped close more than $35 bil-
lion of states’ budget gaps—funds that would have 
otherwise had to come from more severe pro-
gram cuts or greater tax increases.38 Many local 
governments face similar requirements because 
of state laws or their own municipal codes.

There are, of course, exceptions. In states 
such as Arkansas, Mississippi, and South 

Source: “Bankrupt Cities, Municipalities List and Map,” Governing, August 21, 2015, http://www.governing.com/gov-data/municipal-cities-counties-bankruptcies-and-defaults.html.

Note: Only about half of U.S. states allow municipalities to file for Chapter 9 bankruptcy; laws in other states prohibit such filings. Not all bankruptcy filings were approved.

MAP 4-1

Municipal Bankruptcies as of August 2015
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Balanced budget
A budget in which current expenditures are equal to or less than income.
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105Chapter 4 Finance

Carolina, legislatures take the lead role 
in formulating the initial budget plan. 
Legislative bodies also take the lead in 
county and city governments with weak 
chief executives, such as Los Angeles, 
California. In many western states, cit-
izens and special interests have become 
players in the budgeting process via 
ballot initiatives.

Expenditures, or  
Where the Money Goes

As you can imagine, state and local governments 
spend a lot of money to provide all the services 
and programs they are responsible for. In fiscal 
year 2013, state governments alone spent more 
than $2 trillion. (See Table 4-2.) That’s about 
$6,320 for every resident of the United States, 
and that number climbs to about $10,123 per 
head if local government spending is included. 
What do these subnational governments spend 
all this money on?

Wages. Salaries are the single largest source of 
expenditures for state and local governments—
roughly $857 billion in 2013.39 State and local 
governments are the biggest employers in 
the United States. In 2014, state governments 
employed 5.1 million people nationwide, and 
local governments employed another 14.1 
million.40

Education. Education has long been the single 
largest functional spending category for state and 
local governments. In 2013 state governments 
alone spent $876 billion on education, the 

majority of it (about $569 billion) in the form of 
transfers to schools and school districts.41

Despite the big financial commitment by 
states—they provide about half the funding—
primary and secondary education traditionally 
has been the preserve of local governments. In 
most states, elected local school boards hire 
superintendents and principals, select curricula 
that align with state standards, and develop 
school budgets. Local governments typically 
devote more than a third of their budgets to 
education.42

State governments also devote a portion of 
their expenditures to higher education; in 2015 
state general fund expenditures on higher educa-
tion totaled about $82 billion.43 The fact that 
states spend so much on education out of general 
revenue funds is important because it means 
those expenditures fall into what’s known as dis-
cretionary spending. In tight economic times, dis-
cretionary spending is one of the first parts of a 
government budget to come under stress—when 
revenues shrink, legislatures have to reduce 
annual appropriations, and that means cutting 
discretionary spending. As publicly supported 
colleges and universities have ways to deal with 
spending cuts from state government (read: jack-
ing up your tuition and increasing your class 
sizes), funds for higher education have been par-
ticularly hard-hit by budget retrenchment.

Despite some groups’ moral objections to 
gambling, states have turned to casinos such as 
this one floating on the Mississippi River in 
Natchez, Mississippi, to help raise much-needed 
revenues.

Expenditures
Money spent by government.

Discretionary spending
Spending controlled in annual appropriations acts.

Kevin Fleming/Corbis/VCG
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106 Governing States and Localities

Health Care. Since the late 1990s, health 
care spending has surged dramatically. For state 
governments, spending on health care is now 
greater than spending for any other single item. 

Medicaid is the largest and most expensive state-
run health program. When it was established 
in 1965, it was viewed as a limited safety net 
for the very poor and disabled. However, the 

TABLE 4-2

State Revenue, Expenditures, and Debt, 2013 (in thousands of dollars)

Total 
Revenue

Total 
Expenditure

Debt at End 
of Fiscal Year

United States 2,216,076,023 2,005,911,066 1,137,363,058

Alabama 29,092,950 28,203,758 9,055,227

Alaska 14,018,474 12,214,598 6,218,363

Arizona 36,947,686 31,968,081 13,723,166

Arkansas 21,541,707 19,522,252 3,947,169

California 315,358,675 283,572,491 152,186,012

Colorado 30,986,766 28,743,913 16,309,217

Connecticut 31,851,296 29,302,715 32,356,807

Delaware 8,908,038 8,648,250 5,754,587

Florida 95,693,798 80,436,036 37,892,165

Georgia 53,486,765 45,483,779 13,292,965

Hawaii 12,944,952 11,477,711 8,318,403

Idaho 9,391,142 8,530,858 3,647,841

Illinois 84,493,376 75,324,720 63,660,340

Indiana 38,141,709 36,793,639 22,564,017

Iowa 23,102,534 20,517,934 6,647,699

Kansas 18,013,265 16,436,706 6,825,293

Kentucky 28,637,166 28,887,783 14,983,712

Louisiana 31,238,181 32,037,578 18,589,438

Maine 9,571,311 8,950,407 5,374,528

Maryland 41,802,233 39,556,993 26,066,617

Massachusetts 55,437,787 56,772,774 76,160,503

Michigan 66,400,989 62,945,494 30,377,220

Minnesota 45,593,764 39,943,492 13,572,769

Mississippi 21,865,219 20,101,926 7,112,560

Missouri 37,529,136 30,451,378 19,307,770

Total 
Revenue

Total 
Expenditure

Debt at End 
of Fiscal Year

Montana 7,982,053 7,075,417 3,558,343

Nebraska 11,484,492 9,880,837 1,846,583

Nevada 17,040,569 13,273,807 3,609,752

New 

Hampshire

8,163,713 7,420,420 8,763,339

New Jersey 67,918,016 67,362,610 64,264,050

New Mexico 17,808,300 17,200,474 7,232,938

New York 212,858,793 184,040,200 136,014,460

North Carolina 60,004,493 53,625,862 19,054,585

North Dakota 8,830,465 6,410,161 1,834,319

Ohio 90,343,990 76,291,671 33,132,906

Oklahoma 26,344,587 22,920,374 9,514,281

Oregon 32,914,634 26,850,084 13,598,468

Pennsylvania 87,910,876 87,532,654 47,020,552

Rhode Island 8,681,540 8,189,015 9,568,297

South Carolina 29,638,637 28,245,704 14,723,546

South Dakota 5,759,268 4,476,725 3,425,424

Tennessee 32,356,348 30,586,320 6,191,955

Texas 136,486,968 124,929,538 39,624,672

Utah 18,442,207 16,822,502 7,049,552

Vermont 6,295,755 6,018,247 3,330,238

Virginia 50,851,769 47,614,065 28,022,656

Washington 47,862,480 45,725,863 30,474,333

West Virginia 14,581,453 13,234,155 7,355,630

Wisconsin 45,891,806 37,524,804 23,187,772

Wyoming 7,574,100 5,834,892 1,020,546

Source: U.S. Census Bureau, “2013 Annual Survey of State Government Finances Summary Table,” https://www.census.gov/govs/state.
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107Chapter 4 Finance

numbers of low-income, uninsured Americans 
have increased, and medical care has become 
more expensive. The program has grown at 
an enormous rate as a result. In 1970, state 
governments spent $2 billion on Medicaid, 
and the federal government kicked in another 
$3 billion. In 2014, the states and the federal 
government spent $445 billion on the program, 
and it was estimated that they would spend more 
than $500 billion in 2015.44 The number of people 
served by Medicaid continues to rise dramatically, 
with current estimates suggesting as many as 80 
million may be enrolled in this program within 
the next half decade.45 A big reason for the jump 
in Medicaid enrollments—and thus in Medicaid 
expenditures—is the Patient Protection and 
Affordable Care Act, commonly known as 
Obamacare. Enacted in 2010, Obamacare has 
the explicit aim of extending health insurance 
coverage to millions of uninsured people. The law 
is of particular interest to the states because one of 
its central goals is to expand Medicaid eligibility, 
and Medicaid is a program cooperatively run—
and paid for—by state and federal governments. 
As such, it is an example of fiscal federalism, a 
system of delivering public services in which the 
federal government picks up most of the costs 
while states take responsibility for administering 
the services.

Obamacare was (and remains) a contentious 
and controversial law. When it was enacted, the 
expansion of Medicaid included in the law was 
opposed by some state officials, who viewed it not 
just as federal encroachment on state sovereignty 
but also as a potential budget buster. Although the 
federal government pledged to pick up the vast 
majority of the costs of adding millions to the 
Medicaid rolls, at least in the short term, some state 
governments worried that the federal fiscal com-
mitment would not last forever. The federal gov-
ernment pledged to pay 100 percent of expansion 
costs for 3 years, and 90 percent of the costs after 
that until 2022. But what about after 2022? Some 
states were concerned that they could end up being 
saddled with huge costs at some point in the future.

The sovereignty and budget concerns raised by 
Obamacare were addressed in National Federation 
of Independent Business v. Sebelius, a case decided 
in 2012 by the Supreme Court. The Court ruled 
that the major provisions of Obamacare were 
constitutional but that the federal government 
could not force state governments to join in the 
planned expansion of Medicaid; this decision 
effectively gave states the right to opt out. As of 
2016, 19 states—mostly conservative and 
Republican—had decided not to participate in the 
Medicaid expansion.46 Obamacare has added mil-
lions to the numbers covered by Medicaid, which 
is an entitlement program. This means states and 
the federal government are obligated by law to 
provide health insurance to low-income individ-
uals who qualify for the program, regardless of 
the cost. While there is an ongoing debate about 
the pros and cons of Obamacare, there is no 
debate that Medicaid and other health care pro-
grams are expensive and likely to stay that way for 
the foreseeable future.

States do have some leeway in determining 
how generous they want to be with programs such 
as Medicaid. Eligibility for these sorts of pro-
grams is typically determined by family or wage-
earner income relative to federally established 
poverty levels. While the federal government sets 
basic guidelines on those eligibility requirements, 
states can use more generous guidelines if they 
choose. For example, in Mississippi children ages 
1–5 are eligible for Medicaid benefits in families 
earning up to 143 percent of the federal poverty 
level. In Minnesota they are eligible if their fam-
ilies earn up to 275 percent of the federal poverty 
level.47 In other words, whether someone is eligi-
ble for Medicaid benefits is dependent not just on 
how much his or her family earns but also on 
what state the family lives in.

Welfare. Welfare has been one of the most 
contentious issues in U.S. politics for a long time. 
Like Medicaid, welfare is an entitlement program; 
states have some leeway to determine eligibility, but 
they cannot deny or restrict benefits to qualified 
individuals. From 1965 to 1996, women with young 

Fiscal federalism
The system by which federal grants are used to fund programs and 
services provided by state and local governments.

Entitlement
A service that government must provide, regardless of the cost.
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108 Governing States and Localities

children were eligible to receive monetary assis-
tance through a welfare program known as Aid 
to Families with Dependent Children (AFDC).

In 1996, Republicans in Congress and 
President Bill Clinton joined forces to pass the 
Personal Responsibility and Work Reconciliation 
Act, which abolished AFDC and replaced it with 
the Temporary Assistance for Needy Families 
(TANF) program. TANF disbursed federal money 
to states in block grants and gave them consider-
able freedom in determining how they wanted to 
spend those funds. Many liberals predicted that 
such welfare “reform” would result in disaster. 
Instead, the number of people on welfare rolls 
declined dramatically. From 1994 to 1999, the 
welfare caseload declined by nearly 50 percent, 
from about 4 million people to 2 million people.48

Welfare continues to be a politically conten-
tious issue even though, from a financial view-
point, it is actually a pretty minor program. In 
2014, states and the federal government each 
spent about $15 billion on TANF, a tiny fraction 
of total spending by both levels of government.49

Fire, Police, and Prisons. In 2013, state and 
local governments spent $144 billion on fire and 
police protection. They spent an additional $73 
billion on prisons and correctional facilities.50 
State and local government spending on police 
protection and prisons varies widely. New York 
City, with a population of 8 million, employs 
roughly 35,000 police officers, or about 42 cops for 
every 10,000 residents. In contrast, Los Angeles, 
a city of 3.8 million, employs fewer than 10,000 
police officers, roughly 26 for every 10,000 people.51

States also have very different levels of enthu-
siasm for funding prisons. In fiscal year 2014, 
North Carolina devoted 4.7 percent of its state 
spending to prisons. That is a level of spending 
more than 1.6 percentage points higher than the 
national average. In contrast, West Virginia’s state 
government spent only 1.0 percent of its state 
budget on corrections.52

Highways. In 2014, state and local governments 
spent about $158 billion on transportation, much 
of it devoted to highways and roads.53 Most of this 
money came from dedicated revenue sources, 
such as gasoline taxes, but the federal government 
accounted for nearly a third of these funds.54

Not surprisingly, states with wide-open spaces 
spend more money on highway construction and 
transportation. In 2015, North Dakota devoted 
20.3 percent of total state expenditures to trans-
portation. This was the highest percentage of any 
state in the country, followed by Florida at 13.1 
percent and Virginia at 12.3 percent. Nationwide, 
state governments spent 7.7 percent of total rev-
enues on transportation in 2015.55

Restraints on State  
and Local Budgeteers

Politicians and journalists usually talk about 
“the budget” in the singular, as if elected offi-
cials meet every year or two to divvy up a single 
pot of money. That’s misleading. State and local 
officials cannot actually lay their hands on all 
the revenues flowing into state and local coffers. 
Most of the money that comes from the federal 
government is earmarked for specific programs, 
such as Medicaid. Revenue streams from many 
state sources, such as the car registration tax, are 
likewise dedicated to specific purposes, such as 
highway construction. State and local officials 
develop their budgets under several additional 
restraints as well.

Governmental Accounting Standards 
Board. States conduct their accounting and 
financial reporting according to standards set by 
the Governmental Accounting Standards Board 
(GASB). In 2004, the organization issued GASB 
45, a rule that mandated that states tally and 
disclose the cost of health care benefits pledged 
to current and retired state employees. As if that 
were not daunting enough, the states also had to 
find a way to begin saving enough to cover their 
pension liabilities, or they risked damaging their 
credit ratings. GASB 45 helped expose a massive 
gap between what states promised public-sector 
retirees and what they could actually pay for, a 
gap that was pushed wider by the revenue crunch 
of the Great Recession. The basic problem is that 
while state pension schemes have the funds to 
pay for promised retiree pensions and health 
care benefits in the short term, they do not have 
the money set aside to pay for the expected long-
term increases in those costs. As of 2013, the gap 
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109Chapter 4 Finance

July–August. 
Each agency, working 
with a DFM budget 
analyst, develops its 

budget.

September. 
Agencies submit 

their budgets 
simultaneously to 
the DFM and LSO.

December. 
The governor makes a 

set of recommendations 
that becomes the 
executive budget.

October and
November. Analysts at

the DFM and LSO work on
technical details. They then
meet with the governor to

present the agencies’
requests and

introduce options.

January. 
The governor presents 

these recommendations 
to the legislature at the 
start of the legislative 

session.

January–February. 
The appropriations process 

begins in the legislature. The 
Joint Finance-Appropriations 

Committee (JFAC) hears testimony 
from agencies on their budget 
requests and the governor’s 
recommendation regarding 

those requests.

February–March. The 
budget-setting process begins. 
JFAC creates an appropriation 
bill (legislation) that must pass 

in both the House and 
the Senate.

By end of March. Bill 
is signed by the governor. If the 

bill does not pass both the House 
and the Senate or it is vetoed 

by the governor, budget-setting
process begins again.

July. 
New budget goes 

into effect.

Ongoing. 
An agency’s budget can 

be adjusted through various 
means to accommodate things 
like revenue shortfalls and new 
federal grants and is monitored 

throughout the year by 
DFM analysts.

May. The Division of 
Financial Management (DFM), 
together with the Legislative 
Services Office (LSO), creates 

that year’s edition of the Budget 
Development Manual 
and distributes it to 

state agencies.

The Budget 
Development Manual 

instructs agencies on the 
process they have to follow 
to submit their budgets and 

includes nuts-bolts items 
like how to calculate 

increases or changes in 
employee benefits and 

compensation.

Source: Adapted from Idaho Division of Financial Management, “Budget Process—Budget Flow Chart,” https://legislature.idaho.gov/budget/process/budgetflowchart.htm.

Most folks first hear about state budget priorities through their governor’s state of the state address, the forum 
in which most state budgetary news is presented. In reality, budget planning begins well in advance of this 
address and involves all three branches of government to some degree. In Idaho, each year in May (after the 
last of the potatoes have been planted), that state’s Division of Financial Management (DFM) starts sowing its 
own seeds: overseeing the development of that state’s budget for the coming fiscal year. This is the beginning 
of what is really an 18-month process: the planning for fiscal year 2016, for instance, actually got under way 
about mid-year in 2014. 

This chart shows how the process works in Idaho:

FIGURE 4-1

How It Works
A Year in the Life of a State Budget: Idaho’s Budgetary Process
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110 Governing States and Localities

between the assets of state pension funds and their 
financial obligation to cover promised pension 
and health care benefits was $968 billion. That 
rises to more than a trillion dollars if you add in 
the promises made by local governments to their 
retirees.56 States have taken some steps to try to 
close the gap by reducing benefits and increasing 
employee contributions to those benefits, but 
even with those adjustments it is not clear that 
states will be able to cover their promises without 
resorting to getting more from taxpayers.

Unfunded Mandates. For years, state officials 
complained bitterly about the federal government’s 
habit of mandating that states achieve a goal, such 
as an environmental cleanup, but then failing to 
provide any money to pay for it. State officials 
viewed such unfunded mandates as an affront to 
the notion of federalism itself. In 1995, Congress 
did something surprising: It passed legislation 
that dramatically curtailed the practice of impos-
ing unfunded mandates on state governments. 
This measure alleviated some of the pressures on 
states, but it did not end the problem. Ironically, 
in the late 1990s, state governments increasingly 
imposed unfunded mandates on county and city 
governments. Evidently, many state governments 
were no more able to resist the temptation to set 
goals and make someone else pay for them than 
the federal government long had been.

As detailed in Chapter 2, under federalism the 
state governments and the federal government are 
coequals, at least in theory. If the federal govern-
ment encroaches too much on state prerogatives, 
the U.S. Supreme Court can step in and strike 
down federal actions. But states are not federa-
tions; indeed, within their own borders they are 
more accurately described as unitary systems. 
Local governments are not equal partners with 
state governments. In most cases, state govern-
ments are free to intervene in local arrangements 
as they please. Beginning in the late 19th century, 
many states did extend the sovereign powers of 
government to local governments by passing leg-
islation that provided for home rule. Communities 
could enact charters and ordinances, change their 
names, and annex their neighbors without the 
permission of the legislature. They also controlled 
their own budgets and property taxes.

At the time, California was one of the strongest 
home rule states. In recent years, however, that 
has changed. California cities now control less 
than half of their discretionary spending. The 
state tells them what they must do with the rest. 
The situation is even worse for California’s coun-
ties. They have the final say over less than a third 
of the money they spend.57

Ballot Initiatives and the Budget Process.  
California’s experience illustrates one of the most 
significant trends in state finances—the growing 
use of ballot initiatives to shape and restrain 
state tax systems. According to Bill Piper of the 
Initiative and Referendum Institute, voters put 130 
tax initiatives on ballots nationwide from 1978 
through 1999. Roughly two-thirds were antitax 
initiatives that cut, limited, or eliminated taxes in 
some way. Of these, 41 passed. In fact, a whopping 
67 percent of all antitax initiatives that came up for 
a vote from 1996 through 1999 passed.58 The net 
effect of all those 20th-century initiatives was to 
create a massive headache for California’s budget 
makers in the 21st century—in simple terms, they 
got to control less and less of the state’s financial 
affairs, which were increasingly constrained or 
just put on automatic pilot.

The big problem with using direct democracy 
to make far-reaching budgetary decisions is that 
while citizens generally prefer low taxes, they 
also tend to favor fairly high levels of spending 
on a wide range of government programs and 
services. The end result is that state and local 
governments are required to do a lot of expen-
sive things even as they are being legally required 
to limit their revenues. These same constraints 
also made it hard for some states to respond 
effectively to the fast-moving economic hits 
brought on by the Great Recession. California is 
just one of a number of ballot initiative states 
that are choking on tax and spending policies put 
in place by voters.

At their worst, antitax budget initiatives can 
paralyze state legislatures and local governments. 
At least 15 states have passed initiatives or ref-
erendums that require tax decisions to gain 
supermajorities in a legislature to be approved. 
Assembling those supermajorities—typically 
two-thirds or three-quarters of the legislature—is 
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The Latest Research

The running theme of this chapter is that state and 
local budgets are all-important. The process of how 
subnational governments get their money, spend their 
money, and keep revenue and expenditures in a legally 
mandated balance is ground zero for the most impor-
tant current policy debates in state and local politics.

Academic research typically lags behind current 
events by several years, so the latest research on taxing 

and spending is mostly not based on data from the 
past fiscal year or two. Nevertheless, the latest research 
has plenty of lessons for states and localities facing 
tough fiscal decisions and for voters who want to hold 
policymakers accountable for those decisions. The 
research discussed below reflects two central themes: 
(1) the real-life impact of state-level economic condi-
tions and who is or is not held responsible for those 

(Continued)

an enormous challenge. In Montana, for example, 
the required supermajority is three-quarters of 
the legislature. State Senator Roy Brown once 
commented on the slim chances of changing tax 
policy with that obstacle in place: “We can’t even 
get a three-fourths majority vote to go to the 
bathroom.”59

Conclusion
State and local governments rely on six major 
types of taxes to fund the operations of govern-
ment: property taxes; income taxes; sales taxes; 
sin, or excise, taxes; user fees; and gift taxes. Each 
of these kinds of taxes has distinct pros and cons. 
Local governments like property taxes because 
the governments set the rates and thus control 
exactly how much revenue is raised. However, 
when property taxes rise, seniors and people on 
fixed incomes often suffer. Income taxes tend to 
be more progressive; sales taxes are more regres-
sive. The exact configuration of taxes in any 
given state reflects that state’s history and polit-
ical culture. Tax revenues, in turn, support the 
budget process by which state and local govern-
ments set their spending priorities. Increasingly, 
governments are relying on user fees—collected 
in relatively small amounts but frequently—to 
supply key revenues.

State and local government finances can be 
difficult to unravel. However, this is an area that 
citizens are highly advised to watch. Not only do 

the budget decisions of state and local govern-
ments determine the services that individuals 
enjoy and how much they pay in taxes, but this 
also is often the arena in which the priorities of 
public life are sorted out. Is it fair or unfair to ask 
wealthy citizens to pay a higher percentage of 
their income in taxes? States such as Texas and 
Florida, which have no income taxes, have in a 
sense decided that it is unfair. States such as 
California, which has an income tax, have reached 
a different conclusion. Should everyone pay more 
in taxes to extend health care to low-income citi-
zens? Massachusetts’s tax policies suggest that its 
answer is yes. Many states in the Deep South have 
reached different conclusions. In short, the con-
sequences of budget decisions are very real.

There is another reason to pay close attention 
to state and local finances. Over the past few years, 
the recovery from the most severe recession since 
World War II has been sluggish, and states’ reve-
nue systems are not set up to make the most of 
today’s evolving economy. To get back in the black 
consistently, states will almost certainly need to 
change their financial structures. States such as 
Tennessee that rely heavily on sales tax revenues 
face particularly serious long-term challenges. As 
Internet sales and dollars spent on untaxed ser-
vices continue to grow, sales tax revenues in par-
ticular will most likely continue to falter. This will 
create a need for new revenue-raising measures. 
Yet states with ballot initiatives may well find new 
approaches blocked by antitax sentiments at the 
voting booth.
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conditions and (2) the efforts of states to deal with the 
effects of taxing and spending limitations.

• Alm, James, and David Sjoquist. “State 
Government Revenue Recovery from the Great 
Recession.” State and Local Government Review 
46 (2014): 164–172.

From a broad national perspective, states seem 
to have mostly recovered from the Great Recession. 
Overall, revenues and expenditures have returned to their 
prerecession levels. Within that general trend, however, 
there is a lot of variation. The Great Recession caused 
the biggest devastation of state budgets in five gener-
ations—some states saw double-digit declines in their 
revenues across several years. Some are recovering from 
that blow better than others. In this article, two econo-
mists report on a comparative study of the states they 
undertook to see what differences might explain variation 
in revenue recovery following the Great Recession. Their 
overall conclusion is not particularly hopeful for state 
governments: The ability of a state to get revenues flow-
ing again seems to be largely dependent on things like 
its economic base—energy-producing states recover 
faster, states more economically reliant on construction 
recover more slowly—and overall economic trends.

• Bifuloco, Robert, Beverly Bunch, William 
Duncombe, Mark Robbins, and William 
Simonsen. “Debt and Deception: How States 
Avoid Making Hard Fiscal Decisions.” Public 
Administration Review 72 (2012): 659–667.

The vast majority of state governments, as noted in 
this chapter, are legally required to have balanced bud-
gets. This seems simple enough—doesn’t it just mean 
that revenue has to equal expenditure? Well, sort of. 
Over the past few years, states have tried all sorts of 
accounting gimmicks to satisfy the letter if not the spirit 
of balanced-budget mandates. Some of those gimmicks 
can obscure the real health of state government balance 
sheets. Bifuloco and his colleagues examine how sev-
eral states borrow to finance current operating expendi-
tures—something that seems mighty close to the deficit 
spending that state governments are supposedly pre-
vented from doing. To make their financial statements look 
balanced, states underfund long-term obligations, defer 
payments, restructure debt, and borrow money from des-
ignated funds to cover general fund deficits. These moves 

are largely designed to get state governments cash in the 
short term while they pile up debt obligations in the long 
term. This study reveals the extent to which this sort of 
deficit financing in all but name goes on and raises ques-
tions about the transparency of state financial statements.

• Hong, Sounman. “Fiscal Rules in Recessions: 
Evidence From the American States.” Public 
Finance Review 43, no. 4 (2015): 505–528.

As discussed in this chapter, the vast majority of 
states are legally required to balance their budgets. This 
study uses the comparative method to see just how 
those rules work—or don’t work—in practice. Hong 
finds that the impact of balanced-budget rules depends 
on political and economic context. For example, bal-
anced-budget rules are more likely to be adhered to 
in recessionary years than in years when the economy 
is doing well. Gubernatorial partisanship also seems 
to be a difference that makes a difference. If there is 
a Republican in the governor’s mansion, the state is 
considerably more likely to cut budgets to meet bal-
anced-budget rules. The size of those cuts, though, is 
mitigated if there is divided control of state government 
(i.e., if there is a Democratic legislature and a Republican 
governor or vice versa). The general takeaway of this 
study, then, is that having a balanced-budget rule is one 
thing, but how that rule is enforced is something else. 
Enforcement of such a rule is dependent on the political 
and economic environment of the state.

• Kelly, Nathan, and Christopher Witko. 
“Federalism and American Inequality.” Journal of 
Politics 74 (2012): 414–426.

One of the most contentious issues in current 
American politics is income inequality. Do the haves get 
too much and the have-nots too little? If so, should gov-
ernment do anything to balance things out? In an era of 
tight budgets and bruising arguments over who, if any-
one, should be taxed more and how that money should 
or should not be spent, answers to these questions are 
contested and controversial. This debate has played 
out primarily on a national stage, but this study uses 
the comparative method to show that state-level factors 
contribute greatly to income inequality. Kelly and Witko 
look at more than three decades’ worth of state-level 
data and find that factors such as a state’s demograph-
ics, the degree of unionization in its labor pool, and the 
partisan makeup of its government are differences that 
make a difference to income inequality.

(Continued)

Copyright ©2017 by SAGE Publications, Inc.   
This work may not be reproduced or distributed in any form or by any means without express written permission of the publisher.

Do n
ot 

co
py

, p
os

t, o
r d

ist
rib

ute



CHAPTER

 4

113Chapter 4 Finance

Want a better grade?

Get the tools you need to sharpen your study skills. Access practice quizzes, eFlashcards, video, and 
multimedia at edge.sagepub.com/smithgreenblatt6e.

Top Ten Takeaways
 1. Budgets are not just ledgers recording revenues and expenditures; they are central policy 

documents. They reveal government policy and program priorities, and there is often intense 
political conflict over taxing and spending.

 2. State and local governments raise and spend enormous amounts of money—roughly $3.5 trillion 
a year according to the latest available estimates.

 3. The primary sources of revenue for state and local governments are sales taxes, property 
taxes, income taxes, motor vehicle taxes, estate taxes, and gift taxes. Other important 
sources of funding include intergovernmental transfers and a wide range of fees and other 
taxes.

 4. Generally speaking, states raise more from income and sales taxes, and local governments raise 
more from property taxes.

 5. There is considerable variation from state to state in tax capacity and tax effort. These 
differences are driven by other differences in variables such as demographics, geology, and the 
economic cycle.

 6. Education is the biggest functional expenditure category for state and local governments. Other 
big areas of expenditure include health care, transportation, and public safety.

 7. Unlike the federal government, the vast majority of states are legally required to have balanced 
budgets. State and local governments can borrow money, mostly in the form of bonds, but as a 
general rule they cannot engage in deficit spending.

 8. Local governments facing tough financial times can declare bankruptcy as a final resort to gain 
relief from their financial obligations. States do not have this option.

 9. There is considerable variation in the financial health of states and localities. Some are doing 
fine, while others are dealing with budget crises brought on by economic conditions, lingering 
effects of the Great Recession, long-term fiscal mismanagement, or political and ideological 
disagreement.

10. Over the past decade or two, subnational governments have lost some budget flexibility because 
of new accounting standards, unfunded mandates, and ballot initiatives that have limited 
government budgetary discretion.
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Key Concepts

 • balanced budget (p. 104)

 • bonds (p. 101)

 • budget deficits or shortfalls (p. 90)

 • budget process (p. 103)

 • capital investments (p. 103)

 • discretionary spending (p. 105)

 • dividend (p. 101)

 • entitlement (p. 107)

 • estate taxes (p. 92)

 • excise or sin taxes (p. 91)

 • expenditures (p. 105)

 • fiscal federalism (p. 107)

 • fiscal year (p. 103)

 • focused consumption taxes (p. 92)

 • general obligation bonds (p. 103)

 • gift taxes (p. 92)

 • income taxes (p. 95)

 • insurance trust funds (p. 98)

 • intergovernmental transfers (p. 98)

 • municipal bonds (p. 103)

 • progressive tax system (p. 95)

 • regressive taxes (p. 92)

 • revenue bonds (p. 103)

 • revenues (p. 91)

 • sales taxes (p. 92)

 • severance taxes (p. 96)

 • tax burden (p. 92)

 • tax capacity (p. 100)

 • tax effort (p. 100)

 • user fees (p. 91)

Suggested Websites
 • www.cbpp.org. Website of the Center on Budget and Policy Priorities. Founded in 1981, the 

center studies fiscal policy and public programs at the federal and state levels that affect low-
income and moderate-income families and individuals. An excellent source of information on state 
budget issues.

 • www.census.gov/govs/state. U.S. Census Bureau site provides a wealth of state and local data; 
allows anyone to download detailed revenue and expenditure information from an annual survey of 
state government finances.

 • www.nasbo.org. Website of the National Association of State Budget Officers.

 • www.ncsl.org. Website of the National Conference of State Legislatures. NCSL’s fiscal program 
produces periodic state budget and tax updates and tracks state actions to close budget gaps.
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Chapter Objectives
After reading this chapter, you will be able to

 • Describe the role of elections within the U.S. 
political system,

 • Identify the different positions for which 
elections are used, and

 • Discuss the role of public opinion in elections 
and representation.

The 1965 Voting Rights Act has 

been a key pillar of the franchise 

in numerous states that had 

discriminated against African 

Americans. The Supreme Court 

ruled a key section of the law 

unconstitutional in 2013, however, 

and protections for voters have been 

weakened in many states.
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