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NTRODUCTTON 

S ince 1983, Texas state and 
local governments have 

faced a difficult period financially. 
In part, their problems have been a 
result of the state's economic diffi­
culties, whichbegan withtheslump 
in the oil and gas industry and even­
tually expanded to other important 
industries such as construction, real 
estate, finance and manufacturing. 
However, thestate'seconomicwoes 
provide only part of theexplanationforTexas state and 
local government's fiscal dilemma over the past half 
decade. The state's economic difficulties also uncov­
ered other problems with the tax system which were 
present even inthe late 1970s, when the state economy 
and state and local finances were arguably at their 
zenith. 

The Texas Legislature wrestled with these prob­
lems during regular legislative sessions in 1983,1985 
and 1987, and during special legislative sessions in 
1984 and 1986. Throughout this period, many plans 
were devised for tax system restructuring. Many of 
these plans focused on the goal of making the state 
and local tax system more responsive to economic 
growth and less reliant on older parts of the state 
economy—notably the oil and gas industry. Lieuten­
ant Governor William P. Hobby summarized this 
policy direction in a 1986 speech: "The ideal structure 
would be a tax structure that automatically funds the 
needs of the state, and obviously, a resource-based 
tax system doesn't do that" 

State Comptroller Bob Bullock further outlined the 
shortcomings of the tax system in a speech in early 
1987: "Some major parts of our tax structure are 80 
years old. Even the newest major tax is a quarter of a 
century old. This old tax structure leans on the old 
economy. The new economy is virtually untaxed." 

House BUI 2 
Despite a general consensus about the need for 

changes in state and local tax policy, actual structural 
changes proved difficult to achieve in a period when 
the primary concerns were dealing with large budget 
shortfalls and ensuring funding for such vital budget 
areas as education and transportation. This being the 
case, the Legislature adopted House Bill 2 in March 

The Legislature 
adopted House Bill 2 

in March 1987, 
creating the Select 
Committee on Tax 

Equity. 

1987, creating the Select Committee 
on Tax Equity. (See Appendix B for 
the full text of House Bill 2.) 

The legislation created a 13-
member panel with the task of 
reviewing the state and local tax 
system in detail and reporting its 
findings to the Governor and the 
Legislature. Four members each of 
the Committee were selected by the 
Governor, the Lieutenant Governor 

and the Speaker of the House. The 13th member is the 
Comptroller of Public Accounts, who is a designated 
member under the provisions of House Bill 2. The 
Committee's chair was selected jointly by the Lieuten­
ant Governor and the Speaker. (Background informa­
tion on Committee members is summarized in Ap­
pendix C) 

The Committee's Work 
The Committee began meeting in May 1987, shortly 

after the selection of Committee members. Early on, 
the Committee set an ambitious mission for itself, 
focusing on a complete review of the state and local 
tax system and the available options for changing the 
system. A mission statement developed by the Com­
mittee in the summer of 1987 is shown in Table 1. 

The work of the Committee stretched between May 
1987 and December 1988. During that time, the 
Committee held more than two dozen meetings in 
Austin and around the state to gather information, to 
hear from experts in the field of state and local tax and 
expenditure policy and to take testimony from 
individual Texans and from business leaders from 
around the state. The Committee's work generally 
progressed through four phases: 

• Committee organization and development of 
basic information on the state and local tax 
system." 

• Public hearings at locations across the state. 

JData collection, xesearchandthegathering^of 
views from leading state and local tax experts. 

Development of findings and recommendations. 

SeUttCcxsxiass en TsxEq-^hj. 
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TABLE 1. Mission Statement of the Select Committee on Tax Equity 

In August 1987, the Select Committee on Tax Equity adopted this mission statement as a 
guide to its work in examining the Texas state and local tax system and preparing recom­
mendations for the Governor and the Legislature. 

The mission of the Select Committee on Tax Equity is fa rec­
ommend: to the State the standards and options for developing a. 
fair, viable and economically competitive state and local tax 
system capable of generating sufficientrevenues to meet expected 
needs in the future, • -

In fulfilling this mission, the Committee will: 

1. Establish criteria for determining and evaluating state and local revenue options. 

2. Analyze the current state and local revenue system, including: 

• The composition, dependability and flexibility of the tax system and its adequacy to 
meet the state's longer-term needs. 

• The relative burden imposed by the tax system on taxpayers and the relative equity 
of that burden. 

• The relationship between taxes and the overall revenue needs of state and local gov­
ernment in Texas. 

• The relationship between the tax burden and the benefits citizens receive from gov­
ernment in Texas. 

• The impact of the state and local tax system on economic development. 

• The relative simplicity of the tax system—both in terms of government administra­
tion and taxpayer compliance. 

3. Determine the impact of federal tax reform on the Texas state and local tax system and 
on businesses and individuals. 

4. Review and evaluate forecasts of the most likely range of state and local revenue needs. 

5. Identify and analyze the revenue options available to Texas state and local government 
by: 

• Examining the revenue potential of each option. 

• Analyzing how each option compares to the evaluation criteria established and its 
impact on the various segments of business and individual taxpayers. 

• Assessing the relative impact of each option on economic development. 

6. Make recommendations that fulfill the overall mission of the Select Committee on Tax 
Equity. _____ 
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Public hearings played important role in 
this process. Over the course of its delibera­
tions, the Committee heard from over 400 
witnesses. During its public hearing phase, 
the Committee took testimony from anyone 
interested in addressing the Committee. To 
make its work as open to Texans as pos­
sible, the Committee conducted hearings in 
Abilene, Amarillo, Austin, Beaumont, 
Corpus Christi, Dallas, El Paso, Fort Worth, 
Harlingen, Houston, San Antonio and Tyler 
in late 1987 and early 1988 (Figure 1). 

The Committee's Report 
From these public hearings and the other 

work of the Committee come the findings 
and recommendations contained in this 
report As is noted later in the report, the 
Committee's goal is to provide "a realistic 
vision of what a fair and reliable tax system 
should be and [to] provide a clear and 
consistent blueprint for its realization." 

Chapter 1 of the report provides an over­
view of the current state and local tax 
system. It outlines the composition of the 
system and reviews its recent performance. 

Chapter 2 provides a look at how the 
Texas tax system compares with the tax 
systems in other states. While each state 
clearly must develop fiscal policies that 
meet its own unique needs, such compari­
sons nonetheless provide a valuable—and 
commonly used—touchstone for evaluating 
individual tax systems. 

Chapter 3 is an especially important 
portion of the report. It contains the 
Committee's conclusions regarding the 
current tax system. It is, in effect, the base 
on which the recommendations in subse­
quent chapters rest. In the same vein, 
Chapter 4 discusses the Committee's vision 
for the tax system over the next decade— 
the Texas tax system of tomorrow. It shows 
how the various Committee recommenda­
tions fit into that vision. 

Chapters 5 through 9 contain the specific 
findings and recommendations of the Com­
mittee. They are organized into chapters 
reflecting major issues concerning— the 
state and local tax system: the sales tax, the 

taining other issues considered by the Com­
mittee. 

A final Chapter 10 sums up the report and 
shows the estimated fiscal impacts of the 
Committee's recommendations. 

A separate volume of this report contains 
the many analytical reports prepared for the 
Committee. It is the Committee's hope that 
these analyses, which cover the width and 
breadth of state and local tax policy, will 
prove beneficial to future researchers and 
policymakers. 
. At the time of the Committee's creation, 
Speaker Gib Lewis reviewed the 
Legislature's goals in establishing a special 
panel to study the difficult and important 
topic of taxes. He said that the panel should 
consider all available alternatives and con­
cluded that "most of the information they 
need is readily available." For the most part, 
that has proven to be the case. But one 
deficiency the Committee has found is the 
relatively low level of understanding of state 
and local tax and spending policies by the 
average Texan—that is, by the people who 
are directly affected by government's action 
or lack of it. 

It is the Committee's hope that this re­
port—in addition to its effects on future tax 
policy—helps fill this gap in understanding. 
Ultimately, the solutions to the state's fiscal 
problems—like the solutions to all of the 
challenges facing Texas today and in the 
future—lie with the people of this great 
state. 

Ultimately, the 
solution to the 
state's fiscal 
problems—like 
the solutions 
to all of the 
challenges 
facing Texas 
today and in 
the future—lie 
with the 
people of this 
great state. 

franchise and other business taxes, the 
property tax and other local taxes, the per­
sonal income tax and a final chapter con-

FIGURE1. Public Hearings of the Select Committee on Tax 
Equity, 1987-88 
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CHAPTER ONE 

HE TEXAS TAX SYSTEM TODAY 

S tate and local taxes occupy a 
prominent role in the Texas 

economy. Texans pay taxes to more 
than 3,300 governments, including 
the state, cities, counties, school 
districts and literally hundreds of 
special districts serving specific 
local needs ranging from water 
service to mosquito control. 

Some parts of this multilayered 
tax system date back to the state's 
earliest days and even to the days of 
the Republic of Texas. The tax sys­
tem that has evolved in the 150 
years since the founding of the 
Republic is complex and reflects policy decisions made 
in a hundred different circumstances to meet the state's 
ever-changing needs through the decades. 

Given this context, it is useful to begin this report 
with a discussion of the Texas state and local tax 
system as it exists today. This chapter looks first at 
the combined state and local system and then 
examines taxes at the state and local levels sepa­
rately. 

The State and Local Tax Mix 
In 1987, the most recent year for which complete 

data are available, Texas state and local governments 
collected more than $22.3 billion in taxes—equal to 
just under ten percent of state personal income. State 
tax collections accounted for just over half of that 
total, while local tax income represented just under 
half. On a per capita basis, Texas state and local gov­
ernments collected about $1,329 per person—equal 
to about 80 percent of the national average of $1,665 
per capita. 

Taxes accounted for about 56 percent of the $39.6 
billion in general revenue raised by Texas govern­
ments from all sources in 1987. Most of the rest came 
from federal and state aid, user fees and charges and 
numerous miscellaneous sources like interest in­
come. 

Among the major state and local tax sources, the 
one dominant tax is the property tax. In 1987, it 
accountedjoril^jercent of Texa^stateand local 
taxes, compared with a national average of just 
under 30 percent Property tax levies in Texas totaled 

Texans pay taxes to 
more than 3,300 

governments, includ­
ing the state, cities, 
counties, school dis­

tricts and literally 
hundreds of special 

districts. 

about $10 billion in 1987, all of it 
at the local level. 

The second most important 
state and local tax source by a 
wide margin is the sales tax. It is 
the major tax used by state gov­
ernment and is used locally by 
cities, metropolitan transit 
authorities and by a growing 
number of counties as a result of 
legislation adopted in 1987. In 
1986, the tax accounted for just 
over a quarter of total state and 
local tax income in Texas, slightly 
more than the role of the tax in 

state and local tax systems nationally. 
The remaining third percent of Texas' state and 

local mix came from a wide range of tax sources, in­
cluding the state oil and gas severance, motor fuel 
and franchise taxes and various local taxes like hotel-
motel occupancy taxes and a franchise tax on banks. 

As Figure 1 illustrates, the major difference be­
tween the Texas state and local tax mix and state and 
local tax mixes nationally is the use of income taxes, 
which accounted for about 26 percent of collections 
nationally but which are not used in Texas. These 
taxes have been replaced in this state by more exten­
sive use of the property tax locally and oil and gas 
severance taxes at the state level. 

State and Local Collection Trends 
Trends in Texas state and local tax collections be­

tween 1970 and 1987 are charted in Figure 2. Over 
this period, state and local tax income grew at an 
average rate of 11.4 percent a year, with the strongest 
growth in the late 1970s, a time of high inflation and 
strong economic growth in the state. This growth is 
all the more remarkable because it occured without a 
major state tax increase. The state passed a major tax 
bill in 1971 and did not do so again until 1984. 

Tax growth at both the state and local levels slowed 
dramatically as the state economy slumped in 1983. 
Tax growth surged again in 1985, but in that case, the 
cause was not purely economic. It was also a resullof 

^el984TSTKI17wTu^rwaslidop^rflosupport new 
education and transportation spending. Nonetheless, 
fax growth in this period did receive a boost from a 
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HGURE 1. Texas and U.S. State and Local Tax Mix, 1987 
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FIGURE 2. Texas State and Local Tax Collections, 1970-87 
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marked improvement in the state's 
economic fortunes beginning in 1984. 
However, this recovery was cut short by 
the collapse of world oil prices in early 
1986, which sent both the state economy 
and government finances into a tailspin. 

Another important trend in the Texas 
state and local tax mix over the past few 
years has been the shift in the share of tax 
collections produced by the two levels. In 
1970, state taxes accounted for about 56 
percent of the state and local mix, but with 
strong growth in its major taxes, that share 
rose to almost 60 percent by 1981. Begin­
ning in 1982, however, the state's share 
began to decline with the decline in energy 
prices. By 1987, state tax collections 
amounted to only slightly more than half 
of the total, despite the large tax increase 
in 1984. 

This shrinking share of state collections 
reverses a long-term trend in the Texas tax 
system. Prior to World War II, local taxes 
represented about two-thirds of all taxes 
collected in Texas. This local dominance 
began to wane during the war, as state 
government came to play a more promi­
nent role in education, transportation and 
public welfare. The shift to a greater state 
role in the state-local tax mix continued 
after the war and into the 1950s and 1960s, 
as the role of state government continued 

to expand. The 
relative roles of the 
two levels were 
almost completely 
reversed by the early 
1980s. It is too early 
to speculate on what 
the future trend in 
this relationship will 
be. Both state and 
local governments 
have enacted major 
tax increases since 
1986, but often, these 
increases have been 
necessary to replace 
other tax income lost 
because of poor eco-

Sourca: Select Committss en Tax Equity. 

~nomic condlfionsr 
However, the recent 
movement to a more 
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even balance between the two levels seems 
the most likely course. 

The State Tax System 
In fiscal year 1988, Texas state government 

collected $20.4 billion in revenues. This total 
was generated from a number of revenue 
sources, including taxes, federal funds, 
interest income, licenses and fees, land 
income and scores of other minor sources. 

Taxes were by far the most important of 
these sources. Their importance is illustrated 
in Figure 3, which shows a detailed break­
down of state revenues by source for fiscal 
year 1988. In that year, taxes accounted for 
about 61 percent of all state income—just 
under $12.4 billion of the $20.4 billion the 
state generated from all sources. In contrast, 
federal funds, the second largest source, rep­
resented about 22 percent. All other sources 
combined contributed the remaining 17 
percent, with no one source accounting for as 
much as seven percent of the total. 

The Major Taxes. The major tax compris­
ing the state tax system are shown in Figure 
4, while Table 1 summarizes the tax rates and 
taxable bases for the major state taxes. 

As the figure indicates, the sales tax is the 
leading state tax, producing more than $6.2 
billion in collections in 1988—over half of all 
state tax income. This total represents an 
increase of 35.2 percent over 1987; however, 
much of this growth resulted from tax 
increases enacted in 1986 and 1987. 

The state sales tax was originally enacted 
in 1961 and became the most important state 
tax source by the mid-1960s. The tax, whose 
rate was raised to six percent statewide in 
1987 and whose base has been expanded sig­
nificantly in recent years, is levied on a broad 
range of goods and services. Over its 27-year 
life, it has proven responsive to economic 
growth. Even during the state's economic 
problems in the mid-1980s, the tax experi­
enced only one year where year over year 
revenues declined—in 1983. 

This does not mean, however, that the sales 
tax has been largely unaffected by the state's 
economic slump. As was the case in 1988, 
much of the tax's growth since 1983 has been 
the result of major tax rate increases and tax 
base expansions. If the effect of these various 
revenue measures are excluded from the 

figures, sales tax collections would have In 1988, taxes 
declined in 1986 and 1987, as well as in 
1983. 

The second most important state tax 
category after the sales tax is the motor 
fuels taxes on gasoline, diesel and lique­
fied petroleum gas. These taxes produced 
just under $1.5 billion in revenue in 1988, 
equal to just under 12 percent of state tax 
income. This collection total was up 15.8 
percent from 1987. like the sales tax, most 

accounted/or 
about 61 per­
cent of all 
state income. 

FIGURE 3. Texas State Revenue by Source, 1988 (Millions of 
Dollars) 
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FIGURE 4. Texas State Tax Revenue, 1988 (Millions of Dollars) 
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TABLE 1. Rates and Bases of Major Texas State Taxes, 1988 

Description of Tax 

Sales and Use Tax 

Natural and Casinghead Gas Tax 

Oil Production and Regulation Taxe3 

Motor Fuels Taxes 

Motor Vehicle Sales and Rental Taxes 

Tobacco Products Taxes 

Corporation Franchise Tax 

Alcoholic Beverage Taxes 

Insurance Companies Taxes 

Inheritance Tax 

Utility Taxes 

—Ka"efarKWife:slTax 

Rate and Base 

Six percent of the retail sale price of tangible personal property and selected services. 

7.5 percent of the market value of gas produced in the state. 

Production: 4.6 percent of the market value of oil produced In the state. 
Regulation: 3/16 of one cent on each barrel produced. 

15 cents/gallon for gasoline, diesel and liquefied gas. 

Sales: Six percent of vahicle sales price, less any trade-In. 
Rental: Six percent of gross rental receipts. 

Cigarette: $13 per 1,000 weighing three pounds or less (26 cents per pack of 20); 
$15.10 per 1,000 weighing more than three pounds. 
Cigar and Tobacco Products: Rates vary depending on weight. 

Domestic and foreign corporations, unless otherwise provided for, pay whichever yields the 
greater tax: (1) $6.70 per 1,000 of taxable capital and surplus; (2) $150. This is a temporary rate 
and Is scheduled to revert to 525 per $1,000 of taxable base in 1990. 

Beer: JS/barrel. 
Liquor: $2.40/gallon 
Wine: Alcoholic volume notover14percent-20.4cents/gaIlan.More 

than 14 percent- 40.8 cents/gallon. 
Sparkling wine - 51.6 cants/gallon. 

Malt Liquor (Ale): 19.3 cents/gallon. 
Mixed Drinks: 12 percent of gross receipts. 
Airline Beverage Tax: 5 cents per serving. 

Life, health and accident Insurance company rates: 
2.5 percent of gross premium receipts if the value of Texas investments is less than 90 percent 
of similar investment in the comparison state. 
1.3 percent if value Is between 90 percent and 100 percent 
1.1 percent if value is greater than 100 percent 
If a carrier collects total gross premiums of less than $450,000, the tax rate is half the rate 
determined above. 

Fire and casualty insurance company rates: 
3.5 percent of gross premium receipts if the value of Texas investments is less than 85 percent 
of similar investments in the comparison state. 
2.4 percent if value is 85 percent to BO percent 
12. percent if value is greater than90 percent 

Unauthorized Insurance premium rate: 
3.85 percent of gross premiums charged. 

Surplus lines Insurance rate: 
3.85 percent of grass premiums charged. 

(Comparison stats is defined as the state—other than Texas—in which an insuranca carrier owns 
the largest amount of Investments.) 

A tax equal to the amount of the federal credit is imposed en the transfer of property at death. 

Public Utility Gross Receipts: 1/3 of one percsnt of gross receipts. 
Gas, Electric and Water Utility: 

(1) Cities 1,000-2.500 pop. - 0.531 percent of gross recaipts; 
(2) Cities 2,500-10,000 pop. -1.070 percent: 
(3) Cities 10,000 pop. or more -1.997 percent-

Ga3 Utility Administration: 1/4 of ens percent of gross receipts of gas utilities. 

Six Fveemof «*s!ierafj57ies'd bvcfloisant. 

Scjrca: Cerytrc-srcf Fut.s Accents. 
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of this growth is accounted for by tax rate 
increases enacted in 1987. The fuels taxes are 
levied at a rate of 15 cents per gallon. Since 
they are based on the quantity of fuel 
consumed, rather than its price, their 
revenue performance is largely limited to 
the growth in demand for motor fuels. For 
this reason, their growth trajectory is rela­
tively flat over time, since motor fuel use in 
Texas has grown relatively slowly in recent 
years as the automobile and truck fleets 
have become more fuel efficient. 

Many of the underlying difficulties with 
the performance of the state tax system in 
recent years have been related to the per­
formance of the state oil and natural gas 
severance taxes. In 1988, these taxes pro­
duced just under $1.1 billion in combina­
tion—equal to 8.5 percent of state tax 
income. This appears to be a sizable share of 
the state tax mix until you realize that the 
two taxes produced $2.4 billion at their peak 
and accounted for more than 28 percent of 
state tax collections in the early 1980s. 

With their tie to oil and gas prices and to 
state oil and gas production, it is difficult to 
foresee a significant change in this trend. 
State production of both oil anctgas has been 
declining since the 1970s, and prices in the 
world energy markets continue to be vola­
tile, although they remain far below the 
levels they reached in the early 1980s. 
Forecasters do not see an improvement in 
this situation in the immediate future. 

Another major state tax category is the 
motor vehicle sales and rental taxes. These 
taxes accounted for $947 million in collec­
tions in 1988, or about 7.7 percent of state 
taxes. The 1988 collections were up 18 
percent over 1987, again reflecting the effects 
of that year's tax bill, which increased the 
vehicle tax rate from five to six percent. 
(Most of the income generated from this 
source comes from the sales tax portion of 
the tax.) 

The motor vehicles sales and rental taxes 
operate in essentially the same manner as 
the general sales tax, although they differ 
from the sales tax in their administration. 
Like the state sales tax, they are levied at a 
six percent rate. However; while therejs_ 
someTdcaTsharingof the tax income with 
counties, there is no separate local tax as 

there is with the the sales tax. Thus, while 
the general sales tax rate is as much as 
eight percent in many parts of the state, 
the motor vehicle taxes goes no higher 
than six percent. 

The corporation franchise tax netted 
$932.6 million for the state in 1988-7.5 
percent of state tax income and an increase 
of 6.7 percent over 1987. This tax is levied 
on corporations doing business in the 
state. The rate is $6.70 per $1,000 of taxable 
base, which is made up of the portion of 
the company's assets that are allocated to 
Texas based on its business activity in the 
state. This js another rate that was in­
creased in 1987, although it is a temporary 
increase. The rate is scheduled to return to 
the previous rate—$5.25 per $1,000 in 
taxable base—in 1990. 

Until recently, the franchise tax was one 
of the most reliable state taxes, routinely 
posting double-digit growth. However, 
this trend has been eroded by both weak­
ness in the state economy and—more 
importantly—litigation attacking various 
portions of the tax base. The effects of this 
litigation, which is projected to begin 
showing up in collection trends in 1989, is 
expected to erode collections from the tax 
to $440 million in that year. 

Li addition to these major sources, the 
state also uses a wide range of lesser 
levies. One important group that is not 
shown in the figure is the special taxes 
levied on insurance companies. In 1988, 
these taxes produced $546.8 million—about 
4.4 percent of state tax collections. 

Also important are the so-called "sin" 
taxes on alcoholic beverages and tobacco 
products. The taxes on tobacco products, 
of which the cigarette tax is the most im­
portant, produced $417 million in 1988, 
representing about 3.4 percent of tax 
income. The various alcoholic beverages 
taxes on liquor, wine, beer, mixed drinks 
and other beverages netted the state $315.5 
million in 1988,2.6 percent of collections. 
With the exception of a tax levied on gross 
receipts from mixed drink sales, these 
taxes are based on the quantity of liquoror 

-4ebaceo ccotsunred an^^oliotnsealong 
with rising prices. With mounting health 
concerns in recent years, much of the 

Many of the 
underlying 
difficulties 
with the per­
formance of 
the state tax 
system in 
recent years 
have been 
related to the 
performance 
of the state oil 
and natural 
gas severance 
taxes. 
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State tax 
collections 

actually 
declined in 

1983 and 
1986. 

growth'in these taxes has come from rate 
increases and from the inflationary ele­
ments of the mixed drinks tax. 

The state also levies several special taxes 
on utility companies, the most important of 
which is a gross receipts tax on privately-
owned gas, water and electric companies. 
Taken together, these taxes produced about 
$185 million in 1988. As might be expected, 
the utility taxes were strong revenue pro­
ducers during the years of rising energy 

FIGURE 5. Growth in Texas State Tax Collections, 1970-88 
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FIGURE 6. Effect of Legislation on State Tax Growth, 1980-89 
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prices, but their productivity has flagged 
with slumping prices. In fact, the taxes 
produce less income now than they did in 
the early 1980s. 

A final state tax worth mentioning is the 
inheritance tax, which is imposed on 
estates, the tax netted the state $108.4 
million in 1988. Since income from the tax 
depends heavily on the size of the estates of 
Texans dying in a given year, it tends to 
fluctuate from year to year. 

Overall Collection Trends. State tax 
collections have sputtered in recent years, 
reflecting the problems in the system and 
the overall economy. This trend, however, 
is hidden in the raw collection figures 
because of major revenue measures passed 
to deal with these problems and to increase 
spending in certain areas of the budget. 

For example, Figure 5 shows the growth 
in state tax collections for 1970 through 
1988. Over this period, the state experienced 
extremely rapid growth in a majority of 
years and particularly during the 1970s. 

Actual state tax collections declined in 
1983 and 1986. However, even that per­
formance is somewhat misleading since the 
collections from the mid-1980s on are 
heavily influenced by tax legislation, as the 
data for the 1970s are not Without the 
various tax measures adopted during the 
1980s, tax collections would have declined 
from prior year levels in four of the six 
years since 1982. 

Over than period, the state has adopted 
three major tax bills—in 1984,1986 and 
1987. In addition, it has adopted other tax 
legislation, including a 1983 bill changing 
the due dates on the sales tax and other 
major state taxes to reap a one-time cash 
flow gain estimated at the time to be just 
under a half billion dollars. Had none of 
this tax legislation been enacted, collections 
today would be at or below 1981 levels 
(Figure 6). 

The Local Tax System 
As in the case of state government, taxes 

are a critical component of the local tax mix, 
—although4hey do not arcounlfor^signifjl^ 

cant a percentage as at the state level. This 
can ba seen in Figure 7, which summarizes 
overall Texas local government general 
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revenue sources in 1987, the most recent 
year for which local data are available. 
Taxes accounted for 42 percent of local 
income, more than any other single source, 
but significantly less than the 61 percent 
share at the state level. 

The reason for this difference can be seen 
in Table 2, which summarizes the major 
sources of income for dties, counties, 
school districts and special districts in 1987. 
The difference is explained in part by the 
the large inflow of intergovernmental aid, 
particularly state public education assis­
tance, which accounts for almost half of the 
total income of school districts. Local 
governments also make much more 
extensive use of user fees and charges than 
does state government Cities and counties, 
for example, both raise roughly a fifth of 
their revenue from charges for services, 
while special districts raise almost a third 
of their income from charges. The state, by 
contrast, raises less than seven percent of 
its income from fees. 

The Role of the Property Tax. Another 
important distinction between the state and 
local tax systems is the difference in major 
taxes relied on by the two levels. The sales, 
motor fuel, severance and franchise taxes 
play prominent roles at the state level. 
Locally, heavy reliance is placed on the 
property tax. (State use of the property tax 
ended in the late 1970s.) 

The property tax is the primary tax for 
virtually all units of local government in 
Texas, from the largest cities to the smallest 
special districts. The 1987 property tax levy 
totaled $10 billion, while actual collections 
equaled more than $9.2 billion. This repre­
sents about 35 percent of total local reve­
nue. Well over eight out of every ten local 
tax dollars in Texas are raised from the tax. 

Over half of the all property tax collected 
in Texas goes to finance public schools. 
About 20 percent of the total is raised each 
by cities and counties, while special dis­
tricts account for the remaining 3.5 percent. 

Returning to Table 2, it is possible to see 
the differing role the property tax plays in 
the various local government tax mixes. It 
accounted for 45 percent of the total income 
of counties but only a quarter of city 
receipts. Cities have access to the sales tax 

and to a number of other taxes not available 
to counties. School districts generated about 
42 percent of their income from the prop­
erty tax, while special districts, which rely 
heavily on charges and various miscellane­
ous sources, derive only 10.5 percent of 
their total income from the property tax. 

Property tax revenues have increased 
substantially over the past few years, nearly 

Well over 
eight of every 
ten local tax 
dollars are 
raisedfirom 
the property 
tax. 

FIGURE 7. Texas Local Government General Revenue, 1987 
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TABLE 2. Texas Local Government Revenue 

Revenue 
Source 

Federal Afd 
State Aid 
Other Aid 
Taxes: 

Property 
Sales Tax 
Motor Vehicle License 
Other Taxes 

Total Taxes 
Charges for Services 
Miscellaneous Revenue 

Total 

Counties 

3.3% 
5.0 
1.7 

45.3 
0.0 
3.3 
1.3 

49.9 
17.9 
22.2 

100.0% 

Municipal 
Governments 

7.4% 
2.9 
1.6 

24.8 
12.2 
0.0 
7.5 

445 
20.1 
23.5 

100.0% 
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School 
Districts 

0.7% 
48.6 
0.2 

42.4 
0.0 
0.0 
0.0 

42.4 
4.9 
3.2 

100.0% 
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Special 
Districts 

10.6% 
5.9 
3.0 

10.5 
7.6 
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18.1 
31.6 
30.8 

100.0% 
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Over the last 
few years, city 

sales tax 
growth lias 

lagged growth 
in the state 

sales tax. 

doubling since 1980, This is due both to an 
increase in the assessed value of the tax 
base and to increases in property tax rates. 
As in the case of state taxes, the property 
tax has been significantly affected by the 
state's economic problems; however, it is 
less clear how tax increases and economic 
changes have interacted locally, since their 
is no single source of information on the 
underlying causes of local tax growth. 

Like the major state taxes, the local prop­
erty tax base has been significantly affected 
by legislative decisions in recent years. In 
1979, the Legislature enacted sweeping 
reforms in the property tax system, creating 
central appraisal districts and establishing 
uniform procedures for administration of 
the tax. 

Just prior to that, voters had approved a 
major tax relief act, which eliminated the 
property tax on intangible assets and added 
separate tax treatment for agricultural land. 
It also restructured tax exemptions for 
veterans and the elderly and increased the 
general homestead exemption for school 
taxes. These measures, along with minor 
exemptions granted since then have in­
creased the dollar value of property tax 

FIGURE 8. Growth Trends in Texas State and Mundpal Sales Tax Collec­
tions, 1979-87 
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exemptions from $19.4 billion in assessed 
value in 1979 to $132 billion by 1986, a 
nearly seven-fold increase. 

The Sales Tax. The sales tax is the next 
most important local tax source, although it 
accounts for only a fraction of the income 
raised by the property tax, accounting for 
only about four percent of total local 
revenue in 1987. 

In part, this relatively limited role is a 
result of limitations on the use of the tax 
locally. It is available only to cities, transit 
authorities and, as of January 1,1988, 
certain counties. At present, about 1,050 
cities have levied a sales tax. The city rate 
can be either one or one and a half percent. 
Six transit authorities use the sales tax, with 
rates ranging from one-fourth to one 
percent. At this writing, 91 counties have 
opted for the relatively new one-half 
percent sales tax. The city tax accounted for 
about 12 percent of thier revenues in 1987. It 
accounted for about 7.6 percent of special 
district revenues. 

Figure 8 charts city sales tax growth rates 
versus growth in state sales tax collections 
over the past decade. Over the last few 
years, city sales tax growth has lagged 

growth in the state sales tax. This is 
primarily explained by the recent 
large state tax increases, which 
have focused mainly on increases 
in the state tax rate while cities are 
locked by law at a one percent rate. 
State legislation only benefits the 
local tax when an expansion of the 
sales tax base is involved. Since 
1984, cities have gained from 
expansions of the sales tax base of 
approximately 12 percent. The 
state has gained from the base 
expansions and from a 50 percent 
increase in the tax rate—increasing 
from four percent in 1984 to six 
percent in 1988. 

Beyond the sales tax, other local 
tax options are fairly limited. Local 
governments share income from 
the portion of the franchise tax on 
banks, but this income is relatively 

Ssurcs: Comptroller cf Pucljs Accounts. 

small. In addition, cities and coun­
ties can levy hotel-motel occupancy 
taxes, a tax source shared with the 
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state. Counties and cities also share the 
state mixed drinks tax revenue, while 
counties collect a portion of the state motor 
vehicle sales tax. 

Conclusion 
As this chapter illustrates, the Texas state 

and local tax system today is a mixed bag 
of differenct taxes used to different degrees 
by different units of government. There are, 
however, several important observations 
which can be drawn from a detailed 
examination of the system. 

Foremost among these is the fact that 
both the state and local tax systems rely 
heavily on a single tax source—the sales tax 
at the state level and the property tax 
locally. Historically, these taxes have 
performed well, generally growing with the 
economy, while providing relative stability 
and predictability. Both sources have been 
affected by the recent slump in the econ­
omy, but there is no reason to believe they 
will not recover their typically positive 
growth patterns as the overall economy 
improves. 

Although they both rest heavily on a 
single tax source, mere are significant 
differences in the diversity of the state and 
local systems. The state employs a fairly 
broad range of taxes, including various 
general and special business levies, the oil 
and gas severance taxes and important 
excise taxes on motor fuels, alcoholic 
beverages and tobacco. The local system, in 
contrast, is significantly more limited. Most 
local governments rely on the property tax 
as their major-and sometimes their only-
tax source. The sales tax plays a prominent 
role in city finances and in the finances of a 
handful of transit authorities and counties. 
No other tax source is prominent at all 
locally. 

This local dependence on property taxes 
has a couple of important implications. 
First, it has made local revenue systems 
more reliant on nontax sources, like user 
fees and intergovernmental aid. Second, it* 
has left local governments heavily depend­
ent on a tax source—the property tax— 

effect on local fiscal policies in Texas in 
recent years. 

Finally, it is useful to note that although it 
has a much greater range of tax options 
available to it, the state has used a fairly 
narrow range of sources in constructing the 
three tax bills enacted since 1984. Much of 
the burden has been carried by the sales 
and motor fuels taxes. The sales tax's role in 
the tax mix has been pushed up from 41 
percent of taxes in 1984-to 51 percent in 
1988. The motor fuels taxes have also 
played a prominent role in recent tax 
measures. Their role in the state mix has 
also doubled—from 5.7 percent in 1984 to 
11.9 percent in 1988. In contrast, the oil and 
gas severance taxes—whose rates have not 
changed—have declined dramatically from 
23.8 percent of tax collections in 1984 to 85 
percent in 1988. The other taxes have 
fluctuated in a much more narrow range 
and have played much less important roles 
in recent tax increases. 

Both the state 
and local tax 
systems rely 
heavily on a 
single tax 
source—the 
sales tax at the 
state level and 
the property 
tax locally. 

which is unpopular with taxpayers, imply-
ing.built-in resistance to local tax increases. 
Both of these factors have had a significant 
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Data in this chapter will be updated 
in a subsequent revision. 

CHAPTER TWO 

Blow TEXAS COMPARES 

A critical examination of the 
Texas tax systemmust ul­

timately focusonwhatisbestforthe 
state's specific future needs. Rec­
ommendations for change should 
be based on some consensus about 
where the state is—or should be— 
going in terms of its own, unique 
policy needs. Texans pride them­
selves on the unique aspects of their 
state's economy and culture, and 
the state's fiscal policies should 
reflect a sense of that uniqueness. 

That does not mean, however, that comparisons 
with the taxing and spending policies of other states 
are without merit. There is much to be learned from 
studying how other states approach the problems of 
equitably raising and spending money. Such inter­
state comparisons are an important step in under­
standing the Texas tax system and how it has 
evolved. 

Naturally, these comparisons are best approached 
with a clear understanding of their inherent limita­
tions. The first of these is a recognition that what 
works in one state will not, necessarily, work in oth­
ers—or vice versa. For example, Oregon has no 
general sales tax, the trade-off being a personal 
income tax that raises over 65 percent of the state's 
total tax revenue. In contrast, Massachusetts levies 
substantial income and sales taxes on its citizens, 
despite the fact that its economy is presently the envy 
of the nation with its strong high tech manufacturing 
sector and supporting industries. Similarly, it is im­
possible to draw a pure direct comparison between 
Texas and other major industrial states because of the 
important role the state's oil and gas resources have 
traditionally played in financing both state and local 
government. 

Also to be avoided is the tendency to focus on state 
or local government tax and spending policies to the 
exclusion of the other level. The split between state 
and local spending responsibilities differs greatly 
among the states. For example, some states fund 
public education largely at the state level, others fund 
it primarily-aHhelocal level and therestspiitrthe 
responsibility between the tvvo levels. The total tax 
burden on a state's citizens consists of combined 
state and local taxes (as well as federal taxes), just as 

There is much to be 
learned from study­
ing how other states 
approach the prob­
lems of equitably 

raising and spending 
money. 

the state's overall spending policy 
reflects the combined decisions 
made at both the state and local 
levels. 

Economic Comparisons 
A useful starting point for any 

discussion of interstate compari­
sons is to gain some sense of how 
Texas compares with other states 
in general economic terms. This 
can be seen in broad brush in 
Table 1, which shows 50-state 

comparisons for such common economic barometers 
as population, income and employment. 

Texas is one of the most populous states and has 
one of the largest state labor pools. It ranks third 
among the states both in population and the number 
.of nonagricultural jobs, trailing only California and 
New York in both instances. 

The table also illustrates the relatively strong 
population growth Texas has experienced during the 
1980s, recent economic problems notwithstanding. 
Texas' overall population grew by 17.3 percent from 
1980 to 1986, according to Census Bureau estimates. 
This is well ahead of the overall U.S. population 
which grew by 6.4 percent over the period. It is also 
higher than the growth rate for the other ten most 
populous states except Florida. In fact, only four 
states—Alaska, Arizona, Nevada and Florida—grew 
faster than Texas during the first half of the decade. 
The state added almost 25 million people from 1980 
to 1986, according to Census estimates. 

On the other hand, Texas' per capita personal 
income—essentially all income earned in the state 
annually divided by state population—is not among 
the nation's leaders. In fact, it has lagged the national 
average in recent years. In the second quarter of 1986, 
for example, Texas per capita personal income totaled 
$13,704, ranking Texas 28th among the states, $767 
below the national average of $14,471. Significantly, in 
1981 and 1982, Texas per capita personal income 
actually exceeded the national average, but with the 
economic problems of the 1980s and concurrent strong 
economic growth in other states, thes&te has sunk 
back below the national average. (Prior to the 1981-82 
period, Texas personal income per capita had histori­
cally been below the national average.) 
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TABLE 1 . Interstate Economic Comparisons 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
Florida 
Georgia . 
Hawaii ': 

Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 

1936 Population 

Total 

4,053 
534 

3,317 
2,372 

26,981 
3.287 
3j189 

633 
11,675 

6,104 
1,062 
1,003 

11,553 
5.504 
2,851 
2,461 
3,728 
4,501 
1,174 
4.463 

Massachusetts 5,832 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 

9,145 
4,214 
2,625 
5,066 

819 
1,598 

963 
New Hampshire 1,027 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio . 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 

7,620 
1,479 

17,772 
6,331 

679 
10,725 
3,305 
2,698 

11,889 
975 

South Carolina 3,378 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

708 
4.803 

16,682 
1,665 

541 
5,787 
4.463 
1,919 
4,785 

507 

U.S. Total 240,452 

Source: U.S. Departmen 

Rank 

2 2 
49 
2 5 
33 

1 
27 
28 
4 7 

5 
11 
39 
41 
6 

14 
29 
32 
23 
18 
38 
19 
12 

8 
21 
31 
15 
44 
36 
43 
40 

9 
37 

2 
10 
46 

7 
26 
30 

4 
42 
24 
45 
16 
3 

35 
48 
13 
20 
34 
17 
50 

-

% Change 
1980-36 

4.1% 
32.3 
22.1 

3.8 
14.0 
13.1 

2.6 
6.5 

19.8 
11.7 
10.1 
6.2 
1.1 
0.2 

-2.2 
4.1 
1.9 
7.0 
4.3 
5.8 
1.7 

-1.3 
3.4 
4.1 
3.0 
4.1 
1.8 

20.3 
11.5 
3.5 

13.5 
1.2 
7.7 
4.1 

-0.4 
9.2 
2.5 
0.2 
2.9 
8.2 
2.5 
4.6 

17.3 
14.0 
5.8 
8.2 
8.0 

-1.6 
1.7 
8.0 

6.4% 

Personal Income 
Per Capita 
1S86/Q2 

$10,950 
17,575 
13,294 
10,761 
16,594 
15,335 
19,077 
14,513 
14,121 
13,012 
14,419 
11,398 
15,467 
13,104 
13,823 
14,538 
11,227 
11,223 
12.529 
16,442 
17,269 
14,068 
14.895 
9,824 

13,724 
11,758 
14.676 
15,036 
15,719 
18,183 
11.085 
16,992 
12,189 
13,236 
13,792 
12,476 
13,099 
13,842 
14,471 
11,100 
12,189 
11,712 
13,704 
10,808 
12,669 
15,200 
14,386 
10,662 
13,729 
13,995 

14,471 

Rank 

46 
3 

29 
48 

6 
10 

1 
16 
20 
33 
18 
41 

9 
31 
24 
15 
42 
43 
35 
7 
4 

21 
13 
50 
27 
39 
14 
12 
8 
2 

45 
5 

38 
30 
25 
36 
32 
23 
17 
44 
37 
40 
28 
47 
34 
11 
19 
49 
26 
22 

-

Non-Farm Jobs 

Number1 

1,461 
222 

1.341 
814 

11,272 
1,402 
1,602 

303 
4,590 
2,675 

437 
335 

4,777 
2,228 
1,077 

983 
1,277 
1,524 

477 
1,951 
2,981 
3,639 
1,891 

B49 
2,132 

276 
654 
469 
489 

3,487 
528 

7,906 
2,732 

249 
4.475 
1.140 
1,057 
4,795 

442 
1,338 

252 
1,929 
6,581 

634 
234 

2,557 
1,770 

597 
2,015 

199 

99,045 

Rank 

24 
49 
25 
33 

1 
23 
21 
44 

6 
12 
42 
43 
5 

14 
29 
31 
27 
22 
39 
18 
10 
8 

19 
32 
15 
45 
34 
40 
38 

9 
37 

2 
11 
47 

7 
28 
30 

4 
41 
26 
47 
17 
3 

35 
48 
13 
20 
36 
15 
50 

Job Distribution. 1936* 
Goods 

Producing 

30.5% 
15.6 
23.0 
31.0 
23.3 
20.6 
29.2 
28.8 
28.9 
27.3 

9.4 
20.8 
23.6 
31.8 
22.2 
23.5 
27.5 
21.1 
27.4 
17.9 
24.9 
30.9 
23.8 
31.3 
24.7 
13.6 
17.2 
11.9 
31.3 
24.3 
16.9 
19.8 
36.4 
12.4 
28.9 
22.6 
22.0 
26.8 
30.9 
33.9 
16.1 
30.5 
24.0 
29.9 
27.9 
23.8 
22.2 
25.1 
28.7 
22.4 

' 24.8% 

Service 
Producing Government 

49.2% 
53.7 
60.1 
51.1 
60.4 
61.3 
58.6 
56.1 
65.9 
55.6 
69.1 
58.0 
61.4 
52.8 
53.5 
56.6 
53.9 
57.9 
54.3 
61.9 
62.1 
52.7 
59.9 
46.4 
59.4 
60.9 
62.0 
75.0 
56.0 
60.3 
57.0 
62.7 
48.0 
62.0 
S5.9 
S5.3 
59.2 
59.0 
36.0 
47.2 
69.6 
53.2 
S8.9 
56.8 
55.7 
55.8 
58.1 
53.4 
55.2 
50.9 

58.3% 

20.3% 
30.7 
16.9 
17.8 
16.3 
18.1 
12.2 
15.1 
15.2 
17.1 
21.5 
21.2 
14.9 
15.4 
19.3 
19.8 
18.6 
21.0 
18.3 
20.1 
13.0 
16.4 
16.3 
22.4 
15.9 
25.5 
20.8 
13.1 
12.7 
15.4 
26.2 
17.5 
15.6 
25.6 
15.2 
22.0 
18.9 
14.2 
13.1 
18.9 
23.3 
16.3 
17.0 
22.3 
16.4 
20.4 
19.7 
21.6 
16.1 
26.8 

16.9% 

t of Commerce, Bureau of the Census; U.S Department of Commercs, Bureau of Economic Analysis, 
Regional Economie Information Systsm 
fz3?7*'t 

l.AffiU3l<fsafcr 
2. Geads-prcdus 

U.S. Department of Labor, Bureau of Labor Statistics, Employment and 
J3S,4to!.J34^umtet54Mayjl387),^ -
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A final observation which can be drawn 
from Table 1 is the degree to which Texas' 
economic mix has come to resemble the 
national mix. In 1986, about 24 percent of the 
state's nonfenn jobs were in goods-producing 
sectors of the economy—manufacturing, 
mining and construction. This was relatively 
close to the 248 percent national average. 
About 59 percent of state employment was in 
the so-called service sectors, including retail 
and wholesale trade, transportation, utilities, 
financial services, general services and related 
industries. This was only slightly higher than 
the national average. Seventeen percent of 
the state's jobs were in government employ­
ment at all levels, almost identical to the 16.9 
percent national average. 

These job figures are another area where the 
state has witnessed significant changes in 
recent years. As recently as 1984,26.5 percent 
of the state's jobs were in the goods-produc-

TABLE 2. State and Local Government Spending Per Capita, 1985 

State 

Alaska 
Wyoming 
New York* 
Utah 
Washington 
Minnesota 
Nebraska 
California* 
Hawaii 
Oregon 
Delaware 
Massachusetts 
Nevada 
Montana 
Colorado 
North Dakota 
Michigan* 
Wisconsin 
Rhode Island 
Naw Jersey* 
Arizona 
New Mexico 
Vermont 
Louisiana 
Maryland 

Per Capita 
Government 

Spending 

$10,813 
4,538 
4,018 
3,477 
3,465 
3,248 
3,238 
3,191 
3,037 
3.009 
2,984 
2,975 
2,951 
2,951 
2.912 
2,908 
2,836 
2,834 
2.834 
2,823 
2,814 
2.774 
2,733 
2,673 
2,668 

Rank 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

Stale 
Share of 

Total 

70.5% 
51.1 
44.4 
58.1 
54.3 
50.2 
49.3 
50.3 
79.2 
51.4 
65.5 
58.7 
45.1 
53.2 
45.3 
64.0 
51.7 
52.2 
64.6 
50.8 
4S.2 
59.9 
66.7 
54.8 
5£8 

State 

Connecticut 
Iowa 
Ohio* 
Illinois* 
Kansas 
South Dakota 
Tennessee 
Pennsylvania* 
Georgia 
Oklahoma 
Texas* 
Maine 
Alabama 
West Virginia 
Florida* 
North Carolina* 
Virginia 
South Carolina 
Idaho 
Indiana 
Kentucky 
Mississippi 
New Hampshire 
Missouri 
Arkansas . 

U.S. Average 

Per Capita 
Government 

Spending 

$2,655 
2,610 
2,550 
2,517 
2,517 
2,511 
2,457 

.2,454 
2,433 
2.389 
2,384 
2,362 
2,338 
2,326 
2,305 
2,222 
2,217 
2,145 
2,114 
2,099 
2,063 
2,043 
2,033 
2,004 
1,833 

$2,757 

Rank 

26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

— 

State 
Share of 

Total 

56.8% 
52.1 
50.3 
50.3 
47.2 
54.8 
52.4 
51.7 
50.5 
54.3 
4S.1 
60.3 
58.3 
59.9 
44.3 
54.8 
53.4 
59.8 
55.3 
52.3 
62.3 
55.1 
50.7 
51.2 
57.1 

50.3% 

Source: Brizlus and Foster, State Pdisy Datahock, 1987 and U.S. Advisory Commission on Intergovernmental RsiaScns. 
S'gnzssnt Features of Fiscal Federalism, 1987. 

*0-3cfth810 rr.3Stpe;:iiE!«sH23assox;n3 to current Census Eireaues^xass. 
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ing industries, with 57.1 percent in the 
service sectors and 16.4 percent in govern­
ment. The shift in composition away from 
the goods-producing industries to the 
service and government sectors is not large 
but nevertheless is fairly dramatic, coming 
as it did over only a two-year period. The 
shift illustrates the degree to which the 
Texas economy is being affected by the 
diverging fortunes of some of its most 
important industries. 

Government Spending Patterns 
Beyond the basic economic compari­

sons, another important question is how 
governments in the various states spend 
their money. After all, governments tax to 
pay for their various programs, and any 
tax system inevitably must be designed to 
underwrite budgetary decisions. 

Table 2 shows figures for per capita 

Beyond the 
basic eco­
nomic com­
parisons, 
another 
important 
question is 
how govern­
ments in the 
various states 
spend their 
money. 

Source: https://www.industrydocuments.ucsf.edu/docs/jrgf0038



Education in 
Texas is a 

prime driver 
of overall 

spending at 
both the state 

and local 
levels. 

state and local spending among the 50 states 
for fiscal year 1985. Texas ranked 36th in 
overall state and local spending per capita in 
that year. The state's total state and local 
spending per capita was $2,203, well below 
the U. S. average of $2,516. The Texas per 
capita total was lower than all of the other 10 
most populous states except Florida, which 
ranked 41st and North Carolina, which 
ranked 49th. 

The table also illustrates that the division 
between state and local spending differs 
somewhat in Texas compared with the 
majority of the states. In Texas, state gov­
ernment spending made up 45.1 percent of 
total state and local expenditures in 1985. In 
42 of the states, state government spending 
accounted for more than half of the state-local 
total, with a national average of about 51 
percent. This difference is related to several 
factors, including the large number of local 
government units in Texas (cities, counties, 
school districts and special districts) and the 
large share of public education expenses 
borne locally. 

In fact, education in Texas is a prime 
driver of overall spending at both the state 
and local levels. This can be seen in Table 3, 
which compares the percentage spent on 
selected governmental functions at the state 
and local levels in Texas compared with the 
U.S. average. 

TABLE 3. State and Local Spending for Selected Functions, Texas and the 
U.S. Average, 1985 

Function1 
Texaa 

Stata Local 
U. S. Averaga 

Stat* 

Aid to Local Governments 34.9% — 34.7%2 — 
Public Schools " —» 44.9 —» 39.4 
Higher Education 19.4 3.6 12.8 2.4 
Welfare and Health 20.0 8.4 22.0 13.1 
Public Safety and Highways 10.1 12.0 3.8 13.4 

Sourca: U. S. Advisory Commission on Intergovernmental Relations, 
Significant FeaPjres of Fiscal Federalism, 1937. 

_1._D_ses not induce a3 fUnsfcnal spending caregcries. 
2. liwMes sta!9 aid tb pLbl£&uea?3lw3^yTOr^~rcatrrof tfcstKah 

in Texas' csss, ecns^aisb-V Iss3 ftsn 100 Fsrcent in the case cf ths U. S. avsrajs. 
3. fciiided in tr.B a3 ft !;«al ssvewnans DSL 

As Table 3 shows, a large percentage of 
state spending Texas is comprised of aid to 
local governments. Although this total 
does include some minimal grant pro­
grams administered by the state in other 
program areas, the vast majority of the 
total is state funding for local public 
schools. Coupled with higher education 
funding, this implies that over half of all 
state spending is for education. The 
national figure is much smaller. 

Moreover, almost half of local spending 
in Texas in 1985 was for education, with 
44.9 percent going to support public 
schools and another 3.6 percent spent on 
higher education—primarily local support 
of junior colleges, m contrast, 39.4 percent 
of local spending nationally was dedicated 
to public schools, with an additional 2.4 
percent for local higher education support. 

In the other two functional categories 
shown in the table—welfare and health 
and public safety and highways—Texas is 
relatively similar to the national averages. 
It spends a smaller percentage at both the 
state and local levels on health and wel­
fare. It spends slightly more at the state 
level on public safety and highways. 
However, it spends a smaller percentage at 
the local level on the function. 

Per Capita Spending. The analysis can 
be taken a step further to look at how 

Texas compares nationally and 
with the other more populous 
states in terms of its per capita 
state and local spending in key 
functional areas (Table 4). Accord­
ing to the Census Bureau data 
Texas spent less per capita than the 
national average in 1985 in all of 
the functional categories shown 
except education, where Texas was 
about ten percent above the 
national average. Education was 
also the main area where Texas is 
above the majority of the other 
populous states. It ranked near the 
middle of the ten states on per 
capita spending for health and 
hospitals and public safety and 
highwaysr^trankedrlastamong 
the states on per capita spending 
on welfare programs. In overall 

Local 
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per capita spending, Texas ranked 36th 
among the 50 states, behind all of the most 
populous states except Florida and North 
Carolina. 

State a n d Local Revenues 
State and local governments pay for the 

services they provide with a mix of income 
sources of which taxes are an important— 
but not entirely predominant—part Ac­
cording to the Census Bureau, in fiscal 1985, 
state and local revenue in Texas from all 
sources totaled $38.9 billion. Table 5 shows 
how the mix of sources of this income 
compares with the national average mix for 
all states. 

As the table shows, Texas—with its tradi­
tionally strict qualifying requirements for 
federal matching income assistance pro­
grams like Aid to Families with Dependent 
Children and Medicaid—was much less 
reliant on federal assistance than the average 
state. In fact, among the 50 states, only 
two—Alaska and Arizona—had a smaller 
percentage of their total revenues coming 
from federal sources in 1985. 

Texas was more reliant on the property tax 
than the national average. Surprisingly, 
however, the share of total revenues coming 

from the sales tax—the leading state 
revenue source and an important source 
locally—was only slightly higher in Texas 
than it was nationally. The role played by 
the tax appears to be related to the fact that 
the state has historically guarded the tax 
and has limited its use locally to cities, mu­
nicipal transit authorities and a small num­
ber of counties. This, of course, is one area 
where later data is likely to show changes, 
given the recent increases in the sales tax 
rate and expansion of the tax base in 
Texas. 

The table also illustrates that Texas has 
neither personal nor corporate income 
taxes. In contrast, the personal income tax 
played a fairly prominent role in most 
states, while the corporate income tax is a 
relatively less significant percentage of the 
average state's overall revenue mix. 

One area where Texas diverged sharply 
from the national trend was in the "Other 
Taxes" category. lit part, this is mislead­
ing, since this category contains the state 
franchise tax, which is essentially equiva­
lent to the corporate income tax in other 
states, both in size and the types of taxpay­
ers affected. The category is also larger 
than the national average because of 

Texas is more 
reliant on the 
property tax 
than the 
national 
average. 

TABLE 4. Per Capita 

Slats 

California 
Florida 
Illinois 
Michigan 
New Jersey 
New York 
North Carolina 
Ohio 
Pennsylvania 
Texas 

U.S. Average 

State and Local 

Education 

$817 
628 
691 
872 
813 
900 
737 
773 
649 
848 

5772 

Source: U.S. Department of Comm 

1. Dr«s rat indL'ia a!l eateries cf stats 

Spending For Selected Functions, Most 

eree, 

ani! 

Welfare 

$377 
147 
313 
434 
296 
596 
160 
325 
323 
136 

$291 

Buresu aftr 

:caJ sjer.d'rtj. 

Health & 
Hospitals 

$228 
214 
141 
250 
149 
338 
178 
181 
130 
189 

$208 

Populous States and U.S. Average, 1985 

Public Safety 
& Highways 

$244 
250 
307 
249 
287 
317 

. 213 
235 
243 
235 

$262 

Total 
(Rank)1 

$3,191 (8) 
2,305 (40) 
2,517 (29) 
2,836 (17) 
2,823 (19) 
4,018(3) 
2,222 (41) 
2,550 (28) 
2,454 (33) 
2,384 (36) 

$2,757 

a Census; Brizius and Foster, State Policy Databook, 1987. 

Tetis <Jo rest adi Ran&ngs are based crt all 50 statu. 

Select Ccxszzts ex TocEpzr/ 
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TABLE 5. Sources of State and Local Revenue, Texas and U.S. Average, 1985 

Source Texas 

Federal Assistance 
Property Taxes 
General Sales Tax 
Personal Income Tax 
Corporate Income Tax 
Other Taxes 
User Fees 
All Other Sources 

13.7% 
21.4-
14.5 
0.0 
0.0 

22.4 
13.0 

- 15.0 

Total 100.0% 

U. S. Average 

17.8% 
17.4 
14.1 
11.7 
3.2 

12.1 
12.5 
11.2 

100.0% 

Source: U.S. Advisory Commission on Intergovernmental 
Relations, Significant Features of Fiscal Federal 
ism, 1987. 

Texas' reliance on oil and gas 
severance taxes, which are not a 
prominent part of the revenue 
bases in most states. 

Finally, Texas was close to the 
national average in its reliance 
on user fees and somewhat 
higher than average in the 
income it receives from other 
nontax sources. In. large meas­
ure, this latter fact is related to 
the degree to which the state has 
benefitted from land and invest­
ment income, revenue sources 
which, like the severance taxes, 
are closely tied to the state's 
mineral wealth. 

TABLE 6. State and Local Government Taxes Per Capita, 1985 

Par Capita 
Tax 

State Revanu* 

Alaska .$4,585 
Wyoming 2,589 
New York* 2,334 
Connecticut 1,816 
Minnesota 1,767 
New Jersey* 1,749 
Massachusetts 1,715 
Hawaii 1,652 
California* 1,645 
Maryland 1,629 
Wisconsin 1,611 
Michigan* 1.609 
Delaware 1,558 
Rhode Island 1,479 
Illinois* 1,474 
Colorado 1,448 
Nevada 1,443 
Washington 1,435 
Oregon 1,420 
Vermont 1,392 
Pennsylvania* 1,385 
Montana 1,383 
Arizona 1,376 
North Dakota 1,357 
Kansas 1,357 

Rank 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 

State 
Share of 

Total 

83.9% 
60.6 
49.8 
59.1 
71.5 
58.0 
65.0 
77.9 
66.5 
60.4 
69.0 
59.9 
83.1 
60.0 
53.8 
50.1 
69.8 
73.7 
52.4 
61.3 
61.6 
55.5 
66.4 
74.8 
53.3 

State 

Iowa 
Ohio* 
Maine 
Virginia 
Louisiana 
Oklahoma 
Texas* 
Utah 
Nebraska 
New Mexico 
West Virginia 
Georgia 
Florida* 
Indiana 
North Carolina* 
New Hampshire 
Missouri 
South Carolina 
South Dakota 
Kentucky 
Idaho 
Tennessee 
Alabama 
Arkansas 
Mississippi 

U.S. Average 

Source: Brizius and Foster, Stata Pol'cy Databook 1987; and U.S. Advisory Commission 
SigmtssntFeatttfes-of-F 

•Cnacf the lOrnsstpcp'^ciissstesa 

5,sca/fied,era&i7rr4937;-Texa& Research-League. 

zacni'rq to current Census Euraau pro^acf ans. 

Par Capita 
Tax 

Revenue 

$1,331 
1,331 
1,328 
1,307 
1,298 
1,289 
1,267 
1.258 
1,251 
1,249 
1.203 
1,181 
1,181 
1,181 
1,144 
1,126 
1,091 
1,076 
1.043 
1,033 
1,022 

996 
9S0 
967 
918 

$1,465 

Rank 

26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

— 

State 
Share of 

Total 

60.5% 
59.6 
64.8 
59.6 
63.0 
69.7 
55.1 
63.9 
54.0 
81.0 
78.9 
63.1 
62.3 
67.3 
73.2 
39.7 
60.2 
73.7 
51.9 
78.7 
72.0 
60.6 
74.0 
75.8 
77.0 

61.7% 

on Intergovernmental Relations, 
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Tax Burden and Tax Mix 
In 1985, Texas state and local govern­

ments generated about $1,267 per capita in 
tax income {Table 6). This ranked the state 
32nd lowest nationally and was signifi­
cantly below the national average of $1,465 
per capita. Among the ten most populous 
states, only Florida (38th) and North Caro­
lina (40th) ranked lower. 

The table also shows the share of the 
overall tax burden made up of state taxes. 
As the table shows, this percentage varies 
widely from state to state. In Texas, about 
55 percent of collections were at the state 
level in 1985. This is actually somewhat 
less than the national average, which was 
about 62 percent in that year. 

Table 7 takes a closer look specifically at 
what sources are used to generate each 
state's tax income, eliminating other 
sources of income and focusing on four 
general tax bases available to state and 
local governments—income, property, sales 
and a catch-all other tax group. 

As noted earlier, one of the most promi­
nent features of the Texas state and local 
tax structure is the absence of either a 
personal or a corporate income tax. Com­
bined Texas state and local governments 
accrue 37.5 percent of their tax revenue 
from property taxes, 25.5 percent from the 
general sales tax, and the remainder from 
other taxes. Texas ranks 13th nationally in 
its use of the property tax, 20th in its use of 
the sales tax, and eighth for other taxes. 

In contrast, the U.S. averages are 30.1 
percent for the property tax, 23.5 percent 
for the sales tax and 20.9 percent for other 
tax sources. The remaining 255 percent of 
tax revenue under the U.S. average is 
raised through income taxes. 

Examination of the tax mix data yields 
several points. In many cases, states trade 
reduced reliance on one tax for much 
heavier reliance on other taxes (a trade-off 
that is most conspicuous in states that 
chose not to levy a particular kind of major 
tax). For instance, Oregon levies a personal 
income tax with no sales tax. Washington 
has no state income tax, relying instead on 
sales and propertytaxes. Texas has f o L ^ 

^owedlfslrmTarmttern. States with consid-

their tax revenue through other taxes. The 
property tax dominates local government 
finances, with 19 states generating more 
than 90 percent of their local tax revenue 
through ad valorem taxation. 

The Business-Individual Split 
Another form of "tax mix"—one that is 

more subtle and less easily identifiable than 
the simple categorization of taxes by type— 
is the mix of taxes that have their initial 
impact on business or individuals. While it 
is a fairly simple matter to determine what 
percentage of revenue a givenstate or city 
collects from the property, sales or income 
taxes, it is more difficult to ascertain the 
extent to which a governmental entity is 
levying a disproportionate share of taxes on 
business or individuals. Part of the diffi­
culty lies in a functional definition of 
"initial impact." Another problem lies in 
collecting accurate data that is detailed 
enough to allow a split to be estimated. In 
some cases—as with Texas' corporation 
franchise tax—this is not a particular 
problem. With others—notably the sales 
and excise taxes which reflect a mix of 
transactions by businesses and individu­
als—it is a major analytical hurdle. 

A detailed analysis of the business-
individual split by state was completed as 
part of the work of the Select Committee. It 
showed that about 63 percent of Texas state 
and local taxes have an intital impact on 
business. Based on a recent national study 
of this issue, this direct business share is 
significantly higher than the average state. 
In a 1987 study, Robert Tannenwald of the 
New England Federal Reserve Bank found 
that nationally, about 31.8 percent of state 
and local taxes had an initial impact on 
business. 

The reason for this divergence is obvious: 
the majority of states rely on the personal 
income tax as a key revenue source, while 
the Texas tax system, with the strong role of 
the severance taxes, has a much larger 
direct business impact. In fact, Tannenwald 
found that only two states—Alaska and 
Wyoming—had a heavier business tax 

In many cases, 
states trade 
reduced 
reliance on 
one tax for 
much heavier 
reliance on 
other taxes. 

erable mineral wealth accrue the bulk of 

^urden^nd^ey^aTe7oTcburse7also major 
severance tax states. However, the effects of 
severance taxes do not completely explain 
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TABLE 7. The State and Local Tax Mix, 1985 

General 
Stata Income Taxes Property Taxes Sales Taxes Other Taxes 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware iT 

Florida 
Georgia 
HaWaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

U.S. Average 

24.2% 
13.0 
19.1 
26.6 
32.3 
20.0 
13.0 
47.2 

• 3.1 
28.4 
27.4 
2S.S 
21.8 
23.7 
24.8 
22.9 
31.0 
13.5 
22.1 
39.1 
39.2 
34.9 
36.9 
16.4 
23.6 
19.6 
18.8 
0.0 

11.0 
21.1 

7.5 
36.1 
34.0 
12.9 
30.B 
19.8 
38.6 
30.5 
25.5 
19.4 
2.6 
6.8 
0.0 

23.0 
23.0 
29.4 

0.0 
22.4 
34.7 

0.0 

25.5% 

i e 2 % 
18.6 
28.1 
19.7 
25.6 
33.3 
40.3 
14.1 
32.6 
26.6 
18.0 
26.8 
36.6 
31.3 
38.7 
37.1 
18.2 
14.9 
36.0 
25.3 
34.4 
38.1 
27.3 
21.7 
23.1 
46.2 
41.1 
22.0 
61.0 
41.5 
12.4 
30.5 
22.3 
24.5 
29.8 
17.2 
43.2 
26.3 
40.0 
24.5 
41.5 
24.2 
37.5 
27.9 
38.5 
28.4 
27.9 
17.2 
32.8 
43.9 

30.1% 

28.4% 
2.5 

36.2 
29.7 
28.4 
31.5 
25.6 
0.0 

33.8 
27.0 
39.9 
25.3 
22.4 
32.8 
19.9 
19.7 
21.2 
36.9 
22.2 
15.1 
13.9 
15.9 
17.6 
38.3 
33.7 
0.0 

21.7 
33.4 
0.0 

16.7 
38.9 
19.0 
20.7 
22.3 
21.2 
23.1 
0.0 

17.5 
13.4 
24.7 
30.2 
43.5 
25.5 
33.7 
12.0 
16.4 
49.1 
3S.2 
18.5 
16.3 

23.5% 

35.2% 
65.9 
16.7 
24.1 
13.7 
15.2 
21.0 
38.8 
30.4 
18.0 
14.6 
21.3 
19.2 
12.2 
16.6 
20.3 
29.6 
34.8 
19.7 
20.5 
12.5 
11.1 
18.1 
23.6 
19.4 
34.2 
18.4 
44.6 
28.0 
20.7 
41.2 
14.4 
23.0 
40.3 
18.1 
40.0 
18.2 
25.7 
16.1 
21.3 
25.7 
25.5 
37.0 
15.4 
26.5 
25.8 
23.0 
24.2 
14.0 
39.8 

20.9% 

Source: U.S. Advisory Commission en Intergovernmsrttal Rslai'sns, ~S!gniucam t-eafaresof 
fesa/ FedersFsm, 1S37; U.S. Department of Ccmmsrca, Bureau of th9 Census. 
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the large share of the state's taxes which 
are directly on business. Tannenwald also 
found that the Texas tax system had the 
third largest percentage of state and local 
taxes with an initial impact on business 
when severance taxes were excluded, fol­
lowing only West Virginia and Delaware in 
this case. 

The argument that business taxes esti­
mates should not include severance taxes is 
based on the assumption that taxes levied 
on energy products are passed on to 
energy consumers, the majority of whom 
live in other states. In the majority of cases, 
the actual burden of the severance tax falls 
outside of the state, so the tax's impact on 
the state's economy and business climate is 
minimal, according to some experts. Un­
fortunately, this analysis ignores the very 
high percentage of Texas oil and gas 
production that is consumed in the state— 
either directly by Texas consumers or as 
inputs to various industries. Including the 
severance taxes among the taxes with an 
initial impact on business makes more 
sense, so Texas' mix should remain with its 
initial impact of just over 60 percent with a 
direct impact on business and 40 percent 
directly impacting individual Texans. 

Conclusion 
This chapter shows both differences and 

similarities between Texas and the other 
states. As might be expected, a part of this 
difference stems from the prominent role 
the energy industry has played in Texas. 
Texas' recent economic problems, for ex­
ample, have not been mirrored in most 
other states, so Texas' ranking in per capita 
personal income has slipped below the 
national average. On the other hand, fed­
eral statistics show the state has continued 
to grow and add jobs, although the charac­
ter of the jobs that have been created in 
recent years—largely in the service and 
governmental areas—is slowly reshaping 
the face of the state economy. 

In the spending area, much of state and 
local policy hinges on education. The state 
spends half of its income on education and 
hasacruallyJnggasedjtespgndiTigiri this 

^areasignificantly in the last few years. In 
fact, education is one of the few areas 

where Texas spends significantly above the 
national average. It spends below the na­
tional average in other major areas exam­
ined. 

State and local government in Texas pays 
for this spending with a mixture of taxes 
based heavily on the sales and property 
taxes and a varying mixture of other 
sources—both tax and nontax. Texas'mix 
differs from the average in the degree of 
reliance on the property tax, on the fact that 
it has not had to resort to personal or 
corporate income taxes and in its use of 
severance taxes. 

Surveying the range of tax and spending 
policies offered in the various states, it is 
obvious that they develop in response to 
diverse situations which generally are not 
replicated anywhere else in exactly the 
same way. There is no model tax and 
spending system. Interstate comparisons 
represent a useful set of benchmarks and a 
source of ideas, but each state must craft its 
fiscal system in line with its particular 
needs. 

It is obvious 
that state and 
local spending 
policies de­
velop in 
response to 
diverse situ­
ations which 
generally are 
not replicated 
anywhere else 
in-exactly the 
same way. 
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CHAPTER THREE 

HE CURRENT TAX SYSTEM: CONCLUSIONS 
AND PROBLEM STATEMENT 

The Texas tax system served 
our state well fromthe 1960s 

to the early 1980s. Adjustmentswere 
needed from time to time, but by 
and large, Texas was blessed with a 
tax system characterized by low tax 
rates and strong growth. 

Those days are over. Since 1983, 
the State of Texas has adopted three 
major tax bills to address problems 
with the existing tax system and to 
meet critical new state needs. In 
1984, the state enacted far reaching 
expansions of its education and transportation pro­
grams. Tax legislation in 1986 and 1987 was neces­
sary to deal with major budget deficits created by the 
economic recession mat plagued the state economy. 
In total, more than $9 billion of the $41 billion in total 
revenue the state expects to collect in 1988-89 will 
result from legislation enacted since 1983. Local gov­
ernments have added billions of dollars more. 

The state fiscal system is momentarily in balance 
after the infusion of almost $6 billion in new reve­
nues from the 1987 tax legislation. Still, the prob­
lems which created the need for that massive tax bill 
have not been fully addressed, and new challenges 
doubtlessly lie ahead. 

Locally, our cities, counties and school districts are 
hard pressed to meet the demands of a growing 
population and aging infrastructure. Local govern­
ments suffer the dual problems of reductions in 
federal assistance and the erosion of their property 
tax bases because of weakness in local economies. 
The result is rising property tax rates and growing 
public discontent with the tax. 

The Select Committee on Tax Equity was created 
by the 70th Texas Legislature to examine the tax 
system in detail and to recommend needed repairs— 
to provide a blueprint for restoration. The Commit­
tee has set as its mission "to recommend to the State 
the standards and options for developing a fair, 
viable and economically competitive state and local 
tax system capable of generating sufficient revenues 
iomeetexpected needsirrtheiuture." 

The Committee has heard from over 400 individu­
als, including major taxpayers, state and local offi-

The problems which 
created the need for 
the recent massive 
tax bills have not 

been fully addressed, 
and new challenges 

lie ahead. 

dais, tax experts and individual 
Texans in more than two dozen 
public hearings and more than a 
hundred hours of public testi­
mony. It has produced more than 
40 separate studies analyzing a 
wide range of tax issues. In short, 
it has conducted one of the most 
thorough reviews of a state and 
local tax system ever undertaken. 
This alone is a tribute to the 
foresight of the state's leaders and 
their desire to provide a tax 

system that is fair, simple and stable. 
From the mountain of research and opinion it has 

collected, the Committee has identified a number of 
weaknesses in the current system which will be 
addressed in subsequent chapters of this report and, 
it is hoped, subsequently in legislative action. These 
weaknesses and the Committee's conclusions about 
them are addressed below. 

Judging the Tax System 
Early in its work, the Committee identified nine 

criteria for judging a "good" tax system. They were: 
adequacy, equity, efficiency, stability, economic 
competitiveness, simplicity, balance, breadth of the 
tax base and intergovernmental linkages. For 
simplicity, these criteria can be collapsed into the 
following categories: 

Adequacy. A "good" tax system should produce 
adequate revenues to run government in a stable 
and predictable manner. It should make use of a 
variety of revenue sources with the widest possible 
bases. 

Equity. A "good" tax system should be fair, both 
to individual citizens and to businesses operating in 
the state. 

Economic Efficiency. A "good" tax system should 
not unnecessarily or unintentionally interfere with 
private economic decisions. It should be competitive 
with the tax systems used in other states, but it 
should not rely heavily on tax incentives that favor 
certain businesses or industries tc^theexclusion of 
others. 

Simplicity. A "good" tax system should fca as 
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Thefirst 
requirement of 
a tax system is 

that it be 
adequate to 

raise money to 
support the 
activities of 

government. 

Simplicity. A "good" tax system should 
be as simple as possible to administer for 
both taxpayers and the tax collector. 

These admittedly are ideals that no tax 
system is likely to achieve completely. 
They often conflict with one another. For 
example, equity may only be achieved by 
sacrificing some simplicity, as in the case of 
exemptions from the sales tax. A sound tax 
policy is built on a balance among these 
goals. 

Adequacy 
The first requirement of a tax system is 

that it be adequate to raise money to 
support the activities of government In 
this area, the Committee finds several 
weaknesses in the current system: 

(1) The revenues produced by the Texas tax 
system often have not grown with the state 
economy, while state and local spending 
historically has grown with the growth of the 
economy or faster. Because of this situation, 
the state has adopted new tax increases 
every three to four years to push revenues 
up to the level of spending. The Commit­
tee does not consider this to be a desirable 
long-term fiscal policy. Ideally, both 
revenue and spending should be tailored 
so that in most years their growth rates 
closely coincide without the need for new 
taxes. The problem should be addressed 
from both the spending and the revenue 
sides of the fiscal equation. 

(2) Rates for many of state and local govern­
ments' major taxes are approaching their 
practical limits. As additional tax measures 
have been adopted locally and at the state 
level, rates for the property, sales, franchise 
and other taxes have been pushed higher 
and higher. As a result, Texas govern­
ments find themselves with less and less 
flexibility should further increases be 
needed in the future. 

(3) Important parts of the Texas tax system 
are unstable. In part, problems with the tax 
system arearresult-of^ie^conoinicJurbur 
lence the state has experienced recently, but 
they also result from the state's heavy 
reliance on taxes based on volatile com­

modity prices and business capital invest­
ment, notably the oil and gas severance 
taxes and the franchise tax. The tax system 
should move in concert with the economy. 
Problems arise when swings in collections 
from important state and local revenue 
sources are more volatile and less predict­
able than the economy—as has been the 
case often in recent years. 

(4) Growing reliance on the sales and property 
taxes is a source of concern. Over the past two 
decades, our state and local tax system has 
rested heavily on the sales tax, the property 
tax and the oil and gas severance taxes. 
One of those sources—the severance 
taxes—has declined dramatically in impor­
tance. State and local dependence on the 
other two continues to grow. 

(5) The local government fiscal system is 
showing major stresses. Partly because of 
their own policies and partly due to the 
pressures of a growing population with 
growing service demands, local govern­
ments are under mounting fiscal pressure. 
Their revenue options are relatively limited 
compared with state government's. The 
next "fiscal crisis" in Texas is as likely to be 
in local finances as in state finances. 

Equity 
Fairness is critical to a viable tax system. 

Taxpayers must believe that the tax system 
does not benefit some groups or individuals 
at the expense of others. Business taxpayers 
must believe that the tax system creates a 
level playing field for all industries. It also 
is important that governments not use their 
powers of taxation to harm the working 
poor and moderate income families. 

(1) The Texas tax system places a heavier 
proportionate burden on low and middle income 
Texans than it does those with higher incomes. 
A Texas family with an annual income of 
about $15,000 pays more than five percent 
annually in direct state and local taxes. A 
family with an income of over $60,000 a 
yearjrayjsjust over three percent. These 
impacts are higher when the final incidence 
of business taxes (shifted to individuals in 
higher prices, lower wages or reduced 
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profits) are added in, but the pattern is the 
same—low and moderate income Texans 
pay a greater share of their income in taxes 
than those at the upper end of the income 
scale.- One important role of tax policy 
should be to weigh the trade-offs between 
the distribution of the tax system's burden 
and other important considerations, such 
as administrative simplicity and the 
desires of individual taxpayers. The tax 
system should not discourage savings and 
investment. It should not discourage 
Texans from "doing well" economically. 
By the same token, it should not impose an 
unfair burden on Texans struggling to 
make ends meet. 

(2) Some taxes impose special burdens on 
certain Texans. Most notable among these 
is the property tax, which taxes "wealth" 
that has often not been realized by the 
taxpayer. Rising property values have 
placed a special strain on the equity of the 
tax system as it applies to the low income 
elderly and others whose incomes are not 
rising to match rising tax burdens. 

(3) The Texas tax system falls inequitably on 
different types of businesses. Under the 
current tax system, a handful of industries 
bear the major burden of taxation, while 
others bear far less than their proportion­
ate share. The manufacturing industry, for 
example, accounts for 16 percent of Texas' 
economic activity and pays about the same 
percentage of our state's taxes. Service 
industries, in contrast, make up 30 percent 
of the economy but pay only six percent of 
state taxes. The state's major business tax, 
the franchise tax, is limited to the corpo­
rate business form, putting a lesser pro­
portionate burden on partnerships and 
proprietorships. As a result, only 15 
percent of the businesses operating in the 
state pay the franchise tax (although these 
businesses clearly account for the majority 
of the state's business activity). 

Economic Efficiency 
State and local taxes are only one factor 

among many in business investment deci­
sions, and tax costs are often small in com­
parison to such factors as labor and trans­

portation. Nonetheless, studies show that 
state and local tax policies can have an 
impact on economic activity. They can 
support strong, stable economic grov/th, or 
they can be an impediment to investment 
and a barrier to development 

(1) Taxes with an initial impact on business 
make up a larger share of the Texas tax system 
than they do in most states. While some 
industries are heavily taxed and others are 
not, the direct impact of the Texas tax system 
is clearly on business. Six of every ten dollars 
raised by Texas governments comes from 
direct business taxes, compared with a 
national average of less than a third. Taxes 
on business are not necessarily bad, but they 
can distort business decisions and lead to 
lower investment and employment if tax 
rates become too high or their bases fall too 
heavily on capital or labor. 

(2) The tax system places too great a burden on 
capital investment, and parts of the system may 
be impediments to economic growth. All taxes 
interfere to some degree with private eco­
nomic decisions. Texas bases a large percent­
age of its tax system on consumption—such 
as the sales and motor fuel taxes—a policy 
which minimizes the impact on savings and 
investment However, other parts of the tax 
system work to offset this policy benefit. 
Examples are the franchise tax, the unem­
ployment insurance tax, the sales tax on 
machinery and equipment and certain 
aspects of the property tax. (The sales tax on 
machinery and equipment is due to be 
phased-out beginning in 1991.) 

(3) The corporation franchise tax imposes a 
special burden on certain methods of financing 
capital investment. The franchise tax is based 
heaviiy on a firm's capital assets. Testimony 
before the Committee suggests that this 
presents a hurdle to investment in the state 
by the capital-intensive basic industries 
which are essential to the state's continued 
growth and development and introduces 
components to business decisions on invest-
ment which may be detrimental to the long-

The tax system 
should not 
discourage 
Texansfrom 
"doing well" 
economically. 

term economic interests of the state. 

(4) local property tax policies represent a 

Select CcssxUee cz TaxEqzily 

TI2977-0770 
Source: https://www.industrydocuments.ucsf.edu/docs/jrgf0038



Tax policy has 
increasingly 
movedfrom 

the legislative 
and adminis­

trative arenas 
to the courts. 

special burden far many industries. Property 
taxes are the largest single source of taxes 
for government in Texas, totalling $9.6 
billion in 1986 and accounting for 40 
percent of state and local tax collections 
(compared to 25 percent for the sales tax). 
The tax on business inventories and the 
lack of an exemption for goods in transit 
through the state are areas of particular 
concern. 

(5) Uncertainty over the direction of state 
and local tax -policy hurts Texas' economic 
attractiveness. A business considering an 
expansion of capacity or a new venture 
must feel some assurance that the return 
will justify the investment There are 
enough barriers to investment—fierce 
foreign competition, labor costs, govern­
ment regulations—without adding the 
uncertainty of a frequently-changing tax 
system. This too often has been the case 
in Texas in recent years. Moreover, tax 
policy has increasingly moved from the 
legislative and administrative arenas to 
the courts. The franchise tax is the subject 
of continuing litigation, even more than 
other state taxes. Tax policy should be 
orderly and consistent and shouldbe able 
to stand up to review by the courts. 

(6) Texas governments should also avoid 
creating uncertainty by the indiscriminate use 
of special tax incentives and abatements to 
attract industry. In particular, local 
governments in Texas are making in­
creased use of special incentives and 
abatement programs to attract new firms. 
Certainly, economic development should 
be encouraged, but evidence from other 
states suggests that overuse of these 
policies can foster inequities within the 
business tax system, can punish existing 
businesses and can create an atmosphere 
of uncertainty where it appears tax policy 
is up for grabs. 

Simplicity 
A system need not—indeed cannot— 

acrdeve^utter^iHiplicity-otfonrtxsr 
content, but it also should not be totally 
unwieldy to understand and administer. 
As one writer points out: "Good tax 

policy and bad tax policy can look re­
markably similar if the law requires a 
higher order of administrative capability 
than actually exists." 

(1) Paris of the Texas tax system are becom­
ing increasingly complex. Recent changes in 
the tax system, particularly under the 1987 
tax bill, have made it more complicated for 
both individual taxpayers and state admin­
istrators. As the state moves beyond the 
recent period of fiscal emergency, the 
complexities and ambiguities in the tax 
laws should be reduced or eliminated. 

(2) The sales tax presents special administra­
tive problems. As the state's use of the sales 
tax has increased, the administrative 
problems and inequities of the tax have 
also increased. This is especially true in 
the area of service taxation. As selected 
services have been added to the sales tax 
base, fine lines have had to be drawn 
between what is taxable and what is not. 
Taxing services, in itself, is not inherently 
complicated, but picking out particular 
services to be taxed or not taxed adds 
greatly to the complexity of sales tax 
administration. The state taxes some 
services but not others. It taxes some 
services in certain cases—as in the case of 
services provided by a debt collection 
agency—but not others—as when attor­
neys provide the same collection services. 
There has also been a proliferation of sales 
tax rates locally because of the number of 
jurisdictions using the tax. Thirty-one 
different combinations of state and local 
sales tax are theoretically possible and 25 
are now in effect. This places a heavy 
burden on the businesses who must collect 
and remit the tax and represents a special 
burden for small taxpayers. 

(3) Business tax policy is another area of the 
tax system where complexity is a problem. The 
franchise tax base for taxpayers depends 
on the ''books and records" they maintain. 
Until recently, the tax law did not specify 
how these books should be maintained, 
causing recordkeeping problems and* 
confusion for taxpayers and leading, 
ultimately, to court challenges .of the law. 
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These court challenges have compli­
cated franchise tax administration by 
eliminating a large part of the tax base for 
certain tax-payers in certain circum­
stances. Recent attempts to resolve some 
of these problems by conforming tax 
policy to generally accepted accounting 
principles do not ap-pear to have been 
wholly successful, because generally 
accepted principles are also subject to 
many exceptions, ambiguities and issues 
of interpretation. Additionally, the state 
maintains a maze of special industry 
taxes left over from an earlier era in state 
tax policy. These taxes unnecessarily 
complicate and confuse the state's busi­
ness tax policy. 

(4) The multiplication of taxing jurisdic­
tions has also made the property tax too 
complex. There currently are more than 
3,300 local jurisdictions levying property 
taxes in Texas. The state has made dra­
matic strides in centralizing appraisals, 
but other administrative practices, such as 
the actual collection of the tax and various 
exemptions and other policies, continue 
to rest with literally thousands of entities, 
causing significant additional work and 
cost for taxpayers. 

(5) Adding to the complexity and Jack of 
flexibility in the tax system is the complex 
network of state funds and revenue earmark­
ing policies that mark the state tax system. 
The Texas state accounting system is 
composed of more than 450 separate 
accounting funds which segregate the 
various revenues and expenditures of the 
government. In addition, many of the 
state's primary revenue sources are ear­
marked by the Constitution or by statute 
to certain specified uses. This system of 
segregation and revenue earmarking 
makes the overall state fiscal system more 
inflexible than is desirable. 

(6) The Texas fiscal system and related 
issues arepoorly understood by taxpayers. 
One problem the Committee has encoun­
tered—artdrlndsf highly disturbing—-is 
the widespread lack of understanding of 

.the Texas state and local fiscal system, 

how it is financed and v/hat it buys. For 
many Texans, the debate over state and 
local fiscal policies is being conducted in a 
shadow world of poorly understood 
policies and programs. In fiscal matters, 
complete public trust can only be built on 
complete public understanding. Efforts to 
inform the citizens of Texas on state and 
local fiscal issues should be an on-going 
process. 

Retaining the Best, Discarding 
the Worst 

Though rates have risen and the impor­
tance of some taxes has shifted over time, the 
composition of the tax system today is 
remarkably similar to its composition 25 
years ago. 

This is not inherently bad. Predictable, 
consistent tax policy is one hallmark of a 
sound tax system. The Texas tax system 
served the state well for two decades. 
During mat time, it embodied many prin­
ciples of taxation beneficial to Texans and the 
state's economic development. 

But after 25 years, the system has devel­
oped serious problems. The state economy 
has changed, but the tax system has not 
always kept pace. Like most tax systems, it 
has evolved slowly through a series of com­
promises dictated by the changing needs of 
each legislative session. These changes often 
represent patches and appendages to the 
system. Tax policies which have outlived 
their usefulness sometimes remain in the 
law. Antiquated tax approaches, like the 
franchise tax, play prominent roles in the tax 
system and lay government open to costly 
litigation and fiscal uncertainty. As state 
Comptroller Bob Bullock told the Texas 
Senate in 1987: "We are developing a 21st 
century economy, whether by design or 
default. The question now is: Do you want a 
tax system that is in step with that econ­
omy?" 

Some steps have been taken to correct the 
tax system's problems in recent legislative 
sessions. Our state's leadership has clearly 
recognized the need for change, but much 
more must be done before the structure is 

"We are 
developing a 
21st Century 
economy, 
whether by 
design or 
default. The 
question now 
is: Do you 
want a tax 
system that is 
in step with 
that econ­
omy?" 

CawpiioUt Bob Bullock 

finally set right The worst of the current 
system should be discarded; the best should 
be retained. 
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CHAPTER FOUR 

HE TEXAS TAX SYSTEM TOMORROW 

Now is the time to 
begin ensuring that 
tomorrow's tax sys­
tem is both fair and 

workable. 

Texas' fiscal problems have 
persisted throughmuchof the 

1980s despite spending restraint by 
government and significant tax in­
creases to replace revenue lost due 
to poor economic conditions. Itnow 
appears that the fiscal system at the 
state level is in balance; however, 
that balance is delicate, andmany of 
the problems underlying Texas' 
recent fiscal difficulties have not been resolved. To 
help avoid new fiscal crises in the future, the tax 
system should be modified and improved today. 
Now is the time to begin ensuring that tomorrow's 
tax system is both fair and workable. 

Based on its months of study and analysis, the 
Select Committee on Tax Equity has developed a set 
of recommendations that will accomplish these goals. 
Its details are contained in this and succeeding 
chapters. The recommendations are comprehensive 
in their scope and would affect all major components 
of the state and local tax system. They would make 
fundamental changes in the system and would 
address the problems with the current system 
identified in Chapter 3. 

The recommendations do not attempt to construct 
a "crystal palace" of tax ideals based on arcane tax 
theories. Instead, the recommendations collectively 
reflect a realistic vision of what a fair and reliable tax 
system should be and provide a clear and consistent 
blueprint for its realization. 

Building on the Existing Structure 
Any reform of the current tax system, must start 

with the elements already in place, and in Texas, that 
leads first to the sales tax. In Chapter 5, the Commit­
tee details policy recommendations for this pivotal 
tax. Texas has been fortunate to have been able to 
base its tax system so heavily on the sales tax to this 
point The tax generally grows with the economy. It 
has proven to be a stable revenue source, and it 
receives high marks from taxpayers. Nonetheless, the 

' Committee has two major concerns about the tax for 
the future: its current high rate and its regressive 
nature, which is aggravated as the tax rate creeps 
higher. 

Bacause of its positive qualities, the Committee be­

lieves the sales tax should remain 
the cornerstone of the state fiscal 
system in the next decade. We 
recommend, however, that any 
future increases in the tax to meet 
additional revenue needs should 
be approached with care. If 
possible, the state should avoid 
rate increases and should pursue a 
policy of expanding the tax base to 

additional services. Indeed, the Committee favors 
reducing current rates through base expansion if the 
fiscal situation allows. This policy would have the 
effect of making the tax—and the tax system—more 
responsive to economic growth. It would also benefit 
local governments, where rate increases would not. 

On the other hand, Texas state government should 
steer away of increased reliance on its other impor­
tant state tax sources of the past two decades—the oil 
and gas severance taxes. 

Today, the prospects for higher oil prices do not 
appear great, but if the past 15 years teach anything, 
it is the degree to which market conditions affecting 
this volatile commodity can change—often dramati­
cally—in a short period of time. Texas has been 
weaned from reliance on resource-based taxes in the 
worst possible way—by wrenching fiscal crisis. It 
should be in no hurry to repeat this experience in the 
future. State government should learn to live perma­
nently with severance taxes playing a diminished 
role in its tax mix. 

Local Fiscal Problems 
Since its reform in 1979, there is ample evidence 

that the property tax has served Texas local govern­
ments well. The tax provides a large and generally 
stable base, and the 1979 reforms did much to 
improve tax administration and make the tax fairer. 
Nonetheless, the Committee is concerned about the 
dominance of the tax in local finances. Texas coun­
ties, school districts and special districts are almost 
totally reliant on the property tax as their source of 
income, and while our cities enjoy a v/ider range of 
revenue options, they, too, must typically rely on the 
tax whenever new income is needed. 

In the past, this dependence has served a useful 
purpose, according to proponents of the tax. They 
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The tax system 
ultimately 

belongs to the 
people and 
businesses 

who must pay 
the taxes and 

receive—or 
forego—the 

services of 
government. 

argue that taxpayer resistance to the 
property tax works to mitigate tax in­
creases that might otherwise have occurred 
had other revenue alternatives been 
available. However, such heavy reliance on 
a single revenue source also leads to 
inflexibility, and the Committee is con­
cerned that the tax may not prove an 
adequate vehicle to address all of the 
legitimate needs Texas local governments 
may face in the next decade. 

It is the Committee's belief that local tax 
systems in Texas must be diversified over 
the next ten years. To this end,Chapter 7 
outlines changes in tax policy which would 
promote this diversification by adding new 
local revenue sources. There is also a need 
for state and local leaders to come to a 
greater understanding of local fiscal 
problems and how they should be ap­
proached. The needs of our cities, counties 
and school districts are very much a matter 
of state—as well as local—concern. 

The Role of the Personal 
Income Tax 

One possible "solution" to many of the 
state and local government fiscal ills the 
Committee has heard often during its life is 
the personal income tax. As is discussed in 
Chapter 8, the income tax represents a huge 
potential source of revenue for Texas 
governments, and it is an issue that de­
serves thoughtful consideration by all 
Texans. 

After careful review of the tax's potential 
and the current state and local fiscal 
situation, it is the Committee's conclusion 
that the income tax is not yet needed in 
Texas. History shows that such major 
changes in basic tax policy flow from 
periods of crisis or public consensus. 
Neither of these conditions exist in Texas 
today on this issue. The tax system ulti­
mately belongs to the people and busi­
nesses who must pay the taxes and who 
receive—or forego—the services of govern­
ment. We believe the income tax will not be 
a central focus of Texas tax policy as long 
as the policy choice is between the income 

^tax and other^tax-optionsvftmH becomea: 
focus of debate when the choice is between 
the tax and foregoing critical state and local 

services such as education, transportation 
and public safety. For the present,.Texas can 
build a strong, fair and reliable tax structure 
with the components already in place. 
Common sense dictates that that approach 
is the best one for the state today. 

On the other hand, the Committee 
recognizes that the day may come when the 
state will need to seriously consider an 
income tax among its tax options. While the 
Committee does not advocate action on the 
tax at this time, Chapter 8, outlines the 
basic characteristics of an income tax that 
could work well for the state if it is needed. 

The tax would employ a single flat rate. It 
would be simple to administer and would 
be highly productive. The Committee 
believes that the first policy choice regard­
ing the tax should be to use it to relieve 
pressure on the sales and property taxes, 
although in reality, the fiscal situation at the 
time of the tax's enactment would dictate 
what could—and could not—be done in 
this regard. 

A major concern that should be addressed 
now is the issue of time to implement the 
tax. Current estimates suggest that it would 
require two and a half years to start up a 
Texas income tax and another year would 
be needed to have it fully operational. If this 
tax is to be available for any future fiscal 
crisis, the state needs to consider ways to 
address this implementation lag. 

Business Tax Reform 
In a related area, the Committee also 

recommends against the imposition of a 
corporate income tax at this time. It simply 
does not make sense to impose this tax in 
the absence of a personal income tax, and 
the Committee believes the state should not 
have one without the other. 

The Committee does believe, however, 
that fundamental reform of the state's 
general business tax policy is needed. The 
failings of the current franchise tax have 
been well documented, both in terms of its 
inequitable effect on different industries 
and its aged structure which has laid the tax 
open to base-eroding litigation. 

Thealternative outlinedijytheilommit^— 
tee in this area (Chapter 6) is a tax combin­
ing the general stability of a net worth tax— 
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like the current franchise tax—with a 
component sensitive to a business' current 
activity in Texas as a measure of its ability 
to pay. The Committee also feels strongly 
that at least some noncorporate businesses 
should pay the tax and the reforms pro­
posed by the Committee account for that 
new policy direction. A tax structured in 
this way would provide more stability 
than a corporate income tax and would be 
fairer than the current franchise tax. 

The Committee has also closely exam­
ined the impact of the Texas tax system on 
the economy and on the prospects for state 
economic growth. In general, we believe 
that the logical, consistent implementation 
of changes like those discussed in this 
report will contribute to the basic eco­
nomic advantages of the Texas fiscal 
system. 

In this vein, the Committee does not 
subscribe to the notion of "buying" eco­
nomic development through single-shot 
tax concessions. However, there are 
several policy "sore thumbs" in current 
state and local tax policy that are placing 
Texas at a real competitive disadvantage 
compared with other states. The Commit­
tee, therefore, has recommended changes 
in the local taxes on business inventories 
and on state sales tax policies with regard 
to production machinery and equipment 
and research and development equipment 
and supplies. 

A Better Tax System 
Stripped of philosophical distinctions, a 

government is basically the sum of the 
services it provides. In Texas, state and 
local governments are responsible for 
providing schools and roads, for helping 
the needy and for the insurance of public 
safety. Taxes are the price Texans pay for 
those services, and for one side of this fiscal 
equation to function properly, the other 
must function properly as well. 

Like the governments it finances, Texas 
state and local tax system is also the sum of 
its parts. It represents the reconciliation of 
different views about who or what should 

tions at the time they are made. 
It is important that these choices periodi­

cally come under careful scrutiny. Eco­
nomic, social and political circumstances 
change, and tax policy must be reviewed to 
ensure that it fits current needs and con­
cerns. This is a conspicuous moment for 
such a review in Texas. Texas—and its state 
and local fiscal system—are emerging from 
a difficult period when many of the state's 
long-held economic assumptions have been 
challenged. It is time to rethink old methods 
of doing business, to modernize them if 
appropriate and to replace them if neces­
sary. 

The people of Texas deserve a state and 
local tax system that is fair, stable and 
dependable. They should demand a tax 
system which will allow state and local 
government to provide a reasonable level of 
services with the reasonable certainty that 
revenue and spending growth will be 
closely matched without the necessity of 
repeated tax increases. The tax system 
should accomplish these things without 
imposing an undue or inequitable burden 
on any individual or business. 

These are not unobtainable goals. They 
are the hallmarks of a good tax system, and 
they clearly are within reach of the Texas 
tax system. The Committee believes that 
with the changes it outlines, all of these 
goals can be achieved in the tax system of 
tomorrow. 

The people of 
Texas deserve 
a state and 
local tax 
system that is 
fair, stable 
and depend­
able. 

be taxed, how they should be taxed and by 
how much. It is, in short, a series of choices 
that reflect the wisdom, needs and conven-
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CHAPTER HVE 

HE SALES TAX 

T 
I he sales tax is the mainstay 

J - of the Texas tax system and 
its importance is growing. In 1987, 
state sales tax collections totalled 
$4.6 billion—45 percent of total tax 
collections of $10.3 billion. Because 
of the increase in the state sales tax 
rate to six percent, limited base 
broadening and economic growth, 
state sales tax collections are ex­
pected to grow to almost $7.8 billion, or 59 percent of 
total state tax collections of $132 billion in 1991. The 
tax also provides $13 billion a year for Texas cities 
and for a number of metropolitan transit authorities 
and counties. 

During times of good economic health, the sales 
tax is a good revenue producer. With a growing 
economy, the tax provides large amounts of money 
to fund state government. Only once in the 27-year 
history of the tax have collections declined from the 
previous year, and even adjusting for tax law 
changes, the sales tax would have declined only three 
times. Instead, the tax has frequently been marked 
by double-digit growth. 

In the past, when the Texas economy has suffered, 
taxable sales have declined, costing the state vital tax 
revenues at a time of increased need. However, 
much of that decline was attributable to the drop in 
taxable purchases of capital machinery and equip­
ment. For example, in 1983, overall sales tax collec­
tions declined 4.5 percent from the preceding year. 
In fact, taxable retail sales increased 2.1 percent that 
year, while sales tax paid by oil and gas firms 
dropped 40.1 percent and sales tax paid by manufac­
turers dropped 21.6 percent 

The 70th Legislature enacted a phase-out of the 
sales tax on machinery and equipment As this part 
of the tax base is phased out, the sales tax will 
become even more stable and less subject to decline 
during recessionary times. This policy decision 
should help make the sales tax an even more reliable 
revenue source, although it will cost revenue. 

Based on these observations, the Committee concludes 
that the sales tax is a gcoi revenue tool that can ade-
qmtely^ervei^hesMe&kaAing^emnite^m-cerfhe— 
following sections outline additional recommenda­
tions concerning the tax. 

The sales tax is the 
mainstay of the 

Texas tax system and 
its importance is 

growing. 

Taxation of Additional 
Goods and Services 

Table 1 shows major potential 
goods and services that could be 
used to expand the sales tax base 
in the future, either to produce ad­
ditional revenue or to lower the 
overall tax rate. While the goods 
and services in the table represent 
a significant source of potential 

revenue, the Committee recognizes that some of the 
items simply are not appropriate targets for sales 
taxation. For example, the business tax working 
group of the Committee considered but laid aside 
the idea of restoring the tax on residential gas and 
electricity sales as a method of expanding the sales 
tax base. Similarly, the exemption of food for home 
consumption is unlikely to be eliminated—and 
should not be—because of equity considerations. 

Nonetheless, the Committee believes that if new reve­
nues are needed by the state in the immediate future, ex­
panding the sales tax base to additional services remains a 
desirable -policy alternative. One of the problems with 
the current tax system identified in the Committee's 
findings and conclusions is the fact that "the reve­
nues produced by the Texas tax system often have 
not grown with the state economy " The service 
industries are among the fastest-growing parts of the 
Texas economy, and the long-term economic outlook 
is for a continuation of this trend. Broadening the 
sales tax base to include more services would tap 
this potential and would provide a tax base that 
would better keep pace with the economy. 

The Committee recommends that the state give strong 
consideration to using sales tax base expansion as a means 
of lowering the tax rate. Again, in its findings and 
conclusions about the current tax system, the Com­
mittee concluded that "rates for many of state and 
local government's major taxes [including specifi­
cally the sales tax] are approaching their practical 
limits." Even if it were not used to raise revenues, 
base expansion could be used as a way of reducing 
this pressure. 

Finally, the Committee's findings and conclusions 
^tote-thatr-'theloCTlrgovenmTentfecalrsvste^ 
showing major stresses," in part because of the 
limited number of revenue options available locally. 
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TABLE 1. Selected Potential Additions to the Sales Tax Base 

Policy Option Comment 

Stat* Fiscal Impact 
(Millions of Dollars) 

1990 1991 1S92 

Dale of 
Full Imp'e-
mantatlen' 

Expand the tax basa to 
these services:* 
Labor charges on new 

residential construction 
Labor charges on new 
nonresidential construction 

Barber and beauty services 
Health care practitioner 
services 

Dental services 

Nursing care facilities 
and services 

Health care services 

Veterinary services 

Miscellaneous trans­
portation services 

Accounting, auditing and 
bookkeeping services 

Funeral service providers 
Real estate commissions 
Brokerage services 

Legal services 

Engineering services 
Architectural services 

Total Sarvicaa: 

These tax estimates assume 
a 1/1/90 starting data-. 

Includes chiropracters, optom­
etrists, nursing services, etc. 

Includes medical labs, dental 
labs, drug treatment centers, etc. 
Includes agricultural and 
nonagricultural services. 
Intrastate transport other than 
regular transport of passengers. 

$25.8 

24.6 

14.4 
9.9 

3S.9 

S.2 

8.3 

4.6 

77.2 

25.3 

$592 

49.6 

275 
20.0 

72.7 

16.2 

19.0 

10.3 

139.7 

63.3 

$65.7 

52.8 

30.7 
23.1 

822 

20.8 

22.8 

12.2 

157.4 

77.4 

Includes bond brokerage. 
Investment banking, investment 
counseling, financial advice, eta 
Includes all legal services. 

IS 
37.9 
24.2 

73.7 

35.5 
13.5 

17.3 
64.6 
45.7 

155.2 

83.9 
33.8 

20.7 
65.0 
51.6 

177.5 

108.7 
41.4 

$423.5 $882.7 $1,010.0 

Expand tha tax basa to 
thasa hams: 

Farm machinery and 
equipment 

Livestock 
Feed 
Seed 
Farm supplies 
Horses, mules and work animals 
Agricultural use of gas and electricity 
Residential gas and electricity 
Retail sale3 of motor fuels 

Starting data is 1/1/90 
unless otherwise noted. 

Includes fertilizer, pesticides, etc 

Aviation fuel 

Purchases of commercial 
aircraft 

Food for home 
consumption 

Water 
Railroad rolling stock 

Total Goods: 

Current excise tax would 
continue. 
Not currently subject to motor 
fuels tax or sales tax. 
Excludes craft for Interstate use. 

Restaurant food is now taxed. 

$852.3 $1,973.9 $2,121.4 

Source: Select Committee on Tax Equity and CompncHsr of Public Accounts. 

1/1/90 

1/1/90 

1/1/90 
1/1/SO 

1/1/90 

1/1/90 

1/1/90 

1/1/90 

1/1/90 

1/1/90 

1/1/90 
1/1/90 
1/1/90 

1/1/90 

1/1/90 
1/1/90 

1. Uie cats al fall faplemertffiiiii assume snaeiment In tfis 1SS9 leglslaftrs session and Is used far puipesas d rrsffiig fiscal estimates cnty. 
-2ittoi)«>s9rvK»5-a.-Kf-accc'.'r.'-'n3 sa ĵasA,ajitir^Bi3d_8!r,a_theCcn»T!gae raccmmends lhaftsy not be taxsd undar the salaatax. 

Adminis­
trative 
Enacts 

Some cost 

Some cost 

Some cost 
Significant 

costs 
Significant 

costs 
Significant 

costs 
Significant 

costs 
Some cost 

Significant 
costs 

Some cost 

Some cost 

Some cost 

Significant 
costs 

Some cost 
Some cost 

20.3 

40.3 
4£5 
6.3 

16.2 
3.4 
7.0 

208.8 
53.1 

9.4 

0.1 

407.9 

36.4 
0.S 

36.7 

71.6 
76.4 
11.5 
30.0 
6.0 

13.0 
378.9 
563.0 

33.5 

0.1 

691.9 

62.1 
1.1 

39.4 

73.7 
80.5 
12.3 
32.4 
6.2 

14.1 
407.5 
S35.1 

34.4 

0.1 

721.3 

63.1 
1.2 

1/1/90 

1/1/90 
1/1/90 
1/1/90 
1/1/90 • 
1/1/90 
1/1/90 
1/1/90 
7/1/90 

1/1/90 

1/1/90 

1/1/90 

1/1/90 
1/1/90 

Some cost 

Minor costs 
Minor costs 
Minor costs 
Minor costs 
Minor costs 
Minor costs 
Minor casts 
Significant 

costs 
Significant 

costs 
Minor costs 

Some/signif­
icant 

Minor costs 
Minor costs 
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Continued expansion of the sales tax base 
would help address that problem, since a 
broader base would benefit local govern­
ments using the sales tax as well. Moreover, 
in the case of some of the services, their in­
clusion may add to the progressivity of the 
tax system, since they are believed to fall 
more heavily on higher income Texans. 

The Impact of Base Broadening. Asser­
tions by critics that sales tax base broaden­
ing, especially taxation of professional 
services, would result in large reductions in 
output and employment are misleading. 
Claims that service taxation would result in 
tens of thousands of lost jobs invariably 
assume that the alternative to sales tax on 
services would be no tax at all. They also 
assume that an increase in state taxes would 
result in a new reduction in demand for 
goods and services, and thus a reduction in 
demand for the employees who produce 
goods and services. 

This is not necessarily the case. Because 
Texas governments run on balanced budg­
ets, any tax on services is in lieu of other 
taxes or higher tax rates, or in lieu of govern­
ment spending on wages, goods or public 
services. Whatever revenues state govern­
ment derives from private sector activity are 
returned to the private sector in the form of 
government payments which bolster private 
sector output and employment. 

It is also sometimes argued that sales 
taxation of services consumed by businesses 
at intermediate stages of production would 
substantially increase the cost of doing 
business in Texas and thus drive businesses 
to locate in other states. 

However, aggregate business expenditures 
for services currently not taxed represent, at 
most, about 3.5 percent of total business ex­
penditures or cost of production. State and 
local sales taxation of these expenses would 
raise the total cost of doing business no more 
than three-tenths of one percent in the 
aggregate. While obviously the impact on 
certain businesses could vary substantially, it 
is unlikely that this small cost increase 
would significantly hinder overall economic 
development in the state. 

Regressivity ottherSales 1'ax. The fact that 
the sales tax is regressive, i.e taking a higher 
proportion of income from the poor than 

from the wealthy, is the most common 
criticism leveled against the sales tax. 

Any sales tax, regardless of the rate, tends 
to be regressive. This is true because poor 
people spend a larger portion of their 
income than the rich. 

The Texas sales tax is no more regressive 
than similar taxes in other large industrial 
states. The Texas sales tax burden is high 
simply because the rate is high. Texas is 
currently tied with three other states for the 
highest sales tax rate when compared to the 
ten largest states and tied for third when 
compared to all states. 

Despite its regressivity, the sales tax is 
widely accepted by the public as a fair form 
of taxation. This is because people feel they 
have some control over their purchases and 
thus, can affect their total sales tax burden. 
In addition, everyone pays the tax-^poor, 
wealthy, small business, big business. 
Adding more services to the sales tax base 
may help to lessen the regressivity of the 
tax. 

Limitations on Base Broadening. Al­
though the Committee supports the broad 
addition of services to the sales tax base, 
there are certain limitations that the state 
needs to observe to avoid problems that 
have arisen in other states and to help 
ensure equity. 

First, medical services should not be subject to 
the sales tax. Taxation of these services 
would be especially burdensome on the 
elderly, many of whom live on fixed 
incomes and already depend heavily on 
government Medicare aid. Lower-income 
families would also be unfairly burdened 
by the tax, since many lack health insurance 
and would have to bear the burden of the 
tax directly. 

Second, the Committee recommends that ad­
vertising services also not be taxed. Earlier 
efforts to tax these services in Texas and 
elsewhere have uncovered major adminis­
trative difficulties in enforcing and collect­
ing the tax. The result could be an arbitrary 
and essentially unworkable tax. 

Third, to preserve the competitive position of 
Texas service businesses in national markets, 
only purchases of services pr instate consump-^ 
turn should le taxed. When business services 
are taxed under the sales tax, tax pyramid-

Despite its 
regressivity, 
the sales tax is 
widely ac­
cepted by the 
public as a 
fair form of 
taxation. 
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review. 

ing is rnirdrnized by provision of an appro­
priate sale for resale exemption. Language 
in the current statute and rules is sufficient 
for both these purposes and should be re­
tained when extending the sales tax base to 
additional services. 

In this same vein, the Committee believes that 
the Texas sales tax should avoid, any apportion­
ment concept in defining taxable services, as has 
been attempted recently in some other states. 
Although apportionment formulas are 
necessary to allocate the tax base under the 
franchise tax, such formulas are essentially 
untried and are likely to prove unworkable 
for sales and use taxes. As the experience in 
other states indicates, their introduction is 
likely to result in taxpayer confusion, 
increases in recordkeeping costs and costly 
litigation for the state. 

Fifth, the state should avoid the practice of 
taxing selected services while excluding others, 
particularly in the area of Business services. The 
current practice of taxing some business 
services and not taxing others creates 
confusion and uncertainty on the part of 
taxpayers. It also adds to the perception 
that the tax system discriminates against 
some types of business to the benefit of 
others. 

Finally, the Committee supports the policy, 
begun in House Bill 61 in 1987, of not taxing 
sales of services between affiliated firms. To 
subject such services to tax would unfairly 
penalize the affected taxpayers because of 
their form of business organi2ation, a policy 
the Committee believes the state should 
seek to eliminate from the tax structure. 

Legislative Review of Exemption Poli­
cies. The Committee believes the state 
should remain open to the addition of items 
other than services to the sales tax base. For 
this reason, the Committee recommends that 
sales tax exemptions be subjected to systematic, 
continuing legislative review. Many exemp­
tions were granted years ago under circum­
stances that no longer hold today and some 
exemptions may not warrant continuing. 

The Sales Tax Permit Fee 
~A feebydefiriitioftis a charge to aiu 

individual or business for a specific service 
performed or benefit conferred. Issuance of 
a sales tax permit represents less the 

granting of a benefit or privilege than the 
imposition of a burden. Individuals or 
businesses must bear the majority of the 
cost of collecting and remitting sales tax to 
the state. 

Testimony heard by the Committee, along 
with correspondence received by the members, 
illustrates strong public support for the repeal 
of the sales tax permit fee and the Committee 
recommends that the sales tax permit fee be 
repealed. 

Local Sales Tax Rate Problems 
The proliferation of sales tax rates throughout 

the state should be simplified. 
Currently, 1,050 Texas cities impose a 

local dty sales tax. The city tax rate may 
either be one or one and one-half percent. 
There are also six metropolitan transit 
authorities (MTA) with sales tax rates of 
one-fourth, one-half, or one percent. Addi­
tionally, 91 counties have opted for a one-
half percent county sales tax. 

The cumulative city, county and MTA 
rate may not exceed two percent under 
current law. The total cumulative state and 
local sales tax rate may be any one of nine 
rates, from a low of six percent to a high of 
eight percent. 

Firms that do business in more than one 
local taxing jurisdiction now face up to 24 
different state and local sales tax rate com­
binations.. In order to collect and remit the 
correct taxes due, it is necessary to keep 
track of exactly which city, county and 
MTA their sales take place in and what the 
applicable tax rate is for each of the taxing 
jurisdictions. 

Another problem with the current local 
sales tax system is the discrepancy between 
the application of city and MTA sales taxes. 
If goods or services are delivered or per­
formed outside of an MTA boundary, the 
MTA tax does not apply. If the goods or 
services are delivered or performed inside 
an MTA, the MTA tax does apply. City 
sales and use taxes, on the other hand, 
apply in either situation. 

Firms that do business in multiple juris­
dictions or whose amount of sales subject to 
tax differs for state versus local taxes irvustT 
file separate tax reports for state, city, 
county and MTA tax. 
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T h e S a l e s T a x P r e p a y m e n t 
D i s c o u n t 
• Current law provides taxpayers the 
option of remitting sales taxes a month or 
more in advance of the date due, based on 
a reasonable estimate of tax l iabil i ty 's an 
inducement to prepay, businesses are 
permitted to retain an amount equal to 
125 percent of the taxes prepaid. This 
prepayment discount represents a rate of 
interest paid by the state to borrow tax 
monies from businesses before the tax is 
due. The discount is approximately 
equivalent to an annual rate of thirteen 
percent. 

Based on estimates by the Comp­
troller's office, the state will forego just 
under $35 million in sales tax revenues in 
the form of prepayment discounts in the 
1990-91 budget period. 

Repeal of the prepayment provision 
would eliminate this cost to the state, but 
with significant adverse consequences for 
cash flow and the amount available for 
appropriation by the next Legislature. 
Absent prepayments, money currently 
remitted to the state in August of each 
year would not be received until Septem­
ber and October, which would put it into 
a later fiscal year. Actual cash collections 
of tax revenue would decline by almost 
$220 million during the 1990-91 bien-
nium. 

Because revenues available to finance 
appropriations are certified on a cash 
(rather than accrual) basis, such a slow­
down in cash collections 
within the next budget 
period would have to be 
net against the savings 
from elimination of pre­
payment discounts. The 
net effect would be re­
duction of the amount 
available to be spent by 
approximately $185 
million. In view of the 
probable adverse budgetary 
consequence of repeal, the 
Committee recommends 
thutihesales^taxprepay^ 
ment discount be contin- i sss 
tied. 

M a c h i n e r y a n d E q u i p m e n t 
E x e m p t i o n 

Of the 45 states and the District of Colum­
bia that levy a sales tax, Texas is one of only 
12 states that tax manufacturing equipment 
and machinery purchases at the full tax 
rate Ten states tax them at a reduced rate 
or provide some exemptions while the ma­
jority—29 states—have no tax on these pur­
chases. This tax puts Texas at a disadvan­
tage to other states in attracting new 
businesses. In addition, it adds a highly 
volatile element to the state's tax base. 

For these reasons, the Committee supports the 
policy of not taxing manufacturing machinery 
and equipment purchases under the sales tax. 
Should available revenues permit, the Legisla­
ture should consider implementing this exemp­
tion sooner than the current scheduled phase-in. 
Eliminating the tax will make Texas more 
attractive to new businesses, and will help 
create new jobs. It will also help to make 
sales tax collections more stable, especially 
in times of economic distress. 

Under current law, this tax is scheduled 
to be eliminated over five years, starting in 
1991. The Committee recommends a slight 
revision in this schedule which would result in 
even greater economic benefit by speeding-up 
the exemption without substantially increasing 
the amount of foregone tax revenues. Instead 
of providing a phased-intax credit over five 
years, the state should turn to a four-year 
schedule, allowing rebates for a portion of 
taxes paid in the early years as shown in 
Table 2. 

Texas is one of 
only 12 states 
that tax 
manufacturing 
equipment and 
machinery 
purchases at 
the full tax 
rate. 

TABLE 2. Proposed Change in the Machinery and Equipment Exemption Schedule 

Current Law 
Year Credit Rebate 

Proposed Law 

Credit Rebate 

1990 

1991 

1S92 

1333 

J5S4_ 

0% 

20°; 

40% 

60% 

JS05L 

1CQ% 

0% 

0% 

0% 

0% 

_0%_ 

0% 

0% 

0% 

25% 

50% 

JZ5&. 

0% 

25% of 19S0 taxes 

25% of 1991 taxes 

JJ% 

100% 0% 
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Research and 
development 

equipment 
should be 

included in the 
phase-out 

schedulefor 
production 

machinery and 
equipment. 

Research and Development 
Equipment 

The state, in an effort to prevent the 
sales tax from acting as a barrier to 
business development, will gradually 
phase-in an exemption for industrial 
machinery and equipment starting in 
1991. To further this attempt, research and 
development equipment should be included 
in the phase-out schedulefor production ma­
chinery and equipment, or, if available 
revenues permit, should be exempted immedi­
ately. 

A phased-in exemption for research 
and development equipment on the same 
schedule as that currently provided by 
law for manufacturing equipment would 
reduce tax revenue in the 1990-91 bien-
nium by less than $6 million. 

"Such an exemption would help encour­
age investment in research and develop­
ment activities in the state and would 
help put Texas on a more equal footing 
with the other states who currently have 
such an exemption. (At present, 15 states 
provide some form of special treatment of 
research and development purchases 
under their sales tax, including such 
major industrial states as Massachusetts, 
New Jersey and New York.) 

The Committee recommends that this 
exemption be fairly broadly based. It 
should exempt tangible personal prop­
erty consumed predominantly <i.e., more 
than half the time) in research or develop­
ment in an experimental or laboratory 
sense. The exemption should include the 
sale of gas, electricity, refrigeration and 
steam when consumed directly and 
exclusively in research and development 
(i.e., 100 percent) if not currently ex­
empted. It should not include product 
testing, management studies, marketing 
studies, advertising or similar items. It 
should include installation services for 
exempted items as may be appropriate. 

Federal Nondeductibility of the 
Sales Tax 

purposes. However, evidence presented to 
the Committee suggests that the impact of 
this change in Texas is not serious enough 
to deter the state from its longstanding 
policy of reliance on the sales tax as its 
main revenue source. 

-The-Gomraittee^recognizes that changes 
in federal income tax law under the Tax 
Reform Act of 1986 make the sales tax 
nondeductible for federal income tax 
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CHAPTER SIX 

HE FRANCHISE TAX AND OTHER BUSINESS 
TAXES 

The question of how 
business should be 
taxed has become a 
central issue of state 

tax policy. 

Taxes are ultimately paid by 
people, andeconomists gen­

erally agree that taxes initially lev­
ied on business will eventually find 
their way to individuals. Business 
taxes may be shifted to individuals 
in the form of higher prices, lower 
wages or reduced profits. Nonethe­
less, taxes on business are a domi­
nant feature of the Texas state and 
local tax system, and the question of how business 
should be taxed has become a central issue of state tax 
policy. 

In Texas, this issue has never been completely re­
solved. This is partly a result of the conflicting goals of 
state and local tax policy, with government's need to 
raise money clashing with the desire of policymakers 
and the business community to maintain a healthy 
climate for economic growth. The resultin Texas—as in 
most other states—has been the development of an as­
sortment of general and special business taxes. 

Research presented to the Committee indicates that 
more than 60 percent of Texas state and local taxes 
come from direct taxes paid by business (Table 1). 
Even adjusting for the oil and gas severance taxes, 
Texas is above the national average in the share of its 
taxes derived from direct business taxation. Nation­
wide, business taxes account for about a third of state 
and local taxes. 

Given the role of business taxes in the Texas state 
and local tax system and the current problems with 
the state economy, it is not surprising that Texas 
policymakers and business leaders—both in this state 
and considering moving to the state—worry about the 
stability and soundness of Texas business tax policies. 

m recent years, this concern has been compounded 
by problems with the state's chief general business 
tax—the corporation franchise tax. The tax has been 
under serious and repeated legal challenge in the 
courts, and at the same time, many business and 
government leaders are concerned about the fairness 
of the tax's distribution among various industries in 
the state. The initial burden of the tax falls heavily on 

- x:apital-intensrveTrulustries7iirip3^ng_a^compara-
tively smaller burden on less heavily capitalized 
segments of the economy. In many cases, these less 

heavily taxed industries have 
business activity in the state equal 
to, if not greater than, the more 
heavily taxed industries. 

Concerns over the impact of the 
tax system on business do not end 
with the franchise tax, however. 
As the Committee's findings and 
conclusions about the current tax 
system note: "The manufacturing 

industry, for example, accounts for 16 percent of 
Texas' economic activity and pays about the same 
percentage of our state's taxes. Service industries, in 
contrast, make up 30 percent of the economy but pay 
only six percent of state taxes." The two most impor­
tant taxes for state and local government in Texas— 
the sales and property taxes—both are major taxes on 
business, a fact which is underscored in Table 1. 

One general finding of the Committee's research in this 
area is ihat Texas state and local governments rely heavily 
on taxes paid directly by business. The national average 
is about a third of state and local taxes from direct 
business levies, compared with 63 percent in Texas. 
The Committee believes future state tax policy 
should be sensitive to this fact and that major in­
creases in the share of direct business taxes in the 
Texas tax mix should be avoided if possible. 

Moving beyond this general policy objective, the 
following sections look at specific business tax policy 
recommendations developed by the Committee. 
Taken together, the Committee feels they would im­
prove Texas' business tax policy and would help 
eliminate many of the problems and inequities that 
mark the current system. 

The Franchise Tax 
The current franchise tax was adopted in essen­

tially its current form in 1907. Since then, the major 
change in the tax has been to increase the rate from 
the original 50 cents per $1,000 of taxable value to the 
current temporary rate of $6.70 per $1,000 of taxable 
value (a rate scheduled to drop back to $525 in 1990). 
One other major change in the tax's long historyjaas— 
the phase-out of long-term debt from the tax base in 
the early 1970s, a change made primarily to remedy 
the perceived inequity of taxing debt. 

Select Cc-r~£t£s. en TaxEj-^y 

TI2977-0782 
Source: https://www.industrydocuments.ucsf.edu/docs/jrgf0038



Thefranchise 
tax base 

should be 
expanded to 

morefully 
reflect the role 

ofvarious 
industries in 

the state 
economy. 

The state's recent problems with, the tax 
come primarily from two directions, involv­
ing both the inner workings of the tax and 
its impact on various segments of Texas in­
dustry. In fiscal year 1988, franchise tax col­
lections totaled $932.6 million, excluding 
payments by banks, which are local reve­
nues. However, this large tax base is being 
seriously eroded by a series of court chal­
lenges to the 81-year old statute and to the 
administrative rales which have been de­
veloped to administer i t How serious are 
these challenges? In 1989, the Comptroller 
projects that the tax will equal only about 
half of the 1988 figure—$483.8 million-
owing largely to past and future litigation 
(Table 2). Hundreds of millions of dollars 
will be lost from tax base erosion and from 
expected refunds of past taxes. 

A second fundamental issue arises from 
the current distribution of the franchise tax 
among industries. The franchise tax base— 
primarily equity-based assets—is extremely 
narrow as a measure of a business' ability 
to pay and has dramatically different effects 
on different types of business, depending 
on their asset structure and receipts in the 
state and on the way they are organized to 
do business. It is possible for two firms to 
have the same overall level of sales and 
profits in Texas and for one to pay a large 

TABLE 1. Estimated Direct Impact of Texas Taxes on Businesses and Individuals 

Tax Individuals 

Alcoholic Beverage Taxes 
Cigarette and Tobacco Product Taxes 
Corporation Franchise Tax 
Hotel/Motel Taxes 
Inheritance Tax 
Insurance Taxes 

x Motor Fuel Taxes 
Motor Vehicle Sales and Rental Taxes 
Natural Gas Tax 
Oil Production Tax 
Property Tax ' 
Sates Tax 
Telephone Tax 
Utility and Other Taxes 

Total (Weighted Averages)^^^ 

87% 
100 

0 
15 

100 
44 
66 
71 
0 
0 

31 
54 
46 
41 

37% 

Source: Select Committee on Tax Equ'ly from data supplied by Comptroller of Pubis Accounts; 
Texas Hotel and f.'atal Association: Public USIty Ccmmisssn; State Board of Insurance; 
Stats Property Tax Board, Annus! Rspart, 1S3S. 

franchise tax bill and the other to have only 
a small bill. Moreover, many firms are not 
subject to the tax at all simply because they 
are organized as partnerships or other 
business forms and not as corporations. 

The Committee has devoted considerable 
time and attention to reviewing the various 
problems with the current franchise tax and 
possible alternatives. From this review, it is 
clear that the "easiest" approach for the 
short run would be to stay with the current 
structure and attempt yet another set of 
patches to deal with recent litigation and 
shore up tax revenues. While that approach 
might be easier in the short run, the Com­
mittee believes it is the wrong approach for 
our state. Texas should rebuild its general 
business tax over time, moving to a new 
structure that accomplishes several policy 
goals. 

First, the tax base should be expanded to more 
fully reflect the role ofvarious industries in the 
state economy. The goal of state policy 
should be to spread the business tax burden 
so that its distribution is more nearly in line 
with the distribution of state economic 
activity among industries. To the degree 
possible, the tax should be based on each 
firm's long-term investment in the state, its 
current economic circumstances and its 
ability to pay. 

Second, the Committee 
believes all forms of busi­
ness organization should 
be taxed in an equitable 
and consistent manner. 
The current system 
focuses on the taxation 
of corporations to the 
exclusion of other busi­
ness forms. This orien­
tation is a remnant of a 
time when the fran­
chise tax was essen­
tially a license fee for 
the privilege of doing 
business in the state in 
the corporate form. 
The tax has long since 
moved beyond that 
rolein-theTexas^ax 

Business 

13% 
0 

100 
85 
0 
56 
34 
29 
100 
100 
69 
46 
54 
59 

63% 

system. It has evolved 
into the state's general 
business tax, and 
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because of its basis on net worth and the 
corporate form, it excludes many busi­
nesses from taxation. That implies that the 
businesses that are taxed are bearing more 
than their fair share of the franchise tax 
burden. Other business forms—including-pro­
prietorships, partnerships, business trusts, 
professional associations and professional corpo­
rations—should be brought into the business 
tax system. 

Third, capital investment should be deempha-
sized over time as the sole basis of taxation. At a 
minimum, it should be combined with addi­
tional tax base elements which reflect the 
current level of activity and the taxpayer's 
ability to pay. 

Fourth, based on a review of thepossible al­
ternatives to the franchise tax, the Committee 
recommends against two possible approaches at 
the present time: a broad-based gross receipts 
tax and a corporate or business profits tax. 
Evidence reviewed by the Committee 
strongly suggests that gross receipts do not 

represent an acceptable measure of ability to 
pay for use in a general business tax like the 
franchise tax. Adopting such a tax base 
would be harmful to the state's business 
climate in the Committee's judgement 

In the case of a tax based solely on profits, 
the arguments against its adoption in Texas 
at this time are more complex. One major 
issue is the current level of public opposi­
tion to a tax of this type. However, there are 
other objections as well. As the narrowest 
business tax base, profits have often proven 
to be extremely volatile and difficult to 
predict in other states. One of the 
Committee's conclusions in its review of the 
current system was that "problems arise [in 
tax systems] when swings in collections 
from important revenue sources are more 
volatile and less predictable than the 
economy.,.." The adoption of a tax based 
solely on profits would not contribute to 
this problem's solution. Moreover, profits 
are not the only way of measuring the tax-

Other business 
forms—includ­
ing proprie­
torships, part­
nerships, 
business 
trusts, profes­
sional asso­
ciations and 
professional 
corporations-
should be 
brought into 
the business 
tax system. 

TABLE 2. Franchise Tax Base Erosion Problems 

Causa- I33U8 Statu* Possible Solution 

Sage Energy case 
(Bullock v. Saga Energy 
Company) 

Sun CWcase 
ISIotg v. Sun OS Co. (Delaware)] 

Shell Oil case 
(State of Texas, et.ul. v. Shell 
OH Company) 

Sun Refining case 
(State v. Sun Refining and 
Marketing, inc.) 

Revised policy on 
calculation of taxable 
capital 

Capital Cable case 

Is surplus measured by books and Refunds now 
records or by a uniform standard for given for prior 
similar businesses? periods only. 

Can contingent liabilities be Refunds now 
deducted from surplus? given for prior 

periods only. 

Can an impairment reserve for Refunds given 
non-producing leaseholds be and deleted 
deducted from surplus? from current tax. 

Can preacquisition earnings of a Refunds given 
subsidiary that are not distributed to and deleted 
the parent be deleted from surplus? from current tax. 

Can negative surplus be used to Refunds given 
reduce stated capital? and deleted 

from current tax. 

"Push-down accounting*—should Case is still 
amounts added to the books of an awaiting trial, 
acquired company to reflect acquisi­
tion costs be included in surplus? 

S.B. 1170 (1987 Legislation) 
should have solved problem for 
future years. 

S.B. 1170 should have solved 
problem for future years. 

This type of contra-asset account 
for amortization could be 
defined as taxable. 

Statute could be amended to 
define value of subsidiary to the 
parent; however, this would 
make consolidated filing 
virtually impassible. 

Prohibit reduction of stated 
capital by negative surplus. 

If the case is lost, amend law to 
allow appraisal capital (reflecting 
acquisition costs, in this case) 

ta be added to surplus. 

Source: Select Committee on Tax Equity. 

Kots: As cf December 1333, Izsssa cf ravsrae from the fransKsa tax dt» ta HL'saftn, induing both reftnds and future taxes, BIS estixs^d by tta 
Cc.-nptrĉ sr's ofnee ta be $343 rr.r:"ai far the 1233-S3 Kans'tcn ar.i $1.03 KJsn fsr tha 1SS3-91 bisr.r."'-m. 
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paying capacity of business. Unprofitable 
firms also benefit from the various services 
of government and should also contribute 
to its support The Committee believes a 
workable general business tax base for 
Texas today should be based partly on net 
worth, like the traditional franchise tax, 
and partly on some measure of current 
business activity in the state, of which 
profits and other factors are a part. 

With specific regard to corporate -profits as a 
future tax base for the state, the Committee be­
lieves a corporate income tax should only be 
considered when a personal income tax is 
considered. In a majority of states, these two 
taxes are linked to ensure equitable treat­
ment of all types of income, and this policy 
would make sense for Texas. 

The changes needed to meet these various 
policy goals should not be made abruptly but 
should proceed in a logical, orderly progression. 
In part, this is a technical necessity stem­
ming from the time needed to make any 
major change in the tax system. Estimates 
by the Comptroller of Public Accounts 
suggest that a major restructuring of the 
franchise tax would require more than two 
years to fully implement. The Committee 
believes that changes in the franchise tax should 
be set in motion now with the goal of complete 
revision of the tax over a three to five-year 
period. Any short-run changes in business tax 
policy should be tailored toward that end. The 
state should avoid temporary patches in the 
current tax which would prolong its use in its 
current form or which would reverse legal chal­
lenges fairly won by taxpayers. 

Finally, it should also be clearly recog­
nized that any major changes in the struc­
ture of business taxation will inevitably 
produce shifts in tax burden among tax­
payers, even if the change produces no 
increase in income for the state. 

First Steps in Modifying the Tax. The 
Committee recommends that changes to 
the franchise tax in the upcoming legisla­
tive session focus primarily on moving 
toward the policy goals discussed above. 
We do not support changes in the current 
franchise4axiawdesigriecLsolely to "plug"^ 
problems created by recent litigation. Ulti­
mately, this may prove to be a necessity 
because of state revenue and budget con­

siderations, but it should be viewed and 
understood as a matter of expedience—as a 
preferred alternative to additional taxes— 
rather than as sound tax policy. 

Consolidated Reporting. One important im­
provement that can be made in the short term is 
to require consolidated reporting of franchise 
taxes by parent and subsidiary firms. Consoli­
dation offers the advantage of more accu­
rately reflecting the economic reality of 
groups of affiliated corporations which are 
created and operated as a single economic 
unit and not as a group of independent 
entities. Consolidation is neutral with 
regard to the decision to organize as one 
business with several divisions or as a 
group of corporations with common owner­
ship. Moreover, investments in subsidiary 
corporations would no longer be subject to 
double taxation as they are under the 
current tax. Finally, this approach would 
eliminate some of the inefficient reorganiza­
tions used to avoid the current franchise tax. 

m changing to consolidated reporting, it 
will be necessary to specify the acceptable 
method or methods of consolidation. 
Among the choices available are: world­
wide unitary, water's edge unitary, domes­
tic incorporated (used for federal income 
tax), all corporations in the group doing 
business in Texas (nexus consolidation) and 
possibly others. The Committee believes 
worldwide unitary should not be considered as 
an option. This approach has met with 
serious taxpayer resistance in other states 
and promises to introduce new administra­
tive problems if it were adopted in Texas. 
The water's edge approach is becoming 
more common and could be a reasonable 
choice. It might be preferable to allow the 
taxpayer an option and allow it to justify a 
particular method. However, consolidation 
should be required or the current use of re­
structuring for tax avoidance purposes will 
continue. 

In the long-term, consolidation would 
simplify the franchise tax by making its 
adrninistration more like general business 
taxes in other states. The change would 
result in an estimated revenue loss of ap-
proximately $30milliona year, buTthis 
change could be delayed until 1991 if 
revenue is a concern. Such a delay would 
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give both state tax administrators and 
individual taxpayers an opportunity to 
adjust to the change. 

Inclusion of New Taxpayers. One of the 
Committee's major goals is to include in the 
tax base certain noncorporate businesses 
which function in ways similar to corpora­
tions. The Committee believes that small 
businesses should not be involved, primar­
ily for reasons of administrative efficiency, 
but we feel that larger businesses should 
not be excluded from general business 
taxation simply because they are not 
organized as corporations. 

There are any number of approaches 
which could be used to identify the busi­
nesses to be included in the revised tax­
payer base. In general, the Committee believes 
that all businesses should be subject to the 
franchise tax with some exceptions. Therefore, it 
is recommended that all business organiza­
tions—corporate and noncorporate—be subject 
to the tax. This would include a minimum tax 
of $100 for small taxpayers. The Committee 
recommends that businesses with less than 
$50,000 in gross receipts be excluded from the 
tax to simplify administration and to avoid 
placing an undue burden on new or struggling 
small firms. The tax should also include provi­
sion so that corporations involved in partner­
ships are only taxed once on their partnership 
interest. 

Recognizing that these recommendations 
represent a significant shift from the 
current, narrowly defined tax policy, the 
Committee believes they should not be 
implemented until 1991 to allow state tax 
administrators the time needed to canvass 
all businesses likely to be involved and to 
notify them of the change in the law. 

Single Factor Apportionment Under the 
current franchise tax, the tax base is appor­
tioned among Texas and the other states 
where a corporation does business using 
the percentage of Texas gross receipts as 
compared to total gross receipts of the 
taxpayer. At the taxpayer's request, addi­
tional factors such as property and payroll 
can be included in the calculation. Obvi­
ously, there is no incentive to use addi-
tional factorsjinless the result is-a^educed^ 

tend to be foreign corporations with 
substantial salesinto Texas but more 
property and payroll in other states. The 
Committee recommends that the use of 
additional factors be eliminated. 

Inclusion of Long-Term Debt. A working 
group of the Committee considered inclu­
sion of long-term debt in the franchise tax 
base, as was done prior to the early 1970s. 
The argument for adding debt is to make 
the tax system neutral in the treatment of 
firms based on whether they use debt or 
equity to finance their operations. After 
considerable discussion, the working 
group took no position on the issue. The 
evidence of the possible benefits and 
harms of this change was too unclear to 
justify a major change in tax policy in this 
area. 

A Broad-Based Business Tax. It is im­
portant to recognize that over the long 
term, continued repairs to the current 
franchise tax will be counterproductive 
and could damage the state's attractive­
ness to business. The tax is too narrowly 
based, does not cover all legitimate 
business entities and will continue to be 
eroded by litigation and legitimate tax 
avoidance through corporate restructuring 
for tax purposes. Recent increases in the 
tax rate have almost guaranteed not only 
that this process will be ongoing but that it 
will, if anything, accelerate over time. 

Given this unpromising scenario and its 
review of available general business tax 
options, the Committee concludes that the 
franchise tax needs substantial revision to 
provide a broader base and lower rate. The 
state should also add incentives for such 
important economic development goals as 
capital investment and job creation in Texas. 

Ultimately, the Legislature will decide 
the correct form of general business 
taxation in Texas; however, based on the 
policy goals outlined earlier, the Commit­
tee has developed a proposal for signifi­
cant long-term business tax reform. This 
proposal is detailed in the appendix at the 
end of this chapter. 

Over the long 
term, contin­
ued repairs to 
the current 
franchise tax 
will be 
counterpro­
ductive and 
could damage 
the state's 
attractiveness 
to business. 

tax liability. The type of businesses that 
profit from the use of additional factors 

•RieUtilitjrTaxes 
Gas Pipeline Taxes. There currently are 

two taxes levied specifically on businesses 
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Severance 
taxes should 

not be in­
creased in an 

effort to 
maintain their 

traditional 
prominence in 

the state tax 
system. 

operating as intrastate gas pipelines in 
Texas. These are the Tex. Rev. Civ; Stat 
Ann. art. 6060 tax on the gross income from 
operation as an intrastate gas pipeline and 
the portion of the gas, water and electric 
utilities tax levied on gas utilities based on 
the business they do in incorporated cities. 

Objections to the two taxes as they apply 
to the gas industry center on the fact that 
they tax intrastate operations in a field that 
is very competitive on an interstate basis. 
Gas that is shipped by several intrastate 
pipelines, as often happens, is subject to a 
compounding of the tax. Also, nonutility 
brokers of natural gas sales can compete 
with utilities without paying either tax. 
There also is a differential in the gas, water 
and electric utilities tax rates among cities 
of different population that is a vestige of 
the distant past and serves no current 
purpose. 

To remedy this problem, the Committee rec­
ommends a tax on the gross receipts from trans­
portation or sales of natural gas in Texas to 
replace the two current taxes. It could be 
applied to the local transactions involving 
gas that will be or has been in interstate 
commerce, as well as transactions currently 
taxed. It could cover not only pipelines, 
but also brokers whether or not they 
qualified as utilities. This change would 
result in more evenhanded treatment of the 
industry and more equitable taxation of 
direct competitors. 

The result for the tax system would be 
the imposition of two special taxes on the 
utility industries—one on gas utilities and 
pipelines and a second on water and 
electric utilities. 

Utility Regulatory Fees. There currently 
are two small gross receipts taxes in the 
state tax system that generally duplicate 
other gross receipts taxes in the industries 
and receipts they cover. These are the 
public utility regulatory assessment and the 
gas utilities adrninistration tax, the art. 6060 
tax discussed above. They were originally 
passed to fund the agencies charged with 
regulating the particular industries to 
which they appKed.J2urrently, the taxes are 
placed in the state general revenue fund 
and have no relationship to the agency 
funding. They duplicate the other taxes on 

these industries, with the exception of the 
telephone industry, which is now exempt 
from utility gross receipts taxes. The Com­
mittee recommends these taxes be repealed and 
the rates of the major taxes on these industries 
(as discussed above) be adjusted to replace any 
revenue lost from this repeal. 

Severance Taxes 
The Committee examined several possible 

options relating to the severance taxes but 
has elected to make no specific recommen­
dations for policy changes in this area. In 
general, the Committee believes that oil and 
natural gas severance taxes should not be 
increased in an effort to maintain their promi­
nence in the state tax system. The instability of 
the severance taxes has been a major cause 
of the state's fiscal problems, and they 
should not be allowed to return to the level 
of importance in the tax system that they 
achieved in the late 1970s and early 1980s. 

The Committee also examined possible 
changes in the severance tax rate structure 
designed to improve the equity of the tax 
system and to maximize development and 
recovery of the state's petroleum resources. 
There was simply not enough available data 
to judge the possible long-term conse­
quences of such programs. The issue should 
continue to receive serious attention, given 
the current conditions in this vital state in­
dustry. In addition, the state should be 
sensitive to providing the oil and gas 
industry, as well as other industries, more 
equitable treatment in the state tax structure 
in the future. 

Finally, the Committee also considered and 
rejected as unwise any expansion of new 
severance taxes on such resources as lignite or 
timber. 

Insurance Gross Premiums Tax 
Taxes on the insurance industry in Texas 

have been embroiled in litigation in recent 
years, with hundreds of millions of dollars 
in taxes being paid under protest and 
subject to possible refunds to taxpayers. 
Foreign (out-of-state) and domestic insur­
ance companies have been pitted against 
one anotherin bafQesbefbre thecourts^nd 
the Legislature. The resources expended 
have done nothing to help the insurance 
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consumer, the state or the industry. It is 
thus dear something must be done to 
resolve the disputes so the industry may 
return to its primary business. 

The primary—but by no means the 
only—dispute concerns the use of a tax rate 
that is graduated based on the percentage 
of investment of its reserves the individual 
insurance company makes in Texas. The 
majority of domestic companies achieve the 
lowest rate; most foreign companies pay 
higher rates. This has led to a call from the 
foreign companies for a flat rate tax and 
elimination of the investment incentive. 
Critics question whether the incentive has 
any influence on investment decisions in 
the first place, serving only as a competitive 
hurdle for out-of-state companies. 

The Committee did not develop a recom­
mended alternative for dealing with this 
problem. In fact, the available solutions are 
well-known. It is a case of the parties in the 
dispute finding common ground, and it 
appears to the Committee that negotiation 
is needed more than new proposals. 

One option the Committee did examine 
which may have merit is the new insurance 
tax statute adopted in Florida. The new 
Florida law provides an incentive factor 
that may mean more to the state than the 
current factor based on investment. The tax 
is a flat rate tax, originally adopted at 2.25 
percent but since reduced to 2.0 percent, 
with a credit allowed for a percentage of 
payroll in Florida up to a stated maximum. 
The original credit was ten percent up to a 
limit of 50 percent of the tax. This has been 
raised to a 15 percent credit up to 75 
percent of the tax. Salary is defined not to 
include sales commissions, so that the 
incentive is to put administrative offices in 
the state. This could have a direct impact 
on job creation in the state, according to 
supporters of the approach. It could also 
resolve some of the disputes over the 
current taxes. 

The Committee recommends that considera­
tion be given to the Florida approach as one 
option for ending ike stalemate over insurance 
taxation. 

Appendix—Proposed Approach to 
Long-Term. Reform of the Texas 
Business Franchise Tax 

The Committee believes the state's 
general business tax should be based on 
both a firm's long-term investment in the 
state—its stake in the state and its services 
over the long haul—and its level of current 
activities in the state—a measure of its 
current ability to pay. Given these dual 
objectives, the revised tax should not be 
based solely on net worth or capital assets, 
as the current franchise tax is. That ap­
proach ignores the current level of a busi­
ness' activity in the state and its ability to 
pay. It also should not be based on profits, 
since that approach ignores the taxpayer's 
long-term stake in Texas and the benefits 
many temporarily unprofitable firms enjoy 
from their location in the state. Finally, it 
should not be based on gross receipts, since 
that tax base does not represent an accurate 
reflection of either long-term investment in 
Texas or current activity. 

The Committee recommends a revised fran­
chise tax that retains its essential tie to net 
worth, but that incorporates a new element 
reflecting current business activities in the state. 
This current activities base would be 
implemented initially at a reduced level to 
avoid undesirably large increases in the tax 
bill of most taxpayers. It would be done no 
earlier than fiscal 1992 to allow the time 
state tax administrators need to prepare for 
the change. 

Base. The Committee believes the tax 
should be computed using two separate 
base components: net worth and current 
business activities. The net worth compo­
nent would be calculated much as it is 
under the current tax: 

Taxable capital base = 
Total assets - Total debts 

The definition of total assets and total 
debts would follow the current franchise tax 
statute and administrative regulations, 
including changes recommended earlier in 
the report. 

The Committee 
recommends 
that the revised 
franchise tax 
retain its 
essential tie to 
net worth, but 
that a new 
element be 
introduced 
reflecting 
current busi­
ness activities 
in the state. 

HgureTshbws the base for detennining 
the "current activities" base. 

The actual tax due would be the combina-
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tion of the tax due computed from the two 
bases or a iriirtirnurn tax of $100, whichever 
is greater. Certain exclusions for smaller 
taxpayers outlined earlier would be al­
lowed. 

The business activities tax base has some 
of the characteristics of a value added tax 
but features a decreased emphasis on the 
role of compensation in the tax base, as 
discussed below. For most firms, the gross 
business activity base would be calculated 
from Form 1120, line 11 (U.S. Corporation 
Income Tax Return), although some 
modifications might be needed. Intercorpo­
rate receipts within consolidated groups 
would be deleted through consolidated 
reporting, as discussed earlier in the 
chapter. It might also be appropriate to 
delete some other types of dividend, 
interest and miscellaneous unearned 
income. 

This approach would produce a broad, 
stable base that would not duplicate the net 
worth base's incidence. It would emphasize 
the current level of business activity and 
ability to pay. Its expected effect would be 
to broaden the franchise tax away from its 
current narrow emphasis on capital-inten­
sive industries without producing the 
massive shifts in tax burden experienced in 
other business tax options reviewed by the 
Committee. 

Compensation Deduction. A major 
factor in the current activities base as 
formulated here would be compensation to 
employees. This is one measure of the 
firm's current activity in the state. How­
ever, the Committee feels it is important 
not to overburden this element, thereby 

FIGURE 1. The "Current Activities Base" 

Gross receipts + Other income - Cost of goods said = Gross business activity base 

Gross business activity base 

Less: Compensation deduction 
Capital investment deduction 
Job creation deduction 

discouraging Texas firms whose receipts 
have an inherently large compensation 
element The Committee recommends 
limiting the compensation portion of the 
current activities base by a compensation 
reduction, which would effectively elimi­
nate half of all compensation from the tax 
base (eg., the compensation reduction 
would equal 0.5 times total wages, salaries, 
commissions, benefits and other compensa­
tion paid). Note: This deduction could be 
modified to significantly change the distribution 
of the tax. 

Capital Investment Deduction. One of 
the most important initiatives state govern­
ment can undertake to promote the full 
recovery of the Texas economy is to encour­
age—or at least not discourage—capital 
investment in the state. Therefore, the 
Committee recommends a reduction in the 
business activities portion of the revised 
franchise tax base equal to the cost of capital 
assets placed in service in Texas in the 
current year. The assets would have to 
remain in service in Texas for at least two 
years or the deduction would be recap­
tured. A standard for the use of mobile 
capital assets, such as railroad rolling stock 
or aircraft, would have to be devised. 

Job Creation Deduction. Another impor­
tant consideration for the tax is its relation­
ship to the creation of new jobs for Texas. 
This is an especially important considera­
tion for a tax that has compensation as a 
major part of its tax base. A deduction 
would be created for the wages and other 
compensation for any new jobs created 
during the first year of the new job. A 
company would have to show a net increase 

in compensation paid and 
employment to qualify for the 
deduction. 

Rate Structure. Tax rates 
would be set for each of the 
components of the tax base based 
on the revenue needs of the state. 
The goal of this Committee is to 
produce a tax that would be 
revenue neutral when compared 
with the current franchise tax 

TaxsKe current business actr/i es basa 
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base at a$525peT5T#IXrrate~ 
and adjusted to exclude the 
effects of various anticipated 
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refunds and litigation losses. This would 
equal approximately $780-800 million in 
annual collections based on Committee 
staff estimates. 

This proposal will be submitted to the 
Comptroller for official analysis, but a 
rough estimate is that a tax rate of be­
tween 0.225 and 0.3 percent ($2.25 to 3.00 
per $1,000 of taxable base) would be 
needed on the two bases to produce this 
level of revenue under the assumptions 
outlined above, depending in part on the 
deduction structure adopted. 

Basic Design Considerations. Although 
it would be more complex than the 

current franchise tax, the new general 
business tax need not be an extraordinarily 
difficult tax with which to comply. Essen­
tially, the Committee has developed the 
proposal based on information businesses 
routinely maintain for federal tax purposes 
or for compliance with taxes in other states. 

Table 1 shows a model calculation for 
four sample firms using one variation of the 
tax. Figure 2 shows a simplified model form 
showing the basic computation of the tax as 
it is proposed. 

TABLE 1. Tax Calculation For Sample Firms'-Proposed Revised Franchise Tax (Millions of Dollars) 

Tax Calculation 

Net Worth Base 
1.Total assets 
2.Total debts 
3.Net assets (1-2) 

Business Activity Base 
4.Adjusted gross business activity base 
5.Total compensation 
S.Compensation deduction (5 X 0,5) 
7.Taxable value (4 - 6) 

Apportionment 
8. Receipts everywhere (Schedule B) 
9.Texas receipts (Schedule B) 

lO.Percsntage of business in Texas (9 / 8) 

Calculation of Tax 
11-Taxable capital allocated to Texas (3X10) 
12.Taxable business activity in Texas (7X 10) 
13.Capital investment deduction' 
14.Job creation deduction* 
15.Taxable business activity [12-(13+14)] 
16.Tax rate applied to both bases 

Total tax due [ (11 + 15) X 1 6 ] 

Vertically Integrated 
Petroleum Company 

$17,762,492 
9,481.384 
8,281.108 

5,418.536 
738.537 
369.268 

5,049.268 

10,646.450 
2,630.738 
24.710% 

2,046.262 
1,247.674 

88.522 
N/A 

1,159.152 
0.250% 

$8.01 million 

Tax due under current franchise tax (55.25 rate) 510.7 million 

Source: Select Committee on Tax Equity. 

Eppcr£3sa;snt-5sesr arJaddJqjfelfBfihresSmalad anraisl purchases cf real 
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Small 
Accounting 

Firm 

$.092 
.045 
.047 

.210 

.060 

.030 

.180 

.210 

.210 
100.000% 

.047 

.180 

.003 
N/A 
.224 

0.250% 

Merchandise 
Retailer 

$50,000 
29.800 
20.200 

36.225 
11.025 
5.513 
30.713 

105.000 
94.500 
90.00% 

18.1S0 
27.641 
6.465 
N/A 

21.176 
0.250% 

General 
Legal 

Services Firm 

$3,525 
1.823 
1.702 

16.277 
4.738 
2.369 
13.908 

15.981 
10.388 

65.00% 

1.106 
9.040 
0.131 
N/A 

8.909 
0.250% 

$560 (dollars) $98,400 (dollars) $25,000 (dollars) 

•0 (If partnership) 
or 

$247 (if taxable 
now) 

$95,400 $0 (if partnership) 

$5,800 (if taxable 
now) 

prepsrry in Texas. 
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HGUKE 2. Example of Franchise Tax Report-Page 1 

TEXAS BUSINESS FRANCHISE TAX REPORT - CORPORATIONS ONT.V FORM 000 19XX 
T_tyy--E-wt(nr»Hn-Na_*-» 

CI—cNumtat 

nij. *i—a rriir»ii 

Computation of Tax 
Net Worth Basis 

1. TotalAssets 
2. Total Debts 
3 . Net Assets (Subtract line 3 from line 2) 

Business Activity Basis 
4. Gross Business Activity- base ( Federal Form 1120, line 11) 
5. labor costs included in federal schedule A, line 3 
6. Adjusted Gross Business Activity base (Add lines 4 and 5) 
7. Wages, salaries/ commissions, benefits and other compensation paid 
8. Compensation deduction (Divide l ine7by 2) 
9. Business Activity base (Subtract line 8 from line 6) 

ApporHownait 
10. Percentage of Texas business (From line 15, Schedule B) 

CalaHa.tian.of tax 
11. Net worth basis taxable value allocable to Texas (Multiply line 3 times line 10) . 
12. Net worth basis tax due (Line 11 times tax rate, 0.25 percent!. 
13. Business activity basis taxable value allocable to Texas (Multiply line 9 times line 10) . 
14. Capital investment deduction (See Schedule C) 
15. Job creation deduction (See Schedule D) 
16. Total deductions (Add lines 14 and 15) 
17. Taxable value (Subtract line 16 from line 13) 
18. Business activity basis tax due (Multiply line 17 times tax rate, 025 percent!. 
19. Total tax liability (add lines 12 and 18) 
20. Credits (Refunds, tax deposits, or estimated payments-attach schedule) 
21. Tax due (Subtract line 20 from line 19) _ 

10 

11 
12 
13 

18 
19 
20 
21 

A copy of the taxpayer's federal income tax return, Internal Revenue Service Form 1120 and all schedules included in 
that return, must accompany this return. 

[Note: Different forms would be required for business organizations other than corporations.] 
Instructions for completing this form: 
Item 1-Total Assets. Includes the tofalbalance sheet assets of thecorporationshcwnonthebooksandreccirdsofaccountmain-

tained in accordance with generally accepted accepted accounting principles, except for those corporations with surplus less than 
SI mi-ion, which may report on fhebasisusedtorepoTt on me cctrxaatic^'sfede^ income taxreturr-Indudes stated capital. See 

Item 2-Total Debts. Includes the balanca sheetliabllitiescf the corporation less thoseitems that are not debts within the meaning of 
Texas Tax Code §171.011, being contingent as to either amount or due date.. 

Item 3 - N e t Assets. Uiuler the newly revistdc^o^ticm of taxable capltit negative siuplua can r^uce stated apiud. Stated 
capital plus surplus is therefore equal to net assets. 

Item 4 - Gross Business Activity base. Includes aUreceipte from sales, provision of services and unearned income, less returns, cost 
of goods sold and allowances as provided by the Internal F.evenua Cede. From line 11 on Form 1120 of the federal Corporation 
Income Tax Return. 

Item 5 - Labor costs included in federal Schedule A, line 3. Labor costs should be included in item 7, below. 
Item 7 - Wages, salaries, commissions, benefits and other compensation paid. Include, all forms of compensation paid to em­

ployees, partners and principles, commissions to independent repsentatives, but not independent contractors performing services 
other than marketing. Includes wages, salaries, benefits, insurance, pension contributions, and employer paid taxes. 

Item 14 - Capital Investment Deduction. A deduction is allowable for the value of capital assets placed in service in Texas during 
the tax year andrernjiringinservice in Texasfornotless than twoyears. Dedacticns may be taken during the ysir the asset is 
placed in service, but if removed from Texas or taken out of service, the deduction must be recaptured in such future year. 
Complete Schedule C to claim this deduction. 

Item 15 -Job Creation Deduction. Adeductionmaybeclaimedforqualifiedjobscreatedin Texas. Complete Schedule D to claim 
tr_3 dsduction. 

Itam20-Credits. Creditsmiybetakenferadjustmentstoprioryearsrer-rrs,taxdeposi!s,estimatedpayffier_sCTfc*refuE_softax 
paid in error. Attach explanation ct the reasarfarfeeadj^teaa_ 
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FIGURE 2. Example o f Rranchise Tax Report-Page 2 

SCHEDULE B - APPORTIONMENT 
Use this schedule for apportionment of tax base between Texas and other states. Use only the factors which you have re­
ceived permission to use. If permission to use additional factors has not been given, use only receipts factor. 

NOTE: FERMBSION MUST BE GRANTED BY THE STATE FOR THE TAXPAYER TO USE OPTIONAL ADDITIONAL 
FACTORS. REQUESTS MUST BE RECEIVED NO LATER THAN THE DUE DATE OF THE RETURN. 

Receipts Factor 
1. Gross receipts from business everywhere 
2. Gross receipts from business in Texas _ _ _ 
3. Fercentageof Texas receipts (Divide line2 by line 1) _ 

Property Factor 
4. Assessed value of property everywhere 
5. Assessed value of property in Texas 
6. Percentage of Texas property (Divide line 5 by line 4)_ 

Payroll Factor 
7. Total payroll 
8. Payroll in Texas. 
9. Percentage of Texas payroll (Divide line 8 by line 7) . 

Other Factor (Explain ) 
10. Total 
11. Amount in Texas 
12. Percentage in Texas (Divide line 11 by line 10)_ 

Apportionment Calculation 
13. Number of factors used 
14. Total of percentagesCAdd lines 3,6,9 and 12, as applicable), 
15. Apportionment percentage (Divide line 14 by line 13) _ _ 

12 

12 
14 
_• 

Enter result on line IS on line 10, Form 000. 

SCHEDULE C - CAPITAL INVESTMENT DEDUCTION 
For additional information, see instructions for item 11, Form 000. 

1. Cost of capital assets placed in service in Texas in 1988 
2. Cost of capital assets for which a deduction was taken in a previous year but removed 

from service before two years from the date placed in service 
3. Capital investment deduction (Subtract line 2 from line 1) _ _ _ _ _ 

Enter result on line 3 on line 14, Form 000. 

SCHEDULE D -JOB CREATION DEDUCTION 
For additional information, see instructions for item 11, Form 000. 

1. Number of full time equivalent employees in Texas in 1988 
Z Number of full time equivalent employees in Texas in 1987 
3. Difference (subtract line 5 from line 4) (If less than 1, you do not qualify for deduction.) 
4. Total compensation paid (as defined in Form 000, line 7) in 1988 In Texas 
5. Total compensation paid (as defined in Form 000, line 7) in 1987 in Texas 
6. Difference (Subtractline2from line 1) (IfIessthan51,youdonotqualifyfordeduction.) _ 
7. Compensation paid to employees in new jobs In Texas (See Instructions) _ 

Enter result on line 7 on line 15, Form 000. 
Instructions for Schedule D 
Items 1 and 2 - Full tee equivalent employees is based on the number of workers who are working 40 or mora hours per 

week, with part time employeescountedas fractional employeesbased on the percentage of 40 hours worked. 
Items 4 and 5 - Compensation includes wages, salaries, commissions, benefits and other compensation paid but not 

payments to independent contractors other than commissioned salesmen. 
Item 7 - Employers may deduct compensation paid for the first year of each new job created. The deduction should ba 

taken in the year in which the compensation is actually paid. To qualify for the deduction, total compensation paid in 
Texas and total number of full time equivalent employees must have increased over the previous year. The deduction 
must be based on new positions created and filled, not on general salary increases or turnover of current employees. 
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CHAPTER SEVEN 

HE PROPERTY TAX AND OTHER LOCAL TAXES 

P roperty taxes have a long 
history in Texas, dating back 

to the formation of the Republic, 
and Texas local governments his­
torically have relied on the prop­
erty tax as their principle source of 
tax revenue. While state 
governmenfsuseof the taxhas been 
eliminated, the property tax today 
remains the single most important 
revenue source for Texas local gov­
ernment today, repre­
senting about 35 percent of all local income with total 
collections of almost $9.7 billion in 1986, it is the 
largest single tax used by government at any level in 
Texas and totals only slightly less than all taxes col­
lected by state government. 

Since the late 1970s, the property tax has under­
gone major reforms in Texas. Although these reforms 
have made significant improvements in the tax and 
its administration, there are several important issues 
which have not been wholly resolved. These include 
the taxation of business personal property, the 
further development of the tax appeals process, the 
development of a final policy for local use of prop­
erty tax abatements for economic development, the 
consolidation of local collection efforts and several 
other issues. These issues were examined in detail by 
the Committee, and its findings and recommenda­
tions are summarized in this chapter. 

The Committee also looked at various alternatives 
for local revenue diversification, and the chapter also 
includes a discussion of a proposed local fuels tax. 

Treatment of Business Inventories 
Under current Texas law, all business personalty— 

including furniture, fixtures, inventories and goods 
in transit—is subject to the property tax. The taxation 
of any type of personal property is considered a 
major problem for property tax administrators 
because such property is often mobile and difficult to 
find, and even when it can be located, it is difficult to 
appraise, m the case of business personalty, critics 

Texas local govern­
ments historically 

have relied on 
the property tax as 

their principle source 
of tax revenue. 

arg^e^hat italsabeara no idenflfMjteTrelaaonship>!o~~ 
either taxpaying ability or to the benefits the business 
might receive from government. 

As a practical matter, the bulk of 
individual personal property has 
been removed, from the tax rolls in 
Texas and nationwide. Many 
states have also removed the tax 
on business personalty at some 
level—generally either the tax on 
inventories or goods-in-transit. 
Table 1 shows current policies in 
this area nationally. At present, six 
states have no tax on business 
personal property, while 30 states 

have a full or partial exemption of business invento­
ries. Four states allow a local option exemption. 
Texas is one of only ten states which provide no 
business personalty exemption at all. It is the only 
state that provides neither an inventory exemption 
nor a goods-in-transit exemption in some form. 
Research presented to the Committee suggests that 
an increasing number of states have moved to extend 
their exemptions in this area as an economic develop­
ment strategy. 

The Committee considered a number of possible 
approaches to a workable policy in this area. There 
are essentially three major options for structuring 
the exemption itself, with any number of possible 
variations. First, all business personalty could be 
exempted. This policy alternative is not recom­
mended. It would be far too sweeping and too costly 
for Texas local governments. Second, some or all 
business inventories could be exempted. Finally, the 
exemption could be limited to goods-in-transit—that 
is, to items held temporarily before shipment. 

Based on its review of the available options, the Commit-
tee recommends that Texas implement a full exemption of 
business inventories. This exemption should bephased-in 
over a six-year period to mitigate the fiscal effect on local 
governments. 

The Committee also looked at methods of offsetting the 
fiscal effects on local governments. First, it is recommend­
ing a heal fuels tax (see the discussion later in this 
chapter), which wUl partly offset the loss for cities and 
counties. The Committee recommends that the Legislature 
goforther^jiwo^gbst^ 

(1) Make the inventory tax exemption subject to local 
option. This is His least desirable apprezdi in the 
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TABLE 1. Taxation of Business Personal Property* 

Business Inventory Preeport Exemption 

Slat* 

Personal 
property 

Not Taxed 

Inventory 
Inventory Partially Exempt 
Not Taxed or Local Option 

Freeport 
Exemption 
Available 

GoodsMust Be 
FrcmOut 
cfSttt* 

Goods Hurt 
Be Going Out 

of Stat* 

GoodsMust 
Remain in 

Original Pkg. 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Oslawara 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 
south Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Totals 

X 

X(17) 

X 

X 

X 
X 
X 

X 

X 

X 
X(9) 
X(10) 

X 
X 

X(12) 
X 
X 
X 
X 
X 
X 

X{14) 

( H . 

X 

X 

X 
X 

X 
X 

local Option (2) 

Local Option 

Partially Exempt 

Local Option 

Local Optlon(20) 

1-PartMly Exempt 
4-Local Option 

X(1) 

X 
X 

X 
X 

X 
X(4) 

X(6) 
X 
X 

X(8) 
X 
X 

X 
X(11) 

X 
X 
X 
X 
X 

X 
X 

X 
X{16) 

X 
(18) 
X 

X(21) 
X 

X(22) 

(3) 

X 
X 

(5) 

(3) 
X 

X 
X 

(13) 
X 

X 

(15) 

X 
X 
X 

X 

27 

13-Good* Muat Cam* From 
AND Go Out of Stat* 

Source: Steven 0. Gold, 'HowthsTaxaUon of Business Property Varies Among the States," Assessment Digest. January 1987: Commerce Clearing House, State Tax Guide. 

•43 stataaprovki* soma fenft ol tot f r i M for busJMM paraonal proparty; Taxaa la t ia only alats which doaa not 

NoM: (1}V«ridfcrnotmoraSan3Stnon8«lolQ«iingcaiiaIgnni«ntor«ter«g*ofttwpropiTty. 
(2) tnvantoryts subject to atotaproparty taxaa, out locst cotton BKanipscn l l «u!fcoriz*d. 
13) Only tta proparty of raakf anta must ba daatlnad for out ol stats ahfpmant 
(4) ExarnpfcftapplMtopropartylrnportad Into«!• U.3.byvratBrbom*cccnmarcathrough anyQacrotapert 
(£) Proparty ol a nonraaktant moat ba starad In its crighai paekaga and ba brought in from outet atata. 
(£) Phaaa-h far caftan prceartyunll 1388. 
(7)Varddoaindaat*ra'!nvantortaaaraaKanipt 
(?) Subjact to • tax ot 0.1 carta on aach SI 00 of lair eaah valoa In Hail el a9 ctiar taiaa. 
(5) An tncomatxx CNMttaalowad for parsons] taxaa paM. 

(10) Maix^luririgcorportSsnaaraexBffipt from parae^ proparty tax & ^ ^ 
(11) Afcahofcesvsragaaaxeaptod. 
(1 2) No tax acpSe* to raanuiaefcrar*1 products If Stay wilt ba shipped or add to cftef N f l fta anal consumer and notallata*1. 
CIS) Warehouse cKistbalfcansed and regutaajdoytnastafe. 
{1 <1 trwerrtsry t* axatnptwth exoeplcn cf certain confraily massed taxpayer*. 
(1E) Property neldeefced lor octet statsnuslhavs baan eMppedln 6am cutaid* ft* stata. 
(1 q Or.ffr.m'Jtcsxta' fcvantorioe ara *»ec?1; jcorfsoKerad for ratal ee» amtaxsS*. 
t t 7 ) F t ^ ^ ^ r f T ^ y g , j ^ x g t g g ^ i y j » a a g a d I a a x a g p t 
(IS) MLr.be shipped to fcal da«tina*«wThin1ZBa!f!actiiaaa«SBaraia£ — __ 
CIS} Texas' fraeport « a r ; S M w«ar.W(uncomJl:l:a-j| by 6 * DaEa* Court ef Afpaalti-t C£jmC^yj&xi&asttttt&vLl.D.Bi&?.maCjnp^(rmr).kc.cnO*£9Sl.-lSSS. 
(£3 MusidpaKrae nay exsept Ltvartoriaaa.td tax heal-M** Cachrtsry ard oqtiprrac! keatad. 
(21) [ar:at^«lbaB^radlna^ar>„acrslrpcrttBnrr.at 
(23 Pt*.ssa<H.icir*r Cvacoraeectve aaaaaaicartyaaraba^rx^JuV 1. ISS7. 
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Committee's view because it will create a 
patchwork of local policies statewide. However, 
it would provide local decisionmakers with some 
flexibility. In the event this approach was 
adopted, consideration should be given to 
eliminating the phase-out provision. 

(2) Provide for heal sharing of the revised 
franchise tax once it is in place (in addition to 
the proposed fuels tax discussed later in this 
chapter). 

Property Tax Classification 
Some states treat different types of 

property differently by law, either in their 
assessment practices or in the tax rates 
applied to the property. Thus, for example, 
there may be different tax rates applied to 
industrial property, commercial property 
and residential property. There has been 
some discussion of the idea of shifting the 
Texas property tax to a classified system, 
where, for example, business personal 
property would be taxed at a different rate. 
The Committee feels that any classification 
system should, be avoided. Major strides have 
been made in improving Texas property 
tax administration and making the tax 
more equitable. These gains could be 
seriously undermined by the adoption of a 
system of property tax classification. 

Property Tax Abatements 
Property tax abatements are an economic 

development incentive used in 29 states to 
encourage business activity in specific 
areas. Policies vary widely among the 
states. 

Abatements have been used by Texas 
local governments for a number of years 
under a statute designed to encourage the 
redevelopment of blighted areas. In 1987, 
the Texas tax abatement law was amended 
to allow abatements for broader economic 
development purposes. Cities, counties and 
school districts may abate the new value of 
real property for a period not to exceed 15 
years. Abatements may not be granted by 
local governments until they have adopted 
general guidelines governing the abater 

sented to the Committee suggests that 
among the states offering abatements, most 
limit the abatement period to five or ten 
years. This limitation is designed to ensure 
that the abated property ultimately does 
find its way onto the tax roles before 
becoming obsolete. Only five states, includ­
ing Texas, have maximum abatement 
periods longer than ten years. 

The Committee recommends that the maxi­
mum abatement period allowed in Texas be 
reduced from 15 years to ten years. This will 
bring Texas in line with a majority of other 
abatement states and will ensure that the 
abated property eventually becomes part of 
the local property tax base. 

Abatements for Modernization. Tax 
abatement is most often thought of in the 
context of business and industrial reloca­
tion; however, major modernization or ex­
pansion of existing businesses can also con­
tribute to the development of a local 
economy. When tax abatement is offered 
only to attract new firms, comparable firms 
already located in the taxing jurisdiction 
are, in effect, treated unfairly. 

The Committee believes that as a general 
policy where tax abatement is offered to new 
firms, it should also be available for major 
modernization and expansion of existing 
businesses as well. 

State-Level Involvement Currently, there 
is no central reporting of abatement agree­
ments. The State Property Tax Board main­
tains a record of values exempted by local 
school districts as part of its responsibility in 
determining property values for state aid 
purposes. The State Property Tax Board also 
maintains information on tax abatements in 
other taxing jurisdictions; however, this in­
formation is incomplete, since local govern­
ments are not required to report to the Board. 

As a means of better coordinating abatement 
programs statewide, the Committee recommends 
creatingacentralregistryfortaxabatementagree-
menis. The Committee believes this registry 
should be maintained by the Department of 
Commerce as part of its responsibility to 
oversee state economic development efforts. 
It should be emphasized that the purpose of 

The Commit­
tee recom­
mends that the 
maximum 
abatement 
period al­
lowed in Texas 
be reduced 
from 15 years 
to ten years. 

ments they will grant. Once enacted, these 
guidelines are in force for two years. 

Length of Abatements. Research pTe-

thisregistrywouldnotbetoserveasamethod 
of limiting the right of local governments to 
employ abatements under current law. In-
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A major goal of 
tax abatements 

is to bolster 
local govern­

ments in times 
of economic 

distress. 

stead, it would be awayofprovidingamore 
comprehensiveunderetandingofwhatabate-
ments are being granted and where they are 
located statewide. 

The Committee also recommends other 
action by state government in this area. 
Since state law has been amended to allow 
tax abatement for economic development 
purposes, many more local governments 
have become interested in offering them. 
There currently is an informal sharing of in­
formation among state agencies and local 
governments regarding the development of 
guidelines and the process of negotiating 
with abatement applicants. In some parts of 
the state, a great deal of expertise is avail­
able. However, in others, there has been 
only limited experience with abatements, 
and some governments—particularly 
smaller ones—may not have access to any 
form of guidance or assistance when con­
sidering adopting an abatement policy. To 
deal with this problem, the Committee recom­
mends that the state provide technical assistance 
regarding abatements to local governments 
upon request. Again, an appropriate agency 
to implement this recommendation would 
be the Department of Commerce. 

Sunset Provision. Finally, the Committee 
notes that a major goal of tax abatements is 
to bolster local economies in times of eco­
nomic distress. Abatement programs 
should be used for this purpose and should 
not be allowed to degenerate into tax give­
aways when economic conditions improve. 
Therefore, the Committee believes that the 
abatement law should be made part of the state's 
regular sunset review process and should be 
subject to periodic review as to its effectiveness 
and whether it should be continued. 

Other Administrative Actions. Three 
other largely administrative issues related 
to tax abatements have also been raised 
before the Committee and appear to merit 
action by the state. One of these deals with 
the legal obligations arising from the 
adoption of abatement guidelines by local 
government. Another deals with the 
written notifications required when local 
governments^ntermto^abatement agrees 
ments. The final issue relates to the protec­
tion of proprietary business information in­
corporated in abatement agreements. 

Under current law, governments plan­
ning to enter into abatement agreements 
must adopt general guidelines governing 
the abatements they will grant These 
guidelines are intended to ensure consis­
tent policy within the taxing jurisdiction 
and are in effect for tv/o years after adop­
tion. 

Some local governments have raised 
concerns about applicants for abatements 
interpreting these agreements to mean that 
if they meet the standards in the guide­
lines, the abatement legally becomes a 
property right and must be granted. This 
clearly is not the intent of the law or of 
local policy, and the Committee believes 
that local governing bodies should have 
the sole discretion to grant abatements. The 
current abatement law should be amended to 
make it clear that the adoption of guidelines 
does not grant property, contract or other legal 
rights to applicants and that abatements are 
granted only by the decision of the local gov­
ernment involved. 

Prior to the 1987 changes in the abate­
ment laws, requirements for local govern­
ments to grant abatements in certain cases 
were much more restrictive. If a city or 
county decided to grant an abatement, 
other affected taxing jurisdictions had a 
choice of either offering the abatement on 
the same terms or suffering a penalty—the 
added value could not be taxed by the 
jurisdiction for twice as long as the abate­
ment was in effect To avoid local jurisdic­
tions becoming subject to this penalty in­
advertently because of miscommunication, 
legislation was passed in 1987 requiring 
that a written notice of a pending abate­
ment agreement be delivered to all affected 
taxing jurisdictions at least seven days 
prior to the agreement taking effect 

In the same legislative session, legisla­
tion was adopted which significantly 
changed the overall tax abatement law, 
including the penalty provision. Local 
governments now have a choice, by law, as 
to whether they will enter into an abate­
ment agreement. If they choose not to 
abate, no penalty results. This change ef­
fectively eliminates the need for the seven-
day written notice, except as a method of 
communication and cooperation. Local 
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officials are concerned that the notice re­
quirement could invalidate otherwise legal 
abatement agreements if it is overlooked or 
is distributed less than seven days before the 
agreement was to take effect The Committee 
supports the concept of communication among 
local jurisdictions in this area but recommends 
that the seven-day notice requirement he re­
pealed. However, specific provision should he 
made in the law for public notice of pending 
abatement agreements to ensure the opportunity 
for taxpayer input as part of the abatement 
process. 

A final administrative change concerns the 
applicability of the Texas Open Records Act 
to material submitted by businesses seeking 
tax abatements. As part of most current 
abatement application processes, businesses 
are often required to submit detailed infor­
mation regarding various technical aspects 
of the proposed development. In some cases, 
proprietary information may be involved, 
which local governments may be required to 
make public under the Open Records law. 
While it remains sensitive to the public's right to 
access to all appropriate information about an 
abatement proposal, the Committee favors a tem­
porary exception to the Open Records require­
ment to protect this type of highly technical 
proprietary information in abatement applica­
tions. The exception should apply for only a 
limited period so that all information related to 
the abatement request is eventually part of the 
public record. The information would be available 
to local government officials. 

This exception clearly should only apply 
to technical details about the specific proc­
esses, equipment and so on to be part of the 
development to prevent firms from having 
to damage themselves competitively to gain 
an abatement It should not extend broadly 
to cover all detailed information about the 
property to be abated. 

Circuitbreaker Tax Relief 
Tax "drcuitbreakers" are mechanisms 

which provide property tax relief to specific 
groups of taxpayers, normally based on 
income or other measures of need. For 
example, instead of providing an across-
the-board homestead exemption for all 
homeowners, a circuitbreaker could 
provide exemptions based on the income of 

the taxpayer. Most circuitbreaker pro­
grams in other states are tied to a state 
personal income tax. Of the 31 states with 
circuitbreaker programs, only two— 
Nevada and South Dakota—do not have 
personal income taxes. 

The Committee has reviewed the cir­
cuitbreaker concept and concludes that it could 
not be effectively implemented without a 
personal income tax. For this reason, the 
Committee does not recommend any cir­
cuitbreaker program or other additional local 
tax relief programs. It also does not recommend 
any changes in relief measures already in effect. 

Tax Rate Limitations 
Recently, the question of whether 

counties are subject to the tax rollback 
provisions found in the Property Tax Code 
has come before the courts. Under, the 
rollback provision, a taxing jurisdiction 
must determine each year the tax rate 
which, based on new appraisal figures, 
will produce the same amount of revenue 
that was generated the previous year from 
the previous appraisal value and rate. The 
rollback provision is triggered when the 
governing body of a local taxing unit 
adopts a tax rate that is more than eight 
percent above that rate required to raise 
the same amount of tax revenue that was 
raised in the prior year. In such cases, the 
voters of the taxing unit may petition for 
an election to limit the increase to no more 
than eight percent. 

Two appeals courts and the Attorney 
General have offered opinions on whether 
this rollback provision as it applies to 
counties is in conflict with the Texas 
Constitution. For example, Article VHI, 
section 9 allows county commissioners 
courts to "levy whatever tax rate may be 
needed for the four (4) constitutional 
purposes..." (emphasis added). 

Attorney General Opinion No. JM-792 
(September 22,1987) held that counties are 
not subject to the rollback provisions 
because of the constitutional provisions 
allowing action by the counties. This opin-
ion led to litigation. In the case of Vinson v. 

Recently, the 
question of 
whether 
counties are 
subject to the 
tax rollback 
provisions 
found in the 
Property Tax 
Code has 
come before 
the courts. 

Burgess, the Eastland Court of Appeals 
held that county rollback elections were not 
legaL In Win home v. Commissioners' Court of 
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Taxpayers 
should have 
the constitu­

tional right to 
appeal and 

limit the 
effective tax 
rates of all 

local taxing 
jurisdictions 

under certain 
circumstances. 

Ellis County, the Waco Court of Appeals held 
the rollback elections were legal. 

Regardless of the eventual outcome of this 
conflicting litigation, the Committee believes 
that taxpayers should have the constitu­
tional right to appeal and limit the effective 
tax rates of all local taxing units under 
certain circumstances, and that the state 
intended such a limitation to apply to all 
units of local governments, including 
counties. Therefore, the Committee recommends 
that counties clearly be made subject to the roll­
back provisions found in Section 26.07 of the 
Property Tax Code, and that the Constitution be 
amended to ensure that counties are included, re­
gardless of how the current court actions are re­
solved. 

Consolidation of Property Tax 
Collections 

Texas property tax law underwent signifi­
cant reform in 1979. Among the changes 
made was the consolidation of property ap­
praisals into countywide central appraisal 
districts. Prior to that time, taxpayers often 
received several different valuations on their 
property from various taxing units. 

During debate on the 1979 reforms, con­
solidation of property tax collections was 
also discussed but was not adopted. Under 
current law, taxing jurisdictions are author­
ized, but are not required, to contract with 
other jurisdictions or private firms to collect 
their property taxes. 

Based on data from the State Property Tax 
Board, there are 3,234 local taxing units in 
the state (includes some overlap where a ju­
risdiction is served by more than one 
appraisal district). Of these, 2,045 are 
involved in some sort of collection consoli­
dation arrangement. The collecting agencies 
break down as follows: 

(1) central appraisal districts collect for 776 
jurisdictions; 

(2) county offices collect for 813 jurisdic­
tions; and 

(3) 456 jurisdictions are served by private 
firms, school districts or cities. 

Although many taxing jurisdictions have 
entered into some form of tax collection 
agreement, many Texas taxpayers continue 

to receive multiple property tax bills on 
the same property from various overlap­
ping taxing jurisdictions. The Committee 
believes that significant economies could 
be achieved by complete consolidation of 
the collection function. However, we are 
also cognizant of the need to work toward 
complete consolidation in a slow and • 
orderly process. To this end, the Committee 
recommends that central collection of property 
taxes be phased-in over a period of five years. 
The choice of tax collector within each district 
should be determined locally by all of the 
taxing units involved. While it should promote 
consolidation as an efficiency move, the state 
should not specify which agency should be 
responsible for collection locally. 

Property Tax Appeals 
Under current law, if taxpayers disagree 

with the assessment placed on their prop­
erty by the central appraisal district, they 
may appeal the appraisal to the local ap­
praisal review board. If they are still dis­
satisfied after a decision by the local 
review board, the next step is to file a 
lawsuit in district court. Particularly in the 
case of small claims, the expense of filing a 
lawsuit may discourage some taxpayers 
from further action and effectively deprive 
them of an avenue of appeal. 

Twenty-six states provide for some form 
of administrative appeal beyond the local 
level. In Texas, a state level appeals com­
mission has been considered by the Legis­
lature a number of times, but has never 
passed. The Committee recommends that a 
state level appeals commission be established to 
review property appraisal appeals from the 
local appraisal review boards. Following past 
proposals in this area, the appeals board should 
conduct its work on a regional basis to insure 
that all taxpayers have access to the process 
without the necessity of traveling long dis­
tances. 

All taxpayers should have access to this 
appeals commission regardless of the 
amount of the appraisal in dispute. A 
filing fee should be assessed to offset some 
of the costs involved. Subsequent appeals 
to the courts from this process shouGTbe 
made under the substantial evidence rule, 
meaning that the evidence presented to the 

Stfeif CcrerJzte cr. TaxEqzfy 

TT2977-0793 
Source: https://www.industrydocuments.ucsf.edu/docs/jrgf0038



courts would be the material presented 
in the administrative-appeals process. 
The Committee does not believe that 
such appeals should be heard de novo by 
the courts. 

Uniformity of Appraisal Rolls 
Under current law, chief appraisers 

are required to certify their district's 
appraisal roll to the State Property Tax 
Board (SPTB) each year. In October 1987, 
the agency proposed rules to require 
submission of the roll in a specified 
format. Currently, the information is 
submitted in a variety of summary 
formats. In some cases, SPTB field 
personnel are copying appraisal roll 
information by hand, which may contrib­
ute to mistakes in reporting and is need­
lessly inefficient. 

As a result of discussions on these pro­
posed rules, a committee was appointed 
by the Board to examine the advantages 
and disadvantages of the proposal. A 
pilot project is in progress to further 
study the effects of this proposal on 
appraisal districts and the advantages to 
be gained from uniform and complete 
reporting. 

After having reviewed the evidence re­
garding this possible change, the Com­
mittee feels that more uniform reporting 
would not only assist the Property Tax 
Board in carrying out its responsibilities, 
but it would also greatly improve the 
quality of information on local property 
tax practices. Therefore, the Committee rec­
ommends that the State Property Tax Board 
be given specific statutory authority to 
proceed with Hie adoption of the proposed 
rules requiring uniformity in the reporting 
of appraisal information to the Board. 

Disclosure of Sales Information 
Sales information is considered essential 

in the appraisal process for property tax 
purposes. A lack of such information 
arguably can result in less accurate ap­
praised values and higher costs associated 

^vith-obtaining market information^Man-
datory disclosure of sales information is 
common in other states—40 of the 50 
states currently have some form of man­

datory disclosure law. Most states adopted 
these disclosure laws in the late 1960s to 
continue sales disclosure information 
formerly obtained under the federal 
documentary stamp tax law, which was 
repealed in 1968. In Texas, this was not 
done, and as a result, information can only 
be obtained when voluntarily disclosed by 
the property owner. Proponents of manda­
tory disclosure argue that the current 
process leads to limited and inconsistent 
information. 

In its review of the State Property Tax 
Board, the Sunset Advisory Commission 
considered a full disclosure requirement 
for the sale of real property. Table 2 sum­
marizes the elements for a mandatory dis­
closure program recommended by the 
Commission staff. This proposal was not 
finally acted on by the Commission, and in 
fact, u\e Commission made no official rec­
ommendations in this area. Among the 
concerns raised in discussions of manda­
tory sales disclosure laws are paperwork 
requirements, validity of sales evidence 
and privacy rights of individuals involved 
in the disclosure. The Committee on State 
and Local Taxes of the American Bar Asso­
ciation has developed model legislation 
that addresses these concerns. 

The Committee recommends that a manda­
tory sales disclosure reporting system be 
adopted by the Legislature and administered by 
the State Property Tax Board. This process 
could follow the elements outlined in the 
Sunset Commission report or any one of 
several workable approaches used in other 
states. The availability of this information 
would help to ensure that property ap­
praisals are as close to market value as 
possible and consequently improve the 
fairness and equity of the local property 
tax system. 

Changes in the Property Tax Base 
The Committee considered the current 

property tax exemptions and the issue of 
whether some of these exemptions should 
be expanded or deleted. Other than the 
taxation of business inventories discussed 
earlier, the Committee makes no recommenda­
tions for changes in the current exemptions 
under the property tax. 

Mandatory 
disclosure of 
sales informa­
tion is com­
mon in other 
states-40 of 
the 50 states 
currently have 
some form of 
mandatory 
disclosure 
law. 
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TABLE 2. Pocess for Disclosure of Information on the Sale of Real Property 

(1) The purchasers of real property would be required to file information about the transaction, including 
the selling price. 

• Specific types of information required would be set in statute, would relate strictly to appraisal and would not cover other 
financial aspects of the buyer or seller. 

• Disclosure form would be developed by the State Property Tax Board (SPTB) and would be limited to one page. 

• Actual form and specific information required would be adopted through rule-making procedures which would provide 
for public comment 

• SPTB and local appraisal districts would be prohibited from requiring additional information concerning the sale. 

(2) The disclosure form would be filed with the county clerk before the deed could be recorded. 

• Disclosure form would not be attached to the deed nor would it become a part of the county clerk's records. 

• Only one form would be required for each sale, no matter how many parcels were involved. 

• An authorized closer would be authorized to charge a fee to recover the cost of filing the form. 

(3) The county clerk would forward the form to the appraisal district. 

• Appraisal district would reimburse the county clerk for any cost associated with transporting the forms to the district 

(4) The appraisal district would add appraisal roll Information to the form. 

• Information would be limited to data routinely developed by the district for its use, such as: 
— identification of the property on the appraisal roll; 
— assessment of whether the sale is an arm's length transaction; and 
— determination of the actual market value of the property if the sale is used to determine that value. 

(5) The appraisal district would sand one copy of the form to the State Property Tax Board and retain one 
copy for district use. 

• Forms at the SPTB and appraisal district would be destroyed five years after filing. 

(7) The information would be confidential except that certain information would be available to parties in 
formal appeals. 

• Disclosure of the information would carry the same penalty that is established under the Open Records Act for disclosing 
closed records. Such offense is classified as official misconduct and is punishable as a misdemeanor. 

• Information made available to a taxpayer appealing an appraisal to the district would be limited to the information used 
directly in the current year's appraisal. 

• Information on sales within a school district would be available to a school district which files a formal appeal of the SPTB 
value study. 

— Information would be limited to sales in the categories of property appealed for the year of the finding under appeal. 
— Confidentiality provisions would extend to the school district 

(8) The statute would indicate that it is the intent of tha Legislature that appraisal roll values ba adjusted 
not only up, but also down, when sales data show that such adjustment appropriately reflects the 
property's full market value. 

Source: Texas Sunset Advisory Coxim'ssian, rrtodXsd prcpasal of Sunset staff, July 24.1SH3. 
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Local Fuels Tax • 
Texas local governments historically have 

relied heavily on the property tax as their 
principle source of tax revenue. The intro­
duction of a local sales tax for cities in 1968 
was the first major departure from the 
previous pattern. Since that time, the sales 
tax's use has largely been expanded to 
allow transit authorities and some counties 
to adopt it. This, along with some minor oc­
cupation taxes, has been the extent of local 
tax diversification in Texas. A clear-policy 
goal for Texas should. be.to develop additional 
revenue alternatives for its local governments 
so that they can deal with the growing demands 
placed on them without overreliance on the 
property tax. 

hi numerous other states, local govern­
ments have augmented their tax bases 
through the use of local excise taxes on 
such items as alcoholic beverages, tobacco 
products and motor fuel. These may be 
administered by local governments or 
piggybacked onto a similar state tax. 

The Committee believes that the motor fuel 
tax offers an important potential source of 
future revenue for Texas local governments. A 
large number of our cities and counties face 
growing problems developing and main­
taining their street and road systems, and 
these systems do not benefit from state 
highway program dollars for the most part. 
There also is no comprehensive state 
assistance program to help meet local 
transit needs. 

In a total of 14 states, local governments 
are authorized to tax motor fuels through 
either a cents-per-gallon motor fuels tax or 
a sales tax. A possible local fuels tax was 
considered by the Legislature in 1985 but 
was not adopted. 

The Committee recommends that the state 
add one cent to the rate of the existing motor 
fuel taxes and that the proceeds be specifically 
dedicated to the local level for use by cities and 
counties in acquiring rights-of-way for road­
ways and for construction, maintenance and 
policing of such roadways. These are uses 
which would seem to fit the requirements 
for use of the motor fuel taxes in Article 

income from the tax increase he dedicated to 
public education, as is done with income from 
the current state motor fuel taxes. This would 
mean that approximately $75 million a year 
would be available to local governments for 
roadway use through this tax. The state 
should also examine closely the question of 
whether this use of the fuels tax constitutes 
a legitimate state purpose. If not, a constitu­
tional amendment would be necessary to 
authorize this allocation. 

A final issue relates to the allocation of tax 
revenue to cities and counties. Because of 
the way fuels taxes are collected—from fuel 
distributors—it would be highly cumber­
some to devise an allocation based on the 
point of sale, as is done with the local sales 
tax. Instead, the Committee recommends that 
the local fuels tax be allocated to local govern­
ments based on a formula which could be 
composed of one or more of the following factors: 

(1) thepopulation of the jurisdiction relative to 
the population ofaU affected jurisdictions; 

(2) the area insquaremiles of the jurisdiction 
relative to the area of all affected jurisdic­
tions; and/or 

(3) the number of miles of streets and roads in 
the jurisdiction relative to the miles of road 
in all affected jurisdictions. 

In the past, the state has used factors 
similar to these to allocate state lateral road 
funds to counties. 

The Committee strongly recommends that the 
local fuels tax be distributed to jurisdictions 
with primary road maintenance responsibility in 
an area. That is, funds should flow to cities for 
roadways within their boundaries and to 
counties for areas outside of cities. 

A clear policy 
goal for Texas 
should be to 
develop 
additional 
revenue 
alternatives 
for its local 
governments 
so that they 
can deal with 
the growing 
demands 
placed on 
them without 
overreliance 
on the prop­
erty tax. 

VILl, sec Tabf the Texas Constitution. 
To avoid constitutional problems, the Com­

mittee recommends that one quarter of the 
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CHAPTER EIGHT 

OHE PERSONAL INCOME TAX 

The personal income tax 
representsapowerfulsource 

of revenue for state and local gov­
ernment in many states. Nation­
wide, forty-three states and over 
3,500 local governments employ 
thetax. Itaccountsfor almosta third 
of all state tax revenue nationally, 
makingitone of the mostimportant 
sources of state revenues. 

The personal income tax also represents a huge po­
tential source of revenue for the State of Texas. 
Estimates prepared for the Select Committee indicate 
the tax could produce $5-6 billion a year at a three 
percent rate, and at slightly higher rates, it could 
produce more revenue annually than the sales tax. 

To date, the state has chosen not to tap this 
enormous potential. If is the conclusion of the Commit­
tee that the state is not ready to do so now. This is true for 
several reasons. First, there is no current fiscal crisis 
which would merit the sort of dramatic shift in tax 
policy that the adoption of an income tax would 
signify. Testimony before the Committee also indi­
cates that there is no consensus among Texans on this 
issue. This is true not only of the average citizen but 
also of the state's business and government leaders. 
The history of the Texas tax system—and indeed, the 
history of most tax systems—illustrates time and 
again that no change of this magnitude can be 
achieved successfully without crisis or consensus. 

In more than one way, the state is fortunate that 
such a crisis is not at hand. Material and testimony 
presented to the Committee show that it would take 
state tax administrators more than two and a half 
years to set up a program and begin collecting a 
personal income tax. If, for example, the tax were 
enacted in June 1989, the Comptroller estimates that 
no revenue would flow into the state treasury from 
the tax until January 1992. It would require another 
full year—until January 1993—to make the tax fully 
operational. The Committee finds the implications of 
this analysis of great significance. Since the implemen­
tation period is longer than one of the state's two-year 
budget periods, the tax could not now he used to meet a 
current fiscal emergency. 

While the Committee does not advocate the adop­
tion of an income tax at this time, it does believe the 

The personal income 
tax represents a huge 
potential source of 

revenue for the State 
of Texas. 

tax should be viewed as a viable 
tax alternative for the state in the 
future. This is particularly true in 
light of the Committee's conclu­
sion that the "rates for many of 
state and local governments' 
major taxes are approaching their 
practical limits." It may never be 
necessary to enact a personal 
income tax in Texas. On the other 

hand, limits on the use of existing taxes may eventu­
ally compel the state to look to new sources like the 
income tax. In this context, the Committee believes 
that rejecting the tax out of hand without systematic 
consideration would be short-sighted and would rob 
the state of the flexibility it may need to deal with 
future fiscal circumstances in a timely and equitable 
fashion. 

To this end, this chapter of the report lays out the 
results of the Committee's in-depth deliberations on 
this tax option. These are the characteristics we 
believe a Texas personal income tax should possess if 
it were enacted. 

Pros and Cons of a Texas Personal 
Income Tax 

In its examination of the tax, the Committee re­
viewed a considerable amount of information and tes­
timony about the income tax as a revenue option. From 
this material, a number of recurring themes, both for 
and against the tax, can be found. Briefly summarized, 
these are the arguments against the tax, including 
several factors that have already been discussed: 

(1) There is only limited public support for the tax, and 
in some areas, there is strong public opposition. 

(2) There is no immediate revenue need that would 
validate adoption of a major new tax. 

(3) The administrative burden and costs associated 
with the tax outweigh any benefits that could be 
gained from adding it to the tax mix— especially 
when there is no pressing need. 

(4) Adding the tax could diminish the state's economic 
attractiveness. 
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It is our 
conclusion 

that the best 
state income 
tax would be 

simple and 
broad-based. 

(5) Adding the tax could promote large 
increases in government spending. 

Major arguments in favor of adopting a 
Texas personal income tax include the 
following: 

(1) The current tax system lacks diversifica­
tion and balance. Adding the tax-
particularly if traded off against the sales 
tax—property tax or both, would im­
prove the tax system. 

(2) The tax could be brought into the tax 
system and used as a way of dealing 
with a number of troublesome areas of 
state spending policy, including, for 
example, education and prisons. 

(3) The tax could be used by state govern­
ment as a means of providing greater 
revenue flexibility at the local level— 
either through direct sharing of the tax 
or through reductions in other state 
taxes (e.g., sales and fuels taxes) that 
would make room for greater local use. 

(4) The tax could be used to improve the 
overall equity of the state and local tax 
system. It could be designed to make 
the tax system more nearly reflect the 
ability to pay of individual citizens. 

(5) It would.provide a large, relatively 
stable source of revenue that would 
generally grow with the state economy. 

General Policy Considerations 
Based on the information presented to 

the Committee, it is our conclusion that the 
best state income tax would be simple and 
broad-based. It would be levied at as the 
lowest rate possible and would be indexed 
for inflation to prevent "bracket creep." 
Table 1 shows the key features of personal 
income taxes in other states. The following 
discussion summarizes the characteristics 
the Committee believes should be part of a 
sound income tax policy. 

—3ase.The-Ctmtmittee~ielievsstke-tax-shauld-
le bused on federal Adjusted Gross Income 
(AGI). All but six of the states with broad-
based personal income taxes tie their taxes 

to the federal system at some point, and this 
approach makes the most sense from the 
standpoint of creating a tax that is both 
familiar to taxpayers and relatively simple 
to administer. AGI is the most common 
point of linkage to the federal system, with 
27 states using it as their base. 

AGI includes most normal sources of 
income, including interest and dividend 
income. It permits a few deductions, 
including certain business expenses, 
without imposing a large array of important 
federal tax preferences on state tax policy. 
The Committee recommends against a separate, 
special tax on interest, dividends or capital 
gains. 

The Committee also recommends that Texas 
should follow the example of most current 
income tax states by allowing a credit for income 
tax paid to other states by Texans and by taxing 
theincome of nonresidents earned in Texas. 

Exemptions, Deductions and Credits. The 
Committee favors personal exemptions for tax­
payers and dependents in line with federal tax 
law. The Committee also favors granting a 
standard deduction in line with the federal stan­
dard deduction. To maintain simplicity and the 
broadest possible base, the Committee does not 
recommend allowing itemized deductions or 
other exemptions, adjustments or tax credits. At 
a low tax rate, such preferences would serve 
little, if any, purpose. 

Rate Structure. The rate structure most 
often used in other states is graduated, with 
nominal rates rising progressively with 
income. However, since federal tax reform, 
there has been a clear trend toward greater 
compression of rate structures or to flat rate 
taxes, and most of the relatively new 
income tax states have opted for flat or 
severely compressed tax rate structures. At 
present, five states have flat rates, while the 
remainder have at least two rates. 

Based on its review of the evidence, the Com­
mittee finds a persuasive case for a flat rate 
structure, should Texas decide to adopt the tax. 
This approach would be less complex and 
less vulnerable to base erosion. Moreover, a 
flat rate would be less prone to complex 

jaanipulations that could undermine the 
tax's workability or its economic stability. 
Finally, a flat rate is most nearly in keeping 
with the Committea's goal, as set out in its 

Sr'rst CcrrrJztzs c.n Tar £j=iy 

TI2977-08Q3 
Source: https://www.industrydocuments.ucsf.edu/docs/jrgf0038



conclusions about the current tax system, 
that "the tax system should not discourage 
savings and investment It should not 
discourage Texans from 'doing well' eco­
nomically." 

It is important to underscore that the 
personal exemptions and standard deduc­
tions built into the tax would provide basic 
protection for Texans in the lowest income 
levels. For example, with the personal 
exemption and standard deduction that will 
be in effect in federal tax law in 1989, a 
family of four with an income of under 
$13,000 would pay no tax. The overall effect 
of these provisions would be to make the 
impact of the tax mildly progressive for all 
income levels without the use of multiple 
rates. 

Although the Committee believes aflat rate is 
the best approach, it has no recommendation on 
exactly what that rate should be. That is a 
decision which logically would be dictated 
by the circumstances under which the tax 
was adopted. Based on an analysis prepared 
by the Select Committee staff, the tax 
described in this chapter would produce 
about $6 billion annually at a three percent 
rate in the third year after adoption. It 
would produce about $7 billion by the fifth 
year after adoption. 

Tax Limitations. The Committee recom­
mends that no maximum rate he set for the tax. 
Such a limitation would restrict 
government's ability to use the tax in real 
fiscal emergencies or to support new 
spending programs for which there is 
broad-based support. On the other hand, the 
Committee believes that the potential of the 
tax to raise funds for government is so large, 
that some built-in safeguards are desirable. 
Therefore, the Committee recommends that if an 
income tax is adopted, any increase in its rate 
above the initial levy should require a so-called 
"super majority" vote of three-fifths of the mem­
bers voting in each house of the Legislature. 

This requirement should be submitted for 
approval by the voters as a constitutional amend­
ment so Texans would be assured to the degree 
possible that there are clear and unequivocal 
limits on the state's use of the tax. 

Qiher-thartrthe limitations-outlined-above, the 
Committee does nut recommend any othsr limi­
tations an the tax, including the constitutional 

prohibition of the tax. While checks on 
increases in the tax are appropriate, it is not 
wise to preclude the tax from the options 
open to the state in times of emergency or 
public need. 

Indexing. Many progressive income taxes 
permit increases in either nominal or real 
income to generate a disproportionate 
increase in tax liabilities. This happens 
because taxpayers' incomes are pushed into 
higher tax brackets and more people are 
brought into the bottom of the tax base as 
their incomes rise. At the same time, the 
values of fixed exemptions, deductions and 
credits fall as incomes rise relative to them. 
The net effect is a silent tax hike, known as 
"bracket creep." Even in a flat rate struc­
ture, such as the one discussed above, there 
is some bracket creep due to the eroded 
value of exemptionsand deductions. 

Bracket creep became a major tax policy 
issue nationally during the period of high 
inflation in the late 1970s. To combat this 
tendency, eight state income taxes and the 
federal tax have been "indexed" for infla­
tion. This means they are periodically 
adjusted to remove the effects of inflation 
on taxable income. 

Texans should not be expected to pay 
increasing amounts of tax simply because of 
inflation. If Texas should adopt an income tax, 
the Committee recommends that the statute 
include an index for inflation. This should be 
done regardless of whether the state adopts aflat 
or graduated rate structure. 

Administration. The Committee feels the tax 
clearly should be administered at the state level, 
and that administration should be the responsi­
bility of the Comptroller of Public Accounts as 
the state's chief tax collector. Asystem of with­
holding should be established for the tax based 
on the federal model. 

Because of the long lead time needed to imple­
ment this tax, the Legislature should be advised 
to direct a study of the requirements for implem­
entation of the tax by the Comptroller's office, 
the goal being to improve the prospects for 
implementing the tax in enough time to contrib­
ute to the solution of a fiscal emergency. This 
study should include an analysis of the 
expactedxostsofimpleiiveiiting and operate 
ing the tax. It should also include an investi­
gation of the possibility of privatizing some 

With the 
personal 
exemption and 
standard 
deduction that 
will be in 
effect in 
federal tax law 
in 1989, a 
family of four 
with an in­
come of under 
$13,000 would 
pay no tax. 
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TABLE 1. Summary of State Personal Income Tax Structures, 1987 

Slate Rate* 
Income Bracket*) 

Under Ovi 
Per»«n«l Exemption* Size of Standard Deduction 

Sing!* Joint Dependent* % Single Joint 

Fla Rata Slates; 
minds 
Indiana 
Massachusetts 
Michigan 
Pennsylvania 

£S% 
3.2 
5.0' 
4.6 
2.1 

Flat Rate 
Rat Rate 
Flat Rate 
Flat Rate 
Flat Rate 

States Using FadaralTa» l.fahffltv 3« Ta» Basnr 
Rhode Island 
Vermont 

Stains Using Fadaral Tatabia Income as Tax Base: 
Colorado 
Idaho 2.0-8,2% 41,000 
Minnesota 4.0-9.0 3,000 
North Dakota £7-1£0 3,000 
South Carolina 3.0-7.0 4,000 

Statas I Islnrj a Crodit (or the Pnraonal Erninptlon: 
Lteflg- Own Tax flase: 
Arkansas 1.0-7.0% $3,000 
Us/n? Federal Adjusted Gross Income as Sa*«.-
Calilornla 1.0-95 
Iowa 0.4-1 o.O 
Kentucky 2.0-6.0 
Oregon 5.0-9.0 
Wisconsin 4 * 7 . 0 

Slaiee Using a [Induction lartha Personal F»ncttnrv 
Using Own Tax Base: 
Alabama 2.0-5.0% 
Mississippi 3.0-5.0 
New Jersey 2.0-3.5 
North Carolina 3.0-7.0 
Using Federal Adjusted Grass Income ae Bate: 
Arizona 
Delaware 
Georgia 
Hawaii 
Kansas 
Louisiana 
Maine 
Maryland 
Missouri 
Montana 
Nebraska 
New Mexico 
New York 
Ohio 
Oklahoma 
Utah 
Virginia 
West Virginia 
Washington D.C. 

2.0-8.0 
1.0-8.8 
1.0-e.o 

£25-10.0 
£0-9.0 
2.0-6.0 

1.0-10.0 
2-0-S.0 
1*6.0 

2.0-11.0 
2.0-5.9 
1.3-8.5 
2.0-8.5 

0.75-6.9 
0.5-6.0 

£75-7.76 
£0-5.75 
3.04.5 

6.0-10.0 

State* Taring OMcfanH and Irtarasl Inrnma flnlir 
Connectltuct 1.0-12.0% $54,000 
New Hampshire 5.0 Flat Rate 
Tennessee 6.0 Fiat Rate 

RlaPre Wllh No Parana! inwmn Tint; 
Alaska 
Florida 
Nevada 
South Dakota 
Ten* 
Washington 
Wyomhg 

$20,000 
6,000 

50,000 
10,000 

$25,000 

3,650 
1.000 
3,000 
2,000 
7.500 

ton:. 

$500 
6.000 

20,000 
2,000 

1,155 
1,00 
750 

1.000 
2,000 

10,000 
2,000 
1.000 
1,000 
1,300 
1,600 
5,200 
1.000 
5,000 
1,000 

750 
3.000 

10,000 
10,000 

23.950 
45,000 
6,000 
5,000 

15,000 

$3,000 
10,000 
50,000 
10,000 

6,930 
40,000 
7.000 

20,000 
25,000 
50,000 
25,000 
3,000 
9.000 

46.400 
27,000 
41,600 
14,000 

100,000 
7,500 
3.750 

14,000 
60,000 
20.000 

S1O0.0OO 

$1,000 $2,000 $1,000 
1.000 £000 1.000 
2,200 4,400 1.000 
1,500 3.000 1,500 

X X -

23.46V. of federal Income tax liability 
25.60% of federal Income tax liability 

5% of federal taxable Income 
Same as federal 
Same as federal 
Same at federal 
Same as federal 

$20 $40 $20 10.0% $1,000 $1,000 

51 
" 20 

20 
35 
20 

$1,500 
6,000 
1,000 
1.100 

1,996 
1,000 
1,500 
1,900 
1,000 
4,500 
1,000 
1,000 
1,200 
1,060 
1.000 
£000 

900 
650 

1.000 
750 
700 

2.000 
835 

102 
40 
40 

170 
40 

$3,000 
9,500 
£000 
£200 

3,992 
2,000 
3,000 
3,800 
£000 
9,000 
£000 
2.000 
1.200 
£120 
£200 
4,000 
1,600 
1.300 
2,000 
1.500 
1.400 
4.000 
1.770 

SI 
15 
20 
85 
20 

$300 
1.500 
1,000 

800 

1,198 
1,000 
1,500 
1.900 
1,000 
1,000 
1.000 
1.000 

400 
1,060 
1,100 
£000 

900 
650 

1.000 
750 
700 

£000 
835 

-
15.0 

— 13.0 

""* 

20.OT 
15.0 

10.0 

19.4 
10.0 
15.0 

— 16.0 
_ t 

16.0 
15.0 

-20.0 

— 
-

15 
15 
IS 

1.860 
1230 

650 
1.800 
5200" 

> $£000 
£300 

550 

998 
1.000 
2.300 
1.000 
£400 

_ 4 

£600 
£000 

Same as Federal 
1.990 
2,530 

Same as Federal 
3,600 

£000 
1,000 
£000 

3.760 
3,030 

650 
3,000 
7,560* 

$4,000 
3,400 

„ j 

1,996 
1,000 
3,000 
1,700 
2.B00 

_« 3,100 
4,000 

3,960 
3.740 

6,300 

£000 
£000 
4,000 

2.000 £000 

Source: U.S. Advisory Commission on Intergovernmental Relations, SlgnUksmt Features cl Fecal Fetf&talJsm, 1936 Edition (Washington, O.C., December 1987). Table 15: 
U.s. Department of Commerce, Bureau of the Census, Stale Government Tax Collections in 1S87. 

1. Massachusetts: 10%ra!»en interest, dividends and captal gains; r.o tax If gross income equal to or below $3,000 single filers or$12.000forkilrrtfll6rs. 
2. Vr^M!ai^gdard_d^utf83jra±ajtjrg!Bsed est and d'sappears when AGI equals S50.830. 
3. NorthCarsiina: SjXusawiOisrr^ierfcco.Twa^swedinaifiLcr^STrOTd 
4. LetS'ara: £^rd3rfd3d-jct'inisccritk!adi*ShpBrs3r2!exsrni:-_on. 
5. West VI-:.-ia: Fsrscrd exemption Kartied ta ccver a l ded-Mfe-s-r.o etc.jard cr Karrfcad d e d a t e s aTiwed. 
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parts of the processing system. Such privati­
zation, however, should not be carried out 
in a way that would violate the confidential­
ity of taxpayer information. Table 2 shows 
the result of research conducted for the 
Committee on the implementation sched­
ules for income taxes in selected other 
states. 

Designated Uses of the Tax Revenue. 
The Committee has heard proposals under 
which a new income tax would be used to 
reduce or replace a number of taxes, most 
notably including the sales and property 
taxes. The tax could be used, for example, to 
reduce state reliance on the sales tax signifi­
cantly, thus allowing an overall reduction in 
the sales tax rate or perhaps allowing some 
expansion in local access to that tax. 

A working group of the Committee also 
considered the possibility of designating the 
use of the tax's income without replacing 
other existing taxes. A logical example of 

TABLE 2. Time for Implementation of Most Recent State Personal Income Taxes 

Stata 

Illinois 

Maine 

Michigan 

New Jersey 

Nebraska 

Ohio 

Pennsylvania 

Rhode Island 

BUI 
Passed 

6/30/69 

6/26/69 

7/20/67 

7/8/76 

4/12/67 

12/20/71 

3/4/71 
8/31/71 

2/26/71 

-Saercar-SsIectecmimttee-on 

Bill 
Effective 

8/1/69 

7/1/69 

10/1/67 

7/1/76 

1/1/68 

1/1/72 

1/1/71 
6/1/71 

1/1/71 

Tax Equity. 

Withholding 
Began 

S/1/69 

3/4/69 

10/1/67 

8/30/76 

1/1/63 

1/1/72 

6/1/71 
10/1/71 

2/26/71 

• E3 pass ad Marsh 4,1371. !*. wa ix'mrt u.-.xrsSKSral t-.i was rasrsiad wifi rsv*£c 

First Returns 
Filed 

4/15/70 

4/15/70 

4/15/68 

4/15/77 

4/15/69 

4/15/73 

» 
4/15/72 

4/15/72 

•acaA'jgzlZl. 

Time Before 
Action Required 

31 Days 

36 Days 

73 Days 

53 Days 

263 Days 

11 Days 

* 
Immediate 

Immediate 

Number 
of Filers 

4.3 million (1972) 
4.7 million (1986) 

340,000(1969) 
512,000 (1986) 

3.35 million (1968) 
3.73 million (1986) 

3.2 million (1976) 
4.0 million (1987) 

566.000 (1968) 
686,000 (1936) 

3.2 million (1972) 
4.2 million (19B7) 

5.29 million (1987) 

474,000 (1986) 
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this approach might be to earmark the tax 
for public education. 

Although there are good arguments for these 
policy approaches, the Committee makes no 
recommendation concerning the dedication of 
the tax for a specific purpose or its use as a 
replacement for any current taxes. As has 
already been indicated, the circumstances 
under which an income tax might be 
adopted in Texas are unknown and cannot 
be reasonably predicted at this time. It is 
therefore not appropriate for the Committee 
to specify dedications in the absence of a 
demonstrated need. 

The Link Between Personal and Corpo­
rate Income Taxes. The Committee recom­
mends that a corporate income tax be considered 
•whenever a personal income tax is considered. In 
the vast majority of states, these two taxes 
are linked to ensure equitable treatment of 
all types of income and this policy would 
make sense for Texas. 

The aggregate 
level of taxes 
and how they 
are spent are 
probably more 
important 
issues than the 
presence or 
absence of a 
particular tax. 
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Taxes 
appear to 
become a 
problem 

economically 
when they 
create an 

unusual or 
special burden 

on some 
segment of the 

economy. 

Effect on the Economy. The Committee 
has reviewed information on the impact of 
an income tax on the state economy, a 
critical concern at this juncture in the state's 
history. Research reveals no clear answer to 
the question of what effect taxes in general 
have on state economies and economic 
decisions. The same is true of individual 
taxes, including the income tax. Clearly, an 
income tax would reduce the level of 
private savings, investment and consump­
tion. However, this would be true of any 
tax, and many economic development 
studies have found that certain government 
spending issues (education, transportation, 
etc) are of equal or greater importance than 
taxes. 

Taxes appear to become a problem 
economically when they create an unusual 
or special burden on some segment of the 
economy. High personal income tax rates 
would make the state less attractive, but so 
would higher sales tax rates or low educa­
tional opportunities. A major distinction 
among taxes in national surveys and the 
work of this Committee is the fact that 
some taxes—notably the property and 
income taxes—are consistently viewed less 
favorably than other alternatives by the 
public. 

Despite the unfavorable public view of 
the income tax, most states have adopted 
the tax without real evidence of damage to 
the their economies. The mixed nature of the 
data suggests that the most important aspect of 
Texas' lack of an income tax is its role as a 
"selling tool" for the state—it gives the state an 
obvious and recognizable comparative advan­
tage. In economic terms, however, the aggregate 
level of taxes and how the}/ are spent are 
probably more important issues than the 
presence or absence of a particular tax. 
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CHAPTER NINE 

SlTHER ISSUES 

I n addition to its overall re­
view of the Texas' state and lo­

cal tax system, the SelectCommittee 
alsoexaminedseveralrelatedissues. 
The two most important were the 
issue of a state lottery and the use of 
various types of tax and spending 
limitation by government This 
chapter reviews the Committee's 
findings on those issues. 

The Lottery 
Although it is not a tax, the 

lottery is a revenue option which has received con­
siderable attention in Texas in recent years. Lottery 
proposals have been introduced in the last three 
sessions of the Legislature. A1987 public opinion 
poll showed that 70 percent of Texans favored a 
lottery to support state government, while 21 
percent opposed the idea. (The remainder ex­
pressed no opinion.) 

Lottery proponents argue that it is a relatively 
"painless" way to raise substantial amounts of 
money and that many citizens prefer the lottery to a 
tax of equal size. It is certainly an option to which 
state governments have increasingly turned in 
recent years. Today, 27 states and the District of 
Columbia have operating lotteries, and five states 
are in the process of enacting recently approved 
lotteries(Table 1). 

A Texas lottery would raise substantial income 
for the state. Once it reached maturity (in about five 
years), it could be expected to produce approxi­
mately $600 million a year in revenue, excluding 
prizes and the cost of administration. An important 
limitation to its usefulness as an income source, 
however, is the fact that it would require a constitu­
tional amendment to enact and several years to 
achieve maturity. For this reason, it would have 
only limited use in addressirig a fiscal emergency. 

This is not the only problem with a lottery, ac­
cording to critics. It is strongly opposed by many 
Texans on moral grounds, and opponents argue 
^hatitpreys«n4hepeopleleastabl&to affords 
There also is concern that government should not 
be involved in gambling, and that income from the 
lottery can become unstable if player interest 

Although it is not a 
tax, the lottery is a 

revenue option 
which has received 
considerable atten­

tion in Texas in 
recent years. 

declines over time, a trend found 
in some other state lotteries. 

The Committee gave the lottery 
serious consideration but deter­
mined that it was not an appropri­
ate area of Committee interest. 
However, one major finding 
which should be underscored is 
that while a lottery can raise 
substantial revenues, this income 
is not sufficient to deal with fiscal 
problems of the magnitude the 
state has faced in recent years. A 

lottery should not be viewed as a panacea to a major 
fiscal crisis. 

Tax and Spending Limitations 
One factor magnifying the extent of the state's fiscal 

problems in recent years has been the fact that it holds 
no reserves against bad times. This is a common 
practice in business and makes sense for government 
as well. Recognizing this, 28 states have adopted 
budget reserve or so-called "rainy da/ ' funds. 

Texas has now joined this growing majority in the 
form of Proposition 2, which voters approved in the 
November 8 election. Proposition 2 creates a state 
economic stabilization fund in the state treasury 
which would receive transfers of half of any unen­
cumbered state general revenue balances and 75 
percent of oil and gas severance tax revenues above 
annualized 1987 collections from those taxes. The 
Committee believes that Proposition 2 represents a. reason­
able step toward preparing for the next fiscal "rainy day" 
in Texas and supports full implementation of the amend­
ment. 

Other Limitations. The Committee considered 
several other possible limitations on state spending 
and revenue authority but has no other recommenda­
tions in this area. In general, the state does a good job 
of mamtaining fiscally responsible budget practices. 
However, based on its research into this issue, the Commit­
tee recommends that if any additional limitations are 
considered that they be written into the Constitution and 

otsimplyinto statestatutes^Emdencsirom other-states-
indicates that statutory limitations are too easily 
discarded when it becomes convenient and provide 
no real limitation. 
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TABLE 1. Lotteries in the States, 1988 

State 

Arizona 
California 
Colorado 
Connecticut 
Delaware 

District of Columbia 
Florida 
Idaho 
Illinois 
Indiana 

Iowa 
Kansas 
Kentucky 
Maine 
Maryland 

Massachusetts 
Michigan 
Minnesota 
Missouri 
Montana 

New Hampshire 
New Jersey 
New York 
Ohio 
Oregon 

Pennsylvania 
Rhode Island 
South Dakota 
Vermont 
Virginia 

Washington 
West Virginia 
Wisconsin 

Total 

Instant 

$32.8 
902.9 
95.6 
7S.9 
7.1 

3.7 
t 

N.O. 
253.9 

N.O. 

77.8 
20.7 
N.O. 
2S.7 
69.4 

430.9 
117.4 
N.O. 

114.4 
1S.6 

29.2 
8£9 
76.9 

197.4 
56.0 

226.6 
z 

11.7 
18.4 
N.O. 

46.9 
37.1 
N.O. 

$3,010.7 

Numbers 

$0.0 
0.0 
0.0 

167.9 -
33.7 

104.7 
— 

N.O. 
431.9 
N.O. 

0.0 
0.0 

N.O. 
8.1 

546.2 

399.2 
499.6 
N.O. 
14.4 
0.0 

6.2 
620.4 
653.9 
433.9 

7.6 

648.4 
— 
0.0 
1.4 

N.O. 

12.8 
9.6 

NO. 

$4,649.7 

Lotto 

$118.8 
716.4 

0.0 
273.9 

9.2 

9.0 
— 

N.O. 
644.5 

N.O. 

32.5 
0.0 
N.O. 

39.4 
163.3 

406.8 
394.5 
N.O. 
29.1 
0.0 

30.0 
439.2 
738.5 
522.4 
64.2 

387.9 
— 
0.0 

1Z2 
N.O. 

130.6 
11.7 
N.O. 

$5,173.9 

Other 

$0.0 
0.0 
2.9 
0.0 
0.0 

1.9 
— 

N.O. 
0.0 

N.O. 

0.0 
0.0 
N.O. 
0.0 
0.0 

33.2 
0.0 ' 

N.O. 
0.0 
0.0 

0.0 
0.0 

71.2 
0.0 
0.0 

138.1 
— 
0.0 
0.0 
N.O. 

0.0 
0.4 

HO. 

$247.5 

Total 

$151.6 
1,619.3 

98.4 
518.7 
50.0 

119.2 
— 

N.O. 
1,312.3 

N.O. 

110.3 
20.7 

N.O. 
74.2 

778.9 

1,270.0 
1,011.5 

N.O. 
157.9 
15.6 

65.4 
1,142.4 
1,540.5 
1,203.7 

127.8 

1,401.0 
— 
11.7 
31.9 
N.O. 

190.2 
58.7 
£L£L 

$13,081.9 

Source: Gaming and Wagering Business, selected issues. 

Note: 1937 calendar year sales by type of game (millions of dollars); N.O. means lottery was not operational In 1983. 
1. Operational in January 1938. 
2. Information not available. 
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APPENDIX B 

House Bill 2 

H.B.No.2 

AN ACT 

relating to creation of the Select Committee on Tax Equity. 

BE IT ENACTED BY THE LEGISLATURE OE THE STATE OF TEXAS: 

SECTION 1. SELECT COMMITTEE ON TAX EQUITY, (a) The Select Commit­
tee on Tax Equity is composed of: 

(1) four public members appointed by the governor; 
(2) two public members and two members of the senate appointed by the 

lieutenant governor; 
(3) two public members and two members of the house of representatives 

appointed by the speaker of the house of representatives; and 
(4) the comptroller of public accounts. 

(b) The speaker of the house of representatives and the lieutenant governor 
shall jointly select the chairman of the committee from among its members. 

(c) The committee shall meet at the call of the chairman. 

(d) Public members of the committee serve two-year terms expiring Septem­
ber 1 of each odd-numbered year. 

SECTION 2. PURPOSE; DUTIES. The committee shall conduct studies and 
make findings regarding the burden of state and local taxation borne by various segments 
of the state's economy and by various categories of individual taxpayers. In the studies the 
committee shall assess: 

(1) the relative portion of the total amount of these taxes that is received from 
each segment of the business community and each category of individual taxpayers; 

(2) the impact of state and local taxation on economic development in this 
state; and 

(3) the relationship between taxes and the revenue needs of the state and 
local governments and between the tax burden and benefits taxpayers receive from 
government in this state. 

SECTION 3. REPORTS. As necessary and appropriate, the committee shall 
issue reports of its findings from the studies required in Section 2 of this Act. The commit­
tee shall file copies of the reports with the Legislative Reference Library, Texas Legislative 
Council, secretary of the senate, and chief clerk of the house of representatives. 

The committee 
shall conduct 
studies 
and make 
findings 
regarding the 
burden of state 
and local 
taxation 

Oh the request of the committee the Legislative Budget 
Board, Texas Legislative Council, governor's office, senate, and house of representatives 
shall provide the staff necessary to carry out the duties of the committee. 
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The committee 
shall issue 

reports of its 
findings from 

the studies 
required... 

in this Act. 

SECTIONS. WITNESSES; PROCESS. The committee may issue a subpoena or 
other process to a witness at any place in this state, compel the attendance of the witness, 
and compel the production of a book, record, document or instrument that the committee 
requires. If necessary to obtain compliance with a subpoena or other process, the commit­
tee may issue a writ of attachment. A subpoena or other process may be issued fay the 
committee may be addressed to and served by any peace officer of this state or any of its 
political subdivisions. The chairman shall issue, in the name of the committee, a subpoena 
or other process as the committee directs. If the chairman is absent, the vice-chairman or 
any designee of the chairman may issue a subpoena or process in the same manner as the 
chairman. A witness attending proceedings of the committee under process is entitled to 
the same mileage and per diem as a witness before a grand jury in this state. The testimony 
given at any hearing conducted under this Act shall be given under oath subject to the pen­
alties of perjury. 

SECTION 6. COOPERATION OF OTHER AGENCIES. If needed in the 
discharge of its duties, the committee may request the assistance of any state agency, 
department, or office. The agency, department, or office shall provide the requested 
assistance. 

SECTION 7. EXPENSES. The operating expenses of the committee shall be 
paid from available funds of the governor's office and from the contingent expense fund of 
the senate and the contingent expense fund of the house of representatives, as agreed by 
those entities. The committee members are entitled to reimbursement from those funds for 
their expenses incurred in carrying out this Act. 

SECTION 8. EXPIRATION. This Act expires September 1,1991. 

SECTION 9. EMERGENCY. The importance of this legislation and the 
crowded condition of the calendars in both houses create an emergency and imperative 
public necessity that the constitutional rule requiring bills to be read on three several days 
in each house be suspended, and this rule is hereby suspended, and that this Act take effect 
and be in force from and after its passage, and it is so enacted. 

Approved: March 30,1987 
Effective: March 30,1987 
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