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Taxing Texans:

A Six-Part Series Examining Taxes In
The Lone Star State
by Richard Vedder

Executive Summary

hough Texas ranks near the bottom of al states in total tax burden on consumers, tax rev-
I enues are gtill higher than they’ ve ever been. Where does Texas stand in relation to other
dates, both in levels of taxation and the services it provides taxpayers?
By the most accurate caculations (which take local jurisdictions into account), Texas tax burden
ranked 47th among the states. Six other states had tax burdens very smilar (within six percent) of
that of Texas Colorado, Florida, Missouri, Nevada, Oregon, and Virginia. Severd of these dstates
compete directly with Texas, particularly for high technology business. Thus Texasis one of agroup
of 10 states (Alabama, Colorado, Florida, Missouri, Nevada, New Hampshire, Oregon, Tennessee,
Texas, and Virginia) with acombined 60 million in population with alow or very low tax burden.

That low tax burden has helped to prope the Texas economy to high rates of growth. | examined
three outside assessments of each state’s business or fiscal climate, and did one of my own. Texasdid
very well in al four measures, and the median of dl studies is a very respectable B+. Moreover,
Texas generdly receives higher marks than al of its neighbors, dramatically so in the case of New
Mexico. While the state is graded substantialy higher than one of itsimportant Sun Belt competitors
(Cdlifornia), it ranks below Florida, one of the best states in the Union on dmogt all fiscal evalua
tions.

Comparisons to other states dso show that Texas, while spending dightly less than average on gov-
ernment, is nonetheless well in line with other states in the funding it provides to essentia govern-
ment services.

What can we conclude from our ranking? Take it easy and go dow—the Texas syssemisnot in need
of radical reform. What Texas needs instead are moderate changes designed to make the Lone Star
State even more attractive to individuals and businesses.
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Spending and Tax Burdens:
Texas and the U.S.

in fisca year 2001 were more than eleven times as large as they were in fiscal year 1972.
Tax revenues have grown at a compounded annua rate of 8.87 percent over the past
29 years.

N 0 one doubts that Texans are paying more than ever in taxes. Estimated state tax collections

But where does Texas stand in relation to other states, both in levels of taxation and the services it
providestaxpayers. Isthetax base growing or shrinking?1sthe present system of taxation pro-growth
or will it hinder economic expansion? Do Texans get more bang for their buck in terms of govern-
ment services?

State and Local

In answering these questions, it’scritical toincludeloca governmentsintheanaysis, sincelocal gov-
ernment makes up such avaried amount of the funding mix in different states. In Hawaii, for exam-
ple, thereis one school didtrict for the entire state. From state to State the role of State government in
funding schools, roads, and other improvements can vary significantly.

The most authoritative and comprehensive data on state and local finances is gathered by the U.S.
Bureau of the Census in the Department of Commerce. Unfortunately, the numbers are published
with a considerable time lag. Table 1 compares Texas with the United States average on severd key
fiscal measures. There are two ways of making comparisons: using per capitatax (or other revenue
source) collections, or by taking those collections for each $1,000 of persona income. The latter
measureisgeneraly considered the better measure of tax burden, asit provides amessure of the pro-
portion of personal income taken in state and loca taxes.
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Table 1
State and Local Government Revenues Per $1000 Personal Income:

Texas Vs. the U.S. Average, FY 1999

Revenue Source Texas U.S. Average % Texas Below the U.S. Average
Total Revenue $231.00 $242.98 4.9%
General Revenue 177.59 194.22 8.6
General Revenue 142.82 157.56 84
from Own Sources

Taxes (Total) 96.79 110.42 12.3
Fees and Charges 26.23 28.56 8.1
Miscellaneous Gen. 19.80 18.58 -6.6
Revenues

Other Own Source 38.67 58.77 34.2
Revenues

Federal Grants 34.77 36.65 5.1

Source: U.S. Bureau of the Census, Author’s Calculations

Total Revenue

Thisitem reflects al revenue collections of governments, including those received by such business
operations as hospitals, utilities, and, in some states (but not in Texas) liquor stores. More than 23
cents of each dollar earned by Texans (or $231 of each $1000) was taken by state and local govern-
mentsin fisca year 1999 — which sounds high enough, but is actudly about five percent below the
U.S. average.

General Revenue

For most purposes, genera revenue is a better measure of the government’s burden on the popula
tion, as it excludes utilities, state liquor stores, and insurance trust funds for public employees. In
Texas, about 18 cents out of each dollar earned is taken by government by this measure, compared
with about 19 cents nationally. So Texas is below the national average, but not dramatically.

General Revenue from Own Sources

This item is general revenue, described above, minus federd grants-in-aid. This is an even better
measure of the extent to which Texas governments reduce the income of the people. Note that more
than 14 cents per dollar is taken by Texas governments, about 8 percent less than the nationa
average.
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Taxes

Thisistheitem mogt cited in comparing the governmental burden of different States. Taxesarelevies
on the population to finance general government services, unlike other revenue sources that are asso-
ciated with use of governmental services (such asfeesand charges) or federa grants. Texans currently
are “rendering unto Caesar” about one-tenth of their income in taxes. In this respect, Texas overal
tax burden is 12 percent below the nationa average, athough the inclusion of federa taxes would
likely narrow the differential between Texans and other Americans.

Fees and Charges

Some governmental activities are financed according to the benefit principle of public finance, where-
by those persons who use governmental services pay for them, with the fee or user charge being sm-
ilar to the price of agood or service in the private sector. State university tuition fees and charges for
the use of parks are two good examples. The use by Texas of such financing methodsis fairly smi-
lar to that of Statesin generdl, with fees condtituting only about eight percent less of persona income
for resdents of the Lone Star State compared with al Americans.

Miscellaneous General Revenues

Themost important category hereisinterest income on governmental cash balances and investments.
Lottery proceeds, specid assessments, and property sales are other examples of revenue sources.
Texas receives more revenue, relative to state persona income, than the average U.S. dtate.

Other Own Source Revenues

There are three mgjor categories of revenue under this classification nationally, although one does not
exigt in Texas, namely liquor store revenues (Some states have state-owned liquor stores). The biggest
category is revenue associated with unemployment compensation and public employee retirement
plans (for example, employee contributions). Of secondary importance are utility revenues, primari-
ly from public water and electric power providers. Texas receives sharply less revenue in this cate-
gory than the average for the nation. This reflects not fewer public-owned utilitiesin Texas but rather
far lower levels of provision for public employee retirement. It is an interesting question whether the
Lone Star State’'s lower employee retirement revenues reflect generaly less generous public pension
plans (perhaps because of greater reliance of employees on Socid Security) than some states, or rather
the existence of unusudly high levels of unfunded ligbilities that will haunt Texas in the future.
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Federal Grants

All statesreceive some revenues from the federal government. Texasreceivesalower amount of such
revenues relative to income levels than the nationa average, but not dramatically lower levels.

Texas Taxes

Many claims are made on behaf of Texas' tax burden—some say it's the second lowest in the coun-
try, or in the bottom five, or bottom ten. The confusion exists becauseit’s possible to use different fig-
ures and methods of calculation to reach a conclusion. Also, because the rel ative importance of local
governmentsin providing public services varies consderably, you have to incorporate both state and
loca governmental spending into any meaningful comparison. It is possible to calculate the tax bur-
den on aper capitabasis or relative to persona income, with the latter measure somewhat preferable
if one istrying to measure the “burden” of government on taxpayers.

InTable 2, we caculated (to the nearest dollar) thetax burden per $1000 in personal incomefor Texas
anditsneighborsin fiscal year 1999, and listed each state's rankings with the highest tax burden state
ranked first. Note that Texas tax burden ranked 47th, making it a relatively low taxed dtete.
Interestingly, al of Texas neighbors except New Mexico wereasofairly low tax statesaswell, below
the median for the nation as awhole. Some six other states had tax burdens very smilar (within six
percent) to that of Texas. Colorado, Florida, Missouri, Nevada, Oregon, and Virginia. Severa of these
states compete directly with Texas, particularly for high technology business.

Table 2
State Ranking Among U.S. States Tax Burden $1000 Income
TEXAS 47 $96.79
Arkansas 39 104.56
Louisiana 26 108.01
Oklahoma 35 104.77
New Mexico 7 121.73

Source: U.S. Bureau of the Census, Author’s Calculations

Additionaly, three other sates (Alabama, New Hampshire, and Tennessee) had significantly lower
overdl tax burdens than Texas. Thus Texasis one of agroup of 10 states with acombined 65 million
in population with alow or very low tax burden. That's hardly the unusual aberration sometimes por-
trayed by some advocates of increased taxation.
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Where Does it Come From....

So we know that Texas has arelatively low overal tax burden, but not one thet is so unusually low
to make it unique. Indeed, low taxes are relatively commonplace among fast growing states—which
of courseis one factor that propelstheir growth. Yet looking at aggregate data disguises the details of
the Texasfiscal system. |s Texas somewhat unusua? The answer, broadly, is“yes,” adthough that dif-
ference has actually been an enormous advantage, helping to propel the Texas economy to high rates
of growth.

Table 3 looks a specific taxes, comparing Texas with the average for the United States as awhole.
The reader should be cautioned that the tax categories are determined by the U.S. Bureau of the
Census, and their categorization of specific taxes may differ from what others might consider appro-
pricte. For example, the table leaves the impression that Texas does not tax corporations, which isnot
the case—the state has a corporate franchise tax. The Census Bureau does not consider thisanincome
tax, but includes it in the category of “other taxes’ (which is mainly why that category is so much
higher for Texas than other states).

Table 3
Tax Burden of Specific Taxes, FY 1998: Texas vs. the National Average

Tax Amount per $1000 of Personal Income

Tax Texas U.S. % Difference
Texas Vs. the U.S.
Property $36.97 $32.46 +13.9%
Individual income .00 25.64 -100.0
Corporate Income .00 4.59 -100.0
General Sales 31.65 2717 +16.5
Selective Sales 16.99 12.24 +38.8
Motor Fuel 5.10 4.08 +24.9
Alcoholic Beverage 0.95 0.57 +66.8
Tobacco Products 1.23 1.13 +8.8
Public Utilities 2.31 2.32 -04
Other Selective Taxes 7.97 4.14 +92.4
Motor Vehicle License 2.24 2.08 +7.5
Other Taxes 8.39 6.24 +31.1

Source: U.S. Bureau of the Census, Author’s Calculations

Property Taxes

The property tax burden in Texasis clearly above the nationa average as defined here. It is possible
that tax rates (that is, taxes asapercent of property vaues) may be no higher, or much higher in Texas.
Property vaues are often enhanced with high economic growth, and while tax rates may not be high
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relative to the national average, tax bills are because of high property vaues. We don't have enough
information to say definitively, though.

Income Taxes on Individuals and Corporations

Inthetypica dtatethat leviesincome taxes, they raise about as much money asthe property and gen-
erd sales tax—upwards of one-third of al tax revenues. In Texas, the proportion is zero, subject to
the caveat mentioned above with respect to corporate taxes. The implication of that, of course, isthat
other tax sources must carry alarger proportion of thetax burden. It turns out, though, that thisis actu-
aly isavirtue, given the negetive effects of income taxes on economic growth

General and Selective Sales Taxes

In generdl, Texas relies rather heavily on sales taxation compared with the average state. A cursory
observation of combined state and local rates in large Texas cities suggests thet rates on the generd
sdestax areat the upper end of the range found in American cities. For example, thetax ratein Dallas
is8.25 percent, equaled or exceeded in some non-Texas large cities, but many aso have significant-
ly lower rates. Also, the base subject to the general salestax varies enormoudy by state, and the pic-
ture is complicated by varying loca governmental salestax rates within sates. Still, Texasisafairly
high sdles taxation state. Asit turns out, though, the sdlestax is the least harmful of the major taxes,
0 this feature of the Texas system isagain avirtue,

Other Taxes

Note that in Table 3, Texas has relatively high taxes in the “other selective sdes taxes’ and “other
taxes’ categories (with motor license fees gpproximating the nationd average). Asde from the cor-
porate franchise tax referenced above, another likely factor is Texas high minera production tax rev-
enues, compared to other states.

...ANnd Where Does it Go...

Itisnot at al surprising, given Texas low tax burden, that the state spends less on government than
the national average as well. Table 4 provides details. “Genera expenditure” excludes from total
spending such things as spending on utilities, state liquor stores, and insurance trust plans. While
overal spending is 8-10 percent below the nationa average when measured as a proportion of
income, the deviation of spending from the naiona average varies subgtantidly category to

category.
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Education

Critics have charged that the state of Texas has shortchanged education to pay for tax cuts that keep
the sate’s tax burden one of the lowest in the country. But the data show how nonsensical that criti-
cismis. At both the dementary and collegiate levels, Texans devote alarger percent of their income
to education than the nationa average—between 6 and 9 percent higher, in fact. True, some of this
spending is explained by the fact that Texas spends agood dea more than the typica state on capital
outlaysin education (especialy school congtruction), which is no doubt a function of higher popula:
tion growth. But the Lone Star State also spends more on current outlays as well. Indeed, more than
40 cents of each dollar of general government spending in Texas goes for education, while the com-
parable figure nationaly is less than 35 cents.

Table4
State and Local Expenditures Per $1000 Income, FY 1999, Texas vs. U.S.
Category Texas u.s. %Difference, Texas vs. U.S.
Direct Expenditures $197.25 $219.69 -10.2%
Direct General Exp. 171.78 189.38 -93
Capital Outlays 22.90 23.92 4.3
Operations 148.65 165.46 -10.2
Education 69.45 65.45 +6.1
Capital Outlays 9.59 7.37 +30.1
Higher Education 17.65 16.62 +6.2
Primary, Second. Ed. 49.95 46.03 + 9.0
Public Welfare 22.27 29.14 -23.6
Hospitals 11.86 9.72 +22.0
Health 4.26 6.27 -32.1
Highways 11.56 12.60 -8.2
Capital Outlays 6.83 7.03 -1.5
Public Safety 16.53 17.44 -5.2
Police Protection 6.09 7.23 -17.5
Fire Protection 2.38 288 -174
Corrections 7.34 6.18 +18.8
Other 0.72 1.15 -374
Parks and Recreation 215 3.17 -32.0
Housing, Comm. Devpt. 2.44 342 -28.7
Sewerage 3.16 3.65 -13.3
Govt. Administration 7.49 10.38 -27.8
Interest on General Debt 7.99 9.11 -123

Source: U.S. Bureau of the Census, Author’s Calculation

Texas Public Policy Foundation § Page 8



GOVERNMENT FINANCES: TEXAS AND THE U.S.

Welfare, Hospitals and Health

In contrast to education, Texas spends significantly less of itstax revenues on welfare—about 24 per-
cent less. Adding together health and hospitals into the category of medical-related expenses, spend-
ing in Texasis close to the nationa average, being higher in hospitals but lower in the genera hedlth

category.
Highways and Public Safety

Texas spends a modestly smaller proportion of its resources on highways and on public safety than
the nationa average, with the deviation from the average most pronounced for police and fire pro-
tection (17 percent below the average) and in corrections (19 percent abovethe average). Somewould
arguethat high corrections expenditures may in part explain low policef/fire expenditures, snce Texas
incarcerates a relaively larger proportion of its criminas—and for longer sentences—than other
gates.

Other Forms of Spending

In other areas of spending—including parks and recreation, housing and community development,
sewers, governmental administration, and interest on debt—Texas tends to spend less than the typi-
ca gate. In some categories, the presence of asignificant rura and smal town Texas popul ation may
be partidly responsible for the trend. For example, | would speculate that Texas may have a larger
proportion of homes with septic tanks (and thus not using sewers) than the typica Sate.

Local Government’s Share

State governments aren’t the whol e picture when it comesto funding and providing government serv-
ices. Instead they share those responsibilities with a variety of county, municipa, educationa, and
other governmenta units. In some States, more of the activity is centralized at the state level than in
others. What is the situation in Texas? Table 5 shows the proportion of various revenue and expendi-
ture categories carried out by local governments or any governmenta unit other than the state gov-
ernment.
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Table5
The Proportion of Revenues or Spending Derived From Local Governments: Fiscal Year 1999
Category Texas U.S.
General Revenue from Own Sources (non-Fed.) 50.1% 43.9%
Taxes 47.8 38.7
Property 100.0 95.1
General Sales 16.1 18.1
Motor Vehicle License 21.3 8.2
Current Fees and Charges 654 624
Direct General Expenditures 60.4 58.2
Education 77.7 72.6
Higher 235 16.4
Primary and Secondary 99.7 99.1
Public Welfare 21 15.3
Highways and Roads 329 39.5
Public Safety and Corrections 62.7 65.8
Governmental Administration 65.9 57.7

Source: U.S. Bureau of the Census, Author’s Calculations; data are for FY 1998.

Unquestionably, Texas is more dependent on revenues raised by loca governments than most states.
While the average state derives less than 39 percent of its tax revenue from loca governments, in
Texasthe proportion is nearly 48 percent. In part this may reflect the composition of taxation—Texas
does not have individua and corporate income taxes, which are typically administered largely if not
entirely at the state level.

With regards to spending, the pattern is less clear. There are severd categories where a larger pro-
portion of the spending actually came from the state government, although on balance again therewas
adightly higher proportion of total spending financed localy in Texas compared to the nation as a
whole.

Grading the Texas System

With dl thisin mind, how does Texas tax system rate in terms of encouraging economic growth? |
looked at three outside assessments of each state’s business or fisca climate, and did one of my own.
The Smdl Business Survival Committee’s (SBSC) “Survivd Index” (Keating 2001) ranks states on
alarge variety of criteria; many, but not al, are tax-related (one difference: right to work laws are
viewed positively by SBSC, a sentiment | would endorse based on my own research). The SBSC is
interested in the climate for small business, and its criteria reflect that concern. In the table below, |
have converted the SBSC numeric rankingsinto |etter gradesmaking “C” the average grade of dl the
sates.
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Grades from the American Legidative Exchange Council, or ALEC (Lathrop 2001), are based on
both the level of state and loca taxation and the changes in tax burden in recent years. Findly, |
looked at Bloomberg Persona Finance's recent evaluations (Saler 2001) of states on their “wedth
friendliness’—that is, on the environment within the state for acquiring and maintaining persona
wedth.

Then, | constructed my own fisca index in order to determine letter grades for the states. | put the
largest weight, some 60 percent, on the level of state and local tax burden per $1000 in persond
incomeinfiscal year 1998, thelast year for which truly comprehensive dataare availablefor al states.
| weighted the change in that tax burden from 1990 to 1998 an additional 20 percent, and gave a 20
percent weight to the percentage of persona incometaken by individual incometaxes, themost invid-
ious of mgor taxes from an economic standpoint. Again, | distributed the grades so the average for
al sateswasa“C.”

Table7

State ALEC Bloomberg SBSC Vedder Median*
Texas B B B+ A B+
Arkansas C C C+ C C
California C- C- D- C- C-
Florida A A A- A- A
Louisiana C A- C+ B B-
New Mexico F C+ D- C D+
Oklahoma C- C C C+ C

*Where median is between two grades, higher grade is given.
Source: Lathrop (2001), Saler (2001), Keating (2001), Vedder (2001); See text.

Inthe end, the Lone Star State did very well in all four measures (see Table 7), and the median of dl
dudies is a very respectable B+. Moreover, Texas generdly receives higher marks than dl of its
neighbors, dramaticaly so in the case of New Mexico. While the Sate is graded substantially higher
than one of its important Sun Belt competitors (Cdifornia), it ranks below Florida, one of the best
datesin the Union on dmost all fisca evaluations.

What can we conclude from our ranking? Take it easy and go dow—the Texas system isnot in need
of radical reform. What Texas needs instead are moderate changes designed to make the Lone Star
State even more attractive to individuals and businesses.
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