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Mr. Chair and Members of the Committee: 
 
I appreciate the opportunity to testify today on the opportunity for tax reform at a 
time of fiscal challenges, and to provide an overview of tax reform in other states. 
For those unfamiliar with the Tax Foundation, we are a non-partisan, non-profit 
organization that has monitored fiscal policy at all levels of government since 1937. 
We have produced the Facts & Figures handbook since 1941, calculate Tax Freedom 
Day each year, and have a wealth of facts, rankings, and other information at our 
website, www.TaxFoundation.org. 
 
First, I want to praise the work done by my fellow panelists today. Professor 
Auerbach’s testimony carefully and convincing makes the case that California, 
relative to other states, relies heavily on volatile revenue sources that rise sharply in 
good times and plummet deeply in bad times, amplifying the revenue effects from 
economic ups and downs, and consequently the budget impacts of unsustainably 
high revenue growth projections. High marginal rates on high-income earners, a 
high corporate income tax rate, a narrow sales tax with high rates, and a 
relatively high reliance on the individual income tax (as relatively low reliance 
on the property tax) all cause this phenomenon (See Figures 1 through 6.) 
Another sign is overreliance on targeted tax incentives, which inadequately attempt 
to mask and make up for a terrible business tax climate. 
 
The Council on State Taxation (COST) is an excellent resource and it’s a great 
development that they’ve opened an office in Sacramento. I know Greg will lay out 
the details on how California relates to other states, its high tax burden and 
unfriendly business climate (See Figure 7). It is vital that we not forget that capital, 
entrepreneurial energy, investments, and even labor can go essentially anywhere in 

                                                 
1 I would like to acknowledge the invaluable assistance of Tax Foundation spring fellows Sarah Hyon 
and Alex Wood-Doughty in the preparation of this testimony. 
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the globe nowadays. Don’t get me wrong: taxes are just one part of the equation. 
Also of importance are infrastructure, an educated workforce, regulatory climate, 
weather, and a host of other things. But some infrastructure investments turn out to 
be busts, and education spending takes a generation to pay off. Tax policy is one 
thing that legislators can change any time they want, and produce an 
immediate impact. 
 
Two years ago, we published a paper entitled State Budget Shortfalls Present a Tax Reform 
Opportunity. Recognizing that a common reaction from legislators in tough fiscal 
times is to focus on the short-term problems and reject any focus on fundamental 
tax reform as misguided or irrelevant, I sought to make the case that a budget 
squeeze is the perfect time for fundamental tax reform. (On the other hand, we 
are the Tax Foundation, and perhaps for us, it’s always time for fundamental tax 
reform.) Right now, the most problematic revenue sources are at their lowest ebb. 
Broadening tax bases, lowering tax rates, and ridding the code of complex and 
unjustified windfalls to particular beneficiaries can reduce deadweight loss and 
thereby improve overall economic growth going forward. 
 
I’m sure the committee will be interested to learn that were California to embark 
upon this path, it would not be alone. Rhode Island—bluest of blue states—last 
year successfully implemented an ambitious and positive reform of its individual 
income tax that took effect on January 1, 2011. Maine adopted a similar tax reform 
that was more of a mixed bag, but it was repealed by voters in June 2010. Georgia 
and Vermont have mostly positive tax reform proposals pending. Newly sworn in 
governors in Michigan, New Jersey, Ohio, and Wisconsin are discussing ambitious 
tax reform ideas. For Michigan and Ohio, this is particularly important, as they 
embarked on tax reform proposals that went awry, which I will discuss shortly. 
 
As you see on our materials, the principles by which we evaluate taxes are those of 
simplicity, transparency, neutrality, and stability. Tax systems that follow these 
principles minimize the deadweight loss to society from unnecessarily high 
administrative and compliance costs, provide better understanding to taxpayers 
about what they pay and how, enable predictability for both government and 
taxpayer, and use the tax code just to raise revenue, not to pick winners and losers.  
 
As legislators, you’re certainly aware of the public choice problem of when the 
beneficiaries of a government program will fight hard to preserve it, since the 
millions that will benefit a tiny bit from its elimination have little incentive to counter 
them. The same is true with many tax incentives in the income and sales tax. No one 
who stands for elected office wants to anger the vocal and side with the apathetic. 
But in some states, things have just gotten so bad, fiscally, that that’s precisely 
what politicians are doing: saying no to constituents with their hands out. It’s 
supposed to be unpopular, but I hear things are changing. 
 
I have lots of unpopular ideas for you to consider, but we’ll save that for after the 
case studies. 
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Figure 1: Top Individual Income Tax Rates 
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Figure 2: Top Corporate Income Tax Rates  
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Figure 3: Sales Tax Rates  
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Figure 4: Sales Tax Breadth 
Alabama 34.97% 28 

Arizona 39.27% 23 

Arkansas 49.94% 6 

California 28.85% 35 

Colorado 35.25% 27 

Connecticut 28.65% 36 

Florida 45.76% 10 

Georgia 39.95% 21 

Hawaii 108.20% 1 

Idaho 41.11% 15 

Illinois 22.36% 45 

Indiana 40.93% 17 

Iowa 33.64% 31 

Kansas 39.32% 22 

Kentucky 38.21% 25 

Louisiana 46.45% 9 

Maine 41.80% 14 

Maryland 26.54% 42 

Massachusetts 24.58% 44 

Michigan 46.54% 8 

Minnesota 33.97% 30 

Mississippi 48.65% 7 

Missouri 33.58% 33 

Nebraska 39.97% 20 

Nevada 40.50% 18 

New Jersey 26.70% 41 

New Mexico 59.98% 4 

New York 28.26% 38 

North Carolina 34.90% 29 

North Dakota 52.44% 5 

Ohio 32.63% 34 

Oklahoma 41.00% 16 

Pennsylvania 28.38% 37 

Rhode Island 26.94% 40 

South Carolina 33.64% 31 

South Dakota 67.38% 3 

Tennessee 42.31% 12 

Texas 41.83% 13 

Utah 43.07% 11 

Vermont 25.42% 43 

Virginia 27.80% 39 

Washington 40.40% 19 

West Virginia 35.83% 26 

Wisconsin 39.26% 24 

Wyoming 99.47% 2 

Mean 40.81%  

Median 39.27%  
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 Figure 5: Median Property Taxes as a Percent of Home Value 
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Figure 6: State Sources of Tax Revenue 

 

Property General Sales    Individual Income     Corporate Income    Other Taxes (a) 

U.S. 30.8% 22.9% 22.9% 4.3% 19.1% 

Ala. 16.4% 29.5% 22.7% 3.7% 27.6% 

Alaska 11.0% 2.2% 0.0% 10.1% 76.7% 

Ariz. 29.2% 39.6% 14.8% 3.4% 13.0% 

Ark. 15.5% 39.5% 24.9% 3.6% 16.4% 

Calif. 28.4% 22.1% 30.0% 6.4% 13.2% 

Colo. 31.2% 26.8% 25.8% 2.6% 13.6% 

Conn. 36.0% 15.3% 32.5% 2.6% 13.6% 

Del. 16.3% 0.0% 28.7% 8.3% 46.7% 

Fla. 41.3% 31.2% 0.0% 3.0% 24.6% 

Ga. 30.4% 29.1% 26.3% 2.8% 11.5% 

Hawaii 18.6% 38.9% 22.9% 1.6% 18.0% 

Idaho 23.9% 27.3% 29.1% 3.9% 15.9% 

Ill. 36.8% 16.1% 17.8% 5.4% 23.9% 

Ind. 30.2% 25.0% 23.5% 4.0% 17.4% 

Iowa 32.2% 21.1% 25.4% 3.0% 18.3% 

Kans. 31.0% 25.8% 24.8% 4.4% 13.9% 

Ky. 19.6% 20.3% 32.0% 4.6% 23.4% 

La. 15.8% 39.6% 17.7% 3.9% 23.0% 

Maine 36.4% 17.9% 26.3% 3.1% 16.3% 

Md. 23.9% 13.6% 40.4% 2.7% 19.4% 

Mass. 34.3% 12.1% 36.8% 6.4% 10.5% 

Mich. 37.5% 21.8% 20.3% 4.7% 15.6% 

Minn. 26.8% 18.9% 31.5% 4.2% 18.6% 

Miss. 25.0% 34.0% 16.8% 4.2% 20.0% 

Mo. 27.6% 25.4% 27.5% 1.9% 17.5% 

Mont. 34.1% 0.0% 25.2% 4.7% 36.0% 

Nebr. 33.1% 25.0% 23.0% 3.1% 15.8% 

Nev. 30.4% 31.9% 0.0% 0.0% 37.8% 

N.H. 61.6% 0.0% 2.4% 12.4% 23.6% 

N.J. 42.2% 16.6% 23.4% 5.2% 12.5% 

N.M. 14.5% 35.7% 15.7% 4.6% 29.5% 

N.Y. 28.3% 16.7% 33.6% 8.2% 13.3% 

N.C. 23.7% 21.8% 33.1% 3.6% 17.8% 

N.D. 23.3% 19.6% 10.0% 5.1% 42.0% 

Ohio 29.1% 20.4% 30.0% 1.9% 18.6% 

Okla. 17.2% 29.3% 22.6% 2.9% 28.0% 

Ore. 34.0% 0.0% 39.7% 4.3% 22.0% 

Pa. 28.7% 17.0% 26.5% 4.1% 23.7% 

R.I. 42.3% 17.4% 22.4% 3.0% 14.9% 

S.C. 32.7% 24.1% 21.8% 2.4% 19.0% 

S.D. 34.3% 40.1% 0.0% 2.8% 22.7% 

Tenn. 24.6% 46.3% 1.5% 5.3% 22.3% 

Tex. 38.8% 31.3% 0.0% 0.0% 29.8% 

Utah 23.7% 27.9% 27.7% 4.2% 16.6% 

Vt. 40.1% 11.7% 21.2% 2.9% 24.1% 

Va. 32.3% 14.5% 30.9% 2.4% 19.9% 

Wash. 27.3% 48.0% 0.0% 0.0% 24.7% 

W.Va. 19.3% 17.3% 23.6% 8.4% 31.5% 

Wis. 36.2% 18.7% 27.2% 3.5% 14.2% 

Wyo. 34.1% 32.9% 0.0% 0.0% 33.0% 

DC 32.0% 16.6% 25.1% 7.8% 18.5% 

Note: Percentages may not add to 100% due to rounding. 
(a) The major taxes included in Other Taxes are selective sales taxes on alcohol, 
tobacco, motor vehicles, utilities, and licenses; severance taxes; stock transfer taxes; and 
estate/gift taxes. 
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Figure 7: 2011 State Business Tax Climate Index 
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Rhode Island: The Ocean State Reforms Its Individual Income 
Tax 
Some of these facts about Rhode Island might sound familiar. As they considered tax 
reform in June 2010, they suffered from a 12.5% unemployment rate, higher than 
every state except California, Nevada, and Michigan. The state is the tenth-highest in 
state-local tax burden, has the seventh-highest state-local property tax collections, 
and has the fifth-highest state-local debt per capita. The 9.9% top individual income 
tax rate was among the highest in the country, as is the 9% corporate income tax 
rate, and the 7% sales tax is high as well. The cigarette tax is also the highest in the 
country. The state puts heavy reliance on the usual corporate giveaways through the 
tax code (job credits, research-and-development credits, investment credits, film 
credits, etc.). These programs are generally more about photo-ops and handouts to 
the politically connected than broad-based economic development. 
 
Rhode Island faces a tough tax situation because it has significantly lower per-capita 
income than its two neighbors, and therefore must impose higher taxes to raise 
revenues in line with its neighbors. Unfortunately, those high tax rates add further 
incentive for wealthy people and businesses to leave Rhode Island for its lower-tax 
neighbors, or for other parts of the country. 
 
Consequently, a remarkable consensus developed among Rhode Island policymakers 
that the state's tax system is a hindrance to long-term economic growth, and that the 
path for reform lay in simplifying the system, broadening the base, and lowering the 
rate. In 2006, officials began phasing in an optional flat tax. Desiring to be more 
ambitious, in late May 2010, Rhode Island legislative leaders began outlining a tax 
reform proposal. Tax Foundation research and analysis helped make the idea 
become enacted law. The key elements: 

 Replace the state's current individual income tax structure with three 
brackets, with a top rate of 5.99%. 

 Raise the amounts of the lump-sum standard deduction that most taxpayers 
claim, but eliminate the option to make a detailed list of deductions - a 
process known as itemizing. 

 Allow only a handful of individual income tax credits, including one for taxes 
paid to other states, the earned-income tax credit, the statewide property-tax 
relief credit and a credit for residential lead-paint abatement. Tax credits for 
investment, research-and-development, and job creation would be repealed 
but the film tax credit would remain. 

 The optional flat-tax method of calculating one's Rhode Island income tax 
would be eliminated. 

Tax pundits were surprised when the state became a flat-tax pioneer, and the broad 
consensus for improvement means good things for the Ocean State if it builds on 
this momentum. Rhode Island has shown it has the political will for that, and 
frankly, the state has nowhere to go but up. The plan is an improvement over their 
previous tax system, and echoes the advice of tax experts everywhere: broad bases 
and low rates. 
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Maine: Downfall of Reform was Revenue Increase, Exporting to 
Tourists, Confusing Nature 
A positive but more mixed measure was repealed at the ballot box in Maine in June 
2010 by a 61 to 39 margin. Maine had passed legislation that reduced the income tax 
from 8.5% to 6.5% for individuals earning under $250,000. It was initially designed 
to be one flat rate but the governor insisted on a second rate of 6.85% for high-
income earners. In order to pay for this reform, the sales tax of 5% was expanded to 
a number of different services. Additionally, the meals and lodging tax was raised 
from 7% to 8.5%. 
 
The governor's changes weakened the bill, but it was still viewed as net a positive 
step for the state.  The sales tax base was expanded in order to reduce the rate on a 
high income tax. 
 
What went wrong? There are a number of things that added to the defeat of the 
efforts. First, the governor weakened the proposal by adding a high-income 
earners' tax and exempting some of the services being taxed. Second, the reform 
went after tourists in an attempt to export a greater fraction of the tax 
burden. Since Maine relies heavily on tourists' revenue, this would negatively impact 
a major industry. Third, the reform was designed to be revenue neutral when it 
actually ended up slightly increasing revenue. Fourth, the ballot was a bit 
confusing. Since the reform had gone into effect, a "yes" vote was a vote to 
overturn the reform, and a "no" vote was a vote in favor of the reform. Each one of 
these problems reduced support for the measure, and in totality, defeated it. 
 
Since we’re on the topic of measures defeated in part for extending the sales tax to 
services, it’s a good time to discuss Florida, Maryland, and Michigan. 
 

Florida: Taking on Popular Services Fails Under Political Pressure 
On April 23, 1987 Florida Governor Bob Martinez signed a bill into law extending 
Florida’s sales tax to services. The services to be taxed included advertising, legal, 
accounting, and construction, but did not include agriculture, education, 
government, health, or religious services. The law encompassed both services 
performed in the state as well as services that were sold outside of the state but used 
in the state; services purchased in Florida but used in another state were exempted. 
 
There were multiple constitutional challenges to the law by varying interests. The 
advertising industry challenged the sales tax on advertising based on the First 
Amendment, the legal industry challenged the sales tax on legal services based on the 
right to counsel, and out of state companies challenged the taxes based on the Due 
Process and Commerce Clause. (The challenges were all mooted when the law was 
repealed.) 
 
The law quickly became unpopular with the general public. Tax protesters “poured 
Lipton’s Instant Tea into Florida’s harbors to rekindle memories of a tax protest 
some two centuries earlier.” One reason for the public’s displeasure stemmed from 



Statement of Joseph Henchman, Tax Foundation 

 12 

Governor Martinez’s campaign promise not to raise taxes. Another was the general 
confusion over the extent of the tax and how exactly to comply with it. In response 
to the outcries of both the industries and the general public, Governor Martinez 
called for a public referendum on the law, but the legislature beat him to it, repealing 
the bill on December 11 and instead raising the sales tax rate from 5% to 6%, 
effective January 1, 1988. 
 
National advertisers had the largest hand in the repeal of the law, running a well-
financed campaign against the law: 
 

Some of the nation’s largest advertisers—including Coca-Cola, General 
Foods, Kraft, Lever Brothers, and Procter & Gamble—cancelled or reduced 
their advertising in Florida to protest the tax. Media trade associations, 
including the Magazine Publishers Association and the Television Bureau of 
Advertising, were among the business groups that expressed their displeasure 
with Florida’s tax by cancelling at least 60 conventions they had booked in 
the state.2 

 
Ever since, Florida has been cited (perhaps too broadly) as a warning not to tax 
services. 
 

Maryland: Focusing Only on “Luxury” Services Fails 
Maryland had a narrower list of services in their attempt to broaden the sales tax in 
2007: they sought to limit it to “luxury” services, essentially bunch of politically 
unpopular ones. They started with a long list of services (including real estate 
management, landscaping, tanning, massage therapy, auto repairs, and health club 
memberships) and then the lobbyists for each industry picked it apart. Each claimed 
why their industry was special and why what they sell should be taxed at zero percent 
while everything else paid five. 
 
It worked; in the end, there was just one service left taxed: computer services.3 That 
was the one service industry that didn't have a lobbyist in Annapolis. They got 
together, hired four lobbyists, and got that thrown out. (We were sympathetic to this 
effort, since by then it became a special tax on one industry, which is not generally 
economically justifiable.) To keep the revenue from the repealed tax, Maryland added 
a new top income tax bracket. 
 

Michigan: Business Prefer Destructive Gross Receipts Tax over 
Arbitrary Services Tax 
On October 1, 2007, Michigan Governor Jennifer Granholm signed HB 5198 into 
law. The bill imposed Michigan’s 6% sales tax on a variety of services, such as 
consultants, landscaping and janitorial services and ski tickets, but not on legal 
services, dry cleaning, golf fees, or tickets to sporting events. The industries that 

                                                 
2 Walter Hellerstein, Florida’s Sales Tax on Services, 41 NAT’L TAX J. 1, 14 (Mar. 1988), 
http://bit.ly/htS4Uj. 
3 See Joseph Henchman, “Momentum Builds to Repeal Maryland Computer Services Tax,” Tax 
Foundation Tax Policy Blog (Mar. 14, 2008), taxfoundation.org/blog/show/23005.html. 
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would face the new service tax quickly complained about the seemingly arbitrary 
distribution of tax. Despite the opposition of many industries, the bill had passed 
both houses and was set to go into effect on December 1, 2007. 
 
The outrage in Michigan led to the legislature taking up an alternate proposal to 
repeal the services tax and add a 21.99% surcharge to the current Michigan Business 
Tax (MBT), a complicated gross receipts tax. Most of Michigan’s businesses were in 
support of this measure, concluding that “fatter business taxes are inevitable to 
offset Michigan's plunging revenue” and it is “[b]etter to build tax into the more 
predictable Michigan business tax…than be exposed to an arbitrary tax on services.”4 
The biggest proponents of the new bill were the “big three,” General Motors, Ford 
and Chrysler, because they were “standing to lose over $100 million,” claims Steve 
Mitchell, Chairman of Mitchell Research and Communication Inc., “[n]ow they’re 
capped at $6 million under the new business tax.” On December 1, 2007—the day 
the services tax went into effect—both the House and the Senate passed the bill and 
Governor Granholm signed the repeal of the services tax just 17 hours after it went 
into effect. 
 

Ohio: Replacing a Badly Designed Tax with a Worse One 
Determined to rid itself of its corporate income tax, Ohio adopted a tax reform in 
2005 that phased out that tax, reduced individual income taxes, and phased in a tax 
on gross receipts (“Commercial Activities Tax,” or CAT). For a while, Ohio had 
both the CAT and the corporate income tax, but the phase-outs were completed in 
2010 and now the state just has the CAT. 
 
Gross receipts taxes are imposed on businesses regardless of their profitability. While 
politicians like gross receipts taxes because they have deceptively low rates (0.26% in 
Ohio) and they are thought to be a more stable source of tax revenue, economists 
have found gross receipts taxes to be particularly harmful because they tax all 
transactions, including intermediate business-to-business purchases of supplies, raw 
materials and equipment. As a result, gross receipts taxes lead to taxes on taxes—
something economists call "tax pyramiding." 
 
Tax systems like the CAT are particularly damaging during economic downturns 
when businesses have to pay the tax even when they are losing money and laying 
people off. This can lead to more job losses and even bankruptcies. In contrast, a 
traditional corporate income tax would collect more when companies are doing well, 
but little or nothing when companies are doing poorly. 
 
The CAT is also harmful for grocery stores, department stores and other high-
volume, but low profit margin businesses. Even during boom times, businesses with 
high volume and low profit margins will pay a disproportionate tax compared to 
businesses with low volume and high profit margins, like jewelry stores. Normal 
corporate income taxes put both types of firms on a level playing field. 
 

                                                 
4 See, e.g., Daniel Howes, “Services tax just may pay off,” DETROIT NEWS (Oct. 31, 2007), 
http://www.businessleadersformichigan.com/node/41. 
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California’s BNRT Tax Proposal: Giving Up on the State 
Corporate Income Tax? 
State corporate income taxes are slowly dying, killed off by thousands of credits, 
deductions, abatements, and incentive packages. States have allowed LLCs and LLPs 
to gain many benefits of corporations without the tax obligation (although they are 
pass-through entities, with the owners paying tax through the individual code). 
Favored and politically connected businesses get tax incentive packages, and high 
rates and competitive pressures push all companies to seek them. The net result is 
that the tax has declined over time as a revenue source (see Figure 8), and even left-
of-center scholars argue that it should be rethought. 
 
Figure 8: State Sources of Tax Revenue 
THE DYING STATE CORPORATE INCOME TAX: NATIONWIDE COLLECTIONS AS 

A PERCENTAGE OF TOTAL STATE TAX REVENUE AND AS A PERCENTAGE OF 

TOTAL STATE REVENUES 
  % of Tax % of Total 

1977 9.1% 4.5% 

1978 9.5% 4.8% 

1979 9.7% 4.9% 

1980 9.7% 4.8% 

1981 9.4% 4.6% 

1982 8.6% 4.2% 

1983 7.7% 3.7% 

1984 7.9% 3.9% 

1985 8.2% 4.0% 

1986 8.1% 3.8% 

1987 8.3% 4.0% 

1988 8.2% 4.0% 

1989 8.4% 4.1% 

1990 7.2% 3.4% 

1991 6.6% 3.1% 

1992 6.6% 2.9% 

1993 6.8% 3.0% 
 

  % of Tax % of Total 

1994 6.9% 3.1% 

1995 7.3% 3.2% 

1996 7.0% 3.0% 

1997 6.9% 3.0% 

1998 6.6% 2.8% 

1999 6.2% 2.7% 

2000 6.0% 2.6% 

2001 5.7% 2.7% 

2002 4.7% 2.3% 

2003 5.2% 2.2% 

2004 5.1% 1.9% 

2005 5.9% 2.4% 

2006 6.7% 2.7% 

2007 7.0% 2.6% 

2008 6.5% 3.0% 

2009 6.1% N/A 

Source: US Census; Tax Foundation. 
 

In 2009, the tax reform commission here in California came up with a proposal 
called the Business Net Receipts Tax (BNRT). This confusing tax (wherein lay its 
downfall) was centered on the idea of taxing consumption while relying on 
businesses for compliance, and not quite becoming a value-added tax (VAT). 
 
The BNRT proposal is difficult to evaluate. The Commission offered no firm 
recommendation as to rate or deductions and didn’t fully evaluate the winners and 
losers from the change in tax type. There is also natural concern about something 
brand new and perhaps insufficient explanation as to why the BNRT is better than 
cleaning up the individual and corporate tax bases or expanding the sales tax to 
services. I for one don’t think California is at the point to be considering a brand 
new type of tax: there’s too much reform possibilities left undone with the existing 
taxes. 
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Georgia and Vermont: Next Up 
Vermont’s Blue Ribbon Tax Structure Commission and Georgia’s Special Council on 
Tax Reform and Fairness for Georgians both unveiled tax reform proposals in 
January. 
 
The Vermont plan eliminates most sales tax exemptions (except prescription drugs 
and food other than soda), expands the tax to services (except business-to-business 
transactions), and reduces the sales tax rate from 6% to 4.5%. Most income tax 
deductions are eliminated and the current five-bracket structure (3.55%, 6.8%, 7.8%, 
8.8%, and 8.95%) is replaced with three brackets (3%, 4.5%, and 6.95%). The rates 
will apply to federal adjusted gross income, rather than the narrower federal taxable 
income. All tax exemptions and credits will be re-evaluated every two years. 
 
The Georgia plan applies the sales tax to groceries and raises the cigarette tax, but 
gradually lowers the individual income tax and the corporate income tax. The report 
is unclear about revenue impacts or precise rates, or even precisely what the sales tax 
will apply to, and the plan is encountering significant criticism for raising additional 
revenue in the first three years while the implication was that would be revenue-
neutral. 
 
We’ll be tracking the Vermont and Georgia proposals closely. One take away, 
however, is to know exactly what the plan is and convey that clearly. 

 

Suggestions for California 
I’ve heard, and you’ve probably heard, people blame Californians for demanding a 
bunch of expensive state services but not being willing to pay the taxes to support 
them. It doesn’t surprise me, since California’s tax system is designed to prevent 
most people from paying most of the taxes. The income tax is geared toward high 
earners. There’s a hefty corporate income tax. The property tax is severely limited. 
Even with the sales tax, huge categories of purchases that most people would buy are 
exempt—groceries, prescription medicines, periodicals. 
 
Consequently, many voters act as if someone else is paying for everything because 
that’s what’s happening. It’s like getting a dollar worth of services for a few cents. 
Aside from conveying the message that state services are cheaper than they really are 
and scaring off the people who think they pay way more than they benefit, such a tax 
system also has the added bonus of being more volatile than others. 
 
The solution is not an easy one. The burden of paying for California’s services needs 
to be spread more evenly. That means a flatter income tax. That means a lower 
corporate rate. That means a broader sales tax applying to things like groceries, 
prescriptions, and services (while not taxing business inputs), with a lower rate. If the 
residents of the Golden State want big state infrastructure projects and expensive 
state programs—and that’s an option as good as any, for the states are the 
“laboratories of democracy,” to use Justice Brandeis’s term—you can’t rely on 
“luxury” taxes and “soak-the-rich” policies to fund it. Not sustainably, not in the 
long-term. 
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Conclusion 
A state that faces economic decline and an exodus of population has two choices. 
One is to ramp up state spending on education and infrastructure and offer targeted 
tax incentives for selected industries, and hope that these inducements will lure 
people back. All state governments do this to some extent, notwithstanding the risk. 
At best, however, these investments will take decades to pay off. At worst, the fate 
of Michigan could be more common: people take their degrees from the excellent 
state schools and use the excellent roads to drive to other states where there are jobs. 
 
The other choice is to reduce reliance on burdensome and volatile revenue sources, 
prioritize state services and pare back on the non-essential, and set out a welcome 
mat of a simple, transparent, neutral, and stable state tax system for all. If tax 
increases have to occur, structure them in a way that spreads the burden and 
addresses spending growth. Such a choice will not generate billions of dollars 
immediately to recover from years of borrowing and spending beyond means. But it 
will lay the groundwork for long-term economic growth and ensure that the Golden 
State's tarnished decade will not continue forever. 
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