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S
tate and local governments often turn 
to increases in sales taxes to generate 
added revenue. Estimates of fresh reve-
nue from the higher tax tend to be overly 
optimistic, partly because the number of 

sales tax exemptions tends to rise with the rising tax 
rate. Given the fact that politicians seek to raise a cer-
tain amount of revenue and wish to maximize their 
chance of re-election, this relationship suggests that 
politicians face a trade-off when seeking votes from 
groups that favor sales tax decreases and groups that 
lobby for certain t ax exemptions. 

Assuming that higher tax rates increase the incentive 
to lobby for tax exemptions, agencies that estimate the 
effects of sales tax increases should take into account the 
expected increase in tax exemptions as well. Ultimately, 
the link between sales taxes and sales tax exemptions 
serves to undermine the certainty of generating addi-
tional revenue by increasing sales taxes.1 

PUBLIC CHOICE MODEL

Public choice economics explains how politicians 
seek to maximize votes given that competing groups 
of voters vie for political support.2 For instance, one 
group of constituents may want taxes raised on a certain 
group or a certain type of transaction, while another 
group may favor reductions in taxes or increases in tax 
exemptions. In order to maximize votes, politicians can 
satisfy both groups by simultaneously increasing taxes 
and expanding the number of exemptions, or loopholes. 
While the net result on tax revenue generated may be 
negligible, a politician can secure additional votes from 
both groups. 

University of Chicago economist Sam Peltzman’s anal-
ysis of the regulation of fi rms offers insights that are 
 relevant to the study of sales taxes and  exemptions.3 
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Given that firms demand price regulations that 
increase their profits and consumers desire regulations 
that lower prices, Peltzman analyzed how politicians 
approach regulating firms in order to maximize votes. 
This model presents a situation in which both groups 
can’t be simultaneously satisfied, just as is the case with 
sales taxes and exemptions. In a recent paper,4 we use 
Peltzman’s model, showing that politicians seek to max-
imize support from competing groups, to analyze the 
relationship between sales taxes and sales tax exemp-
tions. 

We analyze the equilibrium relationship between the 
sales tax rate and the number of sales tax exemptions 
in each state that levies sales taxes. Our theory sug-
gests that as tax rates rise, so do lobbying activities, and 
therefore the number of exemptions. In this model, in 
order for a politician to maintain a certain amount of 
revenue, that politician is not able to satisfy all groups. 
In other words, when a politician decreases taxes—
thereby increasing support from one group—that poli-
tician is forced by the revenue constraint to decrease 
tax exemptions as well—hence losing support from 
the other group. In this way, the wealth of one interest 
group increases at the expense of the other group. Given 
this state of affairs, the politician is faced with choosing 
a tax rate and a number of exemptions that maximizes 
the politician’s chance of re-election. 

SALES TAXES AND EXEMPTIONS

Only five states do not have a statewide sales tax 
(Alaska, Delaware, Montana, New Hampshire, and Ore-
gon).5 These states are therefore omitted from the anal-
ysis. In addition, Hawaii has a complex, tiered system 
of sales taxes; this state has also been omitted for ease 
of comparison. The remaining 44 states have differing 
tax bases (i.e., the variety of transactions for which sales 
tax can be charged). States can either adopt a wide tax 
base and a low tax rate or a narrow tax base and a high 
tax rate. In theory, both options can generate the same 
level of revenue. 

Federal laws prevent states from levying sales taxes 
on certain transactions, such as those covered by food 
assistance programs, interstate commerce transactions, 
and purchases by federal credit unions.6 Additional 
sales tax exemptions are at the discretion of individual 
states. We identify 17 broad exemption categories (some 
of which also contain subcategories), including a variety 
of exemptions that can be classified as entity-based (the 

seller or buyer is an exempt entity, such as a nonprofit 
organization or a school), product-based (the item sold 
is exempt, such as food or health-related items), or 
use-based (the buyers’ intended use of the item entitles 
them to an exemption, as with material tools used in 
manufacturing).7 The exemption categories were con-
structed such that they are specific enough not to have 
exemptions overlap and broad enough to incorporate a 
variety of definitions for products or transactions. 

Among the 44 states under examination, the average 
sales tax rate was 5.6 percent, ranging from 2.9 percent 
in Colorado to 7.25 percent in California. We use two 
different measures—one broad and one narrow—to 
calculate the number of exemptions in each state. Both 
measures give approximately the same conclusions, so 
for simplicity we will focus on one measure here, the 
broad one. This measure simply sums the exemptions 
from all subcategories. The average number of exemp-
tions in each state calculated in this way is 24 and ranges 
from 19 in Illinois to 31 in Vermont. 

Our analysis of sales taxes and exemptions in each 
state has some important implications. The results of 
the regression analysis indicate that the relationship 
between tax rates and the number of exemptions is both 
positive and statistically significant. In other words, the 
estimates indicate that one unit increase in the num-
ber of exemptions calculated based on the “broad” or 
narrow” measure is associated with an increase in the 
sales tax rate between 0.10 and 0.25 percentage points, 
as shown in figure 1. This means that if a state has a 
current tax rate of 5.6 percent (the average) and adds 
another five exemptions, then the state can be expected 
to increase the tax rate to 6.1 percent, as shown in figure 
2.8 The reverse holds for decreasing exemptions.

CONCLUSIONS AND POLICY IMPLICATIONS

Higher sales taxes ultimately increase the incentive 
for special interests to lobby for more tax exemptions. 
This relationship suggests that increasing the tax rate 
may not generate the additional tax revenues expected. 

Government agencies should be aware of two major 
consequences of this relationship. First, estimates of the 
effects of increasing sales taxes are often overly opti-
mistic; therefore, agencies should be more alert to the 
link between sales taxes and exemptions when making 
predictions of future increases in revenue. 

<INSERT THE FIGURE NEAREST CONVENIENT PLACE: >
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Figure 1. The effect of increasing or decreasing sales tax exemptions and sales tax rate. 

Second, increases in sales taxes may lead to other unin-
tended inefficiencies. Higher sales taxes can potentially 
lead to decreased consumption of certain goods. This 
implies that transactions that would have taken place 
prior to the added tax will not occur. Moreover, as pre-
viously mentioned, higher sales taxes tend to be asso-
ciated with increased lobbying activities. Lobbying on 
behalf of special interests can have distortionary effects 
on market transactions and consumer choices. By advo-
cating for different treatments for certain transactions 
or activities, lobbying activities (and ultimately sales tax 
exemptions) have multiple adverse effects. The sales 
exemptions, once implemented, erode the sales tax base. 
They also institute preferences for certain transactions 
and goods over others. This results in distortions of con-
sumer choices, which alter essential market signals and 
results in misallocation of resources and investment.
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The Effect of Increasing or Decreasing Sales Tax 
Exemptions and Sales Tax Rate 

Source: Author's calculations  based on data presented in Thomas Stratmann and Andrea Militaru, "A Survey of Sales Tax 
Exemptions in the States: Understanding Sales Taxes and Sales Tax Exemptions," January 2014. 

Produced by Thomas Strattman, Rachel Reese, and Rizqi Rachmat, Mercatus Center at George Mason University. 
Source: Authors’ calculations based on data presented in Militaru and Stratmann, “Survey of Sales Tax Exemptions,” 2014.  
Produced by Thomas Stratmann, Rachel Reese, and Rizqi Rachmat, Mercatus Center at George Mason University.
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Figure 2. The relationship between the number of sales tax exemptions and sales tax rates. 
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Source: Author's calculations  based on data presented in Thomas Stratmann and Andrea Militaru, "A Survey of Sales Tax 
Exemptions in the States: Understanding Sales Taxes and Sales Tax Exemptions," January 2014. 

Produced by Thomas Strattman, Rachel Reese, and Rizqi Rachmat, Mercatus Center at George Mason University.  
Source: Authors’ calculations based on data presented in Militaru and Stratmann, “Survey of Sales Tax Exemptions,” 2014. 
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